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INTRODUCTION 

In their motion to dismiss, the Defendants spend a great deal of time mischaracterizing 

allegations in the Amended Complaint, drawing competing inferences and otherwise challenging 

the veracity of allegations. This is improper on a motion to dismiss. All of the Trustee’s allegations 

must be taken as true with all inferences drawn in his favor. 

At the outset, the Defendants argue that the presumption against the extraterritorial 

application of federal law bars the Trustee’s attempt to invoke Section 548 to avoid fraudulent 

obligations incurred in the US. In making this argument, the Defendants make no attempt to 

controvert the detailed allegations that conclusively demonstrate that the Debtors became obligated 

under the 2015 Plane 6 Finance Lease, the 2015 Plane 7 Finance Lease, and the Plane 6 Clarification 

when such transactions closed in the US. Rather, they argue that because the transfers made to 

repay such obligations occurred outside the US, as the Court ruled in its July 29, 2020 decision, the 

obligations were also extraterritorial. This makes no temporal or legal sense, and certainly the Court 

never ruled as much.  

The Defendants next retreat to their argument that even if the Trustee has sufficiently stated 

a Section 548 claim to avoid fraudulently incurred obligations, he has no remedy under Section 550 

to recover money since that statute only allows the recovery of avoided “transfers,” not avoided 

obligations. However, after the obligations are avoided under Section 548, any transfers made on 

account of such avoided obligations are automatically not for reasonably equivalent value and 

consequently are subject to avoidance under Section 548 as well. After the transfers are avoided 

under this second step, they are likewise recoverable under Section 550. Because the initial conduct 

that depleted the estate – the incurrence of the fraudulent obligations – occurred in the US, which 

is the conduct that Section 548 governs, the recoveries of those subsequent transfers, even if made 

outside the US, does not violate the presumption against extraterritoriality under the Madoff line of 

authority.  

Moreover, the Trustee is not seeking the extraterritorial application of Sections 502(d), 548 

and 550 in the first instance because he is seeking to avoid obligations and recover transfers as part 

of the claims administration process, which is a domestic legal process under Sections 501 and 502, 
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the bankruptcy court’s inherent equitable jurisdiction, and core proceeding jurisdiction under 28 

U.S.C. § 157(b)(2)(A)-(C), (F). The Defendants filed proofs of claim pursuant to Section 501 with 

this Court in the US – a domestic act – totaling over $72 million, including a $43 million claim 

filed by Glove Assets seeking a distribution on account of unpaid obligations under the Plane 6 

Clarification. One of the bankruptcy court’s core duties, which pre-dates the enactment of the 

Bankruptcy Code, is to administer the claims process in an equitable fashion for the fair and ratable 

distribution of estate assets to creditors. Part of the claims adjustment process includes the recovery 

of fraudulent transfers and preferences from claimants to ensure all creditors are treated fairly; those 

claimants who received fraudulent transfers and preferences before the bankruptcy filing must 

return them to the estate so all claimants can be treated equally and share ratably in the bankruptcy 

“res.” If the Defendants are given a free pass, other unsecured creditors will be severely prejudiced 

and the Defendants will receive an absurd windfall by retaining fraudulent transfers while at the 

same time receiving the lion’s share of estate distributions. 

The Defendants further argued that the presumption against extraterritoriality prohibits the 

Trustee’s ability to recharacterize the Third Investment, the 2016 Plane 6 Finance Lease and the 

2016 Plane 7 Finance Lease under Section 105(a). This argument fails for the same reasons 

discussed above regarding the Defendants’ consent to participate in the claims process. By 

submitting proofs of claim for a distribution on account of the Third Investment and the obligations 

arising under the Minsheng Refinancing (including the Plane 6 Clarification), the Defendants 

submitted themselves to the Court’s jurisdiction to adjudicate the proofs of claim, including 

whether the Third Investment is appropriately characterized as debt or equity under applicable law 

and whether the Defendants should be required to return transfers that the Trustee alleged to be 

fraudulent under Counts I and II of the Amended Complaint, as part of the claims adjustment 

process.  

Moreover, both the Third Investment and the 2016 Plane 6 Finance Lease and 2016 Plane 

7 Finance Lease are contracts with the Debtors and are thus property of the estate under Section 

541, which has no extraterritorial limitations. In addition, for the reasons discussed further in in this 

Response, the choice of law clauses in the finance leases are disregarded and, under applicable 
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California law, the 2016 Plane 6 Finance Lease and 2016 Plane 7 Finance Lease are per se disguised 

financings. Not only is the Court not prevented from determining whether to recharacterize the 

2016 Finance Lease and the 2016 Plane 7 Finance Lease, this Court has exclusive jurisdiction under 

Section 541 to determine whether the loan proceeds are “property of the estate” under Section 541, 

i.e., whether the Debtors have an in interest in the loan proceeds paid to Universal Leader from the 

Minsheng Refinancing.  

The Amended Complaint states actual intent fraudulent transfer claims based on the Ponzi-

scheme presumption, the badges of fraud, and because Cassidy knew or was substantially certain 

that the natural consequences of his actions would hinder, delay, or defraud creditors. First, the 

Amended Complaint pleads that Cassidy was operating the Debtors as a fraudulent, Ponzi-like 

scheme that used funds from new lenders and investors to pay above-market rates to Li through his 

entities because the Debtors’ fundamentally unprofitable business model made it impossible to 

generate sufficient revenues to pay the debt service on the planes and other obligations. Second, 

the Amended Complaint adequately pleads four badges of fraud, including that the Debtors were 

about to default on existing obligations, that the Debtors were insolvent at all relevant times, that 

the Debtors had a special relationship with Universal Leader through Li, and that the Debtors 

retained the property at issue, namely the planes. Finally, the Defendants do not even address the 

last argument. The Amended Complaint pleads that Cassidy knew or was substantially certain that 

his misappropriation of the Debtors’ funds and taking kickbacks, while acquiring planes and debt 

service obligations the Debtors could never repay would hinder, delay, or defraud creditors. Indeed, 

the entire purpose of the Minsheng Refinancing was not to try to make the Debtors solvent, but 

rather to allow Cassidy to steal millions to buy a yacht and an apartment in Singapore. 

The Defendants also raise a number of issues regarding the legal sufficiency of the Trustee’s 

constructive fraud claims: (1) that the Trustee did not adequately allege in interest in $55 million 

in funds transferred to Universal Leader, (2) that the Trustee cannot recharacterize the 2015 Plane 

6 and 2015 Plane 7 Finances leases, and (3) that the Trustee did not adequately allege insolvency 

and valuation methodology. The Trustee has more than adequately met this lenient pleading 

standard under Fed. R. Civ. P. 8(a). For the reasons noted herein, the Debtors, as actual borrowers, 
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had an interest in the loan proceeds disbursed at closing, including the $55 million transferred to 

Universal Leader. The Amended Complaint details the amount by which Universal Leader received 

more than reasonably equivalent value for this transfer (which the Defendants do not challenge) 

and which does not depend upon recharacterization of the 2015 finance leases. Contrary to the 

Debtors’ assertions, the Trustee has provided more than sufficient detail to allege insolvency under 

the liberal pleading standards of Rule 8. The Defendants’ challenge to the Trustee’s valuation 

methodologies is a question for expert testimony that is not appropriate on a motion to dismiss.  

The Defendants further challenge the Trustee’s stay violation count in Count VII. But the 

Court already sustained this count in its July 29, 2020 ruling, which is binding law of the case. 

The Defendants move to strike or dismiss Counts VIII and XI of the Amended Complaint, 

which seek to recharacterize the 2016 Plane 6 and 2016 Plane 7 Finance Leases, because they 

purportedly exceeded the scope of the Court’s July dismissal order. The Trustee does not believe 

he exceeded the scope of the July order which granted leave to amended and, even he did exceed 

the grant, leave to amend should be freely granted. Counts VIII and XI seeks to recharacterize the 

2016 Plane 6 and 7 Finance Leases to recognize the economic realities of those transactions which 

constitute financings in which the Debtors borrowed funds from the Minsheng parties to refinance 

Planes 6 and 7 from the Defendants in order to repay exorbitant, above market financings. 

Recharacterization is mandated under both federal bankruptcy law principles including in the 

present circumstances where recharacterization is sought in conjunction with the avoidance and 

recovery of fraudulent obligations and transfers under Sections 548 and 550. Moreover, 

recharacterization is also mandated under the Restatement (Second) of Conflicts of Laws 

(“Restatement”) test in Zukerkorn.1 Section 6(1) of the Restatement requires courts to apply a 

statutory directive of its own state on choice of law. California has adopted specific choice-of-law 

rules with respect to the California Commercial Code, which governs secured transactions and 

leases of personal property. The UCC choice-of-law rules require that the transactions at issue have 

a reasonable relation to chosen law. Because the parties’ choice of law in the Plane 6 Finance Lease 

and Plane 7 Finance Lease, the laws of England, has no relation to the contracting parties or 

 
1 Green v. Zukerkorn (In re Zukerkorn), 484 B.R. 182, 189 (B.A.P. 9th Cir. 2010). 
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performance of obligations under the leases, the Court must apply California law, which has the 

required “appropriate relation” to the transactions at issue, to determine whether the 2016 Plane 

Finance Lease and 2016 Plane 7 Finance Lease are true leases or security interests under disguised 

financings. Because the leases are per se security interests/disguised financings under California 

UCC, they should so be recharacterized. In any event, even under English law, the 2016 Plane 6 

Finance Lease and 2016 Plane 7 Finance Lease are finance leases, not operating leases, meaning 

the Debtors retained all of the risks and rewards or ownership, would capitalize the aircraft as assets 

on their books, and treat the finance lease and financial indebtedness.  

Finally, the Defendants challenge Count X to object to their claims under Section 502(d). 

Because the Trustee’s claims are legally sufficient, this ground for dismissal should be denied. 

  

BACKGROUND 

A. The Debtors’ Operations 

Geoff Cassidy, the Debtors’ former board member and managing director, is a known 

fraudster. (¶¶ 74-762.) Cassidy entered the private jet charter business in Singapore, but under FAA 

regulations he needed a partner to operate flights in the US. (¶¶ 77-78.) James Seagrim and Matt 

Walter owned a successful, revenue-generating charter airline (“AAM”) with a fleet of nine aircraft. 

(¶ 79.) In 2014, a representative of Cassidy approached Seagrim and Walter about creating a new, 

combined airline. (¶¶ 81-82.) Ultimately, Cassidy, Seagrim, and Walter incorporated Zetta PTE in 

Singapore in July 2015; AAM filed with the FAA to conduct authorized operations under the 

business name “Zetta Jet.” (¶ 83.)  

In just over two years managing the Debtors’ private jet charter business, Cassidy lined his 

pockets with at least $10 million from kickbacks, bribes, and embezzlement, while simultaneously 

saddling the Debtors with almost half a billion dollars in unsustainable debt incurred in connection 

with the purchase of overpriced aircraft in a down market, all of which — as Cassidy well knew 

and intended — was to the detriment of the Debtors and their creditors. (¶¶ 1, 93, 97-126.) This 

was a Ponzi-like scheme because, even without Cassidy’s embezzlement, the Debtors did not have 

 
2 All paragraph references are to the Amended Adversary Complaint (the “Amended Complaint”) [Dkt. No. 232], 
unless otherwise noted. All capitalized terms are defined as in the Amended Complaint. All references to Sections are 
to the Bankruptcy Code, unless otherwise noted. 
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the ability to charge charter flight rates high enough to pay off trade creditors or the debt service 

on the planes. (¶¶ 147-50.) 

Cassidy used a fraudulent business plan and promised unattainable success to induce Li Qi to 

invest with promises of outsized returns, which Cassidy repaid with funds from the Minsheng 

Refinancing. (¶ 95.) He induced other financiers to loan him funds to buy planes the Debtors could 

not afford. Id. He attempted to obtain new funds from a French investment bank to pay off earlier 

investments but could not close the deal before his fraud was discovered. Id. He also sold “block 

hours” that he knew the Debtors could not fulfill to extract cash and pay obligations. (¶ 96.) The 

customers were left with millions of dollars of worthless block hours when the Debtors failed. Id. 

B. The Initial Acquisitions of Planes 6 and 7 

As part of his initial plane purchases in December 2015, Li Qi lent the Debtors $100 million 

at exorbitant interest rates to purchase two Bombardier private jets, Planes 6 and 7. (¶¶ 174-77.) The 

Debtors’ purchases were implemented through disguised financing arrangements under which 

Universal Leader and Glove Assets, through a corporate trust at Wells Fargo in Utah as “owner 

trustee,” entered into “Master Aircraft Finance Leases” with the Debtors through (again) Wells Fargo 

as “buyer” and TVPX as “lessee,” that enabled the Debtors, among other things, to purchase the 

planes following repayment of 60 scheduled “lease payments,” i.e., debt service, totaling $50 million 

plus a $20 million “balloon” payment at the end of the term (implying a well above market 12% 

effective rate of return on the two $50 million loans). (¶¶ 187, 253.) The disguised lease arrangements 

contained onerous terms that were extremely unfavorable to the estates including a well above market 

prepayment termination fee of 50% of the remaining “interest” under the scheduled payments. 

(¶ 188.) Universal Leader already owned Plane 7, (¶ 204), and subsequently transferred the Debtors 

$47.3 million to purchase Plane 6 from Bombardier (although the agreements were structured as if 

Glove Assets owned Plane 6). (¶ 181.) These transactions occurred within days of Cassidy causing 

the Debtors to purchase an additional plane from Jetcraft (in a deal where Cassidy received a 

$500,000 kickback) and four more directly from Bombardier. (¶¶ 102, 109.) Between the initial 

purchases and the Minsheng Refinancing, Zetta PTE paid Universal Leader almost $12 million in 

debt service payments under the disguised financing arrangements on these planes. (¶¶ 9, 138.) 
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Less than three months later, Li Qi made a significant equity investment in Zetta PTE (through 

Universal Leader and Truly Great) and became a director. (¶¶ 222-23.) The initial Plane 6 and Plane 

7 transactions closed (and the Debtors thereby incurred obligations) in the US to insure the planes 

were FAA registered and exempt from sales and use taxes, and the UL Defendants required Zetta 

Jet PTE to confirm that it “became obliged” under the transaction documents when it took delivery 

of the planes in Windsor Locks, Connecticut.  

C. The Minsheng Refinancing 

By summer 2016, the Debtors were once again out of cash because of the fundamentally 

unprofitable nature of its operations. (¶ 229.) Cassidy approached Li Qi with a plan to refinance the 

purchase of Planes 6 and 7 with Minsheng, a bank located in China. (¶¶ 230-32.) Cassidy and Li 

Qi expressly agreed that Li Qi and the Li Qi Entities should get preference over the Debtors’ other 

creditors. (¶ 236.) Cassidy did not disclose that he needed immediate funds to pay for a yacht and 

that he would embezzle at least $2.66 million of proceeds from the Minsheng Refinancing. (¶ 244.) 

Cassidy did not disclose any of this to the Debtors’ other directors, telling them only that they 

needed to do the deal to “keep[] off the wolves” because the Debtors only had “breathing room of 

1.5 months.” (¶ 238.) 

The Minsheng Refinancing was disastrous for the Debtors. Although they had purchased 

Planes 6 and 7 for approximately $100 million in December 2015, the net result of the Minsheng 

Refinancing was that they incurred obligations with respect to Planes 6 and 7 for more than $128 

million in September 2016: $80 million for the planes to Minsheng, while leaving intact the $48 

million in debt (albeit on an unsecured basis) to Glove Assets on Plane 6. (¶ 282.) Even though Plane 

6 now had two debt financings encumbering the same plane, the UL Defendants required Zetta Jet 

PTE to pay over $11 million to Universal Leader on account of the Plane 6 debt following the 

Minsheng Refinancing. (¶ 5.) Of the $80 million in proceeds from the Minsheng Refinancing, Cassidy 

caused the Debtors to pay $55 million to Universal Leader for Plane 7 ($5 million more than the 

acquisition price paid nine months earlier and more than $19 million more than the plane was worth 

at the time) and $12.4 million to Minsheng Business to purchase four new aircraft, three of which were 

never delivered, while Cassidy immediately stole at least $3.66 million in closing proceeds and 
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used closing proceeds to pay for the Dragon Pearl and a deposit on a luxury condominium in 

Singapore ten days later. (¶¶ 124, 285, 296, 298-99.) There was no reason for these machinations 

other than to prefer Li Qi while stiffing the Debtors’ trade creditors, pay for a yacht and a penthouse, 

and continue the Ponzi-like scheme. 

Like the original transactions with Universal and Glove Assets, the Minsheng Refinancing 

also constituted disguised financing arrangements. Under the Minsheng Refinancing, Minsheng, 

through a corporate trust at Wells Fargo as “lessor” in Utah, entered into an “Aircraft Lease 

Agreement” with TVPX as “lessee,” a U.S. corporate trust based in Wyoming, that enabled the 

Debtors, among other things, to purchase Planes 6, 7, and 12 following repayment of scheduled 

“rent,” i.e., debt service, through an end of an “option price” of $1. (¶ 303.) Like the initial Plane 6 

and Plane 7 transactions, the transactions under the Minsheng Refinancing closed (and the Debtors 

thereby incurred obligations) in the US to ensure the planes kept their FAA registered status through 

US corporate trusts.  

D. The Debtors Incurred the Obligations in the US 

The Trustee seeks to avoid obligations that the Debtors incurred in the US and that were 

also paid in or through bank accounts in the US. 

Zetta USA’s Part 135 certificate, issued by the FAA and required to operate commercial 

charter flights in the US, was critical to all of the financing deals. (¶¶ 8, 178.) The Master Leases 

required the planes to be FAA registered. (¶ 178.) The Master Leases required the planes to be 

immediately subleased to Zetta USA and operated under its Part 135 certificate. (¶¶ 254, 269.) The 

acknowledgement of delivery certificates prepared by the Defendants required Zetta Jet PTE to 

confirm that it “became obliged” under the 2015 Plane 6 Finance Lease and 2015 Plane 7 Finance 

Lease when it took delivery of the planes in Windsor Locks, Connecticut. (¶ 178.) 

The transactions closed in the US. (¶ 11.) The Debtors thus incurred obligations in the US, as 

did their US owner trustees who served as principal contract counterparties, and all closing payments 

were made into and through US bank accounts. Id. The parties required that the refinancing 

transactions occur in the US, with US contract parties to ensure FAA qualification for the aircraft to 

generate revenue and pay the loans. Id. Another reason the parties wanted the transaction to close in 
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the US and, in particular, the state of Connecticut, is because Connecticut state law exempted 

aircraft sales from sales and use tax. Id. The refinancing transaction closed in the US, all closing 

proceeds flowed through the US, the parties chose US corporate trusts to execute the financing 

documents as contract principals in the US to qualify under FAA regulations, and subsequent 

payments under the financing documents were likely made through banks that were subject to US 

laws or through US-based intermediary correspondent banks. Id. All of the parties sent their signature 

pages to closing agents in the US and, upon satisfaction of closing conditions, including acceptance 

of delivery of the planes in the US, signatures pages were released and documents were filed with the 

FAA in Oklahoma City, Oklahoma. (¶¶ 269-271, 276-277.) Both of the Debtors signed the all 

operative documents, including the Guarantee and Plane 6 and Plane 7 Sub-Leases, that obligated 

both of the Debtors to pay direct obligations and pass through obligations of the US corporate trustees 

acting on their behalf. (¶¶ 266-68, 270, 271).  

Other facts indicate a strong US nexus. Under the disguised financings, the planes had to 

be maintained at a US base. (¶ 178.) Finally, the Defendants required the Debtors to make payments 

to US bank accounts or required that all payments be made in US dollars that required, at minimum, 

that transfers of funds be made through US intermediary or correspondent banks. (¶ 406.)  

E. The Debtors’ Downfall 

By summer 2017, the Debtors desperately needed cash because they could not pay their 

bills. (¶ 324.) Cassidy was searching for other victims, but he couldn’t find them soon enough. Id. 

In August 2017, Walter emailed the Zetta PTE Board of Directors and the Debtors’ new CEO in 

which he noted that the company had been operating without proper financial controls and accused 

Cassidy of managing a Ponzi Scheme. (¶ 326.) The Board then removed Cassidy and Tang from 

the board and their roles at the Debtors, and later sued Cassidy for RICO and fraud. (¶¶ 327-28.) 

But the Debtors could not recover, and filed for bankruptcy. (¶ 329.)  

LEGAL STANDARD 

To survive a 12(b)(6) motion to dismiss, a plaintiff need only “provide a short and plain 

statement of the claim showing the pleader is entitled to relief which contain[s] sufficient factual 

matter, accepted as true, to state a claim to relief that is plausible on its face.” Disability Rts. 
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Montana, Inc. v. Batista, 930 F.3d 1090, 1096 (9th Cir. 2019). “To meet this burden, the 

nonconclusory ‘factual content’ of [a] complaint and reasonable inferences from that content, must 

be at least plausibly suggestive of a claim entitling the plaintiff to relief.” Id. A court “must take all 

allegations of material fact as true and construe them in the light most favorable to the nonmoving 

party.” Id. at 1097 A court may not rely “on facts outside the four corners of the” complaint. 

Johnson v. Serenity Transp., Inc., 141 F. Supp. 3d 974, 986 (N.D. Cal. 2015). “Stated otherwise, a 

motion to dismiss under Rule 12(b)(6) challenges the legal sufficiency of a complaint, considered 

with the assumption that the facts alleged are true.” Solution Trust v. 2100 Grand LLC (In re AWTR 

Liquid. Inc.), 548 B.R. 300, 310 (Bankr. C.D. Cal 2016) (internal quotation marks omitted) (quoting 

Francis v. Giacomelli, 588 F.3d 186, 192 (4th Cir. 2009)). 

ARGUMENT 

I. The Complaint is not barred by the doctrine of extraterritoriality. 

A. This case does not involve an extraterritorial application of Section 548 because 
the obligations were domestic. 

The Defendants argue that the Amended Complaint seeks an extraterritorial application of 

Section 548 and that the Court’s prior decision forecloses the Trustee’s claims. (Mot. at 6-9.) In 

doing so, the Defendants ignore the allegations in the Amended Complaint, supported by the 

transaction documents attached to the complaint, that show that the obligations under the 

transaction documents including the 2015 Plane 6 Finance Lease, the 2015 Plane 7 Finance Lease, 

the Plane 6 Clarification, and the Minsheng Refinancing were incurred in the US: (1) signature 

pages were sent to closing rooms in the US and released to each other at the closing room (¶¶ 252; 

266; 270-71), (2) the parties chose US corporate trusts to act as principals under the operative 

documents (¶ 275), and (3) with respect to the Minsheng Refinancing, all closing funds were wired 

into a US bank account and disbursed by a US closing agent to the parties upon closing. (¶¶ 272-

74). Indeed, the Form of Acceptance Certificate attached to attached to the 2015 Plane 6 Finance 

Lease and the 2015 Plane 7 Finance Lease required Zetta PTE to confirm that it accepted Plane 6 

and Plane 7 “at the Delivery Location [i/e/, Windsor Locks, Connecticut]” at which point it “became 

obliged to pay” the Defendants. (¶ 193, Exhs. B-2; C; D.) And there can be no argument that debtor 
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Zetta Jet USA, Inc., nor do the Defendants even attempt to make one, did not incur its obligations 

under the Guarantee and 2016 Plane 6 and 2016 Plane 7 Sub-Leases in the US when it signed and 

delivered its signatures to the closing room in the US. (¶¶ 262-263, 267-268).  

Rather than address the Trustee’s actual allegations, the Defendants argue that because the 

transfers that were made in payment of the US-incurred obligations were extraterritorial, the 

obligations themselves are somehow also extraterritorial as well. But as this Court previously noted, 

“[a]voiding an obligation is distinct from avoiding a transfer made pursuant to the obligation.” King 

v. Jetcraft Corp., No. 1:19-ap-01382-SK (Dkt. No. 108, at 32). Incurring an obligation necessarily 

precedes payment on account of such obligation. The Defendants’ focus on the transfers is 

misplaced because the obligation is determined by the place where the obligation is incurred, not 

based on what the debtor was obliged to do. Under Section 548, an obligation is incurred when a 

contract or agreement is formed. See In re TSIC, Inc., 428 B.R. 103, 110-11 (Bankr. D. Del. 2010); 

In re Tribune Co. Fraudulent Conv. Litig., 2018 WL 6329139, at *14 (Bankr. S.D.N.Y. 2018).  

Here, as stated above, the Debtors’ obligations were incurred in the US. (See ¶ 8). The 

Defendants ignore these incontrovertible facts and instead focus on only the extraterritorial aspects 

of what the Debtors were obliged to do—for “a Singapore entity to transfer funds from a Singapore 

account to the Hong Kong account of BVI entities.” (Mot. at 12.) But that is not relevant to where 

the obligations were incurred.  

The Defendants further argue that the Court’s prior decision forecloses the Trustee’s claims. 

(Mot. at 6-9.) The Defendants note that the Trustee argued that the obligations were domestic even 

if the transfers were not. (Mot. at 9.) But the Court’s prior ruling did not address the Trustee’s 

argument at all. The Court referred only to the “transfer” language when analyzing Section 548, 

not the “obligation” language. (See Decision at 11, 12, 13, 30, 33).  

Perhaps recognizing that the Court did not rule on the obligation issue, the Defendants seek 

to create a ruling where none existed. They argue that several cases cited in the Court’s prior ruling 

would have been incorrectly decided because the transfer at issue “involved related obligations 

with a connection to the US.” (See Mot. at 8.) This argument fails for two reasons. First, contrary 

to the Defendants’ characterization, the Trustee does not contend that the obligations merely had 
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“a connection to the US.” Rather, these obligations were incurred entirely in the US. Second, this 

again misplaces the focus on transfers, not obligations. None of the cited cases involved an attempt 

to avoid an underlying obligation and are therefore inapposite. See, e.g., In re CIL Limited, 582 

B.R. 46 (Bankr. S.D.N.Y. 2018) (seeking avoidance of a prepetition transfer); In re FAH 

Liquidating Corp., 572 B.R. 117 (Bankr. D. Del. 2017) (same); In re Ampal-Am Israel Corp., 562 

B.R. 601 (Bankr. S.D.N.Y. 2017) (same); In re Sherwood Invs. Overseas Ltd., 2015 WL 4486470 

(Bankr. M.D. Fla. July 22, 2015) (seeking avoidance of a preference under Section 547). In short, 

the Defendants have failed to rebut the straightforward facts demonstrating the Debtors incurred 

obligations in the US.  

The Defendants make a technical argument that the closing steps that are alleged in the 

Amended Complaint, including those taken by third parties and US corporate trusts on the Debtors’ 

behalf, are just extraneous “ancillary” obligations and avoiding them would accomplish nothing. 

All of the supposed “extraneous” closing steps were conditions precedent to closing and made the 

agreements legally effective. The release of signature pages in Oklahoma City had the same legal 

effect as if the parties were sitting in the closing room and signed the agreements in the US. 

Virtually all of the conditions to the effectiveness of the agreement occurred in the US and that was 

by design of all of the parties to the agreements. The Form of Acceptance Certificate attached to 

the 2015 Plane 6 Finance Lease and the 2015 Plane 7 Finance Lease that the UL Defendants 

required Zetta PTE to confirm that Zetta Jet PTE accepted Plane 6 and Plane 7 “at the Delivery 

Location [i.e., Windsor Locks, Connecticut]” at which point it “became obliged to pay” the UL 

Defendants. (¶ 193, Exhs. B-2; C; D.) This is not just a mere extraneous ancillary obligation, but 

an unequivocal confirmation required by the UL Defendants that Zetta Jet PTE incurred its payment 

obligations under the 2015 Plane Finance Lease and 2015 Plane 7 Finance Lease in the US at 

Windsor Locks, Connecticut.  

B. The Trustee can avoid and recover extraterritorial transfers on account of 
domestic obligations.  

The Defendants further argue that even if the obligations incurred were domestic, the related 

transfers were extraterritorial and therefore cannot be recovered under Section 550(a). (Mot. at 12-
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14.) This again is incorrect.  

A general purpose of “the Bankruptcy Code’s avoidance provisions, including 11 U.S.C. 

sec 548, [is] protect[ing] a debtor’s estate from depletion to the prejudice of the unsecured creditor.” 

See In re Picard, ex rel. Bernard L. Madoff Inv. Sec. LLC, 917 F.3d 85, 97 (2d Cir. 2019) 

(hereinafter Madoff). In Madoff, the Second Circuit examined whether a trustee could recover 

subsequent transfers under Section 550 that were made outside the US pursuant to the infamous 

Bernie Madoff Ponzi scheme. Id. at 97-98. The initial transfers were made in the US and were thus 

subject to avoidance under Section 548. Id. at 98. The Madoff court held that Section 550(a) requires 

only avoidance of the initial transfer that depletes the estate, since only the initial transfer involves 

fraudulent conduct (or any conduct) by the debtor. Id. The court then found that the presumption 

against extraterritoriality did not apply to the subsequent transfers at issue, so the location of any 

initial or subsequent transferee did not matter. Id. at 100 (“The presumption against 

extraterritoriality therefore does not prohibit that debtor's trustee from recovering such property 

using § 550(a), regardless of where any initial or subsequent transferee is located.”). 

Madoff did not expressly deal with fraudulently incurred obligations under Section 548, just 

transfers. However, its rationale applies with equally force here. Section 548 regulates both 

fraudulent transfer of property and the fraudulent incurrence of obligations and provides that both 

may be avoided. Thus, the focus of Section 548 is on the initial fraudulent conduct by the debtor 

that depleted the estates—whether through a fraudulent transfer of an asset or fraudulent incurrence 

of an obligation—to the detriment of the unsecured creditors. Incurrence of a fraudulently inflated 

obligation no doubt harms unsecured creditors by, among other things, wiping out any net equity 

and imposing onerous above market debt service payments upon a debtor.  

In the Amended Complaint, the Trustee alleges that Cassidy’s fraudulent conduct that 

initially depleted the estates—the fraudulently incurred obligations under the 2015 Plane 6 Finance 

Lease, 2015 Plane 7 Finance Lease, Plane 6 Supplement and Minsheng Refinancing—occurred 

here in the US. By enabling the Trustee to avoid these fraudulently incurred obligations, the Trustee 

is pursuing a statutory remedy for domestic fraudulent conduct committed in the US that Congress 

clearly intended to regulate. Upon avoidance of fraudulently incurred obligation, which constituted 
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the initial depletion of the estate, the counterpart provisions of Section 548 may be invoked to avoid 

transfers to pursue remedial relief on account of this regulated conduct since any repayment of an 

avoided obligation is unquestionably not made for reasonably equivalent value and may be set aside 

provided the other statutory requirements are met. See In re Brooke Corp., 541 B.R. 492, 507 

(Bankr. D. Kan. 2015).  

For example, in In re International Manufacturing Group, Inc., a trustee sought avoidance 

of obligations that the debtor incurred in favor of a bank. 2016 WL 7163588 (Bankr. E.D. Cal. Dec. 

6, 2016). The bank—like the Defendants here—argued that even if the trustee were to avoid the 

obligations at issue, Section 550 would not provide for recovery because that section does not refer 

to recovery on account of an obligation. Id. at 6. The court found that “[t]he problem with the theory 

is that if one or more of the obligations are avoided, the trustee would be seeking . . . to recover the 

repayments made on the avoided obligations, repayments that were without question ‘transfers.’” 

Id. The court further stated that if the trustee succeeds in avoiding the obligations, the payments on 

those obligations may similarly be avoidable and recoverable. Id. at 8. See Danning v. Miller (In re 

Bullion Reserve), 922 F.2d 544, 546 n.2 (9th Cir. 1991) (“The theory under which a transfer has 

been avoided is irrelevant to the liability of the transferee against whom the trustee seeks to recover 

[pursuant to] Section 550 . . . “). 

The Trustee expressly seeks to recover the transfers made on account of the fraudulently 

incurred obligations under Section 548 as a second step in the avoidance and recovery process. 

(¶ 451). Once avoided, the transfers are subject to recovery under Section 550. This is enough under 

the rationale outlined by Madoff and International Manufacturing Group cases.3 

C. The Defendants’ filing of proofs of claim triggers the domestic application of 
Sections 502(d), 548, and 550 under the Court’s inherent equitable power to 
adjudicate avoidance claims as part of the claims process. 

The Trustee alleges that the Defendants filed proofs of claim pursuant to Section 501 

totaling over $72 million. (¶ 332.) The proofs of claim seek distributions from the estates on account 

of the very same obligations that the Defendants now assert the Court is without power to avoid 

 
3 Alternatively, the Court may order payments disgorged to the estate to restore the financial condition that would have 
existed had the transfer never occurred under section 550. In re TOUSA, Inc., 422 B.R. 783, 881 (Bankr. S.D. Fla. 
2009), rev’d on other grounds sub nom. 444 B.R. 613 (S.D. Fla. 2011), rev’d sub nom. 680 F.3d 1298 (11th Cir. 2012).  
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under Section 548 on the basis of extraterritoriality. (See e.g., Plane 6 Supplement, Zetta Jet Pte 

Ltd. Proof of Claim No. 95-1, Ex. B.) The Defendants’ position is untenable under the law and 

contrary to well settled Supreme Court precedent affirming a bankruptcy court’s core equitable 

power to adjudicate avoidance claims as part of the claims administration process. Contrary to the 

Defendants’ assertions, Counts I, II, and X of the Amended Complaint do not involve the 

extraterritorial application of Sections 502(d), 548 and 550. Rather, Counts I, II, and X of the 

Amended Complaint assert the domestic application of Sections 502(d), 548 and 550 to require the 

Defendants to return fraudulent transfers as part of the Court’s claims administration process under 

Sections 501 and 502, the Court’s inherent equitable jurisdiction, and the Court’s core proceeding 

jurisdiction under 28 U.S.C. sec. 157(b)(2)(A)(C), (H).  

The Supreme Court has long held that the power of bankruptcy courts to allow or disallow 

claims as part of the claims administration process is “essential to the performance of the duties 

imposed upon it” and that the “whole process of proof, allowance and distribution is . . . an 

adjudication of interests claimed in a res,” and therefore the bankruptcy courts have the requisite 

“jurisdiction to adjudicate controversies relating to property within their possession.” Katchen v. 

Landy, 382 U.S. 323, 329-330 (1966) (quoting Lesser v. Gray, 236 U.S. 70 (1915) and Gardner v. 

N.J., 329 U.S. 565, 547 (1947)). An important aspect of the claims administration process is the 

adjudication of avoidance and preference actions. See, e.g., N. Pipeline Const. Co. v. Marathon 

Pipe Line Co., 458 U.S. 50, 54 (1982); Pepper v. Litton, 308 U.S. 295, 304 n.11 (1939); U.S. Fid. 

& Guar. Co. v. Bray, 225 U.S. 205, 217 (1912); Langenkamp v. Culp, 498 U.S. 42, 44-45 (1990).  

For example, in Katchen v. Landy, the bankruptcy trustee objected to two claims advanced 

by the petitioner who held a trust account on behalf of the bankrupt corporate entity, arguing they 

were avoidable preferences. 382 U.S. at 325. In response to petitioner’s argument that the 

bankruptcy court did not have the adequate jurisdiction to adjudicate preference actions, the 

Supreme Court held that “unavoidably and by the very terms of the Act, when a bankruptcy trustee 

presents a [preference] objection to a claim, the claim can neither be allowed nor disallowed until 

the preference matter is adjudicated,” and that the objection is “part and parcel of the allowance 

process” and subject to adjudication by the bankruptcy court. Id. at 330. The Court stated that by 

Case 2:19-ap-01383-SK    Doc 259    Filed 06/03/21    Entered 06/03/21 15:47:43    Desc
Main Document      Page 23 of 43



DLA  PIPER LLP  (US) 
LOS A NG EL ES  

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

28 

 

 

16 
EAST/181623903 

filing a proof of claim, the petitioner had subjected himself to all the consequences that attach to 

appearing in the bankruptcy court, and that as a court of equity, the bankruptcy court had the 

requisite “jurisdiction of the parties to controversies brought before them,” and “they will decide 

all matters in dispute and decree complete relief.” Id. at 335.  

Thus, when the Defendants filed their POCs, which constituted a domestic act of filing a 

claim with this Court under Section 501, they are subject to returning transfers that are avoidable 

under Section 548 not through the extraterritorial application of Section 548 but rather through the 

domestic application of the Court’s inherent power to adjudicate claims under its equitable powers 

and under Sections 501 and 502, and 28 U.S.C. § 157(b)(2)(A)-(C), (H). To hold otherwise would 

result in unfair discriminatory treatment, and disproportionate distributions from the estate, 

between claimants filing claims under Section 501: those who received US transfers would be 

required to return transfers, but those who did not receive US transfers could keep the transfers.  

The patent unfairness of such a result is highlighted by the facts of this case. The Defendants 

have filed claims totaling $72 million under the Plane 6 Loan and the Loan Agreements. (¶ 332.) 

The Trustee has asserted that the Defendants have received at least (1) $6,305,381.00 in payments 

in excess of fair market value on account of Plane 6 and Plane 7 during January through July 2016 

(¶¶ 199, 218), (2) $19.2 million in excess of fair market value for Plane 7 under the Minsheng 

Refinancing (¶ 286) and (3) $10,149,893.00 on account of the Plane 6 Supplement duplicate 

financing on Plane 6. (See Schedule B, annexed to the Amended Complaint.)  

For purposes of illustration only, assuming that there will be distributions available to 

general unsecured creditors at benchmarks ranging between $10 to $50 million, and that the total 

claims pool (other than the claims filed by the Defendants) will total $50 million, there are dramatic 

differences in potential recoveries depending upon whether the Court applies Section 548 in a non-

discriminatory fashion that would require the Defendants to return avoided transfers as opposed to 

relieving them of such a requirement. A chart illustrating the non-discriminatory application and 

discriminatory application of avoidance statutes to the Defendants Claims is attached to the 

Response as Exhibit A.4  

 
4 The Trustee asserts a number of alternative valuation theories in the Amended Complaint and does not in any way 
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Under a non-discriminatory application of Sections 548-550, the Defendants would be 

required to return $35.7 million in avoided transfers to the estates resulting in a 37% distribution to 

unsecured creditors at a $10 million benchmark and a 70% distribution to unsecured creditors at a 

$50 million benchmark. If the Defendants were relieved of this requirement, unsecured creditors 

would only receive an 8.2% distribution at a $10 million benchmark and a 41% distribution at a 

$50 million benchmark. 

Conversely, the effect on distributions to the Defendants is equally dramatic. At the $10 

million benchmark, the Defendants would suffer a net cash deficit of $8.7 million (recovered 

transfers returned minus distribution on their claims) and a $14.8 million distribution on their claim 

at a $50 million benchmark. However, if the Court relieves the Defendants of any liability for 

avoidance claims in administering their claims, they will receive $5.9 million of the $10 million 

benchmark in available funds at the direct expense of unsecured creditors. At the $50 million 

benchmark, the Defendants will receive $29.5 million of the total $50 million in funds, more than 

double the amount under the non-discriminatory application. 

Put otherwise, the Defendants will avoid repaying over $35.7 million that they took out of 

the estates in fraudulent, overmarket payments prior to the commencement of the cases at the direct 

expense of other creditors yet take the lion’s share of funds available for distribution by taking 

advantage of the claims process. This is grossly unfair to other claimants and contrary to well settled 

Supreme Court precedent. 

D. The Defendants’ argument regarding § 105(a) is irrelevant to Count VI. 

The Defendants further challenge the Trustee’s ability to recharacterize the Third 

Investment and the 2016 Planes 6 and 7 Finance Leases under Section 105 on the basis that such 

request violates the presumption against extraterritoriality. By submitting proofs of claim for a 

distribution on account of the Third Investment and the obligations under the Minsheng 

Refinancing (including the Plane 6 Clarification), the Defendants submitted themselves to the 

 
limit such theories or other damages calculations by submitting this chart. The chart is solely being used for illustrative 
purposes. It also does not take into account any good faith defenses under section 548(c) or other defenses or claims, 
such as equitable subordination, that could affect the calculations contained in the chart or reductions in the $72 million 
claim amount due to recharacterization of debt to equity and reduction or elimination of claims due to 548 avoidance. 
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Court’s jurisdiction to adjudicate the proofs of claim including addressing whether the Third 

Investment is appropriately characterized as debt or equity under applicable law and whether the 

Defendants should be required to return transfers that the Trustee has alleged to be fraudulent under 

Counts I and II of the Amended Complaint as part of the claims adjustment process. See Off. Comm. 

of Unsecured Creditors v. Hancock Park Capital II, L.P., 714 F.3d 1141, 1148 (9th Cir. 2013).  

Moreover, both the Third Investment and the 2016 Planes 6 and 7 Finance Leases are 

contracts with the Debtors and are thus property of the estate under Section 541, which has no 

extraterritorial limitations. In re Simon, 153 F.3d 991, 995 (9th Cir. 1998); Kismet Acquisition, LLC 

v. Icenhower (In re Icenhower), 757 F.3d 1044 (9th Cir. 2014). This Court has exclusive jurisdiction 

under Section 541 to determine whether the loan proceeds are “property of the estate” under 541, 

i.e., whether the debtors have an in interest in the loan proceeds paid to Universal Leader from the 

Minsheng Refinancing. See, e.g., Hancock, 714 F.3d at 1148; In re Ames Dep’t Stores, 542 B.R. 

121, 130 (Bankr. S. D. N. Y. 2015). 

II.  The Complaint states actual intent fraudulent transfer claims. 

First, the Defendants argue that the Trustee’s Ponzi scheme allegations fail because Cassidy 

was running a “real business” with “substantial business and operating revenues[.]” (Dkt. No. 238 

at 16.) But the B.A.P. rejected this exact argument in In re Singh, 2019 WL 1231146, at *7–8 

(B.A.P. 9th Cir. Mar. 14, 2019). In that case, a party “argue[d] that there was no Ponzi scheme 

because he operated a legitimate business…which generated commission income[.]” Id. at *8. The 

B.A.P. held that “the presence of some legitimate business activities does not necessarily negate 

the existence of a Ponzi scheme.” Id. “After all,” the B.A.P noted, “Bernard Madoff had a legitimate 

business in the securities industry at the same time as he perpetrated the largest Ponzi scheme in 

history.” Id. Instead, the key criterion is this: “If the revenues of the legitimate business are 

insufficient to pay the claims of creditors and investors, such that the schemer must solicit new 

investors to meet the claims of old investors, there is a Ponzi scheme.” Id. (citing Hayes v. Palm 

Seedlings Partners-A (In re Agric. Research & Tech. Grp., Inc.), 916 F.2d 528 (9th Cir. 1990)). 

The Trustee has detailed factual allegations showing just that. (See, e.g., ¶¶ 89, 95, 151-65.) 

Second, the Defendants argue that the Trustee’s Ponzi scheme allegations “fail[ ] to show 
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proceeds from new investors were funneled to previous investors in the guise of profits to induce 

new investments.” (Dkt. No. 238 at 17.) To the contrary, the Complaint alleges just that. (See, e.g., 

¶¶ 95-96, 127-28, 133, 137.) It also alleges that Cassidy attempted to continue his Ponzi-like 

scheme “through attempts to induce new investors or financiers to invest in Zetta PTE, in order to 

allow him to pay off his previous promises of above-market returns.” (Id. ¶ 139.) Regardless, courts 

recognize that the scheme need not fit the paradigmatic mold of a Ponzi scheme. Instead, courts 

also find actual intent in cases involving Ponzi-like schemes or a “similar illegitimate enterprise.” 

See, e.g., In re Nat’l Audit Def. Network (In re NADN), 367 B.R. 207, 222 (Bankr. D. Nev. 2007); 

In re LLS Am., LLC, 2013 WL 3305393, at *7-12 (Bankr. E.D. Wash. July 1, 2013) (quoting Rieser 

v. Hayslip (In re Canyon Sys. Corp.), 343 B.R. 615, 636 (Bankr. S.D. Ohio 2006)). Cassidy’s 

scheme has many of the hallmark characteristics of a Ponzi scheme, including the “promise of a 

high rate of return,” his use of investor funds for personal use, and providing “false or misleading 

financial information to existing and new investors.” In re LLS Am., LLC, 2013 WL 3305393, at 

*7-10. Merely because Cassidy’s scheme was stopped in its infancy does not make it any less of an 

illegitimate enterprise worthy of the presumption.  

Third, the Defendants cite Donell v. Kowell, 533 F.3d 762, 770 (9th Cir. 2008) (Dkt No. 

238 at 19) for the proposition that the Trustee cannot recover under the rule prohibiting recovery 

from the victims of Ponzi schemes. That, however, is patently false under the plain terms of Donell 

itself, which provides that a trustee can recover amounts that are considered “return of principal,” 

but the burden depends on the theory asserted — under an actual fraud theory, the defendant has 

the burden to prove “good faith” as an affirmative defense to retain the principal, whereas under a 

constructive fraud theory, the burden is on the trustee to prove lack of good faith to recover the 

principal. Donell, 533 F.3d at 771. As a threshold matter, with respect to the actual fraud 

allegations, the “good faith” defense is an affirmative defense on which the Defendant carries the 

burden of proof and cannot serve as a basis for a motion to dismiss. See In re The Russ Cos., Inc., 

2013 WL 4028098, at *5 (Bankr. D.N.J. Aug. 6, 2013) (citing In re Adams Golf, Inc. Sec. Litig., 

381 F.3d 267, 277 (3d Cir. 2004)); In re Autobacs Strauss, Inc., 473 B.R. 525, 571 (Bankr. D. Del. 

2012) (rejecting motion to dismiss based on subsequent new value defense). Even so, Li is not an 
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“innocent” investor who can take advantage of the defense; after his initial inducement, he was a 

knowing participant in the scheme, who helped solicit the Minsheng Refinancing to pay him off 

and encouraged the Debtors to solicit additional investors through the failed BNP Paribas deal. (¶¶ 

133-34, 319.) Accordingly, the Amended Complaint pleads sufficient fraudulent transfer claims. 

 Defendants again focus on facts outside the complaint and improper inferences in their 

favor. For example, they assert that the “sale of block hours is not an indication of fraud; to the 

contrary, block hours are a standard and routine way to purchase air charter services.” (Mot. at 16 

n.8). Not only is this outside the complaint, it is directly contrary to the allegations, specifically that 

Cassidy sold block hours for immediate cash when he knew the Debtors would not likely be able 

to fulfill them later. This is classic Ponzi-scheme behavior. The Defendants’ comments about the 

“Trustee believe[ing] there was a viable business when he sought approval for debtor-in-possession 

financing” likewise is irrelevant on a motion to dismiss. (Mot. at 16-17.) 

The Trustee has also adequately alleged badges of fraud. The Ninth Circuit emphasizes 

these five badges of fraud: “(1) actual or threatened litigation against the debtor; (2) a purported 

transfer of all or substantially all of the debtor’s property; (3) insolvency or other unmanageable 

indebtedness on the part of the debtor; (4) a special relationship between the debtor and the 

transferee; and, after the transfer, (5) retention by the debtor of the property involved in the putative 

transfer.” In re Acequia, Inc., 34 F.3d 800, 806 (9th Cir. 1994). The Defendants concede that the 

Complaint pleads insolvency and transactions with an affiliate of an insider. (Mot. at 21; see also 

¶¶ 13, 38, 40, 151-65, 422, 502(b).) The Defendants then argue that showing two badges of fraud 

is not sufficient. (Mot. at 21.) That is not the law in the Ninth Circuit. The badges of fraud are 

“neither a counting rule, nor a mathematical formula.” In re Beverly, 374 B.R. 221, 236 (B.A.P. 

9th Cir. 2007). “No minimum number of factors tips the scales toward actual intent.” Id. In fact, 

the trier of fact may find actual intent “even if no ‘badges of fraud’ are present.” Id.  

Regardless, the Trustee has alleged at least four of the five badges of fraud, including the 

who, what, when, where, and how of the misconduct. First, Cassidy caused the Debtors to enter 

into the Minsheng Refinancing because they needed to avoid defaulting on existing loans and 

“keep[] off the wolves.” (¶ 150, 238.) Courts have used this exact language to describe a transfer 
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made in the face of actual or threatened litigation. See In re Lang, 246 B.R. 463, 470 (Bankr. D. 

Mass. 2000) (finding fraudulent intent when a debtor made transfers with the “wolf at the door”); 

see also In re Huber, 493 B.R. 798, 803, 812 (Bankr. W.D. Wash. 2013) (finding first badge of 

fraud because debtor “was or had to be aware of the ‘gathering storm clouds’” and litigation “was 

becoming increasingly certain”). Second, the Amended Complaint pleads insolvency or 

unmanageable indebtedness. See infra at III.B; (¶¶ 150, 157, 238, 246, 294.) Third, the Debtors had 

a special relationship with Universal Leader in the form of Li Qi, who controlled Universal Leader 

and was a director of the Debtors at the time of the transaction. (¶¶ 35-42, 54-64.) The 

contemporaneous emails between Li Qi and Cassidy further confirm that this was an insider 

transaction. (¶¶ 231-38.) Finally, the Debtors retained the property involved in the putative transfer 

because Plane 7 stayed in their control. (¶ 255.) These four badges of fraud are more than sufficient 

to plead actual intent.  

The Defendants wrongly assert that Cassidy’s intent cannot be attributed to the Debtors. 

(Mot. at 18.) But with a corporate transferor, “the relevant intent is the intent of its officers and 

directors, as supplemented by the intent of the party executing the transaction (signing the check; 

authorizing the wire transfer).” NADN, 367 B.R. at 220 (collecting cases). This allows the recovery 

of “impermissibly transferred corporate assets” and facilitates creditor recovery. In re James River 

Coal Co., 360 B.R. 139, 161 (Bankr. E.D. Va. 2007). In pari delicto does not apply to claims under 

Sections 547 and 548, see In re Delano Retail Partners, LLC, 2014 WL 4966476, at *4-5 (Bankr. 

E.D. Cal. Sept. 29, 2014), so In re Kalisch—one of only two cases cited by the Defendants—is 

irrelevant because it is about the adverse interest exception to in pari delicto, not whether actual 

fraudulent transfers could be imputed to the corporation. 413 B.R. 115, 131 (Bankr. S.D.N.Y. 

2008). The only other cases cited by the Defendants merely state an obvious truism: that there must 

be an actual intent to defraud in making the specific transfer. See, e.g., In re Tribune Co. Fraudulent 

Conv. Litig., 2019 WL 294807, at *33 (S.D.N.Y. Jan. 23. 2019).  

Finally, the Trustee has also pled actual intent because Cassidy knew or was substantially 

certain that the natural consequences of his actions would hinder, delay, or defraud creditors. 

(¶¶ 166-173.) The Defendants do not address this argument at all. The actual intent element can be 
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satisfied by showing that the debtor knew that the “natural consequences” of his acts would be to 

hinder, delay, or defraud creditors. See In re Sentinel Mgmt. Grp., Inc., 728 F.3d 660, 667 (7th Cir. 

2013); see also U.S. v. Tabor Court Realty Corp., 803 F.2d 1288, 1305 (3d. Cir. 1986). Although 

the Ninth Circuit has not directly addressed the “natural consequences” doctrine from Sentinel, it 

has held that “knowledge that a transaction will operate to the detriment of creditors is sufficient 

for actual intent.” Agretech, 916 F.2d at 535. Here, the Amended Complaint pleads in detail that 

Cassidy knew both the Minsheng Refinancing and the initial purchases would operate to the 

detriment of future creditors. See infra at III.B; (¶¶ 147-165, 229-245.) Cassidy nevertheless 

continued buying planes and stealing money rather than considering whether to pay off existing 

debt or considering bankruptcy much earlier, knowing that his creditors would be left holding the 

bag. Under Sentinel, that knowledge is enough to establish actual intent to hinder, delay, or defraud. 

III. The Complaint states constructive fraudulent transfer claims. 

A.  The Complaint pleads the transfer of an interest in the property of the debtors.  

The Defendants first argue that the Trustee has failed to allege the transfer of an interest in 

property of the debtor because (i) the 2015 lease agreements cannot be recharacterized and (ii) the 

2016 lease agreements that the Trustee seeks to recharacterize cannot be recharacterized because 

they nominally purport to be leases. (Mot. at 23, 25.) The former argument is irrelevant because 

the Trustee does not seek to recharacterize the 2015 lease agreements. (See ¶¶ 499-503 - Count VI; 

¶¶ 509-17 - Count VIII; ¶¶ 518-26 - Count IX.) The Trustee does not need to recharacterize these 

agreements because the Debtors did not receive reasonably equivalent value even if they were true 

leases. Put otherwise, recharacterization is unnecessary because there is no dispute about the 

Debtors’ interests with respect to the payments on the 2015 lease agreements (e.g., the 2015 

transfers of the loan proceeds from the Debtors to Bombardier for Plane 6). 

The latter argument is a logical fallacy. The Defendants argue that the 2016 lease 

agreements cannot be recharacterized because they purport to be lease agreements rather than 

finance leases. But there is no doubt that the Ninth Circuit permits recharacterization 

notwithstanding the labels placed upon it by the parties. Hancock, 714 F.3d at 1148. What the 

Defendants propose cannot be reconciled with the substance-over-form doctrine and the long 
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history of cases that hold that “the lender’s characterization of the transaction is not determinative.” 

See Barnes v. Chase Home Fin., LLC, 934 F.3d 901, 909 (9th Cir. 2019). 

Similarly, the Defendants’ reliance on Gonzalez v. Planned Parenthood of L.A., 759 F.3d 

1112 (9th Cir. 2014), is inapposite. In that case, the plaintiff filed a complaint asserting that Planned 

Parenthood knowingly submitted false claims for reimbursement, but letters that the plaintiff 

attached to the complaint contained a letter from the government acknowledging the ambiguity in 

the billing procedures. Id. at 1115-16. Nothing in Gonzalez is relevant to the standard for evaluating 

the sufficiency of allegations for a recharacterization claim on a motion to dismiss. All that remains 

are the movants’ interpretation of the facts underlying the recharacterization claims, which is not 

the proper subject of a motion to dismiss. See Silvas, 514 F.3d at 1003-04. 

With respect to the allegations concerning the loan proceeds from the Minsheng 

Refinancing, the Amended Complaint sets forth a more than sufficient set of allegations to support 

finding that the Debtors had an interest in the proceeds. The Amended Complaint (as confirmed by 

the documents referenced in the Amended Complaint) plausibly alleges that the transactions were 

disguised financing arrangements because the Debtors operated and maintained the planes, required 

payments equal to the total debt service, and had fixed purchase price options. (See ¶¶ 229-68; 509-

26.) After the leases are properly recharacterized as disguised financings, the relationship between 

the Defendants and the Debtors transforms the nominal relationship of lessor/lessee into a 

creditor/borrower relationship in which the Debtors own the planes subject to the Defendants’ 

interest as creditors. In re Lykes Bros. S.S. Co., Inc., 196 B.R. 574, 585 (Bankr. M.D. Fla. 1996). 

Accordingly, Universal Leader could not simply sell Plane 7 to Yuntian 4 for $55 million 

because it did not own the plane. Even if Universal Leader owned the Plane 7 at the time of the 

Minsheng Refinancing, it still does not matter. If the Defendants were deemed to own Planes 6 and 

7 in 2016, the Minsheng Refinancing then constituted a disguised financing (not a refinancing) 

arrangement under which the Debtors borrowed funds from the Minsheng parties to purchase 

Planes 6 and 7, proceeds of which were transferred to Universal Leader. Either as part of a 

refinancing of the Debtors’ ownership interests or as a financing of purchase of the Defendants’ 

ownership interests, the Debtors directed that $55 million be paid out of their loan proceeds from 

Case 2:19-ap-01383-SK    Doc 259    Filed 06/03/21    Entered 06/03/21 15:47:43    Desc
Main Document      Page 31 of 43



DLA  PIPER LLP  (US) 
LOS A NG EL ES  

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

28 

 

 

24 
EAST/181623903 

Minsheng to repay the obligations under the initial disguised financing for Plane 7. (¶ 235.) This 

was a constructively fraudulent transfer because it involved not only the principal balance 

remaining on the loan, but also an exorbitant “interest” prepayment penalty. Second, although 

Minsheng lent the Debtors $40 million on each plane, Universal Leader received $55 million for 

Plane 7 and Glove Assets retained an unsecured loan for the remaining amount due on Plane 6 plus 

nearly $2 million more that was allegedly still owing on Plane 7. (¶¶ 235, 264-65.) The net result 

was that Universal Leader, an insider, received a 40 percent annualized return on Plane 7 

(considering both the $55 million payment and the nearly $12 million in “rent” payments from the 

Debtors); Glove Assets had an unsecured loan for more than the amount that it was owed for Plane 

6, which the Debtors had to continue to pay; and the Debtors also had to make “rent” payments to 

Minsheng under the new disguised financing agreements on Planes 6 and 7. Third, the $55 million 

price was based on the amount allegedly due on the original agreements between Universal Leader 

and the Debtors including the exorbitant interest prepayment penalty. (¶¶ 232, 235, 248-49.)  

In short, the Defendants do not argue that the facts as plead are insufficient, but rather that 

there are alternative facts and inferences that would change the outcome — something 

impermissible on a motion to dismiss. The “Defendants’ factual allegations . . . are irrelevant to the 

Motion to Dismiss.” In re Know Weigh, 576 B.R. 189, 213 (Bankr. C.D. Cal. 2017); see Zochlinski 

v. Regents of the Univ. of Cal., 578 F. App’x 636, 638 (9th Cir. 2014). 

B. The Complaint adequately alleges insolvency under § 548(a)(1)(B)(ii). 

The Defendants argue that the Complaint does not adequately allege that the Debtors were 

insolvent at the time of the alleged fraudulent transfers under (i) the balance sheet test, (ii) the 

unreasonably small capital test, or (iii) the equitable insolvency test. (Mot. at 26.) This argument, 

however, relies upon cherry picking certain statements from the Amended Complaint and ignoring 

other allegations, as well as ignoring the deferential standard for evaluating claims of insolvency 

on a motion to dismiss under FRCP 8(a). 

Under the balance sheet test, a debtor is insolvent when its assets are greater than its 

liabilities. Solution Trust, 548 B.R. at 312-13. Under the inadequate capitalization test, a debtor is 

insolvent when it lacks sufficient cash flow to maintain operations. Id. Under the equitable 
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insolvency (or cash flow) test, a debtor is insolvent when it incurs debt that it could not have a 

reasonable belief that it could repay when debt comes due. Id.  

The Solution Trust case is instructive. In Solution Trust, a liquidating trustee brought claims 

against the former directors of the debtor corporation for self-dealing and transferring funds from 

the debtor, while leaving the debtor saddled with liabilities. Id. at 306-08. The director-defendants 

moved to dismiss the claims on the basis that the trustee insufficiently alleged that the debtor was 

insolvent or rendered insolvent by their various actions. Id. at 309. The bankruptcy court held that 

the complaint adequately pleaded insolvency because it included more than mere conclusory 

statements about a legal standard; it had explanations and examples “asserting that at all relevant 

times Debtor’s assets lacked reliable value, its expenses were high and unsustainable, it faced 

liquidity challenges, and its net revenue was dangerously thin.” Id. at 331-32. With respect to the 

balance sheet test, although the books and records of the debtor were nominally positive, the court 

explained that the liquidating trustee adequately alleged that the asset values were inflated by 

pointing to plausible flaws in the valuations. Id. at 333. As the court explained, “[a]t the pleading 

stage, the Directors should not be able to hide behind their own (allegedly) unreliable books and 

records to assert that asset values have not been sufficiently shown to be less than liabilities.” Id. at 

334. Similarly, allegations of unreasonably small capital and equitable/cash flow insolvency were 

supported by the debtor’s declining and subsequently negative operating margin, along with the 

transfers that drained liquidity, such as the “cashing out” of over $10 million in PTO and sabbatical 

leave benefits and the hiring of an “irrationally expensive labor force.” Id. at 332-33. 

Here, the Amended Complaint contains a plethora of facts to support a plausible claim of 

insolvency at all relevant times, including under all three tests.5 With respect to balance sheet 

insolvency, the Trustee has specifically alleged that, as of December 31, 2015, the Debtors’ balance 

sheet showed assets of $114 million and liabilities of $140 million, a net deficit of $36 million, 

largely attributable to the December 2015 aircraft purchases that resulted in multi-million dollar 

 
5 The Defendants also allege that the Amended Complaint is inadequate because the Trustee has failed to allege 
insolvency at the specific time of the challenged transfers. (See Mot. at 30.) This is simply false. The Trustee generally 
alleged that the Debtors were insolvent at the time of each transaction, (see ¶ 152), as well as in connection with each 
count, (see Counts I-III). As set forth in this paragraph, these allegations are well supported by factual allegations. 
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losses. (¶¶ 153-56.) The Amended Complaint also states that the Debtors’ balance sheet solvency 

did not improve. (¶ 167.) That conclusion is supported by a plethora of detailed factual allegations, 

including: (i) the Debtors were unable to generate enough revenue to keep current on obligations 

to creditors, (¶ 162); (ii) overdue trade payables increased every month from December 2015 until 

bankruptcy, from approximately $1.6 million to almost $55 million, (¶ 165); (iii) at the same time, 

Cassidy embezzled at least $8 million from the Debtors, (¶¶ 123-26); (iv) the Debtors had a 

fundamentally unprofitable business model and thus no way to improve their balance sheet, 

(¶¶ 169-72 (explaining how the Debtors’ needed to charge clients between $12,000-$13,800 per 

hour just to break even, but the average revenue was less than $8,000 per hour)); and (v) the 

Debtors’ aircraft transactions had a further negative impact on the balance sheet in real value terms 

because they were being purchased at above fair market values.  

Accordingly, these factual allegations, and any reasonable inferences drawn from them, 

strongly support the claim that the Debtors were balance sheet insolvent at all relevant times. See 

Silvas, 514 F.3d at 1003-04; Solution Trust, 548 B.R. at 309-310. These same facts also plausibly 

support the unreasonably small capital test and equitable/cash flow insolvency tests from December 

2015 through the filing of the bankruptcy cases, as the Debtors could not earn enough to break even 

(rendering the Debtors insolvent under the unreasonably small capital test), or be able to service 

debts as the came due, as further evidenced by the increase in trade payables from $1.6 million to 

$55 million. (See ¶¶ 162-65, 169-72); Solution Trust, 548 B.R. at 312-13. 

Setting aside the Defendants’ improper factual disputes, the Defendants make three legal 

challenges. First, they object to the use of the Debtors’ consolidated financial statements in 

establishing balance sheet insolvency. (Mot. at 27.) Second, they contend without basis that the 

Debtors’ were able to obtain new sources of finance, which supposedly precludes a finding of 

unreasonably small capital. (Mot. at 28.) Third, they contend that the Amended Complaint should 

have calculated the reasonably equivalent value in connection with each aircraft transaction. (Mot. 

at 31.) Each challenge fails.  

First, the Defendants contend that an avoidance claim cannot rely on a consolidated balance 

sheet. (See Mot. at 27 (citing In re Licking River Mining, LLC, 572 B.R. 830, 843-44 (Bankr. E.D. 
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Ky. 2017).) Licking River, however, says nothing of the sort. The bankruptcy court in that case 

treated the transferor debtors on a consolidated basis, without any discussion of the point that the 

movants allege that it contains. Licking River, 572 B.R. at 843-44. Here, by contrast, the Debtors 

operations were managed on a consolidated basis. Both Debtors transferred funds in connection 

with the purchase of the aircraft. (See ¶ 154 (stating that Zetta USA funded Zetta PTE’s deposit for 

the purchase of Plane 1).) Both Debtors guaranteed all of the obligations on the leases. (¶ 267.) In 

fact, because of FAA regulations relating to Part 135 certificates, the Debtors’ operations had to be 

consolidated because only Zetta USA could take in revenues from paying customers. (¶¶ 8, 178.)  

Second, the Defendants imply that the Debtors were merely a failed start-up and thus the 

Complaint fails to allege unreasonably small capital. (Mot. at 28.) This argument ignores what the 

Complaint actually says and improperly draws all inferences in favor of the Defendants, not the 

Trustee. This was no mere failed start-up. The Amended Complaint alleges that Cassidy operated 

the Debtors as a fraudulent scheme from the beginning, using a fundamentally unprofitable business 

model that could only be sustained by finding new investors. (¶¶ 123-126, 162, 165, 169-72.) 

Defendants rely primarily on In re Blue Earth, Inc., 2019 WL 4929933 (B.A.P. 9th Cir. Oct. 

2, 2019). In that case, the court explained that “[c]entral to a determination of whether a transaction 

leaves a company with unreasonably small capital is whether the parties’ projections used in 

facilitating the transaction were reasonable” and whether the company “was still attracting 

sophisticated investors.” Id. at *9. This reasoning is based on the implication that a current loss-

making company (such as a tech startup) may still have long term value that can be recognized 

through a market test. Id. The court reasoned that “sophisticated investors with the most intimate 

knowledge of the debtor’s business plan and capitalization had confidence in the company’s future 

and certainly did not think that the company was ‘undercapitalized’ because it makes no economic 

sense for defendants to invest . . . in a venture that they know would fail.” Id. But this reasoning 

does not apply to fraudulent or Ponzi-like schemes like the one here, where an earlier investor (Li) 

is promised patently unreasonable returns from a business with a fundamentally unprofitable 

business model, leaving only one obvious conclusion — that new funding would be used to pay off 

old funding, which is what happened with the Minsheng Refinancing and what Cassidy attempted 
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to do with BNP Paribas. (See ¶¶ 127-50 (describing the Ponzi-like scheme and the payout to Li Qi 

at a 33% rate of return from the Minsheng Refinancing).) 

Finally, the Defendants argue that the Complaint fails to allege a lack of reasonably 

equivalent value in two sub-parts. As a threshold matter, this argument can be ignored because the 

Amended Complaint pleads specific Fair Market Values that are less than the purchase prices for 

each transaction in the Complaint. (¶¶ 250-51.) On the merits, however, the Defendants first dispute 

the Trustee’s use of the value to the estate as an improper valuation methodology. (Mot at 31.) But 

issues of valuation methodology require expert analysis and are not appropriate for a motion to 

dismiss. See Solution Trust, 548 B.R. at 334 (stating that the issue of how assets should be valued 

“almost certainly will require expert testimony, which is inappropriate to require on a motion to 

dismiss”). The Defendants contend that only objective measures of value can be used. They again 

ignore what the Complaint actually alleges. The estate value is not based on the Debtors’ subjective 

returns, which were necessarily limited by Cassidy’s embezzlement and scheme, but rather the 

revenue that “an operator of similar size as the Debtors would likely generate.” (¶ 202.) In other 

words, it is based on Debtor A, not Debtor B, from the hypothetical on which the Defendants rely 

from In re Ozark Rest. Equip. Co., 850 F.2d 342, 345 (8th Cir. 1988).  

Second, the Defendants assert that, in calculating reasonable equivalent value, the Amended 

Complaint inappropriately excludes the value of the debt relief the Debtors received from paying 

down the “antecedent obligations” on the 2015 Plane 6 and 7 Finance Leases (on Exhibit A) and 

the unsecured Plane 6 obligation as part of the Minsheng Refinancing (on Schedule B). (Mot. at 

32.) The Complaint expressly and repeatedly alleges that these payments were significantly higher 

than market rates. (¶¶ 9, 12, 138, 198, 199, 217, 218, 287-91.) The Defendants’ argument is, at 

heart, that although the Debtors incurred obligations far in excess of the value of the planes, they 

received reasonably equivalent value later when they paid down the excessive debt simply because 

the Defendants did not credit the payments at 50 cents on the dollar. That proposition is absurd.6  

In any event, it is Ninth Circuit law that payments on account of a Ponzi-like scheme cannot 

 
6 The Defendants’ argument also expressly characterizes these obligations as finance leases, not true leases. If the 
Debtors were simply leasing the Planes, the above-market payments would not be reasonably equivalent value.  
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establish reasonable equivalent value. See Donell, 533 F.3d at 770; SIPC v. Bernard L. Madoff 

Investment Secs. LLC, 531 B.R. 439, 467 (Bankr. S.D.N.Y. 2015). 

IV. The Complaint states recharacterization claims. 

A. The Trustee properly asserted the recharacterization claims. 

The Defendants wrongly argue that the Trustee is circumventing Federal Rule of Civil 

Procedure 15’s amendment requirements. (Mot. at 34.) They thus move to strike under Rule 12(f). 

(Id.) The Court should deny the Defendants’ motion to strike for any of three independent reasons. 

First, “[t]he right to amend is broad, and encompasses the right to add a new cause or theory of 

action.” Urista v. Bank of Am., N.A., 2012 WL 10596, at *6 (N.D. Cal. Jan. 3, 2012). Courts in the 

Ninth Circuit “generally allow plaintiffs to add new claims and/or parties to an amended complaint 

where a prior order of dismissal granted leave to amend without limitation.” MAO-MSO Recovery 

II, LLC v. Mercury Gen., 2018 WL 3357493, at *4 (C.D. Cal. May 23, 2018). Accordingly, the 

recharacterization claims were within the scope of the Court’s leave to amend. 

Second, even if the Trustee’s amendments exceeded the scope of this Court’s order, they 

should not be struck. In contrast to the extreme liberality regarding amendment, “[c]ourts have long 

disfavored Rule 12(f) motions, granting them only when necessary to discourage parties from 

making completely tendentious or spurious allegations” that will prejudice the opposing party. 

Sapiro v. Encompass Ins., 221 F.R.D. 513, 518 (N.D. Cal. 2004)); see also Allen v. Cty. of Los 

Angeles, 2009 WL 666449, at *2 (C.D. Cal. Mar. 12, 2009).  

“[E]ven if [the Trustee’s] Amended Complaint exceeded the scope of this Court’s Order, 

this would not, in and of itself, warrant striking portions of the pleading.” Prescott v. Slide Fire 

Sols., LP, 410 F. Supp. 3d 1123, 1131 (D. Nev. 2019); see also Allen, 2009 WL 666449, at *2 

(same). Courts regularly deny motions to strike claims even when they exceed the scope of a court’s 

order. See, e.g., Beavers v. New Penn Fin. LLC, 2018 WL 385421, at *3 (E.D. Cal. Jan. 11, 2018); 

Sapiro, 221 F.R.D. at 518; Manzano v. Metlife Bank N.A., 2011 WL 2080249, at *3 (E.D. Cal. May 

25, 2011); Prescott, 410 F. Supp. 3d at 1131. In Allen, for example, the court denied a motion to 

strike even though the “new claims [did] exceed the scope of the court’s leave to amend” because 

the defendant did “not assert prejudice” and the allegations were not “completely immaterial or 
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redundant[.]” 2009 WL 666449, at *3. So too here. The Defendants have not even asserted 

prejudice, let alone provided an argument for why they would be prejudiced. (Mot. at 46.)  

Third, this Court may also construe the amended complaint or this opposition as a motion 

to amend. See Popov v. Countrywide Fin. Corp., 2009 WL 5206679, at *2 (E.D. Cal. Dec. 18, 

2009). “The policy of freely granting leave to amend should be applied with ‘extreme liberality.’” 

Id. at *2 (quoting DCD Programs, Ltd. v. Leighton, 833 F.2d 183, 186 (9th Cir. 1987)). Here, the 

Trustee did not delay amendment, is not seeking amendment in bad faith, the amendments are not 

futile, and they would not prejudice the opposing party. Id. “The Ninth Circuit has instructed that 

the crucial factor is the resulting prejudice to the opposing party, and the burden of showing that 

prejudice is on the party opposing amendment.” Id. As, the Defendants have not attempted to meet 

their burden of proof to establish prejudice, the recharacterization claims should not be struck.  

B. The recharacterization claims are sufficiently pleaded. 

1. Third Investment Recharacterization 

The Defendants argue that the Third Investment cannot be recharacterized as a matter of 

law because Hong Kong law governs the Third Investment. (Mot. at 32). But even if Hong Kong 

law did apply, the Defendants’ arguments to the contrary do not change the outcome. The 

Defendants’ supporting declaration concerning Hong Kong law submitted by Haprabdeep Singh 

(the “Singh Declaration”) contains no references to legal authority; it only contains conclusory 

statements of the declarants’ belief, including the belief that upon his review of the Third 

Investment, it could not be recharacterized under Hong Kong law. (Dkt. 240 at 630.) The Singh 

Declaration, which amounts to an expert report that would be struck at trial for failure to provide 

any basis for the expert’s opinion, is inappropriate for consideration on a motion to dismiss, where 

all facts and inferences are drawn in favor of the plaintiff. See Silvas, 514 F.3d at 1003-04.  

Furthermore, even if the Court considered the Singh Declaration, it concedes that Hong 

Kong law and US law are identical; it states that in Hong Kong, “a court will look to the plain 

language of the relevant written agreements (i.e., the loan agreement) and the parties’ 

characterization of the transaction as set forth therein, to determine whether the arrangement is a 

loan (a debt obligation) or is instead an equity investment.” (Dkt. 240 at 630.) That statement of 
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the law is entirely consistent with US law, which also looks at the text of the agreements and the 

parties’ characterization to determine whether an instrument is debt or equity. See L. Scott Apparel, 

2019 WL 1768235, at *57; Autostyle Plastics, 269 F.3d at 748. Neither Hong Kong law nor US 

law simply stops with the parties’ characterization of the transaction or the form it takes. Both look 

to the substance. Accordingly, no matter whether US or Hong Kong law applies, the Trustee has 

stated a claim for recharacterization of the Third Investment as equity. 

2. 2016 Planes 6 and Plane 7 Lease Agreements Recharacterization 

Similarly, the Defendants also argue that the 2016 Planes 6 and 7 Lease Agreements cannot 

be recharacterized because (i) English law applies and (ii) English law prohibits recharacterization. 

(Mot. at 35 (citing HFGL Ltd. & CNH Cap. Europe Ltd. V. Alex Lyon & Son Sales Managers & 

Auctioneers, Inc., 700 F. Supp. 2d 681, 688 (D.N.J. 2010)).) Both parts of the Defendants’ argument 

are entirely without merit. 

The economic realities test governs these transactions. 

The Ninth Circuit held in In re Moreggia & Sons, Inc., 852 F.2d 1179 (9th Cir. 1988) that 

even an agreement that otherwise qualified as a lease under California law based upon “surface 

formalities” would nonetheless be subject to recharacterization as a disguised financing if the 

economic realities so dictated. Id. at 1182-84. In Moreggia, the lease called for fixed monthly 

payments over a 40-year period that would cease once the underlying bond debt was repaid. Id. at 

1184. Because the rent payments were calculated based upon debt service, the payments did not 

relate to the value of the possessory right and no true landlord/tenant relationship was ever created. 

Id. 

The same is true here. The Amended Complaint alleges that neither Yuntian 3 nor Yuntian 

4 retained any entrepreneurial risk under the lease agreements, and given the nominal $1 option 

that the Debtors could exercise to purchase Planes 6 and 7 at the end of each respective lease, did 

not expect to retain the property at the end of the lease term. Yuntian 3 and Yuntian 4’s only 

expectation was to receive payments during the alleged “lease.” The Debtors were at all times the 

actual economic owners of Planes 6 and 7, bearing the risks and benefits of that ownership both 
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before and after the Minsheng Refinancing. (¶¶ 509-526.) 

If the Court departs from a federal law economic realities test and applies state law for 

guidance, state law still must employ a substance-based test. United Airlines, Inc. v. HSBC Bank 

USA, N.A., 416 F.3d 609, 615 (7th Cir. 2005). That is, state law will be consulted if it uses factors 

intended to glean the economic substance of the transaction. If, however, the state law test is form-

based, as opposed to substance-based, then state law must yield to federal law. See id. Accordingly, 

even if English law applied a formalistic test (it does not), it would still give way to federal law. 

The Trustee is not bound by choice-of-law provisions. 

In the alternative, the Trustee is not bound by the choice-of-law provisions in the 

agreements because the agreements were part of actual or constructively fraudulent transfers or 

obligations. The parties to a contractual conveyance cannot in their contract make a choice of law 

that binds the Trustee and creditors who allege they were defrauded by the conveyance. See, e.g., 

In re Morse Tool, 108 B.R. 384, 386 (Bankr. D. Mass. 1989); In re EPD Inv. Co., LLC, 821 F.3d 

1146, 11511152 (9th Cir. 2016). Choice-of-law provisions cannot bind non-parties to an agreement 

unless the non-parties are third-party beneficiaries of the agreement. 

Here, the Trustee is pleading recharacterization in connection with the counts to avoid the 

fraudulently incurred obligations and transfers under the 2016 Planes 6 and 7 Lease Agreements, 

and that neither the Trustee nor innocent creditors were (i) parties to those agreements or (ii) third-

party beneficiaries of those agreements. (See ¶¶ 259-261, 413-418.) Accordingly, the choice-of-

law provisions in the agreements do not bind the Trustee or the innocent creditors. 

California law applies under the Restatement approach. 

Under the Restatement approach, § 6(1) provides that “[a] court, subject to constitutional 

restrictions, will follow a statutory directive of its own state on choice of law.” See Green v. 

Zukerkorn (In re Zukerkorn), 484 B.R. 182, 189 (B.A.P. 9th Cir. 2012).7 Restatement § 6(1) 

 
7 Zukerkorn does not control the outcome here because the aircraft lease transactions are secured transactions governed 
by specific choice-of-law rules under the CCC. Zukerkorn concerned the choice of law applicable to a spendthrift trust, 
not a secured transaction governed by the CCC (or any UCC equivalent). The BAP applied the generally applicable 
test for evaluating whether a choice-of-law clause should be enforced under Restatement § 187; a test that is very 
deferential to the law chosen by the parties. Unlike Restatement § 187, which does not require that the law chosen by 
the parties have any reasonable relationship to the creation or performance of the contract, CCC § 1-301 imposes a far 
stricter test. It requires that the transaction must have a “reasonable relation” to the governing law selected by the 
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“applies to choice of law clauses in a contract when a state has a statutory directive concerning such 

clauses.” In re Gibson, 234 B.R. 776, 779–80 (Bankr. N.D. Cal. 1999). The 2016 Planes 6 and 7 

Lease Agreements concern secured transactions under Article 9 of the California Commercial Code 

(“CCC”); see Comment 2 to UCC § 9-301 (“the law applicable to issues such as…characterization 

(e.g., true lease or security interest)…is governed by the rules in Section 1-301[.]”). Accordingly, 

section 1301 of the CCC applies, which provides that “[i]f one of the following provisions specifies 

the applicable law, that provision governs and a contrary agreement is effective only to the extent 

permitted by the law so specified.” See CCC § 1-301(c); 14 C.F.R. 47.5. Section 9301 of the CCC 

is one such provision. It governs the “perfection, the effect of perfection or nonperfection, and the 

priority of a security interest in collateral,” and it adopts the “modified situs test” that looks to the 

law of where the debtor is located. See CCC § 9-301(1). Section 1-203 of the CCC defines “security 

interest” for purposes of Article 9 and enumerates the “bright line” and “economic realities” tests 

discussed above. Read together, Sections 1-301, 9-301, and 1-203 of the CCC displace an 

extraterritorial contractual choice-of-law clause with respect to recharacterization of a lease under 

Article 9 of the CCC. See Barclays Disc. Bank Ltd. v. Levy, 743 F.2d 722, 725 (9th Cir. 1984); In 

re Eagle Enterprises, Inc., 223 B.R. 290, 293 (Bankr. E.D. Pa. 1998). 

The choice-of-law provisions selecting English law are not effective under section 1301 and 

because the transactions at issue do not have a “reasonable relation” to England. (See ¶¶ 423-428.) 

Those allegations establish that there is no connection whatsoever between any of the transactions 

and England. See Nedlloyd Lines B.V. v. Superior Court, 3 Cal. 4th 459, 465 n.2 (1992); Barclays, 

743 F.2d at 725; McNall v. Tatham, 676 F. Supp. 987, 996–97 (C.D. Cal. 1987).8 

 
parties. The “reasonable relation” test requires that the governing law selected for the secured transaction have (1) a 
natural and vital connection with the transaction and (2) be made in good faith and not to disguise its character. See 1 
Hawkland UCC Series § 1-301:1 (quoting Seeman v. Phila. Warehouse Co., 274 U.S. 403 (1927)).  
8 In the absence of an effective choice of law provision, section 1301 requires the application of California law if the 
transaction has an “appropriate relation” to California. As noted above, Zetta USA is organized under California law 
and has its registered office and principal place of business in California. Zetta USA executed all of the agreements in 
California, and Seagrim and Walter executed the directors’ resolutions regarding Zetta PTE’s involvement in the 
transactions in California. One of the two directors of each of the Zetta BVI Trusts was in California. All of the planes 
were ultimately based in California. Accordingly, the transaction has an “appropriate relation” to California and 
California law applies. Furthermore, the Trustee notes that the Defendants have not challenged the merits of his 
recharacterization claims under federal or California law, (see Mot. at 34), but for avoidance of doubt, the Trustee has 
pled a sufficient claim for recharacterization under the per se or economic realities test. See (¶¶ 259-261, 509-526.); 
see also United Airlines, 416 F.3d at 615; In re Pac. Exp., Inc., 780 F.2d 1482 (9th Cir. 1986), UCC § 1-203(b); see 
Blackstone Equip. Fin., L.P. v. Bernhard, 2011 WL 13227750, at *2 (C.D. Cal. May 5, 2011).  
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English law supports the Trustee. 

As more fully detailed in the declaration of Rosalind Phelps QC, which is attached as 

Exhibit B, under English law the transactions would be characterized as finance leases, not 

operating leases. English law distinguishes between finance leases and operating leases. A finance 

lease is a lease that is a form of financing and which transfers substantially all the risks and rewards 

of ownership of an asset to the lessee, whereas in an operating lease, the lessor retains the risks and 

rewards of ownership.  

Moreover, as the Trustee pleads in the Complaint (given the assumed truth of the facts pled 

and inferences in favor of the Trustee on a motion to dismiss), although English law would not use 

the term “recharacterization,” the result is not different from what the Trustee is requesting under 

US law. (See ¶¶ 437-43.)  

Accordingly, the Defendants have failed to establish how, even if English law applied, it 

would preclude any form of relief to the Trustee; they simply provide more conclusory opinions 

that should not be considered on a motion to dismiss, where all facts and inferences are drawn in 

favor of the plaintiff. See Silvas, 514 F.3d at 1003-04.  

V. It is law of the case that the Complaint states a claim for a violation of the automatic stay. 

 As a threshold matter, the Defendants’ challenge to the automatic stay claim should be 

denied because the validity of that claim is law of the case. “Under the law of the case doctrine, a 

court is ordinarily precluded from reexamining an issue previously decided by the same court, or a 

higher court, in the same case.” Minidoka Irrigation v. Dep’t of Interior, 406 F.3d 567, 573 (9th 

Cir. 2005) (citation omitted). The only exceptions to the law of the case doctrine are: “(1) the 

decision is clearly erroneous and its enforcement would work a manifest injustice, (2) intervening 

controlling authority makes reconsideration appropriate, or (3) substantially different evidence was 

adduced at a subsequent trial.” Id. 

 Here, the Court determined that the Trustee pleaded sufficient factual allegations to support 

a claim for a violation of the automatic stay in its ruling on the original motion to dismiss. (Dkt. 

No. 174 at 45-46.) That count remains unchanged between the original Complaint and the Amended 

Complaint. (Compare Am. Compl. ¶¶ 504-08 with original Compl. ¶¶ 313-17.) The Defendants do 
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not assert any different evidence, manifest injustice, or any change in controlling authority since 

the decision on the automatic stay claim was decided. Accordingly, the law of the case doctrine 

bars the Defendants from challenging the automatic stay claim. See Minidoka, 406 F.3d at 573-74.  

VI. Count X states a claim for disallowance of claims. 

The Defendants contend that Count X fails because the other claims fail. (Mot. at 35.) As 

set forth herein, the Amended Complaint states numerous viable claims. Accordingly, the Amended 

Complaint states a claim for disallowance of the Defendants’ claims under Section 502(d). 

CONCLUSION 

 For the reasons above, the Trustee requests that the Court deny the Defendants’ motion to 

dismiss entirely.  

  

Respectfully submitted, 

DATED: June 3, 2021   DLA PIPER LLP (US) 
 
By:  /s/ John K. Lyons    
 DAVID B. FARKAS (SBN 257137) 
 JOHN K. LYONS (Pro Hac Vice) 
 JEFFREY S. TOROSIAN (Pro Hac Vice) 
 JOSEPH A. ROSELIUS (Pro Hac Vice) 

Attorneys for the Chapter 7 Trustee 
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Funds Available 

for Distribution to 

Creditors 

(excluding 

recovery from UL 

Defendants)

Recovery of Jan. - 

June 2016 Plane 6 

Finance Lease 

Payments in 

excess of FMV

Recovery of Jan. - 

June 2016 Plane 7 

Finance Lease 

Payments in 

excess of FMV

Recovery of 

Minsheng 

Refinancing Plane 

7 Payment in 

excess of FMV

Recovery of Plane 

6 "Loan" 

Transfers 

Total Recoveries 

from UL 

Defendants

Total Funds 

Available for 

Distribution

Unsecured 

Creditors' Total 

Claims

UL Defendants' 

Proofs of Claim

UL Defendants' 

Claim Recovery 

UL Defendants' 

Net Claim 

Recovery / Deficit

Unsecured 

Creditors' Net 

Claim Recovery

Percentage 

Recovery for 

Unsecured 

Creditors 

$10,000,000.00 $3,065,042.00 $3,240,339.00 $19,300,000.00 $10,149,893.00 $35,755,274.00 $45,755,274.00 $50,000,000.00 $72,000,000.00 $26,995,611.66 -$8,759,662.34 $18,759,662.34 37.5%

$20,000,000.00 $3,065,042.00 $3,240,339.00 $19,300,000.00 $10,149,893.00 $35,755,274.00 $55,755,274.00 $50,000,000.00 $72,000,000.00 $32,895,611.66 -$2,859,662.34 $22,859,662.34 45.7%

$30,000,000.00 $3,065,042.00 $3,240,339.00 $19,300,000.00 $10,149,893.00 $35,755,274.00 $65,755,274.00 $50,000,000.00 $72,000,000.00 $38,795,611.66 $3,040,337.66 $26,959,662.34 53.9%

$40,000,000.00 $3,065,042.00 $3,240,339.00 $19,300,000.00 $10,149,893.00 $35,755,274.00 $75,755,274.00 $50,000,000.00 $72,000,000.00 $44,695,611.66 $8,940,337.66 $31,059,662.34 62.1%

$50,000,000.00 $3,065,042.00 $3,240,339.00 $19,300,000.00 $10,149,893.00 $35,755,274.00 $85,755,274.00 $50,000,000.00 $72,000,000.00 $50,595,611.66 $14,840,337.66 $35,159,662.34 70.3%

Funds Available 

for Distribution to 

Creditors XXXXX XXXXX XXXXX XXXXX

Total Recoveries 

from UL 

Defendants

Total Funds 

Available for 

Distribution

Unsecured 

Creditors' Total 

Claims

UL Defendants' 

Proofs of Claim

UL Defendants' 

Claim Recovery 

UL Defendants' 

Net Claim 

Recovery 

Unsecured 

Creditors' Net 

Claim Recovery

Percentage 

Recovery for 

Unsecured 

Creditors 

$10,000,000.00 XXXXX XXXXX XXXXX XXXXX $0.00 $10,000,000.00 $50,000,000.00 $72,000,000.00 $5,900,000.00 $5,900,000.00 $4,100,000.00 8.2%

$20,000,000.00 XXXXX XXXXX XXXXX XXXXX $0.00 $20,000,000.00 $50,000,000.00 $72,000,000.00 $11,800,000.00 $11,800,000.00 $8,200,000.00 16.4%

$30,000,000.00 XXXXX XXXXX XXXXX XXXXX $0.00 $30,000,000.00 $50,000,000.00 $72,000,000.00 $17,700,000.00 $17,700,000.00 $12,300,000.00 24.6%

$40,000,000.00 XXXXX XXXXX XXXXX XXXXX $0.00 $40,000,000.00 $50,000,000.00 $72,000,000.00 $23,600,000.00 $23,600,000.00 $16,400,000.00 32.8%

$50,000,000.00 XXXXX XXXXX XXXXX XXXXX $0.00 $50,000,000.00 $50,000,000.00 $72,000,000.00 $29,500,000.00 $29,500,000.00 $20,500,000.00 41.0%

No Application of 548/550 to UL Defendants

Non-Discriminatory Application of 548/550 to UL Defendants
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IN RE ZETTA JET USA INC and others

OPINION OF ROSALIND PHELPS QC

Introduction

1. I am instructed by the Chapter 7 Trustee of Zetta Jet USA Inc (a Californian Corporation) 

and Zetta Jet PTE Ltd (a Singaporean corporation) (together Zetta Jet) to provide an 

opinion for the purposes of proceedings currently ongoing in the United States 

Bankruptcy Court, Central District of California, Los Angeles Division. 

2. I am a senior barrister qualified in England and Wales, with substantial experience in 

both aviation and banking and finance matters. I practise from Fountain Court Chambers 

in London which is ranked in Band 1 by both the Legal 500 and Chambers & Partners 

for Aviation and Banking. I was appointed Queen’s Counsel in 2016. My relevant 

experience and qualifications are set out in Annexe 1.

3. Zetta Jet was a private jet charter business which filed for Chapter 11 bankruptcy in 2015. 

This was converted to Chapter 7 proceedings in December 2017. The Trustee has filed 

an Amended Adversary Complaint against a number of defendants including Li Qi (Li), 

Universal Leader Investment Ltd. (Universal Leader), and Glove Assets Investment Ltd. 

(Glove Assets, and along with Li and Universal Leader, the Defendants) in an attempt 

to recover over US$100 million in allegedly fraudulent transfers. In particular, the Trustee 

seeks to recover from the Defendants a transfer of over US$55,000,000 to Universal 

Leader out of the proceeds of the Minsheng Refinancing, as that term is used in the 

Amended Adversary Complaint. 
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4. In summary, Yuntian 3 Leasing Company Ltd. (Yuntian 3) loaned US$80,000,000 to the 

Zetta Jet, who then transferred US$55,000,000 of the loan proceeds to Universal Leader. 

The key contracts for present purposes were the two Aircraft Lease Agreements dated 20 

September 2016 between Wells Fargo Bank Northwest NA as Owner Trustee as Lessor 

and TVPX ARS Inc as Owner Trustee as Lessee (the Aircraft Lease Agreements) in 

relation to Bombardier aircraft MSN 9606 and 9688 respectively.1 The aircraft were in 

turn sub-leased by TVPX ARS Inc to Zetta Jet USA Inc as operator. 

5. The Defendants have issued a motion to dismiss certain counts of the amended adversary 

complaint on a number of bases, including contesting the recharacterisation of the 

Aircraft Lease Agreements. It appears that this issue is in turn affected by whether the 

Aircraft Lease Agreements are properly characterised as “true leases” or ”finance leases”.  

The Aircraft Lease Agreements are governed by English Law (clause 31.1).

6. I am instructed that under US law, “[w]hether a transaction in the form of a lease creates 

a lease or security interest is determined by the facts of each case.” (Uniform Commercial 

Code 1-203(a)). The first stage of the test is whether the debtor/lessee can terminate the 

agreement during its term. If not then courts look to the “residual value factors” in UCC 

§ 1-203 (b) (or the relevant state's equivalent). The residual factors are said to be: (1) the 

original term of the lease is equal to or greater than the remaining economic life of the 

goods; (2) the lessee is bound to renew the lease for the remaining economic life of the 

goods or is bound to become the owner of the goods; (3) the lessee has an option to renew 

the lease for the remaining economic life of the goods for no additional consideration or 

for nominal additional consideration upon compliance with the lease agreement; or (4) 

the lessee has an option to become the owner of the goods for no additional consideration 

or for nominal additional consideration upon compliance with the lease agreement.

7. I am asked to consider (i) the treatment of the leases from an English law perspective (ii) 

how English law would distinguish between operating leases, finance leases and hire 

purchase and (iii) what effect English law could have on the proceedings in the 

Californian court and in particular whether English law would prevent the leases from 

being re-characterised as a security interest under US insolvency laws.

1 The two Aircraft Lease Agreements are materially identical.
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Summary of my opinion

8. The Defendants have argued that 

a. For the purposes of the adversary complaint in the Californian court, any issues 

concerning the recharacterisation of a contract are governed by the choice of law 

in the relevant contract.

b. The Aircraft Lease Agreements would not be susceptible to recharacterisation 

under English Law. In particular it is said that none of the characteristics of the 

Aircraft Lease Agreements which suggest a financing arrangement would, as 

matter of English law, justify the recharacterisation into loans or some other form 

of arrangement because English law makes a clear, formalistic distinction 

between a sale or finance lease and a hire purchase or operating lease. 

9. I regard the question in paragraph 8a above as one for the Californian court. More 

particularly, the questions of (i) how to approach the issue of recharacterisation of the 

Aircraft Lease Agreements for the purposes of the US bankruptcy proceedings and (ii) 

the relevance or otherwise of English law to that issue are not ones on which I am 

qualified to comment. 

10. I disagree with the conclusion referred to in paragraph 8b above in this regard:

a. There is nothing in English law which would prevent the recharacterisation by the 

Californian court of the Aircraft Lease Agreements as a form of borrowing or 

financing; indeed English courts frequently undertake such an exercise

themselves. 

b. Under English law, the Aircraft Lease Agreements bear many key hallmarks of 

finance leases as opposed to “true” or “operating” leases and the English Court 

would describe them as such if the question arose for its consideration.   

Recharacterisation of contracts under English law: general principles

11. English law principles are mainly to be found in statutory law and case precedent and

many of the rules relating to the ownership, leasing and taking security over aircraft are 

to be found in applicable case law. It is also correct to say that there is no statutory law 
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relating to the recharacterisation of leases akin to those in the UCC I have described 

above. However, as I explain below, that does not mean that English courts would shy

away from characterising a document described as a “lease” as truly a finance lease, or 

indeed as a form of borrowing. 

12. The question of when and to what extent a court will recharacterise a transaction or 

document as something different from its label depends on the relevant context:

This does not mean that the terms which the parties have adopted are necessarily determinative. The 
substance of the parties' agreement must be found in the language they have used; but the categorisation 
of a document is determined by the legal effect which it is intended to have, and if when properly 
construed the effect of the document as a whole is inconsistent with the terminology which the parties 
have used then their ill-chosen language must yield to the substance.

The legal classification of a transaction is not, therefore, approached by the Court in vacuo. The 
question is not what the transaction is but whether it is in truth what it purports to be. Unless the 
documents taken as a whole compel a different conclusion, the transaction which they embody should
be categorised in conformity with the intention which the parties have expressed in them.2

13. It is important to note a number of matters in this regard:

a. The court first construes the relevant documents to understand what obligations 

and rights the parties intended. The second stage is one of categorisation; if the 

intention of the parties was to impose obligations and create rights which are 

inconsistent with the contract’s label then the contract will not be construed in 

accordance with that label.3

b. This exercise does not take place in a vacuum; there is always a legal context 

against which the recharacterisation arguments are being made. Put simply, there 

must be a reason for the question of recharacterisation to be asked. The reason is 

typically to establish whether a contractual arrangement is a type to which a 

special regime applies under English law or for which English law imposes 

particular formalities or implied particular terms. 

14. In the present case, the legal context in which the recharacterisation arguments will arise 

is the adversary complaint summarised above and in particular the question of whether 

the Aircraft Lease Agreements are to be characterised as leases or  security interests for 

2 Orion Finance Ltd v Crown Financial Management Ltd [1996] BCC 621 (Millett LJ).
3 See e.g. Brumark Investments Limited: Agnew v Commissioner of Inland Revenue [2001] UKPC 28.
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the purpose of UCC 1-203(a). There is no equivalent provision in English insolvency law 

and so the question of recharacterising leases in that context does not arise.4  

15. Nevertheless the English courts frequently consider the true characterisation of 

documents in other contexts order to decide whether particular legal consequences should 

follow. In particular, the English courts are perfectly willing to decide that a document 

with a particular label (including that of ‘lease’) should be treated as if it were indeed a 

different type of transaction. For example:

a. In a company insolvency, much may turn on whether a creditor’s charge over 

assets is a fixed charge or a floating charge. In a House of Lords decision from 

2005 the court recharacterised a specific or fixed charge as a floating charge 

notwithstanding the clear label used by the parties:

Both sides agree that the label of "fixed" or "specific" (which I take to be synonymous in this 
context) cannot be decisive if the rights created by the debenture, properly construed, are 
inconsistent with that label …Whether or not it is appropriate to describe this by some 
disparaging term such as camouflage, it is the court's duty to characterise the document 
according to the true legal effect of its terms, as has been very clearly explained by Lord 
Millett in Agnew's case [2001] 2 AC 710 , 725-726, para 32. In each case there is a public 
interest which overrides unrestrained freedom of contract. 

In re Spectrum Plus Ltd (in liquidation) [2005] 2 AC at [141] per Ld Walker of Gestinghope. 

b. Different legal consequences follow from whether an arrangement for the 

occupation of land in exchange for rent is to be characterised as a lease or a 

licence. In this regard the label used by the parties is not conclusive and the courts 

will closely examine the relevant contractual terms in order to decide the proper 

characterisation of the transaction. In the leading House of Lords decision it was 

put this way:

Both parties enjoyed freedom to contract or not to contract and both parties exercised that 
freedom by contracting on the terms set forth in the written agreement and on no other terms. 
But the consequences in law of the agreement, once concluded, can only be determined by 
consideration of the effect of the agreement. If the agreement satisfied all the requirements of 
a tenancy, then the agreement produced a tenancy and the parties cannot alter the effect of the 
agreement by insisting that they only created a licence. The manufacture of a five-pronged 

4 Such a provision is not necessary because the relevant UK insolvency legislation treats the owners of 
property and owners of security interests in a similar way when a company enters administration: see Re 
Atlantic Computer Systems [1992] 2 WLR 367, 527. Furthermore, an airline’s interests in leased aircraft 
have been described as “property” of the company for the purposes of the Insolvency Act 1986 (such 
that the administrators’ consent was required for an airport to exercise liens over the aircraft): Bristol 
Airport plc t v Powdrill [1990] Ch 744, 759. 
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implement for manual digging results in a fork even if the manufacturer, unfamiliar with the 
English language, insists that he intended to make and has made a spade.

Street v Mountford [1985] AC 809, 819, per Ld Scarman.

c. The equitable remedy of relief from forfeiture is available for certain types of 

leases of land or chattels where the rights forfeited are proprietary or possessory 

in nature. In this regard, the courts will consider carefully the terms of the relevant 

lease to decide whether the rights granted under the leases qualify for this sort of 

assistance from the court, whatever label has been given to it by the parties. In 

this regard the distinction between a “true” or operating lease of chattels on the 

one hand and a “finance” lease on the other may be highly relevant, since a lessor 

under finance lease is more likely to have the appropriate proprietary rights. The 

relevant cases, including in relation to aircraft, are considered further in 

paragraphs 18-23 below.

d. Certain English public authorities do not have the power to borrow money. The 

courts will therefore scrutinise transactions, including lease arrangements, in this 

context to see whether in substance they amount to loans. This is discussed further 

in paragraph 24 below. 

16. The English court (i) will not be hidebound by the label attached to the transaction if the 

context requires looking behind it and (ii) in certain cases the extent and nature of a 

transaction’s legal obligations and its economic effect are intertwined such that the court 

does indeed consider the economic impact of the contract.

17. There is therefore no obstacle to the English court considering both the legal and 

economic effect of an aircraft lease and deciding whether it is a “true” or operating lease 

or a form of financing, if that is what the context requires. In the next section I consider 

the distinction drawn by the English Courts between these two concepts, and demonstrate 

how it is applied in practice. 
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Distinction between operating leases and finance leases 

The English Courts recognise the distinction 

18. The distinction between an operating lease and a finance lease has been described as 

“fundamental” by the leading textbook on English commercial law.5 The following 

description of the difference has been approved by the Court of Appeal in the leading 

case of On Demand Information PLC v Michael Gerson (Finance PLC) [2001] WLR 155

Leases and hire purchase contracts are means by which companies obtain the right to use or 
purchase assets. In the UK there is normally no provision in a lease contract for legal title to 
the leased asset to pass to the lessee.

A hire purchase contract has similar features to a lease except that under a hire purchase 
contract the hirer may acquire legal title by exercising an option to purchase the asset upon 
fulfilment of certain conditions (normally the payment of an agreed number of instalments).

Current tax legislation provides that in the normal situation capital allowances can be claimed 
by the lessor under a lease contract but by the hirer under a hire purchase contract.

….

Forms of Lease

Leases can appropriately be classified into finance leases and operating leases. The distinction 
between a finance lease and an operating lease will usually be evident from the terms of the 
contract between the lessor and the lessee.

An operating lease involves the lessee paying a rental for the hire of an asset for a period of 
time which is normally substantially less than its useful economic life. The lessor retains most 
of the risks and rewards of ownership of an asset in the case of an operating lease.

A finance lease usually involves payment by a lessee to a lessor of the full cost of the asset 
together with a return on the finance provided by the lessor. The lessee has substantially all 
the risks and rewards associated with the ownership of the asset, other than the legal title. In 
practice all leases transfer some of the risks and rewards of ownership to the lessee, and the 
distinction between a finance lease and an operating lease is essentially one of degree.”

19. The leading textbook on contract law, Chitty on Contracts (cited with approval in On-

Demand Information) describes finance leasing as “a form of long-term financing” where 

the lessee selects the equipment to be supplied by a manufacturer or dealer, but the lessor (a 
finance company) provides the funds, acquires title to the equipment and allows the lessee to 
use it for all (or most) of its expected useful life. During the period of the lease the usual risks 
and rewards of ownership are substantially transferred to the lessee, who bears the risks of 
loss, destruction and depreciation of the leased equipment (fair wear and tear only excepted) 
and of its obsolescence or malfunctioning. The lessee also bears the costs of maintenance, 
repairs and insurance. The regular rental payments during the primary period of the lease are 
calculated to enable the lessor to amortise its capital outlay and to make a profit from its 

5 Goode and McKendrick on Commercial Law by Professor Ewan McKendrick, Professor of English 
Private Law at the University of Oxford (6th ed) at paragraph 28.03.
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finance charges. … The bailment which underlies finance leasing is therefore only a device 
to provide the finance company with a security interest (its reversionary right); 
a finance lease is similar in function to outright purchase or hire purchase.6

20. In the On-Demand Information case, the leases were of computer equipment and had a 

primary term of 36 months. The lessee paid a substantial quarterly rent which, by the end 

of the period, was sufficient to cover the lessor’s costs of the equipment as well as interest 

and profit. The lessee could continue the lease for a single modest payment on expiry of 

the primary period, and was also not permitted to terminate the lease before this point. 

The court rejected the lessor’s submission that the leases granted purely contractual 

rights; it said that these were finance leases, that the lessor’s interest was purely financial 

and that the leases were in the nature of a security such that there could be relief from 

forfeiture:   

Michael Gerson's real interest in the finance leases was a financial interest. To say that is not 
to disregard legal rights and obligations in favour of economic substance (as to which see 
Robert Goff LJ in Bank of Tokyo v Karoon (1984) [1987] AC 45 , 64). It is a legitimate 
consideration if On Demand is to satisfy one or other of the conditions stated by Lord 
Wilberforce in Shiloh Spinners [i.e. the conditions for relief from forfeiture].

21. That conclusion was reached notwithstanding that the leases were not expressly labelled 

“finance leases”.

Application of the distinction to aircraft leases

22. The question of whether the lessors under aircraft leases could benefit from relief from 

forfeiture was considered by the Commercial Court in Celestial Aviation Trading 71 

Limited v Paramount Airways Private Ltd [2010] EWHC 185 Comm.7 The leases in 

question had an 8 year term, but there was no right for the lessee to purchase the aircraft

at the end of the term.  

23. The court noted at [50] – [51] that an option to purchase gives rise to a “proprietary or 

expectant proprietary right”, which was absent here. The lessor in this case retained a 

very real interest in the aircraft, including their condition and the residual rental and resale 

value. Moreover, it was significant that the rent was not calculated on the basis of 

recouping the cost of the aircraft together with interest and profit. It concluded at [56] 

6 Chitty on Contracts, 33rd ed, paragraph 33-084.
7 A decision of Hamblen J, who is now a Supreme Court judge. 
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that these were operating leases, not finance leases (and that there was no right to relief 

from forfeiture).  

Courts do recharacterise “operating leases” as disguised borrowing

24. In the recent case of School Facility Management v Governing Body of Christ the King 

College [2020] EWHC 1118 (Comm) the court found that certain leases of modular 

buildings were ultra vires the school lessee and void because the school lacked the power 

to borrow money. Relevantly for present purposes, the court found as follows:

a. As a matter of ordinary English, the leases would not be described as loans ([168], 

[176]). 

b. The question of whether the leases amounted to borrowing (and were thus beyond 

the school’s powers) “cannot turn on how the transaction is structured or 

labelled, but must involve consideration of the economic substance of the 

transaction”. Unless this approach was followed, the intended legislative controls 

on borrowing would be circumvented ([179]). Furthermore, “the issue of whether 

the Contract constituted borrowing is, in the final analysis, a question for the 

Court on the evidence before it, the status of the lease to be determined at the time 

it is concluded” ([190]).

c. The evidence showed that the relevant accounting standards for public bodies 

treated finance leases as borrowing for accounting purposes. The key question 

was whether the lease transferred substantially all the risks and rewards incidental 

to ownership to the lessee. The following factors would, individually or in 

combination, lead to a classification as a finance lease: (a)  the lease transfers 

ownership of the asset to the lessee by the end of the term; (b) the lessee has an 

option to purchase the asset at a lower price than the expected fair value of the 

asset; (c) even if title is not transferred, the lease term is for the major part of the 

economic life of the asset; (d) at the inception of the lease the present value of the 

minimum lease payments amounts to at least substantially all of the fair value of 

the leased asset; and (e) the leased assets are of such a specialised nature that only 

the lessee can use them without major modifications ([180] – [185]).
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d. The court carefully examined the features of the lease. Factors (a) and (b) were 

not present but factors (c), (d) and (e) all were. The lease was therefore a finance 

lease and constituted borrowing for the purposes of the exercise of the school’s 

powers ([198] – [250]). 

e. This conclusion was reached notwithstanding that the contract described itself as 

an operating lease – “the parties’ own descriptions cannot be decisive of an issue 

which turns on the economic substance of the transaction” ([252]).

25. It is not correct to say that the “economic realities” or commercial effect are not relevant 

as a matter of English law,8 or that features such as a nominal purchase option would be 

insufficient to justify the recharacterisation of the leases as a matter of English law. In 

the School Facility Management case, the court ignored the operating lease label and 

considered the economic effect of the transaction in order to decide if it indeed was a true 

lease or something else.9 As I understand it, that is precisely the approach the US court 

would take in applying UCC 1-203(a), albeit applying different factors. English law is no 

obstacle to this.

The leases in the present case

26. As the cases set out above show, the precise factors on which a reclassification turns 

depends on the legal context and there is no direct equivalent to UCC 1-203(a) in English 

law. 

27. However I have no real doubt that the English courts would, if asked to do so, characterise 

the Aircraft Lease Agreements as finance leases in light of the cases set out above and 

the following features of the contract:

a. Most importantly, clause 22.1 gives the lessee the option to purchase the aircraft 

at the end of the lease term for the “Option Price” (defined in schedule 2 as just

US$ 1), provided no default is occurring or rental outstanding.10 Notably, the 

more difficult cases which arose for decision by the courts (paragraphs 20-24

8 As is stated in section V.B. of the Motion to Dismiss.
9 It is notable that the court concluded that the leases were finance leases notwithstanding the absence of 

ownership transfer or an option to purchase, which would have put the matter beyond doubt.   
10 The redelivery obligations were also all subject to clause 22 (per clause 21.1.1), reflecting the 

commercial reality that redelivery was not the parties’ primary intention. 
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above) were those in which no such option was present but in two of the three 

cases the courts nevertheless held that the leases were finance leases. Where such 

a clear right to purchase is present, and is not subject to unusual or onerous 

conditions, the lease is very likely indeed to be a finance lease.

b. The sums payable by the lessee were directly referenced to the purchase price of 

each aircraft and the amount loaned by Yuntian 3 for this purpose. For example:

i. The amount of fixed rent payable by the lessor (as set out in schedule 5) 

comprised payments of “principal” and “interest”. The “principal” 

amount totalled USD$ 40 million. This corresponded exactly to the “Net 

Purchase Price” of the aircraft pursuant to the “SLB Purchase Agreement” 

(per schedule 16). (The “Aircraft Purchase Price” under the “SLB 

Purchase Agreement” was also used to calculate the “Agreed Value” of 

the aircraft for insurance requirements (schedule 2 and schedule 9, clause 

A.1).)

ii. The amount of fixed rent payable by the lessor was expressly calculated 

so as to amortise the Aircraft Purchase Price to zero (clause 5.2 and 

schedule 5).

iii. Notwithstanding the fact that the rental payments are calculated by

reference to the amortisation of the purchase price for the aircraft, an

additional “flow through” indemnification in clause 17.3 required the

lessee to indemnify the lessor for any amount for which the lessor was

obliged to pay any Financier of that purchase. Similarly, the lessee was 

obliged to pay any Financing Fees which might be due from the lessor to 

the Financier.

c. The lessee had no right of termination (clause 23).

28. In short: the lessee has “substantially all the risks and rewards associated with the 

ownership of the asset, other than the legal title” (see On Demand Leasing in paragraph 

18 above) and the “rent” is calculated from the inception of the lease so as to provide a 

complete “flow through” of all of the lessor’s costs of purchasing and financing the 
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aircraft (see paragraphs 20 and 23-24 above). These are the key hallmarks of a finance 

lease. 

29. I note also that by clause 1.3 the lessee bears sole responsibility for selecting the aircraft. 

This is entirely consistent with the purpose of the transaction being to finance the 

acquisition of an aircraft for substantially the whole benefit of the lessee.11

30. Moreover, the proper characterisation of the Aircraft Lease Agreements as a matter of 

English law is not altered simply because, in the event, the lessee ended up only making 

a small portion of the payments due under the agreements and/or because the purchase 

option was not exercised.12

Conclusions

31. English law recognises the distinction between “true” or operating leases on the one hand 

and finance leases on the other. 

32. It is incorrect to suggest that the English court would decline to consider the particular 

features of the Aircraft Lease Agreements, including their economic effect, in order to 

determine whether they are operating leases or finance leases. In an appropriate case, the 

court will recharacterise a transaction described as an “operating lease” as a finance lease 

or a form of disguised borrowing. 

33. The English court would, if asked to do so, likely characterise the Aircraft Lease 

Agreements as finance leases rather than operating leases. 

ROSALIND PHELPS QC

Fountain Court Chambers
Temple

London EC4Y 9DH

3 June 2021

11 C.f. the textbook extract cited at paragraph 19 above where one of the key features of finance leasing is
described as being where “the lessee selects the equipment to be supplied by a manufacturer or dealer”.

12 As is suggested in section V.B. of the Motion to Dismiss.
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ANNEXE 1

Rosalind Phelps QC was called to the Bar in 1998, after obtaining a first class BA 

degree in Law and French Law at the University of Oxford, followed by a distinction 

on the BCL (Bachelor of Civil Laws) postgraduate course at the University of Oxford.

She was appointed Queen’s Counsel in 2016.

Rosalind has practised as a barrister since 1999 at Fountain Court Chambers in London, 

a set of Chambers ranked by the Legal 500 as ‘tier 1’ for Banking and Finance and 

currently described by them as “the pre-eminent set for financial disputes”. She 

specialises in disputes concerning banking and finance, and has been recommended by 

both the Legal 500 and Chambers & Partners in this field. Fountain Court is also banded 

in tier 1 by both directories for aviation. Rosalind is described by the Aviation editors 

of the Legal 500 as “a clear thinker with a profound understanding of the industry.’

Examples of relevant recent experience include:

 FSHC Group Holdings v GLAS [2020] 2 WLR 429: For the Claimant (part of 
the Terra Firma group), in the trial of a claim for rectification in relation to 
structured finance documentation, and the appeal from that decision. Now the 
leading recent case on rectification of commercial contracts.  

 Rosalind is frequently instructed by the UK’s Civil Aviation Authority in 
relation to a range of issues. See for example Re Flybe Limited: appointed legal 
advisor to the CAA Panel issuing decision about Flybe’s operating licence, 
culminating in the written decision in April 2020 (see here). Currently under 
appeal to the Secretary of State for Transport.

 Alpstream AG v PK Airfinance and GE Capital Aviation Services [2013] EWHC 
2370; [2015] EWCA Civ 1318. Acted (with Stephen Moriarty QC) in the trial 
and appeal of a major Commercial Court action and appeal to the Court of 
Appeal brought in relation to aviation financing transaction. A leading authority 
on mortgagee’s duties in relation to aircraft. 
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Atlantic Computer Systems Plc, Re, [1992] Ch. 505 (1990)

© 2021 Thomson Reuters. 1

*505  In Re Atlantic Computer Systems Plc.

Positive/Neutral Judicial Consideration

Court
Court of Appeal (Civil Division)

Judgment Date
25 July 1990

Report Citation
[1992] 2 W.L.R. 367
[1992] Ch. 505

Court of Appeal

Neill , Nicholls and Staughton L.JJ.

1990 June 25, 26, 27, 28; July 2, 3, 4; 25

Insolvency—Administration order—Steps to enforce security—Insolvent company operating under administration order—
Company subletting equipment held on lease or hire—purchase—Benefit of subleases assigned to owners by way of charge
—Owners claiming rent and hire—purchase instalments—Whether recoverable as administration expenses—Owners seeking
repossession and enforcement of security—Whether leave required—Whether equipment "in . . . company's possession"—
Insolvency Act 1986 (c. 45), s. 11(3)

A company acquired computer equipment on lease or hire-purchase from funders for subletting to end users. The company
assigned by way of charge to some of the funders the benefit of the subleases. The company ceased to be able to pay its debts
and an administration order was made under section 8(3)(d) of the Insolvency Act 1986 specifying as its purpose a more
advantageous realisation of the company's assets than would be effected on a winding up. Thereafter, by virtue of section
11(3) of the Act of 1986, 1 the consent of the administrators or leave of the court was required before steps could be taken to
enforce any security over the company's property or to repossess goods in the company's possession under any hire-purchase
agreement. The administrators informed end users that payments due under the subleases should continue to be made to the
company and substantial payments were received by the administrators. At the time of the administration order considerable
sums of money were due from the company to the funders in respect of the headleases and hire-purchase agreements: after
the order no payments were made by the administrators to the funders. The funders applied to the Companies Court for
directions and other relief in the administration of the company. The judge held, inter alia, that they were entitled to receive
sums due from the company under the headleases as expenses of the administration in respect of equipment used in the
company's business during the administration; that the equipment was not in the company's possession for the purposes of
section 11(3)(c) of the Act of 1986 and therefore no leave was required to obtain possession of it; but that no order should be
made under section 27 of the Act of 1986 on application of certain of the funders for discharge of the administration order
or the granting of other relief.

On appeal by the administrators and cross-appeal by the funders: -

Held:
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(1)  allowing the appeal in part, that an administration was intended only as an interim and temporary regime allowing the
administrators to seek to achieve one or more of the purposes set out in section 8(3) of the Insolvency Act 1986 , and the
question whether the owners of property being used by the *506  company during the interim period should be permitted to
enforce their proprietary rights forthwith or should be paid in priority to other creditors depended on the circumstances in each
case; that there was no justification for reading into the Act an implication that the owner of property suffering loss by reason
of the restrictions on enforcement and repossession imposed by section 11 should have some other remedy to compensate for
such loss; and that, accordingly, the funders were not entitled as of right to be paid, as expenses of the administration, the rents
and other outgoings due to them under the headleases and hire-purchase agreements; that the equipment, although largely
under the immediate physical control of the end users, remained, as between the funders and the company, "in the company's
possession" for the purposes of section 11(3)(c) of the Act and, in the absence of consent by the administrators, the leave of
the court was required to take steps to terminate the headleases and hire-purchase agreements, to repossess the equipment or
to enforce any security in relation to it (post, pp. 528A-B, C, 530E, H-531B, 532A-B, C-D).(2) Allowing the cross-appeal
in part, that the assignment by the company to some of the funders of the benefit of the subleases by way of charge, being
confined to rights to which the company was entitled under specific, existing contracts, created charges which were not of an
ambulatory nature and could not therefore amount to floating charges; that, having regard to all the circumstances, the court
would exercise its discretion under section 11 to grant leave to take steps to terminate the headleases and to repossess the
goods and, in the case of chargee funders, to enforce the security, and would direct the administrators to pay to the funders
all sums received by the administrators since their appointment in respect of equipment belonging to the funders, together
with interest, up to the amount of the arrears due under the respective head- leases and hire-purchase agreements at the time
of payment to the administrators; and that, accordingly, there was no case for acceding to the petition under section 27 of the
Act to discharge the administration order (post, pp. 534B-C, 539E, 540G-H, 541E-F).

Dicta of Romer L.J. in In re Yorkshire Woolcombers Association Ltd. [1903] 2 Ch. 284 , 295, C.A. and of the Earl of Halsbury
L.C. and of Lord Macnaghten in Illingworth v. Houldsworth [1904] A.C. 355 , 357, 358, H.L.(E.) applied.

Decision of Ferris J. reversed in part.

The following cases are referred to in the judgment of the court:

 Bristol Airport Plc. v. Powdrill [1990] Ch. 744; [1990] 2 W.L.R. 1362; [1990] 2 All E.R. 493, C.A. .
 Brown, Bayley & Dixon, In re, Ex parte Roberts and Wright (1881) 18 Ch.D. 649
 Central Control Board (Liquor Traffic) v. Cannon Brewery Co. Ltd . [1919] A.C. 744, H.L.(E.) .
 Downer Enterprises Ltd., In re [1974] 1 W.L.R. 1460; [1974] 2 All E.R. 1074
 Higginshaw Mills and Spinning Co., In re [1896] 2 Ch. 544, C.A. .
 Illingworth v. Houldsworth [1904] A.C. 355, H.L.(E.) .
 International Marine Hydropathic Co., In re (1884) 28 Ch.D. 470, C.A. . *507
 Lancashire Cotton Spinning Co., In re, Ex parte Carnelley (1887) 35 Ch.D. 656, C.A. .
 Lloyd (David) & Co., In re (1877) 6 Ch.D. 339, C.A. .
 Lundy Granite Co., In re, Ex parte Heavan (1871) L.R. 6 Ch.App. 462
 National Arms and Ammunition Co., In re (1885) 28 Ch.D. 474, C.A. .
 Nicoll v. Cutts [1985] B.C.L.C. 322, C.A. .
 Oak Pits Colliery Co., In re (1882) 21 Ch.D. 322, C.A. .
 Royal Trust Bank v. Buchler [1989] B.C.L.C. 130
 Science Research Council v. Nassé [1980] A.C. 1028; [1979] 3 W.L.R. 762; [1979] I.C.R. 921; [1979] 3 All E.R. 673,

H.L.(E.) .
 Towers & Co. Ltd. v. Gray [1961] 2 Q.B. 351; [1961] 2 W.L.R. 553; [1961] 2 All E.R. 68, D.C. .
 Traders' North Staffordshire Carrying Co., In re, Ex parte North Staffordshire Railway Co . (1874) L.R. 19 Eq. 60
 Yorkshire Woolcombers Association Ltd., In re [1903] 2 Ch. 284, C.A. .

The following additional cases were cited in argument:

 A.B.C. Coupler & Engineering Co. Ltd. (No. 3), In re [1970] 1 W.L.R. 702; [1970] 1 All E.R. 650
 Anglo-Moravian Hungarian Junction Railway Co., In re, Ex parte Watkin (1875) 1 Ch.D. 130, C.A. .
 Astor Chemicals Ltd. v. Synthetic Technology Ltd . [1990] B.C.L.C. 1
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 Beni-Felkai Mining Co. Ltd., In re [1934] Ch. 406
 Brightlife Ltd., In re [1987] Ch. 200; [1987] 2 W.L.R. 197; [1986] 3 All E.R. 673
 Charnley Davies Ltd. (No. 2), In re [1990] B.C.L.C. 760
 China Pacific S.A. v. Food Corporation of India [1982] A.C. 939; [1981] 3 W.L.R. 860; [1981] 3 All E.R. 688, H.L.(E.) .
 Clark (A Bankrupt), In re, Ex parte The Trustee v. Texaco Ltd . [1975] 1 W.L.R. 559; [1975] 1 All E.R. 453
 Clough Mill Ltd. v. Martin [1985] 1 W.L.R. 111; [1984] 3 All E.R. 982, C.A. .
 Four Point Garage Ltd. v. Carter [1985] 3 All E.R. 12
 Great Eastern Electric Co. Ltd., In re [1941] Ch. 241; [1941] 1 All E.R. 409
 H.H. Realisations Ltd., In re (1975) 31 P. & C.R. 249
 James, Ex parte, In re Condon (1874) L.R. 9 Ch.App. 609
 Johnson (B.) & Co. (Builders) Ltd., In re [1955] Ch. 634; [1955] 3 W.L.R. 269; [1955] 2 All E.R. 775, C.A. .
 Levi & Co. Ltd., In re [1919] 1 Ch. 416
 Liverpool Corporation v. Hope [1938] 1 K.B. 751; [1938] 1 All E.R. 492, C.A. .
 London United Breweries Ltd., In re [1907] 2 Ch. 511
 Mesco Properties Ltd., In re [1980] 1 W.L.R. 96; [1980] 1 All E.R. 117, C.A. .
 Morris v. C. W. Martin & Sons Ltd . [1966] 1 Q.B. 716; [1965] 3 W.L.R. 276; [1965] 2 All E.R. 725, C.A. .
 Ratford v. Northavon District Council [1987] Q.B. 357; [1986] 3 W.L.R. 771; [1986] 3 All E.R. 193, C.A. .
 Rowbotham Baxter Ltd., In re [1990] B.C.L.C. 397
 St. Ives Windings Ltd., In re (1987) 3 B.C.C. 634
 Tatung (U.K.) Ltd. v. Galex Telesure Ltd . (1988) 5 B.C.C. 325
 Tyler, In re, Ex parte Official Receiver [1907] 1 K.B. 865, C.A. .
 Willment (John) (Ashford) Ltd., In re [1980] 1 W.L.R. 73; [1979] 2 All E.R. 615 *508

The following cases, although not cited, were referred to in the skeleton arguments:

 Attorney-General v. Birmingham, Tame and Rea District Drainage Board [1912] A.C. 788, H.L.(E.) .
 Aveling Barford Ltd., In re [1989] 1 W.L.R. 360; [1988] 3 All E.R. 1019
 Bacon (M.C.) Ltd., In re [1991] Ch. 127; [1990] 3 W.L.R. 646
 Cloverbay Ltd. (No. 2), In re [1990] B.C.C. 229
 Colonial Sugar Refining Co. Ltd. v. Melbourne Harbour Trust Commissioners [1927] A.C. 343, P.C. .
 Company (No. 00175 of 1987), In re A [1987] B.C.L.C. 467
 Gomba Holdings U.K. Ltd. v. Minories Finance Ltd . [1988] 1 W.L.R. 1231; [1989] 1 All E.R. 261, C.A. .
 Hill (Edwin) and Partners v. First National Finance Corporation Plc . [1989] 1 W.L.R. 225; [1988] 3 All E.R. 801, C.A. .
 Oriental Credit Ltd., In re [1988] Ch. 204; [1988] 2 W.L.R. 172; [1988] 1 All E.R. 892
 Smith (A Bankrupt), In re, Ex parte Braintree District Council [1990] 2 A.C. 215; [1989] 3 W.L.R. 1317; [1989] 3 All E.R.

897, H.L.(E.) .
 Westminster Bank Ltd. v. Beverley Borough Council [1971] A.C. 508; [1970] 2 W.L.R. 645; [1970] 1 All E.R. 734, H.L.(E.) .

APPEAL and CROSS-APPEALS from Ferris J.

On 18 April 1990 an administration order was made in respect of Atlantic Computer Systems Plc. under section 8 of the
Insolvency Act 1986 and Mr. J.F. Soden and Mr. R.C. Boys-Stones were appointed administrators of the company. By
applications dated 17 May 1990 two groups of creditors of the company which had leased equipment to it, (1) the Allied Irish
Banks group ("A.I.B."), consisting of A.I.B. Capital Markets Plc. and Allied Irish Banks Plc., and (2) the Norwich Union Group
("Norwich"), consisting of Norwich Union Insurance Group (Equipment Leasing) Ltd., Norwich Union Equipment Finance
Ltd., Eastlease Ltd., Norwich Union Leasing Ltd. and Norwich Union Finance (No. 3) Ltd., sought from the Companies Court
of the Chancery Division directions and other relief in the administration. By a petition of the same date Norwich prayed for an
order under section 27 of the Act of 1986 to discharge the administration order. On 25 May Ferris J. made an order that (1) the
applicants were entitled to receive sums due from the company under the leases as expenses of the administration in respect of
equipment used in the company's business during the administration; (2) the equipment was not in the company's possession
for the purposes of section 11(3)(c) of the Act of 1986; and (3) no order should be made under section 27 of the Act in favour
of Norwich on their application for discharge of the administration order or the granting of other relief. On 22 June the judge
made additional directions pursuant to applications by the administrators.

By notice of appeal dated 5 June 1990 the company and the administrators appealed against the judge's order on the grounds,
inter alia, that the judge had erred in law in (1) holding that if chattels owned by a third party were made available to a company
in respect of which an administration order was in force, pursuant to a contract entered into prior to the making of such order, and
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were used by the administrators or the company in the course of its business or for its benefit, the owner *509  of such chattels
was entitled to receive, as an expense of the administration, the payments provided for under such contract which accrued due
in the period during which the administration order was in force; (2) failing to hold that the liability to make such payments
pursuant to such contracts ranked only (save only where such liability was otherwise secured) as an unsecured liability of the
company in administration, the enforcement of which was subject to the provisions of section 11(3) of the Act; and (3) holding
that where any such computer equipment was in the physical possession of the sublessee, such equipment was not, as between
the company and the owner, in the possession of the company within the meaning and for the purposes of section 11(3) of the Act.

By a respondent's notice by way of cross-appeal A.I.B. cross-appealed against so much of the judgment as held that (a) leave
was required under section 11(3)(c) for A.I.B. both to perfect and to enforce their security; and (b) as a matter of discretion, the
judge should refuse to give such leave on the grounds, inter alia, that (1) the section 11 restrictions on enforcement by creditors
of their rights were intended to affect the rights of creditors in respect of debts which had arisen before and not after the date of
the administration order; (2) if A.I.B. were not to be paid either when sums became due to them or at all, they should be given
leave to enforce their security; (3) the "limited recourse" nature of the A.I.B. assignments of the benefit of the end user leases
and the payments due thereunder meant that (prior to the assignment becoming enforceable) such assignments were absolute
and not by way of mortgage, charge or other security; and (4) A.I.B. were entitled to be paid the end users' rentals as moneys
had and received by the company (by its administrators) to the use of A.I.B., or might be traced in equity.

By a respondent's notice by way of cross-appeal dated 21 June 1990 Norwich sought, inter alia, an order that if and to the
extent that any goods and equipment the subject of any lease or lease purchase agreement between Norwich and the company
were in the possession of the company within the meaning of section 11(3) of the Act of 1986, there be leave thereunder to
Norwich to take any step to exercise any contractual right to terminate the lease or lease purchase agreement, and thereafter to
exercise any rights which Norwich might have to recover rent and other payments from, and enforce any obligation against,
any sublessee or other user of the goods and equipment the subject of such lease or lease purchase agreement or to recover the
goods and equipment, on the grounds that (1) the judge had expressed the view that, if he had not decided that Norwich were
entitled to payment of the administration period indebtedness under such lease and lease purchase agreements, alternaÍtively
had not made the decision referred to in ground (1) of the administrators' notice of appeal, the case for granting such leave under
section 11(3) of the Act to Norwich would have been very strong: such view being correct, if the administrators' appeal against
those decisions were to succeed, such leave ought to be given; and (2) in any case, if on a true understanding of the judgment
administration period indebtedness did not extend to all  *510  liabilities and obligations under such lease and lease purchase
agreements, the judge had erred in law in declining to give such leave.

The facts are set out in the judgment of the court.

APPEAL

Philip Heslop Q.C., Gabriel Moss Q.C., Victor Joffe and Robert Miles for the company and its administrators. The rentals
due from the company under the hire-purchase agreements and headleases are not recoverable as part of the expenses of the
administration: the funders must either (a) seek leave to proceed against the company under section 11 of the Insolvency Act
1986 or (b) petition under section 27 of the Act on the ground of unfair prejudice. A distinction must be drawn between leases
and subleases of land on the one hand, and of chattels on the other. In the case of a lease of land to a company and a sublease
from the company, termination of the company's interest would automatically terminate the sublease. By contrast, a lease and
sublease of chattels merely set up two contractual relationships, which can either continue or terminate independently of each
other. Thus the termination of the headlease does not terminate the contract between the company and the end user. Since the
chattels were let with the consent of the funder, the latter has no right to repossession as against the end user, there being no
privity of contract between them. The judge was wrong to import liquidation principles relating to land into an administration.

A prudent headlessor can protect himself where a sublease is contemplated by registering a charge over the sub-rentals. Where
an administration order has been made the headlessor will need the leave of the court under section 11(3)(c) of the Act to enforce
his security. He bears the onus of showing that the statutory discretion should be exercised in his favour, and in exercising
its discretion the court must undertake a balancing exercise by weighing up the competing interests of secured and unsecured
creditors: Royal Trust Bank v. Buchler [1989] B.C.L.C. 130 . The funders cannot rely on any concept of entitlement absolving
them from the obligation to seek leave to enforce their rights under section 11.

The new regime of administration orders was introduced by the Insolvency Acts 1985 and 1986 to plug any gap where the
business of an insolvent company could be beneficially carried on but the appointment of a receiver out of court was not possible:
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see the Cork Committee's Report on Insolvency Law and Practice (1982) (Cmnd. 8558). Under the new regime administrators
have powers roughly identical to those conferred on administrative receivers: see sections 14 and 42 of, and Schedule 1 to, the
Act of 1986. Administrations are to be regarded as transient regimes which will ultimately give way either to a winding up or
to a resumption of business. There are severe restrictions on all creditors, most strikingly on secured creditors.

There is a fundamental difference between the roles of the liquidator and the administrator in administering an insolvent estate.
Unlike the liquidator, the administrator has no power to pay off classes of creditors: In re St. Ives Windings Ltd. (1987) 3 B.C.C.
634 . Although an administrator may in certain circumstances choose to pay a debt and *511  charge it to expenses, it is very
unusual for him to pay a pre-administration debt. A distinction has to be drawn, in any event, between a power to pay a debt and
an obligation to do so. The provisions of the Act of 1986 relating to administration orders should be construed in accordance
with the approach adopted in Bristol Airport Plc. v. Powdrill [1990] Ch. 744 .

As to whether, prior to the Act, there was a general principle whereby certain of a company's obligations were treated as expenses
of the insolvency regime having priority over pre-regime creditors, In re John Willment (Ashford) Ltd. [1980] 1 W.L.R. 73 was
the only case referred to by the judge which involved a receiver appointed out of court. It does not support the proposition that
entitlement to pre-preferential payments out of assets in an insolvent administration should apply in the case of administration
orders. [Reference was made to Liverpool Corporation v. Hope [1938] 1 K.B. 751 .] There is no principle of enforceable pre-
preferentiality to be obtained under the heading of receivership costs in the case of receivers appointed out of court: Nicoll v.
Cutts [1985] B.C.L.C. 322 . The same applies to companies in administration.

Under section 44(1)(b) of the Act an administrative receiver has 14 days' breathing space from his appointment before he can be
taken to have adopted a pre-regime contract of employment. Apart from that statutory exception the receiver does not become
liable on contracts entered into by the company prior to his appointment. The same principle should apply to an administrator.
The other contracting party is not left without a remedy: he can prove in any subsequent liquidation. As to items chargeable
as expenses of an out-of-court receivership, see Ratford v. Northavon District Council [1987] Q.B. 357 and Tatung (U.K.) Ltd.
v. Galex Telesure Ltd. (1988) 5 B.C.C. 325 .

There is a clear parallel in the Act between the position of administrative receivers and administrators: cf. section 44(1)(b) and
(c) and section 19(4) and (5) . These parallel provisions show that, if anything, an administrator is treated more favourably
than an administrative receiver. That suggests strongly that administrators should be in no worse position in relation to pre-
administration contracts than are administrative receivers in relation to pre-receivership contracts. Accordingly, where a post-
administration liability arises in respect of a pre-administration contract, such liability should not have the status of an expense
of the administration, any more than such a liability arising after the commencement of a receivership would qualify as a
receivership expense.

The judge erred in his formulation of the pre-preferentiality rule. The cases on which he relied refer only to (a) the contracting
by the liquidator of new liabilities; and (b) the use and occupation of land: see In re Oak Pits Colliery Co. (1882) 21 Ch.D. 322
. There is no such general principle applicable to the use of hired chattels: see In re A.B.C. Coupler & Engineering Co. Ltd.
(No. 3) [1970] 1 W.L.R. 702 ; In re Beni-Felkai Mining Co. Ltd. [1934] Ch. 406 ; In re Great Eastern Electric Co. Ltd. [1941]
Ch. 241 ; In re H.H. Realisations Ltd. (1975) 31 P. & C.R. 249 ;  In re International Marine Hydropathic Co. (1884) 28 Ch.D.
470  ; In re Levi & Co. Ltd. [1919] 1 Ch. 416 ; In re London United Breweries Ltd. [1907] 2 Ch. 511 ; In re Mesco Properties
Ltd. [1980] 1 W.L.R. 96 and In re National Arms and Ammunition Co. (1885) 28 Ch.D. 474 . The principle of payment of
rentals as an expense of the insolvency regime applies only (a) in liquidations and (b) to leases of land. There is no entitlement
to be paid in respect of such use. The court has a discretion whether to allow such liabilities to be paid in full: In re Downer
Enterprises Ltd. [1974] 1 W.L.R. 1460 .

Liability arising by reason of possession of land by a liquidator becomes a pre-preferential claim only if and when the liquidator's
possession can be said to be for the benefit of the winding up. That presupposes that the liquidator has an election whether or
not to take or retain possession for the purposes of the winding up and the test is satisfied only if there is a finding that the
choice has been made: In re A.B.C. Coupler & Engineering Co. Ltd. (No. 3) [1970] 1 W.L.R. 702 . It is for the claimant to show
that the liquidator has elected to remain in possession for the purposes of the winding up. Thus the judge erred in imposing on
the administrators an onus to show that in respect of any particular case they were not making use of the funders' chattels.

Since the pre-administration subleases were made with the knowledge of the funders, who consented to the receipt of the
subrental moneys by the company, the company, by requiring and receiving those payments, was not "using" the funders'
property. Alternatively, as the "use" was with the funders' consent, their only remedy is contractual. The effect of the judge's
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decision is (a) to convert the wholly unsecured funders into secured creditors in respect of post-administration expenditure; and
(b) to give secured funders automatic rights against the administrators, thus by-passing the safeguard provided by section 11.

Sections 10, 11 and 15 of the Act in combination equate the chattel owner under a hire-purchase agreement with a secured
creditor. Since the policy of the statute is to oblige chattel owners to seek the consent of the administrator or the leave of the
court before enforcing their rights, it would be wrong to apply to administrators a principle borrowed from liquidation which
would dispense with the need for such consent or leave.

The statutory objective of sections 10, 11 and 15 can be achieved only by giving the word "possession" in the Act a suitably
wide meaning so as to include chattels sublet by the company to end users: if the words "goods in the company's possession" in
section 11(3)(c) were to be construed narrowly as requiring physical custody that statutory objective would be largely frustrated.
The intention of the legislation was to regulate the position of the owners vis-à-vis the hire-purchasers (the company): see Four
Point Garage Ltd. v. Carter [1985] 3 All E.R. 12 .

Michael Crystal Q.C. and Richard Adkins and Michael Crystal Q.C., David Mabb and Mark Phillips for, respectively, A.I.B.
and Norwich. If an administrator causes the company to use something, that use has to be paid for, whether it be use of goods
or services or use which gives rise to central or local government taxes. A determination that no obligation exists to pay rent
or other expenses during the administration would amount to expropriation without compensation, an intention not *513  to
be imputed to Parliament unless expressed in unequivocal terms: Central Control Board (Liquor Traffic) v. Cannon Brewery
Co. Ltd. [1919] A.C. 744 .

The only power of expropriation in the Act of 1986 is one of outright disposal, carrying with it a right to compensation: section 15
deals with the circumstances in which an administrator may dispose of property the subject of "hire-purchase agreements" (and
the financial consequences thereof for the company) and sets out the power of the administrator to dispose of the company's
property which is subject to security, but the latter power relates only to floating charges. Neither can apply to A.I.B.'s or
Norwich's interest in the equipment or A.I.B.'s interest in the end user leases or the rentals. Part II of the Act strikes a delicate
balance between the interests of the company in administration and other parties, e.g. owners of property in the company's
possession. That balance should not be disturbed.

The wide functions and powers of an administrator are to be contrasted with those of a receiver, whose primary duty prior to
the Act of 1986 was to realise the company's assets in the interests of the debenture holder by whom he was appointed: In re
B. Johnson & Co. (Builders) Ltd. [1955] Ch. 634 . There is no indication in the Act that a radical change in the nature of the
receiver's duties was intended and an administrative receiver appointed under the Act owes no duty to act in the best interests of
the company's unsecured creditors. Thus it is wholly inappropriate to assimilate receivership with the mainstream of insolvency
procedures, which are concerned with the interests of the unsecured creditors of the company.

The case law during the century prior to the Act, in relation to all forms of winding up, court-appointed and out of court
receiverships, supports the proposition that all expenses arising in an insolvency administration must be paid as an expense
of that administration. If in the course of a corporate insolvency the liquidator uses property belonging to a third party for the
benefit of the corporation, the proper price for that use is to be treated as an expense of the winding up or receivership. The
courts in the 1880s were not developing a new principle of company liquidation, but were following established principles
governing insolvency of partnerships and the administration of deceased persons' estates. In re Beni-Felkai Mining Co. Ltd.
[1934] Ch. 406 ; In re Great Eastern Electric Co. Ltd. [1941] Ch. 241 ; In re International Marine Hydropathic Co., 28 Ch.D.
470 ; In re Levi & Co. Ltd. [1919] 1 Ch. 416 ; In re London United Breweries Ltd. [1907] 2 Ch. 511 and In re National Arms
and Ammunition Co., 28 Ch.D. 474 represent a constant stream of authority supporting the propositions for which the judge
relied on them. [Reference was also made to Astor Chemicals Ltd. v. Synthetic Technology Ltd. [1990] B.C.L.C. 1 ; In re A.B.C.
Coupler & Engineering Co. Ltd. (No. 3) [1970] 1 W.L.R. 702 and In re Downer Enterprises Ltd. [1974] 1 W.L.R. 1460 .

Parliament must have intended that in an administration the economic risk should be borne by the creditors and members of the
company rather than by the owner of goods in its possession. In general, there must be a real prospect that one or more of the
statutory purposes of *514  the administration order set out in section 8(1)(b) will be achieved: In re Rowbotham Baxter Ltd.
[1990] B.C.L.C. 397 . In Bristol Airport Plc. v. Powdrill [1990] Ch. 744 there was a funding arrangement for the payment of
the airport charges from the outset of the administration, and the court was not faced with the instant situation. In In re Charnley
Davies Ltd. (No. 2) [1990] B.C.L.C. 760 the importance of a funding arrangement was stressed.
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The "estate" of a company in administration must ultimately bear the post-administration debts and liabilities of the
administration. Such debts and liabilities may be discharged by the administrator as and when they fall due for payment or
discharge. If not, the court will declare that the administrator should discharge such debts and liabilities out of the assets of the
company. While the relevant post-administration creditors have no direct claim against the administrator, (a) the administrator
may be liable to the company for breach of a duty owed to it; (b) the company remains liable to discharge the debts and
liabilities both pre- and post-administration, although enforcement is only possible with the administrator's consent or the leave
of the court. Leave to enforce: (i) will not be given in respect of pre-administration debts or liabilities; (ii) will be given if the
administrator (it having been declared that he should cause the company to discharge its debts and liabilities) either (a) cannot
discharge them because of the insolvency of the estate, or (b) can, but does not, discharge them.

Under the principle in Ex parte James, In re Condon (1874) L.R. 9 Ch.App. 609 the court has an inherent discretion to deny its
officer rights and remedies to which he is on the face of it entitled by law, where the exercise of those rights or remedies would,
in the opinion of the court, be unfair or inequitable. If it would be "shabby" (see In re Tyler, Ex parte Official Receiver [1907]
1 K.B. 865 ) not to pay the owners' expenses, the court can direct the administrator to do so. Nicoll v. Cutts [1985] B.C.L.C.
322 is distinguishable since there the court was concerned with a priority contest between a debenture holder and an unsecured
creditor; moreover, it was clear on the facts that there was no use by the receiver of the employee's services. [Reference was
also made to Liverpool Corporation v. Hope [1938] 1 K.B. 751 .]

If an administrator decides to make use of the company's interest in a chattel owned by another for the purposes of his
administration, he is obliged to satisfy the company's commitments to the owner of the chattel during the period of the
administration. If he requires a period of time in which to decide whether or not to make use of the chattel interest he should
notify the owner of the position as soon as reasonably practicable after the commencement of the administration and state
whether or not he is prepared to be responsible for the company's commitments to the owner arising between the date of the
administration order and the date of notification of his decision to the owner. So, even if the funders' right to be paid the sums
due under the headleases from the date of the administration order was not absolute, that right accrued after a reasonable time
had elapsed within which the administrators could make up their minds whether they wished to retain the headleases. The
administrators clearly used the computer equipment for the benefit *515  of the insolvent estate in the course of carrying on
the company's business and with a view to realisation of the company's lease portfolio.

There being no definition of "possession" in the Act of 1986, the construction of that term will depend on the circumstances
of each case: see Towers & Co. Ltd. v. Gray [1961] 2 Q.B. 351 .

The important feature of a bailment is the transfer of possession of the chattel to the bailee. A bailee who sub-bails with
authority creates a bailment between the owner and the sub-bailee. Here, the end user was in physical possession of the computer
equipment on its own behalf and for its own purposes, and as a bailee of the company. Provided the end user complied with
the terms of the sublease the company had no right to interfere with the end user's possession. Accordingly the company
was neither in physical possession of the goods, nor did it have an immediate right to possession. "Use" of the computer
equipment was not synonymous with possession, since the company in administration was using its rights under the lease and
hire-purchase agreements but was not using the equipment itself. Suppose O bails to X, who sub-bails to Y, who sub-bails to Z.
Suppose, further, that X goes into administration and that Y, for reasons unconnected with that, seeks repossession from Z. If
the construction of "possession" canvassed by the administrators is correct, Y would need the consent of X's administrator or
leave of the court. [Reference was made to Morris v. C. W. Martin & Sons Ltd. [1966] 1 Q.B. 716 ; China Pacific S.A. v. Food
Corporation of India [1982] A.C. 939 and Clough Mill Ltd. v. Martin [1985] 1 W.L.R. 111 .]

Heslop Q.C. in reply. The funders' proposition that the estate of a company in administration must ultimately bear the post-
administration debts and liabilities of the administration is too broadly stated. The proposition applies only to new contracts,
employment contracts and contracts adopted by the administrator.

It is an essential feature of the funders' case that the position of an administrator is comparable to that of a liquidator. While
in some respects the position of an administrator differs from that of an administrative receiver, on the issue of administration
expenses their positions are identical and contrast with that of a liquidator.

Nicoll v. Cutts [1985] B.C.L.C. 322 is not confined to contracts of employment and the fact that the actual decision has been
affected by subsequent legislation does not detract from the principle of the case, which is correct. The funders' submission that
the case is one of non-use is not borne out by the facts.
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Section 19(5) is confined to debts and liabilities incurred whilst in office and cannot extend to liabilities for pre-administration
contracts, other than contracts of employment adopted by the administrator.

As to the argument that unless liquidation principles are imported into the administration regime hardship will be caused to
owners of goods, any hardship will be alleviated by the ability to apply for leave under section 11 . In contrast, the judge's
finding that the owners were automatically entitled to rentals as administration expenses allows no opportunity for the court to
undertake a balancing exercise. In such circumstances there is a serious risk of running the administration at a *516  deficit. The
procedure under which the administrator may give his consent under section 11 is designed to filter out cases which obviously
merit the giving of consent, as distinct from cases where consent may interfere with the purpose of the administration. The
concept of automatic entitlement to administration expenses could expropriate other creditors and would contradict the pari
passu principle of distribution. A liquidator's status as an agent of the company (see In re Anglo-Moravian Hungarian Junction
Railway Co., Ex parte Watkin (1875) 1 Ch.D. 130 ) is to be contrasted with that of a receiver appointed out of court: cf. section
14(5) of the Act, which stipulates that an administrator is an agent of the company.

In re Clark (A Bankrupt), Ex parte The Trustee v. Texaco Ltd. [1975] 1 W.L.R. 559 lays down four conditions for the application
of the Ex parte James, L.R. 9 Ch.App. 609 principle, none of which applies to the present case.

Section 205(1)(xix) of the Law of Property Act 1925 illustrates the way in which "possession" may be given an extended
meaning.

In the funders' hypothetical example of a bailment by X to Y and a sub-bailment by Y to Z, section 11 has no application to
what Y may do as far as X is concerned because the section applies only to a contest between the owner and the person who
has a right to possession.

[NICHOLLS L.J. It is the court's present view that rentals are not expenses of the administration and that the equipment remains
in the company's possession for the purposes of section 11(3)(c). We therefore invite argument on the issue whether leave should
be granted under section 11(3).]

CROSS-APPEAL

Michael Crystal Q.C. and Richard Adkins and Michael Crystal Q.C., David Mabb and Mark Phillips for, respectively, A.I.B.
and Norwich. In exercising its discretion the court should ensure, as far as possible, that administration should not prejudice the
rights of those who have rights to security or to repossess goods: see Bristol Airport Plc. v. Powdrill [1990] Ch. 744 . The section
11 restrictions on enforcement by creditors of their rights are intended to affect the rights of creditors in respect of debts which
have arisen before and not after the administration order. If the administration period indebtedness is not to be paid as an expense
of the administration, the funders should be given leave to repossess the equipment since (a) they would otherwise be forced to
allow their property to be used in the administration in order to produce a stream of income from end users which might be used
for creditors generally; (b) their right to possession has not arisen as a result of any acts by the administrators; (c) they have not
received any benefits from the administration; and (d) they have made their position clear and have not blown hot and cold.

A.I.B.'s application is two-fold: they are owners and secured creditors. If they are not to be paid either when sums become due
to them or at all, they should be given leave to enforce their security.

Philip Heslop Q.C., Gabriel Moss Q.C., Victor Joffe and Robert Miles for the company and its administrators. According to
Royal Trust Bank v. Buchler [1989] B.C.L.C. 130  the onus is on the applicant seeking leave to show why leave should be
granted and the court has a true discretion in the matter. As a matter of principle all the funders ought to be treated equally
in the administration. The administrators do not claim that their views are conclusive but it is customary to give some weight
to the opinions of office-holders.

If an owner agrees to give possession of his goods to another person for a particular period, but thereafter changes his mind, he
can terminate the headlease but this will be subject to the sublessee's interest. Thus if leave were to be granted there would be
no advantage to the funders if they could not proceed against the sublessees.

A.I.B.'s security over the benefit of the end users' subleases constituted floating and not fixed charges, the subrentals being
future assets of the company: see Illingworth v. Houldsworth [1904] A.C. 355 ; In re Brightlife Ltd. [1987] Ch. 200 and In re
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Yorkshire Woolcombers Association Ltd. [1903] 2 Ch. 284 . Therefore leave should not be given, since that would enable A.I.B.
to defeat a potential charge under section 19(4) and (5).

Crystal Q.C. in reply. Since the rights under the subleases assigned by the company to A.I.B. were rights under specific, existing
contracts, the assignments did not create floating charges: see Illingworth v. Houldsworth and In re Yorkshire Woolcombers
Association Ltd . It is hard to imagine a stronger case for granting leave than a situation where administrators are using property
of a third party without paying for it. The only statement of principle to be extracted from Royal Trust Bank v. Buchler [1989]
B.C.L.C. 130 is that an applicant for leave under section 11(3) must make out a case. If the leave issue is to be pivotal, the court
should be wary of attaching any particular weight to the views of office-holders.

Cur. adv. vult.
25 July 1990. The following judgment of the court was handed down

NICHOLLS L.J.

This is the judgment of the court in a case which raises some important points concerning administrations under Part II of the
Insolvency Act 1986 . We shall need to add more detail at a later stage, but for the moment we can use a broad brush when
setting out the essential facts. Atlantic Computer Systems Plc., to which we shall refer as "the company," is the major operating
company in the United Kingdom of a large and complex group of companies, the "Atlantic group," with interests in computer
leasing. There are about 120 companies in the group, of which the majority are active trading companies. We were told that
this group is, or was, the third largest leasing business in the world.

The ultimate parent of all these companies is British & Commonwealth Holdings Plc. ("B. & C."). Earlier this year B. & C.
stopped providing financial support for the Atlantic group. The company ceased to be able to pay its debts. On 18 April 1990
Hoffmann J. made an administration *518  order in respect of the company, specifying purpose (d) in section 8(3) of the Act
as the purpose which making an administration order would be likely to achieve, namely, a more advantageous realisation of
the company's assets than would be effected on a winding up. Two partners in Price Waterhouse, Mr. J. F. Soden and Mr. R. C.
Boys-Stones, were appointed joint administrators. The order was made on the application of Atlantic Computer Services Group
Plc., which is the company's immediate parent, and which is itself a substantial creditor of the company.

The 2,500 existing leases granted by the company in respect of computers fall into several different categories. For present
purposes we need refer to only two categories. In both these categories the capital cost of acquiring the computers was provided
by a bank or other financial institution ("the funder"). In the first category, which comprises some 632 cases on the administrators'
calculations, the computer is owned by the funder and let to the company under a hire-purchase agreement. The company in
turn, and as was intended by the funder, then let the computer to the "end user" under a further lease ("the sublease"). In the
second category, which comprises some 76 cases, the procedure was similar save that the arrangement between the funder
and the company was a lease (a "headlease") as distinct from a hire-purchase agreement. For present purposes nothing turns
on the distinction between these two categories. The fundamental feature, common to both categories, is that the computers
are the property of the funder. In many instances in the first category, the hire-purchase agreement provided for the company
to assign to the funder the stream of income to which the company was entitled under the sublease. But here also, for the
purpose of the initial questions which arise for decision, nothing turns on the presence or absence of this additional feature.
Among the funders in one or both of these two categories of transactions are companies in the groups headed respectively by
Norwich Union Life Insurance Society and Allied Irish Banks Plc. We shall refer to the companies in these respective groups
as "Norwich" and "A.I.B."

A few days after the administration order was made the administrators sent a circular to the end users notifying them
of the administration order and telling them that payments due under the subleases should continue to be made to the
company. Thereafter invoices were sent out periodically by the administrators. Substantial payments have been received by the
administrators since 18 April. The money is set aside in designated bank accounts. Up to 8 June the administrators received
from end users sums in excess of £1·7m. Approximately £220,000 of this was in respect of subleases of computers owned
by Norwich, and about £7,000 in respect of subleases of computers owned by A.I.B. The income stream from end users has
now substantially dried up. Most end users have stopped paying. Some of them have said they will not pay until the company
confirms that it will meet all its obligations under the subleases.

As to the headleases (in which expression we include hire-purchase agreements between funders and the company), substantial
payments have fallen due, and are continuing to fall due, from the company to the *519  funders, including Norwich and
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A.I.B. When the administration order was made the arrears owing to Norwich and A.I.B. were about £976,000 and £Ir116,000
respectively. Over the three-month period from 18 April to 18 July the indebtedness accruing due to Norwich and A.I.B.
respectively was about £1·1m. and £520,000. But since the date of the administration order no payments have been made by
the administrators to Norwich or A.I.B., or to any other funders, in respect of headleases. and the administrators have declined
to consent to Norwich and A.I.B. exercising their rights to terminate the headleases.

The first question: administration expenses

It is in these circumstances that the first question arises. The administrators have received and retained money payable under
the subleases in respect of computer equipment which is the property of the funders. Are the administrators obliged, as Norwich
and A.I.B. contend, to pay as expenses of the administration all the sums falling due under the headleases? Ferris J. upheld
this contention. The core of his reasoning is to be found in the following passage in his judgment. Having considered certain
authorities, he said:

". . . I think that the principle comes to this. If in the course of a corporate insolvency the liquidator or receiver uses or
realises property belonging to a third party for the benefit of the corporation, then the proper price for that use or realisation,
and also any liabilities such as rates or taxes which arise from such use or realisation, are to be treated as an expense of the
winding up or receivership and paid accordingly. Where the use or realisation is based upon a contractual right, the proper
price is that provided for by the contract. I think that this principle is based not upon any provision of the legislative regime
governing the winding up or receivership but upon the fact that this is an ordinary consequence of the use of property
belonging to another, and that the legislation does nothing to relegate the claim for payment on the part of the owner of
that property to that of an unsecured creditor whose debt became due before the insolvency. If this is right, as I think it is,
it would be strange if a similar principle did not apply to administrations under Part II of the Act of 1986."

The appeal came on speedily, before the formal order embodying the judge's decision had been drawn up. We were shown a
draft order, agreed by the parties, which contains declarations to the effect that the rentals and supplemental rentals accruing
due under the headleases from the date of the administration order were payable as an expense of the administration. Likewise
with insurance payments, contractual interest and damages payable for breach of covenant to insure or maintain the equipment.
The joint administrators have appealed against that decision.

The issue raised by this part of the appeal calls for a consideration of the relevant provisions of the Act of 1986. However, we
must deal first with two preliminary matters which formed the basis of much of the argument presented to us on the proper
interpretation of the Act. *520

The use of property by a liquidator: the "liquidation expenses" principle

The first preliminary matter is to identify the principles to be distilled from the authorities relating to liquidation expenses on
which the judge mainly relied. The relevant authorities go back over 100 years to the Companies Act 1862 (25 & 26 Vict. c.
89) . That Act established company law in a form which has continued unchanged in its essence up to the present. The cases
in question arose out of the provision in that Act, section 87, which was the distant predecessor of section 130(2) of the Act
of 1986. Section 130(2) provides that when a winding up order has been made or a provisional liquidator appointed "no action
or proceeding shall be proceeded with or commenced against the company or its property, except by leave of the court and
subject to such terms as the court may impose." Over the years the courts have been concerned to establish the principles on
which the discretion to give or refuse leave under that provision should be exercised. In doing so they have been guided, as one
would expect, by the purpose for which Parliament imposed the prohibition. For present purposes it is sufficient to note two
classes of actions or proceedings for which leave is sought, namely, (1) where a person seeks leave in a liquidation to possess
or repossess what in law is his own property and (2) where a person seeks leave in a liquidation to exercise a remedy over the
company's property. An example of the first category is where a mortgagee seeks possession of property mortgaged to him. An
example of the second category is where a rating authority seeks leave to distrain for unpaid rates. In the case of a lessor of
land let to a company, the appropriate category depends on the remedy the lessor is seeking to exercise in respect of the arrears
of rent owing to him. If he is seeking to exercise a right of re-entry, he falls into the first category. If he is seeking leave to
distrain, he falls into the second category.
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A judicial exposition of the purpose for which the prohibition on commencing or pursuing proceedings was imposed, and how
this affects actions in the first category, can be found in the judgment of James L.J. in In re David Lloyd & Co. (1877) 6 Ch.D.
339 , 344-345:

"These sections in the Companies Act, and the corresponding legislation with regard to bankrupts, enabling the court to
interfere with actions, were intended, not for the purpose of harassing, or impeding, or injuring third persons, but for the
purpose of preserving the limited assets of the company or bankrupt in the best way for distribution among all the persons
who have claims upon them. There being only a small fund or a limited fund to be divided among a great number of
persons, it would be monstrous that one or more of them should be harassing the company with actions and incurring costs
which would increase the claims against the company and diminish the assets which ought to be divided among all the
creditors. But that has really nothing to do with the case of a man who for the present purpose is to be considered as entirely
outside the company, who is merely seeking to enforce a claim, not against the company, but to his own property. The
position of a mortgagee under such circumstances is, to my mind, exactly similar to that of a *521  man who said, 'You the
company have got property which you have taken from me; you are in possession of my property by way of trespass, and
I want to get it back again.' A landlord might say, 'You have property under lease from me; you have broken the covenants
of the lease, and I have a right of re-entry in consequence of that breach.' The company ought not, because it has become
insolvent or has been minded to wind up its affairs, to be placed in a better position than any other lessee with regard to his
lessor. So with regard to a mortgagee. The mortgagee says, 'There is some property upon which I have a certain specific
charge, and I want to realise that charge. I have nothing to do with the distribution of your property among your creditors,
this is my property.' Why a mortgagee should be prevented from doing that I cannot understand. Power was given to the
court to interfere with actions by restraining them or not allowing them to proceed, but this power was given because it
was understood that the court would exercise it with a due regard to the rights of third persons, persons who were not
members of the company, and who had not to come in and claim to share in the distribution of the company's assets among
the creditors, and who were not therefore quasi parties to the winding up proceedings. The court would have due regard
to the rights of independent persons. A mortgagee is, to my mind, such an independent person . . ."

Two points are to be noted regarding cases of this first type, which we can call "possession" cases: (1) in the absence of special
circumstances, leave is given as of course, and (2) it is immaterial whether the arrears of rent under the lease, or the arrears of
interest under the mortgage, accrued due before or after the commencement of the winding up. In this type of case the claimant
is not seeking an order for payment, or seeking to enforce an order for payment, although his claim for possession may well
have the indirect effect of compelling the company to pay.

In contrast is the second type of case, where a person seeks leave to seize the company's property. There, prima facie, to
grant leave would be inconsistent with the purpose for which Parliament imposed the prohibition on proceedings. This is so
whether the claim, for example, in respect of arrears of rent, accrued pre-liquidation or post-liquidation. In In re Traders' North
Staffordshire Carrying Co., Ex parte North Staffordshire Railway Co. (1874) L.R. 19 Eq. 60 , Sir George Jessel M.R. refused
to permit a canal company, having statutory powers of distraint for unpaid tolls, to distrain upon goods belonging to a company
being wound up. He said, at p. 63:

"In substance it is getting payment by the creditor out of the goods of his debtor, and a preferential payment as between that
creditor and the other creditors of the debtor; and, as I understand it, the very object and meaning of the Act of Parliament
was to prevent any such preference being obtainable after the commencement of the winding up."

  *522

However, the matter stands differently if the debt, in respect of which the creditor is seeking to exercise a remedy against the
company's property, was a new debt incurred by the liquidator for the purposes of the liquidation. In such a case the grant of
leave would not be inconsistent with the purpose of the legislation. In such a case it is just and equitable that the burden of
the debt should be borne by those for whose benefit the insolvent estate is being administered. The court should exercise its
discretion accordingly. The creditor should be at liberty to enforce his rights against the company's property if his debt is not
paid in full. Further, and by way of corollary, since the debt was incurred for the purposes of the liquidation, it is properly to be
regarded as an expense of the liquidation and it ought to be paid as such. The court will direct the liquidator accordingly.
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This latter principle is not confined to new debts incurred by the liquidator. It applies also to continuing obligations under
existing contracts such as leases which the liquidator chooses to continue for the benefit of the winding up. Thus, the principle
is applicable in respect of rent accruing due while a liquidator retains leasehold land for the purpose of the winding up. The
lessor should be paid in full, or be allowed to distrain. The principle is equally applicable in the case of other liabilities incurred
in the course of winding up; for example, where rates become due in respect of land occupied by a liquidator for the purpose
of the winding up: see In re International Marine Hydropathic Co. (1884) 28 Ch.D. 470 . Indeed, the principle is of general
application to the outgoings on property the possession of which is retained for the purpose of more advantageously winding
up the affairs of the company: see per Baggallay L.J. in In re National Arms and Ammunition Co. (1885) 28 Ch.D. 474 , 478. In
In re Lundy Granite Co., Ex parte Heavan (1871) L.R. 6 Ch.App. 462 , James L.J. stated the underlying principle in a landlord-
tenant context, at p. 466:

"But in some cases between the landlord and the company, if the company for its own purposes, and with a view to the
realisation of the property to better advantage, remains in possession of the estate, which the lessor is therefore not able to
obtain possession of, common sense and ordinary justice require the court to see that the landlord receives the full value
of the property. He must have the same rights as any other creditor, and if the company choose to keep the estates for their
own purposes, they ought to pay the full value to the landlord, as they ought to pay any other person for anything else,
and the court ought to take care that he receives it."

Likewise Lindley L.J. in In re Oak Pits Colliery Co. (1882) 21 Ch.D. 322 , 330:

"If the liquidator has retained possession for the purposes of the winding up, or if he has used the property for carrying
on the company's business, or has kept the property in order to sell it or to do the best he can with it, the landlord will be
allowed to distrain for rent which has become due since the winding up . . . When the liquidator retains the property for
the purpose of advantageously disposing of it, or when he continues to use it, the rent of it ought *523  to be regarded as
a debt contracted for the purpose of winding up the company, and ought to be paid in full like any other debt or expense
properly incurred by the liquidator for the same purpose, and in such a case it appears to us that the rent for the whole
period during which the property is so retained or used ought to be paid in full without reference to the amount which
could be realised by a distress."

The same approach is applicable in respect of interest accruing due on a debt secured by a mortgage on property retained by a
liquidator for the purposes of the winding up: see In re Brown, Bayley & Dixon, Ex parte Roberts and Wright (1881) 18 Ch.D.
649 , where a mortgagee had power to distrain in respect of unpaid interest. But in practice courts have been less ready to apply
this principle in favour of mortgagees: see In re Lancashire Cotton Spinning Co., Ex parte Carnelley (1887) 35 Ch.D. 656 and
In re Higginshaw Mills and Spinning Co. [1896] 2 Ch. 544 .

It is important to keep in mind that this principle, relating to outgoings on property retained by a liquidator for the purposes of
the winding up, is no more than a principle applied by the court when exercising its discretion in a winding up. The principle,
which it will be convenient to call the "liquidation expenses" principle, is a statement of how, in general, the court will exercise
its discretion in a common form set of circumstances. The liquidator himself has power, in a suitable case, to pay the relevant
outgoings. But the court retains an overriding discretion, to give leave under section 130(2) or to give directions to a liquidator
that the relevant outgoings shall be paid by him as an expense of the liquidation. Baggallay L.J. drew attention to this in In re
National Arms and Ammunition Co., 28 Ch.D. 474 , 477:

"under section 87 the court has power to allow the distress to be levied in proper cases. The same principles must guide the
discretion of the court, whether the application is in the shape of an application for leave to distrain, or of an application
for payment." (Emphasis added.)

Likewise Sir John Pennycuick V.-C. in In re Downer Enterprises Ltd. [1974] 1 W.L.R. 1460 . There a liquidator retained a lease
with a view to selling it as soon as practicable. One of the issues before the Vice-Chancellor was whether the lessor would have
been entitled to have the arrears of rent accruing since the commencement of the liquidation paid in full as an expense of the
liquidation. Sir John Pennycuick V.-C. said, at p. 1465:

"It is on those facts that I have to consider the issue of law . . . which may be stated in these terms: Was Prudential entitled,
as against the company, to be paid rent in full after the commencement of the winding up; or, perhaps more accurately:
Would the court, in the exercise of its discretion, and applying certain established principles, have so directed? . . . Strictly,
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the court has a discretion as to whether to allow arrears to be paid in full in such circumstances, but that is a judicial
discretion which the court exercises upon well established principles."

*524

The use of property by an administrative receiver

The second preliminary matter concerns the expenses incurred by a company in the conduct of its business when under the
management of an administrative receiver. Typically, when lending money to a company, a bank will take as security a charge
over all or most of the assets of the company, present and future, the charge being a fixed charge on land and certain other
assets, and a floating charge over the remaining assets. The deed authorises the bank to appoint a receiver and manager of the
company's undertaking, with power to carry on the company's business. Such a receiver is referred to in the Act of 1986 as
an "administrative receiver."

Normally the deed creating the floating charge and authorising his appointment provides that an administrative receiver shall
be the agent of the company. Now the Act of 1986, in section 44(1)(a) , provides that this shall always be so, unless and until
the company goes into liquidation. For many years the position regarding a receiver appointed as agent of the company was
that in general he was not personally liable for contracts entered into by him for and on behalf of the company. He was no more
personally liable than was a director who entered into a contract for and on behalf of his company. This position was changed
by section 87(2) of the Companies Act 1947 . The position now, with regard to administrative receivers, is set out in section
44(1) and (2) of the Act of 1986. Under that section an administrative receiver is personally liable on (a) any contract entered
into by him in the carrying out of his functions, except in so far as the contract otherwise provides, and (b) on any contract
of employment "adopted" by him in the carrying out of those functions. In the latter regard the administrative receiver has, in
effect, a period of 14 days' grace after his appointment. Head (b) represents a statutory overruling of the effect of the decision in
Nicoll v. Cutts [1985] B.C.L.C. 322 . In cases where he is personally liable an administrative receiver is entitled to an indemnity
out of the assets of the company: section 44(1)(c) . But even today an administrative receiver is not, in general, personally liable,
and hence the statutory indemnity out of the assets of the company does not arise, in respect of contracts adopted by him in
the course of managing the company's business, other than contracts of employment. With that one special exception, personal
liability is confined, in general, to new contracts made by him. Thus he is not personally liable for the rent payable under an
existing lease, or for the hire charges payable under an existing hire-purchase agreement. This is not a surprising conclusion.
It does not offend against basic conceptions of justice or fairness. The rent and hire charges were a liability undertaken by
the company at the inception of the lease or hire-purchase agreement. The land or goods are being used by the company even
when an administrative receiver is in office. It is to the company that, along with other creditors, the lessor and the owner of
the goods must look for payment.

Nor is a lessor or owner of goods in such a case entitled to be paid his rent or hire instalments as an "expense" of the administrative
receivership, even though the administrative receiver has retained and used the land or goods for the purpose of the receivership.
The reason *525  is not far to seek. The appointment of an administrative receiver does not trigger a statutory prohibition on
the lessor or owner of goods such as that found in section 130 in the case of a winding up order. If the rent or hire is not paid
by the administrative receiver the lessor or owner of the goods is at liberty, as much after the appointment of the administrative
receiver as before, to exercise the rights and remedies available to him under his lease or hire-purchase agreement. Faced with
the prospect of proceedings, an administrative receiver may choose to pay the rent or hire charges in order to retain the land or
goods. But if he decides not to do so, the lessor or owner of goods has his remedies. There is no occasion, assuming that there
is jurisdiction, for the court to intervene and order the administrative receiver to pay these outgoings.

Part II of the Act of 1986

Against that background and with those principles in mind, we turn to consider the position of administrators appointed under the
Act of 1986. Part II of this Act represents a major reform in the law relating to companies which are insolvent or likely to become
so. The statute enables the court to appoint an administrator to manage the affairs, business and property of a company with a
view to achieving one or other of the statutory objectives set out in section 8(3) . This reform was introduced by the Insolvency
Act 1985 following proposals on insolvency law and practice made in June 1982 by a committee under the chairmanship of
Sir Kenneth Cork, the Report of the Review Committee: Insolvency Law and Practice (1982) (Cmnd. 8558). The committee
considered that the power, contained in any well-drawn floating charge, to appoint a receiver and manager of the property and
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undertaking of a company had been of outstanding public benefit. A significant number of companies had been forced into
liquidation, and potentially viable businesses capable of being rescued had been closed down, for want of such a floating charge.
The committee proposed that statutory provision should be made enabling an administrator to be appointed in appropriate
circumstances, with all the powers normally conferred upon a receiver and manager appointed under a floating charge.

The statutory scheme, as enacted, makes clear that an administrator is intended as a statutory alternative to an administrative
receiver. An administrator is intended to fill the lacuna perceived to exist in the case of insolvent companies where either there
is no floating charge or the holder of a floating charge does not appoint an administrative receiver. Thus section 9(3) provides
that if an administrative receiver has been appointed the court cannot make an administration order unless the person on whose
behalf the administrative receiver was appointed consents or unless the security by virtue of which the administrative receiver
was appointed is impeachable. When an administration order is made any administrative receiver vacates office, and while an
administration order is in force no administrative receiver may be appointed: section 11(1)(b) and (3)(b). Further, there are some
similarities between administrators and administrative receivers. For instance, an administrator's powers expressly include the
same wide *526  powers as those conferred by the Act on administrative receivers: sections 14(1)(a) and 42, and Schedule 1 .

The statute addresses the question of expenses incurred by an administrator, but only in the context of what is the position when
a person ceases to hold office. Section 19(4) provides that the remuneration of an administrator and "any expenses properly
incurred by him" shall be charged on and paid out of any property of the company in his custody or under his control when
he ceases to be administrator in priority to any security to which section 15(1) applies. Section 15(1) applies to any security
which, as created, was a floating charge. Section 19(5) provides:

"Any sums payable in respect of debts or liabilities incurred, while he was administrator, under contracts entered into or
contracts of employment adopted by him or a predecessor of his in the carrying out of his or the predecessor's functions
shall be charged on and paid out of any such property as is mentioned in subsection (4) in priority to any charge arising
under that subsection. For this purpose, the administrator is not to be taken to have adopted a contract of employment by
reason of anything done or omitted to be done within 14 days after his appointment."

There is a striking resemblance between the debts and liabilities to which this subsection applies in the case of an administrator,
and the debts and liabilities in respect of which an administrative receiver is personally liable pursuant to section 44 . Section
19(5) does not impose personal liability on the administrator. In that respect he is in a better position than an administrative
receiver, even though his status resembles that of an administrative receiver in that in exercising his powers he is deemed to act
as the company's agent: section 14(5). But in section 19(5) Parliament addressed, although in a somewhat oblique fashion, the
position regarding debts and liabilities arising under contracts entered into or adopted by an administrator in the carrying out of
his functions. The answer supplied by Parliament was that, as in the case of administrative receivers, no special provision was
made for debts and liabilities incurred during an administration under a contract adopted by the administrator, save in the one
case of contracts of employment. This answer is important, having in mind that one of the primary functions of an administrator
is that frequently, if not normally, he will continue to carry on the company's business and, hence, will continue to use the land
and goods currently being used by the company for the purposes of its business. Indeed, it is of the essence of his appointment
that an administrator should do these very things in cases when the purpose sought to be achieved by the administration order is
purpose (a) in section 8(3) , namely the survival of the company, and the whole or any part of its undertaking, as a going concern.

If the relevant statutory provisions had ended there we would have seen no reason to doubt that Parliament must have intended,
as Mr. Heslop submitted, that the position regarding outgoings on property used by the company during an administration should
be similar to that obtaining in an administrative receivership. But that would be to ignore *527  a crucial part of the statutory
structure. Parliament considered that an administrator should be buttressed with a support which an administrative receiver does
not have. That support encroaches upon the property rights of others. Section 11(3) provides:

"During the period for which an administration order is in force - (a) no resolution may be passed or order made for the
winding up of the company; (b) no administrative receiver of the company may be appointed; (c) no other steps may be
taken to enforce any security over the company's property, or to repossess goods in the company's possession under any
hire-purchase agreement, except with the consent of the administrator or the leave of the court and subject (where the court
gives leave) to such terms as the court may impose; and (d) no other proceedings and no execution or other legal process
may be commenced or continued, and no distress may be levied, against the company or its property except with the
consent of the administrator or the leave of the court and subject (where the court gives leave) to such terms as aforesaid."
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Thus the making of an administration order triggers the like prohibition on proceedings being brought or continued against the
company as the prohibition which exists, and has long existed, when a winding up order is made. The owners of property, and
of charges over property, are disabled from exercising their proprietary rights unless the administrator consents or the court
gives leave.

We regard this feature as of cardinal importance, distinguishing an administration from an administrative receivership in a
respect vital to the matter now under consideration. This feature, coupled with the further feature that the court has power
to give directions to the administrator on the conduct of the administration, leads inexorably to the conclusion that much of
the reasoning which caused the courts to adopt what we have referred to as the "liquidation expenses" principle in the case
of liquidations is also applicable in administrations but subject, in our view, to a very important qualification. In liquidations
the principles on which the court will exercise its discretion have hardened into a set practice, both in relation to "possession"
cases and in the application of the "liquidation expenses" principle. In "possession" cases leave is granted as of course. and
in the circumstances in which the "liquidation expenses" principle is applicable, entitlement to have the outgoings paid as an
expense of the liquidation seems to have become more or less automatic. In our view there is no place for comparable hard-
and-fast principles in the case of administrations. The reason for this difference is that the objectives of winding up orders and
administration orders are different and, hence, the approach that should be adopted by the court when exercising its discretion
under the two régimes is different. In the case of winding up the company has reached the end of its life. The basic object of
the winding up process, in the case of an insolvent company, is to achieve an equal distribution of the company's assets among
the unsecured creditors. A secured creditor will not, as such, participate in the ensuing distribution. If he seeks leave to obtain
possession of his own property, leave should be granted. and if *528  another's land or goods (and we can see no relevant
difference between them, for this purpose) are detained by the liquidator against the owner's wishes and used for the purposes
of the winding up, it is obviously only fair that in respect of the period of detention the owner should be paid his rent or hire
charges in full as expenses of the liquidation.

In contrast, an administration is intended to be only an interim and temporary regime. There is to be a breathing space while
the company, under new management in the person of the administrator, seeks to achieve one or more of the purposes set out
in section 8(3). There is a moratorium on the enforcement of debts and rights, proprietary and otherwise, against the company,
so as to give the administrator time to formulate proposals and lay them before the creditors, and then implement any proposals
approved by the creditors. In some cases winding up will follow, in others it will not. Whether those whose land or goods are
being used by the company during this interim period should be given leave to enforce their proprietary rights forthwith or
should be paid ahead of everyone else must depend on all the circumstances, which will vary widely from one case to the next.
We do not think that Parliament intended, for example, that if a company's factory or offices are leasehold, and the administrator
continues to carry on the business on those premises, the court as a matter of course would always give leave to re-enter, or
to distrain in respect of rent accruing from the date of the administration order, or make a direction for payment of the rent in
full as an expense of the administration. Likewise in respect of vehicles or machinery which are in the company's possession
under hire-purchase agreements and which are being used by a company in the course of carrying on its business. Parliament
must have intended, for instance, that, in appropriate circumstances, and for a strictly limited period, such a lessor or owner
of goods might not be given leave if giving leave would cause disruption and loss out of all proportion to the loss which the
lessor or the owner of goods would suffer if leave were refused. Indeed, Parliament must have intended that when exercising its
discretion the court should have due regard to the property rights of those concerned. But Parliament must also have intended
that the court should have regard to all the other circumstances, such as the consequences which the grant or refusal of leave
would have, the financial position of the company, the period for which the administration order is expected to remain in force,
the end result sought to be achieved, and the prospects of that result being achieved.

If this flexible approach is right, there is no room in administrations for the application of a rigid principle that, if land
or goods in the company's possession under an existing lease or hire-purchase agreement are used for the purposes of an
administration, the continuing rent or hire charges will rank automatically as expenses of the administration and as such be
payable by the administrator ahead (so it would seem) of the pre-administration creditors. Nor, even, for a principle that leave
to take proceedings will be granted as of course. Such rigid principles would be inconsistent with the flexibility that, by giving
the court a wide discretion, Parliament must have intended should apply.
  *529

This conclusion is consistent with section 19(5) . If an administrator adopts an existing contract of employment, the liabilities
arising under that contract are automatically payable as provided in that subsection. As to other existing contracts "adopted" by
an administrator, creditors have no automatic preference or priority.
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We recognise that if a lessor or owner of goods is not to have any such automatic priority, this will be a powerful factor in favour
of leave being granted to him to enforce his proprietary rights. So be it. At a later stage we shall turn to consider the principles
guiding the exercise of the discretion to grant or withhold leave.

We also recognise that, if a lessor or owner of goods is not to have any such automatic priority, it might seem, at first sight,
that the financial interests of lessors and owners of goods will dictate that, as soon as they learn of an administration order,
they should make an application to the court for leave to take proceedings. We do not think that this conclusion follows. An
administrator can give his consent under the section. Further, an administrator undoubtedly has power, in an appropriate case,
to pay rent and hire charges in respect of land and goods used by him for the purposes of the administration. This is so both
as to arrears and as to amounts continuing to fall due. Under the Act he has power to make any payment which is necessary or
incidental to the performance of his functions: paragraph 13 of Schedule 1 . When deciding whether or not to give his consent
or to exercise this power, an administrator will need to consider whether the case is one in which, if an application were made to
the court by the lessor or owner of goods, the court would be likely to give leave, or to give leave unless some or all of the rent
or hire charges were paid by the administrator. If it is such a case, and if the lessor or owner of the goods is seeking possession,
the administrator should consider whether, having regard to those features and all the other circumstances of the case, he ought
to give consent or ought to pay some or all of the rent or hire charges of the land or goods if he wishes to continue to use them.

An administrator is an officer of the court. He can be expected to make his decision speedily, so far as he can do so. He may be
able at least to make an interim decision, such as agreeing to pay the current rents for the time being. The administrator should
also make his decision responsibly. His power to give or withhold consent was not intended to be used as a bargaining counter
in a negotiation in which the administrator has regard only to the interests of the unsecured creditors. When he refuses consent
it would be helpful if, unless the reason is self-evident, he were to state succinctly why he has refused and also why he is not
prepared to pay the rental arrears or at least the current rentals. A similar approach should be adopted by the administrator when
secured creditors seek his consent to enforce their security. It should not be necessary, therefore, for the Companies Court to be
swamped with applications under section 11 , or for administrations to be subjected regularly to the expense and disruption of
such applications. Should it become necessary for a lessor or owner of goods or the owner of a security to make an application
to the court, the court has ample powers, by making orders as to costs and giving directions to the *530  administrator, either
as its own officer or as envisaged by section 17 , to ensure that the applicant is not prejudiced by an unreasonable decision
of an administrator.

We must note two other points. It was argued that, unless lessors of land and owners of goods let on hire-purchase terms which
are used by an administrator in the course of his administration are entitled of right to be paid the continuing rent and hire
charges as an expense of the administration, the result would amount to expropriation by statute without compensation. An
intention to take away the property of a subject without a right to compensation is not to be imputed to Parliament unless that
intention is expressed in unequivocal terms: see per Lord Atkinson in Central Control Board (Liquor Traffic) v. Cannon Brewery
Co. Ltd. [1919] A.C. 744 , 752. We do not think this line of argument assists. To the extent that the prohibition in section 11
precludes an owner of land or goods from exercising his proprietary rights, section 11 does have an expropriatory effect. But
that is provided for in unequivocal terms. The safety valve which Parliament has built into the system is the owner's ability to
make an application to the court. Built into section 11 itself is provision for an application to the court for leave, in the absence
of agreement by the administrator. Further, Parliament provided that the administrator should manage the affairs, business and
property of the company, at any time before proposals have been approved by the creditors under section 24 , "in accordance
with any directions given by the court:" section 17. Still further, there is the long-stop safeguard provided by section 27 . On the
hearing of a petition under that section the court has wide powers, including power to discharge the administration order and
make consequential provision. Given these discretionary safeguards, we can see no justification for reading into the statutory
provisions an implication that the owner of land or goods was intended to have some other remedy to compensate for any loss
he suffers by reason of the section 11 prohibition.

The second point we must note briefly is a contention by Norwich and A.I.B. to the effect that, even if they are not entitled of
right to be paid the sums due under the headleases from the date of the administration order as expenses of the administration,
they became so entitled after the lapse of a reasonable period of time within which the administrators could make up their minds
whether they wished to continue to retain the head leases. We do not agree. At bottom this contention is the same as the principal
argument advanced, save that it incorporates "thinking time." But the essential difficulty remains. This modified contention,
as much as the primary contention, is inconsistent with the court having been given a wide discretion, in exercise of which, in
appropriate circumstances, the court may refuse leave under section 11 even though the administrator is continuing to use land
or goods belonging to another without payment in full of the current rent and hire charges.
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For these reasons we cannot accept that Norwich and A.I.B. have an absolute entitlement to be paid, as an administration
expense, the rent *531  and other outgoings payable under the headleases. On this we have to part company with the judge.

"Goods in the company's possession"

The next question which arises concerns the proper meaning of the expression "goods in the company's possession" in section
11(3)(c) . This paragraph prohibits steps being taken "to repossess goods in the company's possession under any hire-purchase
agreement," except with consent or leave. By section 10(4) , reference to hire-purchase agreements include conditional sale
agreements, chattel leasing agreements and retention of title agreements.

The computer equipment in this case is for the most part on the premises of end users, to whom it has been sublet by the
company. Can it still be said to be in the possession of the company for the purposes of section 11(3)(c)? The judge thought
not. That is certainly a very arguable view, although it produces the curious result that the funders can take steps to repossess
the equipment without consent or leave, but consent or leave is needed for A.I.B. to enforce its security over the income arising
under the subleases of the same equipment. Plainly for some purposes the equipment is in the possession of the end users. If
it matters, which is open to question, the parties contemplated and provided that this would happen. For example, the master
hire-purchase agreement between A.I.B. and the company provided by clause 7.01 that the goods should be "located at the
site," meaning the address of the end user; and by clause 9.01, that the company should not "part with possession of any of the
goods," except that the company should be entitled to sublease them. A typical sublease by the company contains a covenant
(in clause 9) that the sublessee "shall peaceably and quietly hold possess and use" the goods. By clause 12(iii) upon termination
the company "shall immediately be entitled to the possession" of them.

In Towers & Co. Ltd. v. Gray [1961] 2 Q.B. 351 , 361, Lord Parker C.J. said:

"The term 'possession' is always giving rise to trouble. As Earl Jowitt said in United States of America and Republic of
France v. Dollfus Mieg et Cie. S.A. and Bank of England [1952] A.C. 582 , 605: 'The person having the right to immediate
possession is, however, frequently referred to in English law as being the "possessor" - in truth the English law has never
worked out a completely logical and exhaustive definition of "possession."' For my part I approach this case on the basis
that the meaning of 'possession' depends upon the context in which it is used . . . In some contexts, no doubt, a bailment
for reward subject to a lien, and where perhaps some period of notice has to be given before the goods can be removed,
could be of such a nature that the only possession that there could be said to be would be possession in the bailee. In other
cases it may well be that the nature of the bailment is such that the owner of the goods who has parted with the physical
possession of them can truly be said still to be in possession."

*532  That in itself does not provide a solution to this point, since it contemplated that either the bailor or the bailee may have
possession for a given purpose - but not both. However, it does contemplate that for some purposes a bailor, and therefore a
sub-bailor, may still have possession despite the bailment.

In our judgment the answer emerges once one considers the purpose of section 11(3)(c). The paragraph is dealing with goods
which, as between the company and its supplier, are in the possession of the company under a hire-purchase agreement. Those
goods are to be protected from repossession unless there is either consent or leave. It is immaterial whether they remain on the
company's premises, or are entrusted by the company to others for repair, or are sublet by the company as part of its trade to
others. We do not see that such a construction does any violence to the language of the paragraph, or is more purposive than
is warranted by the current approach of the English courts to statutes which are neither fiscal nor penal, even though it is said
that a breach of the paragraph is a contempt of court.

In the present case the computer equipment, as between the funders and the company, remains in the possession of the company.
Accordingly it is in the company's possession for the purposes of section 11(3)(c), so that it cannot be repossessed save with
consent or leave.

Mr. Crystal gave an example of goods bailed by the owner to X, by X to Y, and by Y to Z; X then goes into administration; and
Y, for quite different reasons such as that he has not received a hire payment, wishes to repossess from Z. Mr. Crystal submitted
that, if the construction which the administrators contend for is correct, Y would need either consent or leave. It is hard to see
how the administrator of X would have any reason to refuse consent; but we do not think that it would be needed. Paragraph (c)
is dealing with steps to repossess by a person who has let goods on hire-purchase to the company, and possibly by somebody
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with a higher right than that person. The paragraph does not deal with a repossession which would not affect the company's
enjoyment of the goods or the profit flowing to the company from them.

Fixed or floating charges

In some instances the company assigned the benefit of subleases to funders. Nothing turns on this so far as Norwich is concerned.
Norwich did not seek to rely on any such assignments in this case, although it has reserved the right to do so on another occasion.
As to A.I.B., there were such assignments, by way of charge, in respect of every sublease, and these were duly registered under
the Companies Act. In respect of these charges the administrators advanced a contention that the charges were floating charges
and not fixed charges, and that leave to enforce them should not be given at this stage, because that would enable A.I.B. to
defeat a potential charge under section 19(4) and (5) . It is convenient to consider this issue next.

The deed of assignment dated 9 June 1988 and made between the company and A.I.B. contains provisions which are typical on
the material point. The recitals to the deed identified, by reference to schedules, certain hire-purchase agreements, or headleases,
as we have *533  called them, and also the matching subleases. The operative clause in the deed provided:

"In consideration of [A.I.B.] having agreed to enter into the [headleases] and as security for all the moneys, obligations
and liability (if any) due by the [company] under or by virtue of the [headleases] the [company] as beneficial owner hereby
assigns to [A.I.B.] by way of security all the benefit of the terms of each of the subleases and all rentals, claims, rights,
demands and other moneys or claims for moneys whatsoever under each of the subleases which the [company] has or
may at any time in the future have or be entitled to under or by virtue of the subleases (hereinafter referred to as 'the
assigned benefits') so that the assigned benefits in respect of each sublease shall be and are assigned to [A.I.B.] to secure
the obligations of the [company] under the [headlease] corresponding thereto in accordance with recital (C) above."

We were reminded of the well known descriptions of a floating security given in In re Yorkshire Woolcombers Association Ltd.
[1903] 2 Ch. 284 , 286. There the property charged was "all and singular the book and other debts now owing to the association,
and also all . . . the book and other debts which may at any time during the continuance of this security become owing to the
association." Romer L.J. said, at p. 295:

"I certainly do not intend to attempt to give an exact definition of the term 'floating charge,' nor am I prepared to say that
there will not be a floating charge within the meaning of the Act, which does not contain all the three characteristics that
I am about to mention, but I certainly think that if a charge has the three characteristics that I am about to mention it is a
floating charge. (1) If it is a charge on a class of assets of a company present and future; (2) if that class is one which, in
the ordinary course of the business of the company, would be changing from time to time; and (3) if you find that by the
charge it is contemplated that, until some future step is taken by or on behalf of those interested in the charge, the company
may carry on its business in the ordinary way as far as concerns the particular class of assets I am dealing with."

In the House of Lords in Illingworth v. Houldsworth [1904] A.C. 355 the Earl of Halsbury L.C. referred to the charge in that
case and stated what he considered to be the essential characteristic of a floating security, at p. 357:

"In the first place you have that which in a sense I suppose must be an element in the definition of a floating security, that
it is something which is to float, not to be put into immediate operation, but such that the company is to be allowed to
carry on its business. It contemplates not only that it should carry with it the book debts which were then existing, but it
contemplates also the possibility of those book debts being extinguished by payment to the company, and that other book
debts should come in and take the place of those that had disappeared. That . . . seems to me to be an essential characteristic
of what is properly called a floating security."

*534  Lord Macnaghten also emphasised the ambulatory nature of a floating charge, at p. 358:

"I should have thought there was not much difficulty in defining what a floating charge is in contrast to what is called a
specific charge. A specific charge, I think, is one that without more fastens on ascertained and definite property or property
capable of being ascertained and defined; a floating charge, on the other hand, is ambulatory and shifting in its nature,
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hovering over and so to speak floating with the property which it is intended to affect until some event occurs or some act
is done which causes it to settle and fasten on the subject of the charge within its reach and grasp."

In the light of these observations we cannot accept Mr. Heslop's submissions. The notable feature of the present case is that the
charges were not ambulatory. The property assigned by the company was confined to rights to which the company was entitled
under specific, existing contracts. The assignments consisted of the company's rights "under or by virtue of" subleases each
of which was already in existence at the time of the assignments and each of which was specifically identified in the relevant
deeds of assignment. In each case the payments due to the company under a specific sublease were charged as security for
the payments due by the company under the headlease relating to the same equipment. The company's right to receive future
instalments from end users in due course pursuant to the terms of these subleases was as much a present asset of the company,
within Romer L.J.'s reference to "present and future" assets of a company, as a right to receive payment of a sum which was
immediately due. Romer L.J.'s reference to future assets was a reference to assets of which, when the charge was created, the
company was not the owner. That was the position in that case. That is not the position in this case.

We have in mind that in practice sums payable by the end users under these subleases were paid to the company and utilised by
it in the ordinary course of business. In so far as this is relevant, it may well be that this was what the parties intended should
happen. The company was to be at liberty to receive and use the instalments until A.I.B. chose to intervene. We are unpersuaded
that this results in these charges, on existing and defined property, become floating charges. A mortgage of land does not become
a floating charge by reason of the mortgagor being permitted to remain in possession and enjoy the fruits of the property charged
for the time being. This is so even if the land is leasehold and the term is very short, and as such the asset charged is of a wasting
character. So here: the mere fact that for the time being the company could continue to receive and use the instalments does not
suffice to negative the fixed character of the charge. This apart, we have seen nothing to lend any support to the administrators'
contention. In particular, we have seen nothing to suggest that after the assignment the company was to be at liberty to deal
with its rights under the subleases without the consent of A.I.B. *535  The applications under section 11

We turn next to the applications for leave to terminate the headÍleases and to take steps to repossess the equipment and, in the
case of A.I.B., to enforce its security. The following are the factors of importance in this case on these applications.

(1) The headleases and the subleases

First, the funders' property. A typical hire-purchase agreement between the company and a funder runs for seven years. The rent
is payable quarterly in advance, and the amount varies in accordance with fluctuations in interest rates in the financial market.
At current rates of interest, the amount due to Norwich under the relevant head leases between the date of the administration
order and 1996 is about £24m. A.I.B.'s exposure, in respect only of capital, is about £6m.

Broadly the provisions of the subleases match the provisions of the corresponding headlease, with two exceptions. First, as to the
amount of the rent. In a typical case, although the rent payable by the company under the headleases fluctuates, the rent payable
by end users to the company under the subleases is of a fixed amount. Thus the company was vulnerable to upward movements
in interest rates. Most of the relevant subleases were entered into by the company in 1986 and 1987, when interest rates were
much lower than at present. In some instances the present shortfall, between the rate of interest receivable by the company from
end users and the rate of interest payable by the company to the funders, is as much as 10 per cent. The administrators estimate
that, over the life of the headleases and subleases, the overall deficit for the company will be of the order of £20m. The deficit
for the three-month period from the date of the administration order to 18 July was about £1·7m.

The second respect in which the headleases and subleases do not correspond is that, either from the outset or by reason of
subsequent variation, the subleases generally contain a "flex" option. Two-thirds of them also contain a "walk" option. A "flex"
option entitles an end user to upgrade his equipment, generally after three years, and enter into a further sublease on certain
terms. The company undertook to settle all charges remaining to be paid to the funder under the original head- lease. A "walk"
option entitles an end user to return his equipment before the end of the sublease term, usually after five years. Here also the
result of the exercise of the option is that the company is liable to pay the future rental payments under the headlease.

By reason of the non-payment of the rental instalments under the headleases, if for no other reason, Norwich and A.I.B. are
now entitled, in accordance with the terms of their headleases, to determine the headleases.
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There is a measure of dispute between the parties on how quickly the subleased computer equipment becomes obsolescent.
Clearly, however, one would expect that if the computers had to be repossessed and sold, they would not, in general, fetch
anything approaching their original value. Undoubtedly the best hope for Norwich and A.I.B. is to tap into the stream of income
whose source is the end users, and to do *536  so either by seeking to take over the benefit of the existing subleases or by
negotiating a new and better deal with the end users.

(2) The company's financial position

At the time of the hearing of the appeal, no statement of affairs had been produced by the directors of the company. The most up-
to-date information on the company's financial position is contained in the administrators' statement circulated to the creditors
on 24 June along with the notice convening the creditors' meeting. The financial affairs of the company and of the Atlantic
group as a whole are complex. Uncertainty and obscurity abound. In relation to the headleases and subleases the administrators
have been hampered by the state of the records and system of information storage and retrieval operated by the company. For
present purposes the position can be sufficiently summarised as follows. The administrators do not expect that the assets of the
company will yield anything remotely approaching their book value. Inter-company debts, for instance, have a book value of
nearly £110m., but they are unlikely to yield more than a few pence in the pound. The company's principal asset comprises the
subleases: this type of transaction forms the core of the company's business. The book value of the subleases is £96m. In addition,
"own book" leases have a book value of £10m. "Own book" leases, which form only a small part of the company's business,
are transactions where the company itself funded the acquisition of the computers and is itself the owner of the equipment let
to end users. Against these assets are to be set liabilities, estimated at about £130m., arising under the headleases. In addition,
there are or will be liabilities arising under the flex and walk options in the subleases. Accrued liabilities under this head are
estimated at about £12m., and contingent liabilities at the massive sum of £250m. Other debts, in respect of tax, trade creditors
and inter-company creditors, are estimated at £60m.

(3) The administrators' proposals

Third, the way ahead. The administrators are not looking for new business. As to realisations, there is no question of the
company's interest in the headleases and subleases being sold en bloc. Most subleases have been tailored to meet the specific
circumstances of particular end users. The result is a complex portfolio of headleases and subleases which have to be dealt
with on an individual basis. The administrators have stated their general objectives as: "extracting value from leases where it
exists and of minimising actual and contingent claims in all cases by agreement between the parties." In their statement of 24
June the administrators continued:

"The insolvency of [the company] leaves users and funders with a problem. The contracts with [the company] gave the users
the ability to extricate themselves before the end of the lease term in accordance with their computer requirements. The
intention is, through negotiations, to allow the user to regain control of his future computer requirements whilst minimising
claims on [the *537  company]. In addition we are in discussions with third parties, who are attracted by [the company's]
customer base, with a view to introducing them in exchange for value to [the company], into this management process."

The reference to the company's customer base is to the fact that the end users include many "blue chip" companies.

Attaining these objectives is not expected to be a speedy process. The administrators consider that significant realisations could
take "some considerable time."

A meeting of the company's creditors, convened to consider the administrators' proposals in accordance with section 23 , was
held on 11 July. By a majority the creditors approved the proposals with some modifications. The main proposals as approved
were:

"2. To administer [the company's] lease portfolio to the benefit of all the company's creditors, or potential creditors, in so
far as this is possible. 3(a) To seek, in co-operation with funders and users of equipment, an approach which allows [the
company] to withdraw from its contractual arrangements with funders and lessees as soon as possible on mutually agreeable
terms and in particular: (1) to make an immediate joint approach with funders to lessees to direct lessees henceforth to
make all payments due under subleases direct to funders; . . . and (2) if payments are not resumed within a reasonable time,
or if it becomes apparent that compromises cannot be reached, the administrators shall be entitled to give any consents
requested by the funders to exercise their rights under their relevant lease or hire-purchase agreements and associated
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security documents. (b) To manage individual situations on leases and customer relationships to realise value for the
creditors as a whole with the agreement of interested parties. (c) To introduce third parties to take over leases and, where
possible, any associated liabilities. (d) To formulate arrangements whereby agreement is reached with lessees and funders
so that they reduce their claims against [the company] and/or pay a consideration to allow the leases to continue without
the involvement of [the company]."

Further proposals were: to pursue the company's interest in other group companies; to maximise tax benefits; to report to the
creditors' committee within three months; to assess the impact of the outcome of this appeal and to formulate any revised
proposals which may become necessary; and in due course to apply for a discharge on the basis that the company is wound up.

In addition, we were informed by a letter from the administrators' solicitors, written after the creditors' meeting and after we
had reserved judgment, that the administrators now intend to pay forthwith to the funders all amounts received by the company
since 18 April under subleases which correspond to headleases with the respective funders. The payments will be made with
accrued interest. Where the funder does not have a registered security over the sublease payments, the funders will not receive
any amount which relates to a period for which the relevant funder has already received payment from the company. *538

(4) The effect on the administration if leave were given

If leave were given to terminate the headleases and repossess the equipment, the administrators would be in a much weaker
position in negotiations with the end users and the funders in those cases where the funders took advantage of such leave. If
leave were given to Norwich and A.I.B., other funders similarly placed would be entitled to expect that they, too, would be given
leave. We have no evidence about the views of other funders on these matters. The likely result, if other funders sought to pursue
the same course as Norwich and A.I.B., would be the wholesale collapse of the administrators' basic proposals. Each of the
numerous funders, of whom there are about 50, would take his own steps against the end users, of whom there are nearly 1,000.
The flex and walk liabilities could be expected to crystallise into claims against the company. The administrators' hopes of
substantially reducing these claims would disappear. Any goodwill remaining in the customer base would evaporate. Likewise
if leave were given to A.I.B. to enforce its security over the subleases: in those cases the administrators would be squeezed out.

(5) The effect on Norwich and A.I.B. if leave were refused

If leave to terminate the headleases and to repossess were not given, the effect on Norwich and A.I.B. would be that they would
be likely to suffer significant loss. The sums involved are substantial. The underlying property is a wasting asset. Given the
company's insolvent state and the contingent liabilities under the flex and walk options, there may be difficulty in persuading
end users to resume payments in full under the subleases at once, while negotiations proceed. Even if such payments were
resumed and duly handed over to the funders, there would still be a significant shortfall compared with the rents due to the
funders under the headleases.

Mr. Heslop did not accept that Norwich and A.I.B. would suffer loss if leave were refused. He submitted that Norwich and A.I.B.
cannot reasonably expect to receive more than the amount of the subrentals, and they will receive that under the proposals.
Norwich and A.I.B. knew that the equipment was being sublet, so they cannot oust the end users from their possession of the
equipment. Nor, indeed, can they even intercept the stream of income from the end users to the company, because they are not
parties to the subleases. A.I.B., as assignee of the benefit of the subleases, can enforce its security, but qua owners A.I.B. and
Norwich can achieve nothing by terminating the headleases. We are wholly unpersuaded that this is a complete analysis. We
are satisfied that if Norwich and A.I.B. were given leave to pursue whatever remedies are lawfully available to them as owners
of the equipment, they would be in an appreciably stronger position, both against the end users and against the company, than
they are at present.

(6) The prospects of a successful outcome in the administration if leave were refused

If leave were refused, we would expect that over a protracted period the administrators would be able to negotiate deals with
end users which *539  would reduce their claims against the company. After all, the company is insolvent. It would make sense
for end users to renegotiate their deals. As to the funders, it may well be that there would be a better prospect of obtaining
their consent to a proposed deal if leave were refused than if it were given, but that would be because in the former case the
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funders would find themselves disabled in the negotiations from relying on their proprietary rights. The essential question in
this case is whether that would be right.

(7) The conduct of the parties

From the very outset of the administration A.I.B. sought the administrators' consent to the realisation of its security. Consent
to terminate the headleases was sought by A.I.B. in a letter of 4 May. Norwich Union made a request to the same effect by
a letter of 10 May. There is no question here of either applicant having disentitled itself to relief, by acquiescence or election
or anything of that nature. Nor is there any question of either Norwich or A.I.B. having been misled by the administrators, or
anything of that sort, or of the administrators having dragged their feet in the conduct of the administration.

(8) Conclusions

In this case it is for us sitting in the Court of Appeal to exercise our own discretion. In so far as the question of granting leave
arose at all before the judge in view of his decision that the equipment was not in the company's possession, the judge approached
the question on the erroneous footing that Norwich and A.I.B. were entitled to be paid the rent due under the headleases as
an expense of the administration.

Taking into account all the matters mentioned above, we are in no doubt that this is a case in which we should exercise our
discretion under section 11 to grant leave to take steps to terminate the head- leases and to repossess the goods and, in the
case of A.I.B., to enforce its security. The administration is a prelude to winding up the company. In short, the administrators
propose to negotiate benefits for the unsecured creditors, who to a substantial extent are the end users and funders themselves,
by reducing the amount of the claims of the end users and funders. End users will be asked to release their claims under the flex
and walk options. They may be asked to pay more, direct to the funders. Funders will be asked to release their claims against
the company under the headleases. The unsatisfactory feature of these proposals is that the contemplated negotiations will take
place at the expense of the funders, in that the funders will be asked to agree to modify their existing proprietary rights in a
negotiation in which they will not be able to rely on those rights. Their bargaining strength will be reduced to the prospect that, if
agreement is not reached after an indefinite period, the administrators may give their consent under section 11. Or, presumably,
Norwich and A.I.B. could embark on a fresh application to the court. This cannot be an acceptable basis on which to conduct an
administration. Norwich and A.I.B. should not be compelled to leave their property in such an administration against their will.
The *540  prohibitions in section 11(3)(c) and (d) were not intended to be a means of strengthening an administrator's position
if he should seek to negotiate a modification of the existing proprietary rights of the owner of the land or goods in question.

This is not a case in which it is practicable to refuse leave on condition that the administrators pay all the current outgoings under
the headleases. The rents from the subleases, even assuming the flow can be restarted promptly, are insufficient for this purpose.

We have in mind that, although it is now over three months since the administration order was made, the parties have been locked
in litigation for two of those months. Throughout this period the future of the administration has been clouded in uncertainty.
We have considered whether, this being so, it would be right to stay the grant of leave for a while to enable the administrators
to consider the way ahead in the light of the outcome of this appeal and, maybe, to submit revised proposals to the creditors.
We have decided not to grant such a stay. We see no reason to think that granting a stay would serve a useful purpose. No
suggestion was advanced to us of any other particular proposals the administrators would wish to consider further if we were
minded to grant leave.

Further directions

There remains the question of what should be done with the sums already collected by the administrators in respect of subleases
of equipment belonging to Norwich and A.I.B. respectively. Sensibly and properly, on their appointment the administrators
took steps to gather in payments falling due under the subleases. The administrators were under a statutory duty to take into
their custody or under their control all the property to which the company was or appeared to be entitled: section 17. Equally
sensibly and properly, the administrators placed the money received into earmarked, interest-bearing bank accounts. But what
should now happen to that money? Suffice to say, we agree with the administrators' recent decision that the money should be
paid to Norwich and A.I.B. with the interest accrued thereon. Had they not so decided, we would have so directed, for reasons
which it is not necessary now to elaborate.
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On this only one point remains outstanding. Some of the payments received by the administrators from subleases were in respect
of periods of time covered, in whole or in part, by payments made in advance to funders under the corresponding headlease.
Contrary to the view of the administrators, we do not think that this makes any significant difference, so long as the funders do not
receive more than their up-to-date entitlement under the corresponding headlease. We shall therefore direct the administrators
to pay to Norwich and A.I.B. all sums received by the administrators since their appointment in respect of equipment owned
by Norwich and A.I.B., together with the interest accrued thereon, but subject to the ceiling that the sums paid over shall not
exceed the amount of the arrears accrued due under the respective headleases at the time when the administrators make the
payments to Norwich and A.I.B. These payments by the administrators shall be on account of the sums due from *541  the
company under the relevant headleases, and they shall count as expenses properly incurred by the administrators.

Should we go beyond this and, in the exercise of our discretion, make an order that all the rental and other outgoings which have
accrued on the headleases since the administration order shall be paid by the administrators as an expense of the administration?
We think not. We consider that the justice of the case is best met by giving leave, and making a direction as just mentioned
regarding the money actually received by the administrators. In this way the administrators will account to Norwich and A.I.B.
for the benefits received from the continuation of the headleases during the administration. Without prejudice to what may
happen hereafter in this administration, we do not consider that we should make any further order at this stage.

In the light of the above we do not think that any question arises on Mr. Crystal's further application, which was for leave to bring
proceedings against the company for some form of restitutionary relief in respect of the money received by the administrators
from the end users. In any event, we would have refused such leave, without prejudice to his clients' right to re-apply when the
nature of this claim and its legal basis have been formulated at least to an extent which will make it possible to assess whether
the claim is even arguable.

Norwich's section 27 petition

Thus far we have been concerned with applications by Norwich and A.I.B. seeking various declarations and orders and leave
under section 11. Norwich also presented a petition under section 27 , on the ground that the administrators' conduct in collecting
the rents from the end users but refusing to pay them to the funders was unfairly prejudicial to creditors including Norwich.
By this petition Norwich seeks, in short, an order that all the rent and other outgoings arising under the Norwich headleases,
whether they accrued before or after the date of the administration order, should rank as expenses of the administration. We
have already stated that we shall not make such an order. Since we are giving leave under section 11, there is no case for the
further order sought in the section 27 petition, namely, an order discharging the administration order.

Leave applications: the general approach

There is one final matter to which we now turn. In the course of argument we were invited to give guidance on the principles
to be applied on applications for the grant of leave under section 11 . It is an invitation to which we are reluctant to accede, for
several reasons: first, Parliament has left at large the discretion given to the court, and it is not for us to cut down that discretion
or, as it was put in argument, to confine it within a straitjacket. However much we emphasise that any observations are only
guidelines, there is a danger that they may be treated as something more. Secondly, section 11(3)(c) and (d) applies to a very
wide range of steps and proceedings, and the circumstances in which leave is sought will vary almost infinitely. Thirdly, it is
the judges who sit in the Companies Court who have practical experience of the difficulties arising in the working out of this
new jurisdiction, not the members of this court.
  *542

However, we have already drawn attention to the important role of the administrator in this field. He should respond speedily
and responsibly to applications for consent under section 11. Parliament envisaged that in the first place section 11 matters
should be dealt with by him. It is to be hoped, in the interests of all concerned, that applications to the court will become the
exception rather than the rule. But we recognise that for this to be so, authorised insolvency practitioners and their legal advisers
need more guidance than is available at present on what, in general, is the approach of the court on leave applications. We feel
bound, therefore, to make some general observations regarding cases where leave is sought to exercise existing proprietary
rights, including security rights, against a company in administration.

(1) It is in every case for the person who seeks leave to make out a case for him to be given leave.
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(2) The prohibition in section 11(3)(c) and (d) is intended to assist the company, under the management of the administrator,
to achieve the purpose for which the administration order was made. If granting leave to a lessor of land or the hirer of goods
(a "lessor") to exercise his proprietary rights and repossess his land or goods is unlikely to impede the achievement of that
purpose, leave should normally be given.

(3) In other cases when a lessor seeks possession the court has to carry out a balancing exercise, balancing the legitimate interests
of the lessor and the legitimate interests of the other creditors of the company: see per Peter Gibson J. in Royal Trust Bank
v. Buchler [1989] B.C.L.C. 130 , 135. The metaphor employed here, for want of a better, is that of scales and weights. Lord
Wilberforce adverted to the limitations of this metaphor in Science Research Council v. Nassé [1980] A.C. 1028 , 1067. It must
be kept in mind that the exercise under section 11 is not a mechanical one; each case calls for an exercise in judicial judgment,
in which the court seeks to give effect to the purpose of the statutory provisions, having regard to the parties' interests and all
the circumstances of the case. As already noted, the purpose of the prohibition is to enable or assist the company to achieve the
object for which the administration order was made. The purpose of the power to give leave is to enable the court to relax the
prohibition where it would be inequitable for the prohibition to apply.

(4) In carrying out the balancing exercise great importance, or weight, is normally to be given to the proprietary interests of the
lessor. Sir Nicolas Browne-Wilkinson V.-C. observed in Bristol Airport Plc. v. Powdrill [1990] Ch. 744 , 767D-E that, so far as
possible, the administration procedure should not be used to prejudice those who were secured creditors when the administration
order was made in lieu of a winding up order. The same is true regarding the proprietary interests of a lessor. The underlying
principle here is that an administration for the benefit of unsecured creditors should not be conducted at the expense of those
who have proprietary rights which they are seeking to exercise, save to the extent that this may be unavoidable and even then
this will usually be acceptable only to a strictly limited extent.

(5) Thus it will normally be a sufficient ground for the grant of leave if significant loss would be caused to the lessor by a
refusal. For this purpose loss comprises any kind of financial loss, direct or indirect, including loss *543  by reason of delay,
and may extend to loss which is not financial. But if substantially greater loss would be caused to others by the grant of leave,
or loss which is out of all proportion to the benefit which leave would confer on the lessor, that may outweigh the loss to the
lessor caused by a refusal. Our formulation was criticised in the course of the argument, and we certainly do not claim for it
the status of a rule in those terms. At present we say only that it appears to us the nearest we can get to a formulation of what
Parliament had in mind.

(6) In assessing these respective losses the court will have regard to matters such as: the financial position of the company, its
ability to pay the rental arrears and the continuing rentals, the administrator's proposals, the period for which the administration
order has already been in force and is expected to remain in force, the effect on the administration if leave were given, the effect
on the applicant if leave were refused, the end result sought to be achieved by the administration, the prospects of that result
being achieved, and the history of the administration so far.

(7) In considering these matters it will often be necessary to assess how probable the suggested consequences are. Thus if loss
to the applicant is virtually certain if leave is refused, and loss to others a remote possibility if leave is granted, that will be a
powerful factor in favour of granting leave.

(8) This is not an exhaustive list. For example, the conduct of the parties may also be a material consideration in a particular
case, as it was in the Bristol Airport case. There leave was refused on the ground that the applicants had accepted benefits under
the administration, and had only sought to enforce their security at a later stage: indeed, they had only acquired their security as
a result of the operations of the administrators. It behoves a lessor to make his position clear to the administrator at the outset
of the administration and, if it should become necessary, to apply to the court promptly.

(9) The above considerations may be relevant not only to the decision whether leave should be granted or refused, but also to
a decision to impose terms if leave is granted.

(10) The above considerations will also apply to a decision on whether to impose terms as a condition for refusing leave. Section
11(3)(c) and (d) makes no provision for terms being imposed if leave is refused, but the court has power to achieve that result.
It may do so directly, by giving directions to the administrator: for instance, under section 17, or in response to an application
by the administrator under section 14(3) , or in exercise of its control over an administrator as an officer of the court. Or it
may do so indirectly, by ordering that the applicant shall have leave unless the administrator is prepared to take this or that step
in the conduct of the administration. Cases where leave is refused but terms are imposed can be expected to arise frequently.
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For example, the permanent loss to a lessor flowing from his inability to recover his property will normally be small if the
administrator is required to pay the current rent. In most cases this should be possible, since if the administration order has been
rightly made the business should generally be sufficiently viable to hold down current outgoings. Such a term may therefore
be a normal term to impose.

(11) The above observations are directed at a case such as the present where a lessor of land or the owner of goods is seeking to
repossess his *544  land or goods because of non-payment of rentals. A broadly similar approach will be applicable on many
applications to enforce a security: for instance, an application by a mortgagee for possession of land. On such applications an
important consideration will often be whether the applicant is fully secured. If he is, delay in enforcement is likely to be less
prejudicial than in cases where his security is insufficient.

(12) In some cases there will be a dispute over the existence, validity or nature of the security which the applicant is seeking
leave to enforce. It is not for the court on the leave application to seek to adjudicate upon that issue, unless (as in the present
case, on the fixed or floating charge point) the issue raises a short point of law which it is convenient to determine without
further ado. Otherwise the court needs to be satisfied only that the applicant has a seriously arguable case.

Representation

Solicitors: Cameron Markby Hewitt ; Wilde Sapte ; Allen & Overy .

Appeal by administrators allowed in part. Cross-appeal by owners allowed in part. Funders to have costs below out of
administration save for costs of second hearing, as to which no order. Administrators to have one third of their costs of

appeal paid by funders. Leave to appeal refused. ([Reported by CHRISTOPHER CHAMPNESS ESQ., Barrister] )

Footnotes

1 Insolvency Act 1986, s. 11(3):
see post, p. 527A-C.

(c) Incorporated Council of Law Reporting for England & Wales
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*45  Bank of Tokyo Ltd. v Karoon and Another

Positive/Neutral Judicial Consideration

Court
Court of Appeal (Civil Division)

Judgment Date
24 May 1984

Report Citation
[1986] 3 W.L.R. 414
[1987] A.C. 45

Court of Appeal

Ackner and Robert Goff L.JJ.

1984 April 3, 4, 5; May 24

Injunction—Jurisdiction to grant—Foreign proceedings—Interpleader proceedings to determine ownership of money held by
bank in England—Bank's subsidiary in New York providing information concerning claimant and his accounts—Claimant
bringing proceedings in New York against subsidiary—Whether bank entitled to injunction to restrain proceedings in New York

APPEAL from Bingham J.

In 1983 Mr. Majid Karoon started proceedings in New York against the Bank of Tokyo Ltd., a Japanese bank carrying on
business in London, and also against a wholly-owned subsidiary of that bank, the Bank of Tokyo Trust Co. *46  (B.T.T.C.).
The bank applied to the High Court in London for an order preventing Mr. Karoon from continuing that action. On 7 November
1983 Bingham J. refused to order Mr. Karoon to discontinue his action against B.T.T.C. but did order that he be restrained from
continuing against the bank.

The bank appealed against that part of the order relating to B.T.T.C. The grounds of their appeal, contained in a notice dated
18 November 1983, were that (1) (i), in relation to Mr. Karoon's claim against B.T.T.C., the judge had failed to give sufficient
consideration to the facts that (a) the New York action involved litigation of the matter already ordered to be determined in the
trial of an interpleader issue brought by the bank in the High Court regarding the true ownership of the relevant moneys, (b) the
continuation of the New York action against B.T.T.C. would mean that the bank, contrary to their position as interpleaders, would
acquire an interest in the outcome of the interpleader issue ordered between Mr. Karoon and his Iranian company, Maritime
Co. Ltd., (c) Mr. Karoon had made no complaint about the use or proposed use by the bank of the information contained in
their affidavit dated 20 May 1980 at any time before the interpleader issue had, with his consent, been ordered, and (d) there
was no apparent difference between the laws of New York and England relating to bank confidentiality; (ii) the judge failed
to give sufficient weight to the difficulty, inconvenience, undesirability and inappropriateness of entrusting to a foreign court
(with or without a jury) rather than to the English court the investigation and determination of, inter alia, (a) whether the order
of Robert Goff J. dismissing Mr. Karoon's application made in the course of the interpleader proceedings that no disclosure of
the existence of certain sums of money be made, had been caused by the information set out in that affidavit and whether he
would have reached a different conclusion if such evidence had not been submitted by the bank, (b) whether, if the interpleader
summons had been struck out as regards the relevant sums of money, the bank would have refused payment and defended any
claim brought against them by Mr. Karoon for such sums and, if so, what the consequences of such a course of action would
have been, (c) other incidental questions of the practice and procedure of the High Court; (iii) the judge should have held that
Mr. Karoon's contention that the decision of Robert Goff J. was caused by the information in the affidavit of 20 May 1980
was arguable; (iv) the judge failed to give sufficient consideration or weight to the nature and amount of the damages which
might be recoverable by Mr. Karoon if any cause of action against B.T.T.C. was established. (2) The judge should have held that
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the prosecution of the New York action should be restrained in its entirety because (i) it involved relitigating matters already
determined or in issue in the English proceedings, namely the propriety of the interpleader summons as regards the relevant
moneys, and (ii) it represented a sanction on the use by the bank of admissible and pertinent evidence in the English proceedings.
(3) The judge should have held that the injustice to the bank in being sued by Mr. Karoon through the medium of the bank's
wholly-owned subsidiary and/or that it was unrealistic to distinguish between the bank and B.T.T.C in this regard.

The facts are set out in the judgments of Ackner and Robert Goff L.JJ.

The following cases are referred to in the judgments:

 Abidin Daver, The [1984] A.C. 398; [1984] 2 W.L.R. 196; [1984] 1 All E.R. 470, H.L.(E.) .
 Armstrong v. Armstrong [1892] P. 98
 Atlantic Star, The [1974] A.C. 436; [1973] 2 W.L.R. 795; [1973] 2 All E.R. 175, H.L.(E.) .
 Bethell v. Peace (1971) 441 F. 2d 495 *47
 Booth v. Leycester (1837) 1 Keen 579
 British Airways Board v. Laker Airways Ltd. [1984] Q.B. 142; [1983] 3 W.L.R. 544; [1983] 3 All E.R. 375, C.A. .
 Bushby v. Munday (1821) 5 Madd. 297
 Carron Iron Co. v. Maclaren (1855) 5 H.L.Cas. 416, H.L.(E.) .
 Castanho v. Brown & Root (U.K.) Ltd. [1981] A.C. 557, [1980] 3 W.L.R 991; [1981] 1 All E.R. 143, H.L.(E.) .
 Chapman v. Honig [1963] 2 Q.B. 502; [1963] 3 W.L.R. 19; [1963] 2 All E.R. 513, C.A. .
 Christian v. Christian (1897) 67 L.J.P. 18
 Cohen v. Rothfield [1919] 1 K.B. 410, C.A. .
 Cole v. Cunningham (1890) 133 U.S. 107
 Distillers Co. (Biochemicals) Ltd. v. Thompson [1971] A.C. 458; [1971] 2 W.L.R. 441; [1971] 1 All E.R. 694, P.C. .
 Distin, In re (1871) 24 L.T. 197
 Ellerman Lines Ltd. v. Read [1928] 2 K.B. 144, C.A. .
 Enoch and Zaretzky Bock & Co.'s Arbitration, In re [1910] 1 K.B. 327, C.A. .
 European Asian Bank A.G. v. Punjab & Sind Bank [1982] 2 Lloyd's Rep. 356, C.A. .
 Fallon v. Calvert [1960] 2 Q.B. 201; [1960] 2 W.L.R. 346; [1960] 1 All E.R. 281, C.A. .
 Graham v. Maxwell (1849) 1 Mac. &; G. 71
 Gulf Oil Corporation v. Gilbert (1947) 330 U.S. 501
 Hyman v. Helm (1883) 24 Ch.D. 531, C.A. .
 Laker Airways Ltd. v. Sabena, Belgian World Airlines (1984) 731 F. 2d 909
 Lett v. Lett [1906] 1 I.R. 618
 McHenry v. Lewis (1882) 22 Ch.D. 397, C.A. .
 MacShannon v. Rockware Glass Ltd. [1978] A.C. 795, [1978] 2 W.L.R. 362; [1978] 1 All E.R. 625, H.L.(E.) .
 Moore v. Moore (1896) 12 T.L.R. 221, C.A. .
 North Carolina Estate Co. Ltd., In re (1889) 5 T.L.R. 328
 Peruvian Guano Co. v. Bockwoldt (1883) 23 Ch.D. 225, C.A. .
 Piper Aircraft Co. v. Reyno (1981) 454 U.S. 235
 St. Pierre v. South American Stores (Gath & Chaves) Ltd. [1936] 1 K.B. 382, C.A. .
 Sim v. Robinow (1892) 19 R. 665
 Smith Kline & French Laboratories Ltd. v. Bloch [1983] 1 W.L.R. 730; [1983] 2 All E.R. 72, C.A. .
 Société du Gaz de Paris v. Société Anonyme de Navigation "Les Armateurs Français", 1926 S.C.(H.L.) 13, H.L.(Sc.) .
 Tournier v. National Provincial and Union Bank of England [1924] 1 K.B. 461, C.A. .
 Trapp v. Mackie [1979] 1 W.L.R. 377; [1979] 1 All E.R. 489, H.L.(Sc.) .
 Trendtex Trading Corporation v. Credit Suisse [1980] Q.B. 629; [1980] 3 W.L.R. 367; [1980] 3 All E.R. 721 , C.A., [1982]

A.C. 679; [1981] 3 W.L.R. 766; [1981] 3 All E.R. 520, H.L.(E.) .
 Tropaioforos, The (No. 2) [1962] 1 Lloyd's Rep. 410

The following additional cases were cited in argument:

 Cook v. Swinfen [1967] 1 W.L.R. 457; [1967] 1 All E.R. 299, C.A. .
 Hadmor Productions Ltd. v. Hamilton [1983] 1 A.C. 191; [1982] 2 W.L.R. 322; [1982] I.C.R. 114; [1982] 1 All E.R. 1042,

H.L.(E.) . *48
 Metall und Rohstoff A.G. v. A C L I Metals (London) Ltd. [1984] 1 Lloyd's Rep. 598, C.A. .
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 Portarlington v. Soulby (1834) 3 My. &; K. 104
 X.A.G. v. A Bank [1983] 2 All E.R. 464; [1983] 2 Lloyd's Rep. 535

Leonard Hoffmann Q.C. and D. T. Donaldson for the Bank.

N. A. Strauss for Mr. Karoon.

Cur. adv. vult.
24 May 1984. The following judgments were read

ACKNER L.J.

The respondent, Mr. Karoon, is neither a national of, nor resident in, this country. He is an Iranian citizen who left Iran at the
time of the revolution in November 1979 and is now living in France. The Bank of Tokyo Trust Co. ("B.T.T.C") is a New York
corporation which is a wholly owned subsidiary of the Bank of Tokyo Ltd. ("B.T."), the appellants, a Japanese bank carrying
on business in London.

On 7 November 1983 Bingham J. refused to grant an injunction restraining Mr. Karoon from taking any further steps in an
action that he had begun in New York against B.T.T.C., or commencing or prosecuting any other proceedings relating to the
same subject matter before any other court than the English High Court. It is against this refusal that B.T. now appeals. He
did however order that Mr. Karoon be restrained from continuing the proceedings against B.T., who had been joined as co-
defendants with B.T.T.C. Against this decision there is no cross-appeal.

The circumstances out of which his claim in the New York action arose can be shortly stated. Although Mr. Karoon and his wife
and children were able to leave Iran, the rest of Mr. Karoon's family and his wife's family are still in Iran and he has fears for
their safety. From 1961 onwards he was the chief operating officer of an Iranian company called Maritime Co. Ltd. ("Maritime")
in which he owned nearly all the shares. Maritime carried on a shipping business. For some years prior to his departure from
Iran he maintained a personal bank account with B.T.T.C. He also maintained both a personal and a company account with B.T.
Following his departure from Iran, Mr. Karoon transferred approximately $685,000 from his personal account with B.T.T.C. to
his personal account with B.T. He also instructed B.T. to transfer all money from the company account to his personal account.

In February 1980 B.T. received a letter from Maritime in Iran to advise them that on 3 February 1980 Mr. Karoon had been
sentenced in absentia to 10 years' imprisonment and that his property and the company's had been taken over by the Government
of Iran. B.T. was asked to transfer all balances to Iran. B.T. responded to the effect that all the company's accounts had been
closed prior to their receipt of this letter, upon the instructions of the accounts sole signatory (Mr. Karoon), and that under
English law it would be a breach of confidence to make any disclosure regarding a customer's personal affairs without his prior
authorisation. They also advised Mr. Karoon of their receipt of this letter and their response. He thereupon instructed them to
transfer funds they were holding to an account which he maintained with another bank. B.T. was concerned with its position. If
it did not carry out his instructions, it might be liable to him. On the other hand, if it did carry out his instructions, it might be
liable to those now in charge of Maritime. Accordingly, on 21 March 1980, B.T. issued an interpleader summons to determine
whether the money which it held was payable to Mr. Karoon or to Maritime.
  *49

On 15 April 1980 Mr. Karoon issued a summons to strike out the interpleader proceedings under R.S.C., Ord. 18, r. 19 . In
his affidavit he swore, inter alia:

"On 3 December 1979 I remitted U.S. $685,800 of my own money from my account at the bank's branch in New York to
the bank ... These moneys had not originated from the company."

He explained how they were placed on deposit and that on 27 December 1979 there was due to him U.S. $689,421.88. He
contended that Maritime could have no arguable claim to these moneys, even if proceedings were appropriate in respect of the
English funds. He also expressed concern that, if the Iran Government knew about the funds in London, his relations would be
used as a lever to force him to remit the money to Iran.

In reply to this affidavit, Mr. Saunders, an officer of B.T., swore another affidavit in which he said, in paragraphs 1 to 4 as follows:
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"1. Inquiries have been made of the Bank of Tokyo Trust Co., New York in respect of a remittance in the sum of U.S.
$685,800 credited to the first defendant's external savings account number 61817-3 on 5 December 1979 in order to
establish the source of the said money.

"2. I am informed and verily believe that the said sum was made up from two fixed deposits ((a) and (b) respectively) which
were automatically renewable every three months and which had been pre-matured and credited to the first defendant's
New York checking account (number 121-004-775) in order to cover the said payment. Fixed deposit (a) was valued at
U.S. $183,797.83 and (b) at U.S. $497,803.98.

"3. Fixed deposit (a) was opened on 14 December 1978 with a transfer of U.S. $170,000 from a savings account maintained
by the first defendant, which account was opened on 5 April 1976 with initial funds of U.S. $425,000 by means of a transfer
from the first defendant's checking account number 121-004-775. I am informed that the sum of U.S. $511,000 had been
credited to the said checking account on 30 December 1975 by order of Fairfield International Ltd. of 227 Park Avenue,
New York. Prior to 14 December 1978, the said savings account had been credited with U.S. $115,200, being the proceeds
of a cheque drawn on Midland Marine Bank, New York by order of Mowbrays Tug and Barge Sales Corporation.

"4. Fixed deposit (b) was opened on 23 April 1979 with a transfer of U.S. $473,000 from the said savings account
maintained by the first defendant. The account had been credited on 11 April with the proceeds of a cheque for U.S.
$32,569.75 drawn on Wells Fargo Bank New York by order of Utah House Fire Insurance Co. and on 23 April with the
proceeds of a cheque for U.S. $441,992.01 drawn on Chase Manhattan Bank by order of Adams and Porter Inc."

The affidavit was never served on Maritime, who were at that time not party to the proceedings to strike out. The application,
which was heard by Robert Goff J. failed. A note of his judgment was before Bingham J., and the relevant part of the proceedings
before him was quoted by the judge:

"There were certain accounts in the name of Majid Karoon and certain accounts in the name of Maritime. Certain moneys
were transferred from New York which Majid Karoon says are his. There has been an amalgamation of accounts carried
out in accordance with instructions given on 24 December 1979 and 20 February 1980. ... Finally I am asked to look at the
evidence to find that a substantial part of the moneys must belong to Majid Karoon. I am invited to look at the letter and
to find that it makes no claim on Majid Karoon's assets. The difficulty is that I am faced with one party's evidence. The
bank is in the middle and can only act fairly, *50  which it cannot do not knowing the full facts. It would be quite wrong
for me to pre-empt the situation on one party's evidence - especially having regard to the history which shows that Majid
Karoon has not sought to keep his own and Maritime's moneys separate. No accurate assumptions on a split can be made.

"It seems to me that the workers council letter is written in such English as the bank has reasonable grounds to assume
that a claim may be pressed not only against Maritime's accounts but also against Majid Karoon's accounts in so far as
the money is in origin Maritime's money which he has transferred into his own account. He may have acted in breach
of his obligations to the company. In my judgment there are reasonable grounds that the bank may be sued for not only
Maritime's money but also that money held by Majid Karoon. The bank was fully entitled to interplead. I cannot accede
to the application. To interplead was a natural reflex of the bank."

On 4 March 1983 an interpleader issue was eventually ordered. The order was by consent, no attempt being made to limit the
order to the English as opposed to the American moneys. It read as follows:

"1. The plaintiffs [B.T.] be forthwith discharged from any liability to either of the defendants in respect of any moneys the
subject matter of these proceedings and that no action be brought in respect thereof against the plaintiffs by either of the
defendants, including an action by the first defendants acting in the name of the second defendants.

"2. The plaintiffs do pay the moneys the subject matter of these proceedings after deduction of their usual banking charges
into court as and when each of the current special deposits matures and that the moneys presently held on call be paid
together with the first special deposit money on maturity thereof and that meanwhile the plaintiffs hold the said moneys
to the direction of the court."
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The complaint of the New York proceedings is based upon B.T.T.C.'s voluntary disclosure to B.T. of information relating
to his account in New York. This disclosure is alleged to have been a breach of its contractual duty of confidence to Mr.
Karoon, to have violated Mr. Karoon's "right of privacy" and made in conspiracy with B.T. to injure Mr. Karoon. A total of
U.S. $4,000,000.00 damages is claimed, U.S. $1,000,000.00 as punitive damages for the breach of the "right of privacy" and
the conspiracy, additional to the U.S. $1,000,000.00 claimed for "special damage" for each of the three causes of action.

Before Bingham J., Mr. Hoffmann submitted that the New York proceedings would cause injustice to his clients for a number
of reasons, which the judge summarised under five headings. The first two can be taken together, it being submitted: whatever
the prospects of success, the New York action is an attempt to penalise B.T. for availing itself of the interpleader procedure in
England and complying with the Rules of the Supreme Court . The New York action would involve relitigating a matter already
litigated in England, i.e. whether an interpleader should have been ordered in respect of moneys remitted from the United States.
As such, the action is vexatious and oppressive. It is in truth doubly vexatious and oppressive because it has no reasonable
prospect of success, since Mr. Karoon will be quite unable to show that he has suffered any damage, because Robert Goff J.
would have made the self same order if B.T. had not relied upon the information provided to it by B.T.T.C.

Mr. Hoffmann's three further points submitted to the judge can be stated as one proposition, namely, that an English court is the
forum conveniens because it can without difficulty resolve what duty of confidence, if any, was owed the *51  New York bank
in these circumstances to its client Mr. Karoon. Tournier v. National Provincial and Union Bank of England [1924] 1 K.B. 461 ,
is the source of the law in both jurisdictions. By contrast, a New York judge would be faced with difficult questions concerning
the duty of an English litigant in an English interpleader. Moreover, if Mr. Karoon were able to establish that he would have
succeeded in striking out the interpleader proceedings had not B.T.T.C. provided the information to B.T., he would still have
to establish, in order to claim damages, that the money in London belonged to him and that issue has to be decided in London.
Mr. Karoon, moreover, has no legitimate judicial advantages in proceeding in New York.

Before Bingham J. no submission appears to have been made to the judge that a different approach might be justified to the New
York action, according to whether one was considering the position of B.T.T.C. or the position of B.T. Neither party asked the
judge to differentiate between B.T. and B.T.T.C. in any order he made. However, in his judgment, viewing the two companies
as two separate legal entities, Bingham J. concluded that they should be treated separately. In regard to the New York action,
in so far as it related to B.T.T.C., he said:

"It is an action brought in New York against a bank incorporated and carrying on business there. Mr. Karoon, an Iranian
citizen resident in France, had an account with that bank. Although Mr. Karoon has advanced three causes of action
against B.T.T.C. (breach of confidence, invasion of privacy and conspiracy) it seems plain that his central complaint against
B.T.T.C. arises from its voluntary dislosure to B.T. of information relating to his account. Whether this disclosure involved
a breach of contractual duty, or of Mr. Karoon's right to privacy, on the part of B.T.T.C. must be determined according to
the law of New York. Whether B.T.T.C. was guilty of an actionable conspiracy may also fall to be decided under that law,
although this cause of action appears to be something of a makeweight. The disclosure by B.T. to the English court forms
no part of Mr. Karoon's cause of action against B.T.T.C. That disclosure does have a significant bearing on Mr. Karoon's
ability to prove actual damage flowing from the disclosure, since he could show none if Robert Goff J. would have made
the same order even without the information concerning Mr. Karoon's American transactions in Mr. Saunders' affidavit.
To that extent the action does involve inquiry into what Robert Goff J. would have done on different evidence, an inquiry
which would be best carried out by this court. It is, however, an inquiry which a New York court could doubtless undertake
and resolve. Mr. Karoon may have a cause of action for invasion of privacy available to him in New York which is not
available here. It would certainly appear that his chances of obtaining substantial damages on a punitive or exemplary basis
are better there. His ability to sue in New York on a contingency fee basis may not be a juridical advantage ( Smith Kline &
French Laboratories Ltd. v. Bloch [1983] 1 W.L.R. 730 , 747H) and is, in my view counterbalanced by B.T.T.C.'s inability
to recover costs if successful, but is certainly not an argument against allowing the New York action to proceed against
B.T.T.C. Overall, I do not regard an injunction as appropriate to restrain the action insofar as it lies against B.T.T.C. If the
action were to proceed, B.T.T.C. might, of course, win or lose; and if it lost the damages might be large, or nominal, or
even non-existent. But all these seem to me to be matters best entertained and resolved in the New York court which would
be applying its own law to events very largely occurring within its own jurisdiction."

  *52
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In reaching his decision relative to B.T.T.C., Bingham J. was applying the principles to which he made specific reference, as
laid down or reflected in the decisions of The Atlantic Star [1974] A.C. 436 , MacShannon v. Rockware Glass Ltd. [1978] A.C.
795 , Castanho v. Brown & Root (U.K.) Ltd. [1981] A.C. 557 and Trendtex Trading Corporation v. Credit Suisse [1980] Q.B.
629 . These principles were not in dispute between the parties.

He then turned to the New York action against B.T., commenting that the claim assumed a somewhat different aspect. He said:

"The crux of Mr. Karoon's complaint against B.T. is that it acted unlawfully in seeking information from B.T.T.C. The
allegation is made that B.T. gratuitously revealed this information, but Mr. Strauss accepted that the revelation was not
gratuitous and acknowledged the difficulty of maintaining that B.T. had no interest in revealing that information. B.T. is also
accused of conspiracy and inducement of breach of contract by B.T.T.C. but these complaints arise out of the same factual
premise, namely, the request for information made by B.T. to B.T.T.C. This was a request made by B.T. in the context of
its role as a party seeking to interplead under R.S.C., Ord. 17 . In his original affidavit, Mr. Saunders had made no overt
reference to these moneys transferred by B.T.T.C. to B.T. Mr. Karoon raised a clear issue concerning them in his affidavit
of 25 April. B.T. had either to let the matter (and the moneys) go, with the risk that it might later be held accountable for
the moneys, or make such inquiries as it could (or, if it had already made inquiry, inform the court of the result).

"Leaving entirely on one side the question whether, on information being requested, B.T.T.C. should, as a matter of New
York law, have complied with the request, I think that two significant questions of English law arise in respect of B.T.'s
conduct: whether it was reasonable and proper for B.T., in seeking to protect its own interests, to request information from
B.T.T.C.; and whether, in pursuance of its duty as a party applying to interplead it was proper for B.T. to seek to lay before
the court all evidence within its power relevant to the application. This is a lis between a bank carrying on business in
London and a London customer of that bank arising out of English interpleader proceedings to which both were party.
Moreover, it directly touches on a matter with which this court must be very closely concerned, the proper conduct of a
party to English interpleader proceedings. I should not and do not form or express any opinion whether B.T.'s conduct
was proper or improper. That is not an issue before me. I am, however, of the opinion that B.T. would be exposed to the
risk of real injustice if the propriety of its conduct were to be judged in any court other than that in which the interpleader
proceedings took place. It furthermore appears to me that England is in every way a more appropriate forum than New
York for trial of the issues between Mr. Karoon and B.T. and that Mr. Karoon would lose no legitimate juridical or personal
advantage by suing here. The New York forum would afford him no additional cause of action and the chance of an
improved measure of damage would be problematical. These considerations are, however, in my judgment, of less weight
in this than the usual case because the overriding consideration of what justice demands points strongly towards restraint
of Mr. Karoon's action against B.T. in New York. If B.T. were the only New York defendant, I would, even bearing in mind
the need for great caution in restraining prosecution of a foreign action, think it right to grant an injunction."

The difficulty which then faced Bingham J. was the combination in one set of New York proceedings of claims against B.T.T.C.,
which he was not willing to *53  restrain, and claims against B.T., which he was. He concluded that it would not be right to grant
an excessive injunction, which would be the case if he restrained the prosecution of an action which he regarded as properly
brought against B.T.T.C. in New York, nor would it be right to expose B.T. to an unacceptable risk of injustice. He therefore
made no mandatory order that Mr. Karoon discontinue his New York proceedings, but he continued the negative injunction
made ex parte on 13 September 1983, restraining Mr. Karoon from taking any further steps in the New York action so far as it
related to B.T. Mr. Karoon thus remained free to prosecute the New York action against B.T.T.C. Mr. Strauss on behalf of Mr.
Karoon is content with that position because B.T. is not a necessary party to the New York action. Mr. Karoon can obtain all
the remedies to which he is entitled with the New York action limited to B.T.T.C.

Before us Mr. Hoffmann has stressed the distinction between his two lines of argument, and reinforced the distinction by
reference to the recent decision of the United States Court of Appeal for the District of Columbia Circuit, in Laker Airways Ltd.
v. Sabena, Belgian World Airlines (1984) 731 F. 2d 909 . His first line of argument is that, as a matter of English public policy,
the claims in New York should not be allowed to be brought at all. Citing the American Laker case:

"Courts have a duty to protect their legitimately conferred jurisdiction to the extent necessary to provide full justice to
litigants. ... a court may freely protect the integrity of its judgments by preventing their evasion through vexatious or
oppressive relitigation" ( per Judge Wilkey, at pp. 928-929),
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he maintained: (1) that there is "an overriding public policy" that a litigant should be able to take all proper steps to put relevant
evidence before the court;(2) that it is in the public interest that there should be finality in litigation, and since Mr. Karoon had
not objected to Mr. Saunders' affidavit being put before Robert Goff J., he should not now be allowed to bring an action for
damages allegedly arising from the use of that affidavit.

As regards the latter point, Mr. Hoffmann expressly accepted that any objection by Mr. Karoon would have been doomed to
failure and in such circumstances it seems to me plain that Mr. Karoon cannot be blamed for having failed to take what is
accepted would have been futile action.

Thus, Mr. Hoffmann's first and main criticism of Bingham J.'s decision is that he treated the case as being an ordinary case of
competition between two jurisdictions where the question was which was the most appropriate forum.

It is however quite fundamental to Mr. Hoffmann's submission, (and he readily accepts this) that the public policy on which he
relied requires the court to overlook the corporate distinctions in law between B.T. and B.T.T.C. While accepting that B.T. and
B.T.T.C. are separate legal entities, Mr. Hoffmann contends that from a practical point of view it makes no difference whether
B.T.T.C. was a branch of B.T. or a subsidiary. He argues that if one looks at the substance of the matter, B.T. are being sued
in New York on account of the evidence which they gave in their own defence in proceedings brought against them by Mr.
Karoon in London. The protection of B.T.'s own interests required the giving of this information and accordingly B.T., which
must in practice be treated as having this information in their possession, was not in breach of its implied obligation of secrecy:
see Tournier v. National Provincial and Union Bank of England [1924] 1 K.B. 461 .

The reality of the matter is that B.T.T.C. is not a branch of B.T. That is not the way in which B.T. has chosen to organise its
business as a bank. Of course, B.T. is entitled to take all proper steps to obtain evidence to resist Mr. Karoon's application to
strike out the interpleader summons, but the issue remains, were *54  these steps proper ones? If, as Mr. Karoon maintains,
B.T.T.C. owed him a duty of confidence and was therefore not entitled to communicate to another separate legal entity any
information concerning his account with them without his approval, then B.T.T.C. was in breach of its duty and it would follow
that B.T. induced a breach of contract. Mr. Hoffmann accepted that if B.T.T.C. was not a subsidiary of B.T. but was another
bank, then Mr. Karoon would certainly have a cause of action, although he maintained his contention that his damages would
be purely nominal.

I can see no valid basis, and certainly no authority was provided to us by Mr. Hoffmann, for the contention that we must ignore
the separate legal existence of B.T.T.C. Once the corporate distinction in law between B.T. and B.T.T.C. has to be recognised,
the foundation of Mr. Hoffmann's submission that there is an English rule of public policy which requires that this action should
not be allowed to be brought disappears. There is an arguable case that B.T.T.C., a separate juridical entity, owing Mr. Karoon
an obligation of secrecy, broke that obligation when, without his consent, they revealed to B.T. the material referred to above
concerning his account in New York.

In his reply, Mr. Hoffmann formulated a further issue of public policy, namely, that damages cannot be recovered, other than
nominal damages for breach of contract, as a result of there being introduced into litigation in England relevant and admissible
evidence, even though such evidence has been improperly obtained. He submitted that as a matter of public policy it is so
essential to the administration of justice that all relevant and admissible evidence is placed before the courts that, even though
such evidence may have been provided in breach of a contract not to divulge such material and damage can be established to
have resulted from this wrongful disclosure, the plaintiff's remedy is limited to nominal damages for breach of contract, and he
has no remedy against the person who wrongfully induced the breach of contract.

Mr. Hoffmann was at pains to make quite clear that he was not limiting this rule of public policy to the case of a plaintiff who
had wrongfully concealed evidence or sought to mislead the court, and had ultimately failed in his claim because evidence
improperly obtained had ultimately been put before the court. That would merely be an example of the well-established principle,
ex turpi causa non oritur actio. Mr. Hoffmann was unable to produce any authority in support of the existence of this rule
of public policy and it became apparent in the course of his submissions that it would not be difficult to imagine examples
where such a rule would operate contrary to accepted notions of justice and fairness. Moreover, it is of the very essence of our
adversarial system that the court decides the dispute on the material placed before the court, it being for the parties and not for
the court to decide of what that material should consist. Hence the well-established principle that in civil litigation the judge
is not entitled, without the consent of the parties, to call a witness, although he may have every reason to believe that such a
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witness might well enable him the better to reach a just decision: see In re Enoch and Zaretzky Bock & Co.'s Arbitration [1910]
1 K.B. 327 and Fallon v. Calvert [1960] 2 Q.B. 201 .

I am therefore far from satisfied that such a wide principle of public policy exists. But, even were it to exist, it would not justify
the striking out of the action. Ex hypothesi, the plaintiff would have a good cause of action for breach of contract, and the fact
that his damages might well be nominal still entitles him to bring his action. He might well be content with a declaration which
established that the defendant broke some important duty of secrecy and was therefore not to be trusted. Accordingly, this rule
of English public policy, were it to exist, cannot support Mr. Hoffmann's contention that the action against B.T.T.C. should
never have been brought and therefore that the proceedings *55  should be stopped in limine. It would merely preclude the
right to recover more than nominal damages.

The action brought by Mr. Karoon against B.T.T.C. is in every sense an American action. The contract upon which the contractual
claim is based was made in New York with a New York corporation. The proper law of that contract is American law and if
according to American law a breach of that contract took place when B.T.T.C. divulged information to B.T., then the breach
of that contract took place in New York. So far as the tort of conspiracy is concerned, the alleged conspirator who is being
sued is a New York corporation and for an alleged conspiracy that took place in New York, because it was there that both the
agreement and the overt acts in pursuance of that conspiracy were made and carried out. It will be for American law to determine
whether the tort of conspiracy was committed and for this decision the New York court is the natural forum: see Distillers Co.
(Biochemicals) Ltd. v. Thompson [1971] A.C. 458 . Further, the alleged invasion of privacy occurred in New York. It is a cause
of action as yet unknown to English law and will have to be determined in accordance with New York law. In the result New
York law will be the proper law for the determination of whether or not there has been a breach of contract and whether or not
B.T.T.C. has committed the two torts alleged. New York law will also be the lex fori. In such circumstances it seems to me
to be irrelevant that in England, assuming Mr. Hoffmann's submission to be correct, Mr. Karoon would have recovered only
nominal damages for breach of contract.

As regards Mr. Hoffmann's second line of attack, he ultimately conceded that, if the corporate distinctions in law must not be
overlooked and B.T.T.C. must be treated as a separate legal entity (as is indeed my view), then New York is the natural forum
for the reasons to which I have recently referred. In such circumstances there is no need to consider the balance of legitimate
juridical advantages. However, were we obliged to consider that matter, I do not think that Mr. Hoffmann would have seriously
contended that the balance was other than in favour of the action remaining in New York. Mr. Karoon alleges on affidavit
that as a result of B.T. successfully interpleading he has no funds to support his litigation. However, in America he can bring
his claim because of the contingency fee system. The Smith Kline case [1983] 1 W.L.R. 730 was a decision on its own very
special facts, where the Court of Appeal was clearly of the view that the plaintiff, who had legal aid in England, was abusing
the contingency fee system in order to bring proceedings in America against the American parent corporation, against which
he had no real cause of action. His cause of action, if any, lay against the English subsidiary and his conduct in bringing the
American proceedings was clearly vexatious. Thus, in that case it was not a legitimate juridical advantage. Moreover, were Mr.
Karoon to bring proceedings in England, he would inevitably be met with a claim for security of costs, being resident out of the
jurisdiction, and this he could not, or would have great difficulty in meeting. He is of course faced with no such problems in
the United States. It is common ground that under New York law he may well have a claim for exemplary damages. Although
this is certainly not accepted by B.T., Mr. Karoon might, under New York law, be able to recover exemplary damages, even
though he only obtained nominal damages for the alleged breach of contract and/or no actual damage for the torts of invasion
of privacy or conpiracy.

In the end there is left only one unusual feature which will face the New York court. It will have to decide whether the provision
by B.T.T.C. to B.T. of the information which B.T. subsequently put before the court in fact resulted in Mr. Karoon losing any
real chance of either striking out the interpleader summons or obtaining summary relief under R.S.C., Ord. 17, r. 5 - in short,
*56  what probably would have happened in England if B.T.T.C. had not made the information available to B.T. Although this

is an unusual inquiry for a New York court to make, it will, if and when required, be provided with expert evidence as to English
law and procedure and should ultimately have no difficulty in resolving this issue.

I would accordingly dismiss this appeal.

ROBERT GOFF L.J.
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The judge was faced with the following situation. The Bank of Tokyo Ltd., the appellant before this court ("B.T."), had
commenced interpleader proceedings in this country. It had done so because there were moneys credited to accounts at its
London branch to which competing claims were being made - on the one hand by an Iranian company, Maritime Co. Ltd.
("Maritime"), through a workers' council in Iran which, following the revolution in that country, appeared to have gained control
of Maritime; and, on the other hand, by an Iranian gentleman, Mr. Karoon, the respondent before this court, who formerly
controlled Maritime but who has, since the revolution in Iran, left that country and taken up residence in France. The interpleader
proceedings have been complicated by the fact that Mr. Karoon, fearing that disclosure to Maritime of the existence of certain
of these moneys might have an adverse effect on his family in Iran, sought to persuade the English court that no such disclosure
should be allowed. That attempt has in fact failed, because disclosure was necessary to enable the interpleader issue to be
tried. However, one of the steps which Mr. Karoon at one time took was to ask the English court to strike out the interpleader
proceedings under R.S.C., Ord. 18, r. 19, his submission being that certain moneys which had been transferred to B.T.'s London
branch from Mr. Karoon's personal account with the Bank of Tokyo Trust Co., the New York subsidiary of B.T. ("B.T.T.C."),
were his own and were moreover moneys to which Maritime could have no arguable claim, so that they should not be the
subject of the interpleader proceedings.

The commercial judge (who, it so happens, was myself) dismissed that application. A note of the judgment is before this court
and shows that the basis of the decision was that the court considered that, having regard in particular to a letter emanating from
the workers' council, B.T. had reasonable grounds for thinking that it might be sued by Maritime not only in respect of moneys of
Maritime but also in repect of moneys of Mr. Karoon on the ground that they had emanated from Maritime, and that it would be
wrong for the court to preempt the situation on the evidence of one party only. At all events, for the purposes of his application
to strike out, Mr. Karoon swore an affidavit concerning the moneys which had been transferred from B.T.T.C., stating that
those moneys had not originated from Maritime. As a result, B.T. made inquiries of B.T.T.C. about those moneys. B.T.T.C. then
supplied information about the moneys to B.T., some of which was embodied in an affidavit sworn by Mr. Saunders of B.T. for
the purpose of laying the information before the commercial judge when he dealt with Mr. Karoon's application to strike out.

Mr. Karoon has taken objection to his bankers in New York, B.T.T.C., supplying this information to B.T., and indeed he has
objected to B.T. seeking to obtain the information from B.T.T.C. So, on 7 July 1983, he commenced proceedings in New York
against both B.T. and B.T.T.C. In those proceedings he alleged (1) breach by B.T.T.C. of its contractual duty of confidence to
him, in revealing the information to B.T.; (2) breach of contract by B.T. in obtaining the information; (3) violation by B.T.T.C.
of Mr. Karoon's right of privacy; (4) conspiracy by B.T. and B.T.T.C.; and (5) that B.T. wrongfully induced B.T.T.C. to break
its contract with Mr. Karoon.

On its application before the judge, B.T. asked for an order directing Mr. Karoon to discontinue the action in New York against
B.T. and B.T.T.C. *57  and/or an injunction restraining Mr. Karoon from taking any further steps in the New York action or
"commencing or pursuing any other proceedings relating to the same subject matter before any other court than this Honourable
Court." The judge declined to make a mandatory order, but he maintained an injunction (which had earlier been granted ex
parte) in terms expressly limited to the New York proceedings against B.T. The effect was that Mr. Karoon was free to prosecute
his New York action against B.T.T.C. but not against B.T.

[His Lordship referred to the judgment of Bingham J. below, cited passages set out in the judgment of Ackner L.J., ante, pp.
49G - 50C, 51C, D-H, 52B-G and continued:] B.T. has appealed to this court against the judge's decision, in so far as he failed
to restrain Mr. Karoon from pursuing the New York action as against B.T.T.C. There is no cross-appeal by Mr. Karoon. This is
for the simple practical reason that Mr. Karoon's New York action can continue just as well against B.T.T.C. alone. However,
in so far as it may be necessary for the purposes of resisting B.T.'s appeal, Mr. Karoon has by his respondent's notice taken
the point that the judge was wrong to continue the injunction restraining Mr. Karoon from further prosecuting the New York
action against B.T.

Before the judge, Mr. Hoffmann for B.T. had argued that the New York proceedings would cause injustice to his clients for a
number of reasons, viz: (1) the New York action was vexatious because (a) it was an attempt to penalise B.T. for availing itself
of the interpleader proceedings in England, (b) it would involve re-litigating the question (already litigated here) whether an
interpleader issue should have been ordered, and (c) it had no reasonable prospect of success; and (2) any action should be tried in
England because (a) the interpleader proceedings were already here, (b) an English court could, without difficulty, resolve what
duty of confidence is owed by a New York bank to its client, whereas a New York judge would be faced with difficult questions
regarding English interpleader proceedings, (c) the question of ownership of the moneys had to be decided first anyway, and
(d) the availability of a contingency fee to Mr. Karoon could not, on the authorities, be regarded as a juridical advantage to him.
Before this court, however, Mr. Hoffmann's argument was somewhat different. The reason for the development of his argument
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was the intervening decision of the U.S. Court of Appeals in Laker Airways Ltd. v. Sabena, Belgian World Airlines (1984) 731
F. 2d 909 which was only decided on 6 March 1984 and so was not available to Bingham J. in the present case. Mr. Hoffmann
drew on the analysis of Judge Wilkey, who delivered the majority judgment in that case, and urged this court to do likewise in
considering the problem in the present case. In order to place Mr. Hoffmann's submissions in their context, it will be necessary
briefly to summarise the relevant principles stated by Judge Wilkey. This is no easy task. The judgment is substantial both in
content and in length. I have studied it with interest and, indeed, respect.

Laker Airways Ltd. v. Sabena, Belgian World Airlines is concerned with the unhappy clash of jurisdiction which has occurred
between courts in this country and courts in the United States, following upon the commencement by the liquidators of Laker of
antitrust proceedings in the United States against a number of international airlines, alleging that their combined activities were
the cause of Laker's downfall. Among the airlines so sued were two British airlines, British Airways and British Caledonian.
Following the making of an order by the Secretary of State for Trade and Industry in this country (acting under powers conferred
on him by Act of Parliament) which had the effect of prohibiting the two British airlines from complying with "United States
antitrust measures," the Court of Appeal in this country granted an injunction restraining Laker from taking any steps against
British Airways and British Caledonian in the United States action: British Airways Board v. Laker Airways Ltd. [1984] Q.B.
142 . Meanwhile, in the United States Laker obtained temporary restraining *58  orders from the District Court restraining
other airlines from instituting in the courts in this country similar proceedings for an injunction. Two of those airlines, KLM
and Sabena, challenged the District Court's preliminary injunction on appeal to the Court of Appeals. The Court of Appeals,
by a majority, declined to overturn the injunction so granted.

In the course of his judgment Judge Wilkey analysed in depth the applicable principles of law. I am only concerned, for present
purposes, with his consideration of the propriety of what he called "the antisuit injunction." I shall summarise the principles
stated by him as briefly as I can, though I realise that so brief a summary cannot do justice to his reasoning.

(1) He observed, 731 F. 2d 909 , 926-927, that the sufficiency of jurisdictional contacts with both the United States and England
resulted in concurrent jurisdiction to prescribe.

"However, the fundamental corollary to concurrent jurisdiction must ordinarily be respected: parallel proceedings on the
same in personam claim should ordinarily be allowed to proceed simultaneously, at least until a judgment is reached in
one which can be pled as res judicata in the other ... For this reason, injunctions restraining litigants from proceeding in
courts of independent countries are rarely issued," though "A second reason cautioning against exercise of the power is
avoiding the impedance of the foreign jurisdiction."

(2) "There are no precise rules governing the appropriateness of antisuit injunctions. The equitable circumstances
surrounding each request for an injunction must be carefully examined to determine whether, in the light of the principles
outlined above, the injunction is required to prevent an irreparable miscarriage of justice."

However, (3) injunctions are most often necessary (a) to protect the jurisdiction of the enjoining court, or (b) to prevent the
litigant's evasion of the important public policies of the forum.

(4) With regard to (3) (a) above, viz. protection of the jurisdiction of enjoining court, a distinction was drawn between cases
where the enjoining court has proceeded to judgment on the merits, and cases where an injunction is requested to protect the
court's jurisdiction before a judgment has been reached. In the former case there is little interference with the rule favouring
parallel proceedings in matters subject to concurrent jurisdiction: so a court may protect the integrity of its judgments by
preventing their evasion through vexatious or oppressive relitigation: see, e.g., Bethell v. Peace (1971) 441 F. 2d 495 . In the latter
case the factors which might support the issue of an injunction do not usually outweigh the importance of permitting foreign
concurrent actions; and the policies underlying the rule permitting parallel proceedings in concurrent in personam actions are
more properly considered in a motion for dismissal for forum non conveniens. Even so, there must be circumstances in which
an antisuit injunction is necessary to conserve the court's ability to reach a judgment, and the District Court's injunction was
proper on that basis.

(5) With regard to (3) (b) above, viz. preventing the litigant's evasion of the important public policies of the forum, an antisuit
injunction will issue to preclude participation in the litigation only when the strongest equitable factors favour its use. Among
the authorities cited by Judge Wilkey where such an injunction has issued was Cole v. Cunningham (1890) 133 U.S. 107 , a
case concerned with protecting the exercise of bankruptcy jurisdiction. Judge Wilkey further considered that the District Court's
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injunction properly prevented KLM and Sabena from attempting to escape the application of the United States antitrust laws
to the conduct of business in the United States.

Mr. Hoffmann urged us to adopt a similar approach in the present case to that adopted by Judge Wilkey in his analysis, and
in particular to distinguish, on *59  the basis of both English and United States authorities, the two groups of cases where
injunctions may be granted, viz. to protect the jurisdiction of the court and to prevent the litigant's evasion of the important
public policies of the forum. The present case before us fell, submitted Mr. Hoffmann, within these principles. He asked us
to approach the case by considering first whether, if B.T. in London and B.T.T.C. in New York had been a single entity and
all relevant events had happened in England, proceedings in this country similar to those commenced by Mr. Karoon in New
York would have been struck out as an abuse of process. He submitted that they would, because such proceedings would have
infringed both the public interest in making available all relevant evidence for the court and the public interest that there should
be finality in litigation. That being so, he submitted that it made no difference that Mr. Karoon had commenced his proceedings
not in this country but in New York, because the English court, in protecting the integrity of its own jurisdiction, should not
allow a litigant, subject to its jurisdiction, to bring such an action in a foreign jurisdiction. Furthermore, he submitted, having
regard to the basis of the jurisdiction, the court should not be deflected from giving effect to its public policy by the fact that
B.T. and B.T.T.C. are different legal entities; otherwise it would be sacrificing substance to form.

As an alternative to this main line of argument, Mr. Hoffmann invoked the principles enunciated by the House of Lords in recent
cases concerned with alternative forums, viz. MacShannon v. Rockware Glass Ltd. [1978] A.C. 795 and Castanho v. Brown &
Root (U.K.) Ltd. [1981] A.C. 557 , and submitted that, on the "critical equation" referred to in those cases, the balance pointed
towards requiring Mr. Karoon to litigate in England.

In considering Mr. Hoffmann's submissions, I recognise that it is not merely legitimate but desirable that courts in this country
should pay due regard to developments in sister common law jurisdictions, notably the United States; this is especially desirable
when the court is concerned with principles of law affecting the relationship between our two jurisdictions and when we are
presented with an analysis as profound as that of Judge Wilkey in Laker Airways Ltd. v. Sabena, Belgian World Airlines, 731
F. 2d 909 . Even so, we have to proceed with due caution. Not only do we have to operate within the confines of the doctrine
of precedent in this country, but we have to bear in mind that the development of the relevant principles of law in our two
countries may not be identical. Frequently, however, under the influence of history and of practical pressures to which both
jurisdictions are subject, it transpires that there have taken place in our two jurisdictions parallel developments which, though
neither simultaneous nor identical, reveal a very similar trend.

This is just what we find in the case of what American lawyers call "antisuit injunctions." At bottom, the fundamental principles
appear to have developed along similar lines. Thus, the jurisdiction is very wide, being available for exercise whenever justice
demands the grant of an injunction. Again, the English court does not attempt to restrain the foreign court, but operates in
personam, restraining a party from instituting or prosecuting the suit in the foreign jurisdiction; though an injunction will
only be granted to restrain a person who is regarded as being properly amenable to the jurisdiction of the English courts.
Furthermore, it has been repeatedly stated that the jurisdiction must be exercised with extreme caution, indeed sparingly: this is
partly because concurrent proceedings in different jurisdictions are tolerated, but also because of a desire to avoid conflict with
other jurisdictions. For it is accepted, as is indeed obvious, that courts of two different jurisdictions, one in this country and one in
a foreign country, can have jurisdiction over the same dispute. It is not prima facie vexatious for the same plaintiff to commence
two actions relating to the same subject matter, one in England and one abroad; but the court may be *60  less ready to tolerate
suits in two jurisdictions in the case of actions in rem than it is in the case of actions in personam. All these principles are well-
established, and indeed non-controversial, and appear to be common to both the English and the United States jurisdictions.

But the jurisdiction to grant such an injunction has only rarely been exercised in this country. The earliest cases in which the
jurisdiction was established do not necessarily provide authoritative examples of its exercise today, indeed one of them ( Bushby
v. Munday (1821) 5 Madd. 297 ) was later to be described by Lord Brougham as going to the "very verge of the law" (see
Carron Iron Co. v. Maclaren (1855) 5 H.L.Cas. 416 , 446). In the course of the 19th century, there developed a line of cases in
which assets were being administered by the English court, and one interested person sought to gain an advantage over other
interested persons by prosecuting proceedings in a foreign country where part of the assets were situated. In such cases, for
example, where a person sought in this way to gain the benefit of foreign assets of an estate after a decree of administration
(see, e.g., Graham v. Maxwell (1849) 1 Mac. & G. 71 ), or of a bankrupt after his petition in bankruptcty (see, e.g., In re Distin
(1871) 24 L.T. 157 ), or of a company after winding up proceedings had been commenced (see, e.g. In re North Carolina Estate
Co. Ltd. (1889) 5 T.L.R. 328 ), such a person has been restrained by injunction from pursuing foreign proceedings, but only
if he were a domiciled Englishman or otherwise amenable to the jurisdiction of the English court. In the later 19th century,
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however, following the decisions of the Court of Appeal in McHenry v. Lewis (1882) 22 Ch.D. 397 and Peruvian Guano Co.
v. Bockwoldt (1883) 23 Ch.D. 225 , it became accepted that, at least in the case of actions in personam, concurrent proceedings
by the same party in this country and abroad were not prima facie vexatious, and the proceedings abroad should not therefore
be restrained. It was for the party seeking an injunction to prove that the proceedings abroad were vexatious, for that purpose,
he had generally to show that the plaintiff in the foreign court could not obtain an advantage from the foreign procedure which
he could not obtain in the English court: see in particular Hyam v. Helm (1883) 24 Ch.D. 531 , and Cohen v. Rothfield [1919]
1 K.B. 410 . That criterion was very rarely fulfilled: for examples where it was fulfilled see Armstrong v. Armstrong [1892] P.
98 , Moore v. Moore (1896) 12 T.L.R. 221 and Christian v. Christian (1897) 67 L.J.P. 18 .

Injunctions have however also been granted to restrain proceedings brought in breach of contract (see Lett v. Lett [1906] 1 I.R.
618 and The Tropaioforos (No. 2) [1962] 1 Lloyd's Rep. 410 ), and to restrain enforcement of a judgment obtained fraudulently:
see Ellerman Lines Ltd. v. Read [1928] 2 K.B. 144 . Putting aside these latter cases, however, and without attempting to cut
down the breadth of the jurisdiction, the golden thread running through the rare cases where an injunction has been granted
appears to have been the protection of the jurisdiction; an injunction has been granted where it was considered necessary and
proper for the protection of the exercise of the jurisdiction of the English court. This can be said not only of cases where assets
were being administered by the English court but also of cases where proceedings abroad were restrained as vexatious, for a
party who attempts to reap the benefit of proceeding vexatiously is interfering with the proper course of administration of justice
here: for example, see Armstrong v. Armstrong [1892] P. 98 , 101, per Jeune J. But there was this difference between these
two groups of cases: that, whereas in the latter group the foreign proceedings were regarded as vexatious because the plaintiff
could derive no advantage from them, in the former group he was restrained precisely because he might gain an advantage
from the foreign proceedings.

Now at one time it was thought that the requirement that proceedings must be vexatious was applicable, not only to the exercise
of the court's jurisdiction *61  to restrain a party from instituting or prosecuting foreign proceedings, but also to the exercise of
the court's jurisdiction to stay proceedings commenced in this country: see again McHenry v. Lewis, 22 Ch.D. 397 and Peruvian
Guano Co. v. Bockwoldt, 23 Ch.D. 225 . A stay would only be granted if the continuance of the action in this country would
be oppressive or vexatious to the defendant or otherwise an abuse of the process of the court, and if a stay would not cause an
injustice to the plaintiff: see St. Pierre v. South American Stores (Gath & Chaves) Ltd. [1936] 1 K.B. 382 , per Greer L.J., at p.
392 and per Scott L.J., at p. 398. Again, these criteria were rarely fulfilled. However, in The Atlantic Star [1974] A.C. 436 , the
House of Lords recognised that this very rare restrictive criterion for staying proceedings in this country was too nationalistic:
Lord Reid referred to it, at p. 453, as a "rather insular doctrine." In that case the court relaxed the criteria of "oppression" and
"vexation." Four years later, in MacShannon v. Rockware Glass Ltd. [1978] A.C. 795 , the House of Lords relaxed the criteria
still further, abandoning altogether the criteria of "oppression" and "vexation," and adopting a principle which is now accepted
to be indistinguishable from the principle of forum non conveniens as accepted in Scottish law: see The Abidin Daver [1984]
A.C. 398 . A parallel development has taken place in the United States: see Gulf Oil Corporation v. Gilbert (1947) 330 U.S.
501 and Piper Aircraft Co. v. Reyno (1981) 454 U.S. 235 .

On these authorities it may be observed that there are strong similarities in the way in which the law on this topic has developed
in both countries. However, in 1981 there occurred a development in this country which has sharply differentiated the two
jurisdictions. In Castanho v. Brown & Root (U.K.) Ltd. [1981] A.C. 557 , Lord Scarman (who delivered a speech with which
the remainder of the House of Lords agreed) treated the criteria applicable to the exercise of the court's discretion to impose a
stay or grant an injunction as identical. He said, at p. 574: "It is unnecessary now to examine the earlier case law. The principle
is the same whether the remedy sought is a stay of English proceedings or a restraint upon foreign proceedings." After referring
to The Atlantic Star [1974] A.C. 436 , he quoted a passage from Lord Diplock's speech in MacShannon's case [1978] A.C. 795
, 812, as embodying his distillation of principle in the case of a stay, which reads:

"In order to justify a stay two conditions must be satisfied, one positive and the other negative: (a) the defendant must
satisfy the court that there is another forum to whose jurisdiction he is amenable in which justice can be done between
the parties at substantially less inconvenience or expense, and (b) the stay must not deprive the plaintiff of a legitimate
personal or juridical advantage which would be available to him if he invoked the jurisdiction of the English court."

Lord Scarman then said, at p. 575:

"Transposed into the context of the present case, this formulation means that to justify the grant of an injunction the
defendants must show: (a) that the English court is a forum to whose jurisdiction they are amenable in which justice can be

Case 2:19-ap-01383-SK    Doc 259-3    Filed 06/03/21    Entered 06/03/21 15:47:43    Desc
Exhibit B to Phelps Declaration    Page 41 of 293



Bank of Tokyo Ltd v Karoon, [1987] A.C. 45 (1984)

© 2021 Thomson Reuters. 13

done at substantially less inconvenience and expense and (b) the injunction must not deprive the plaintiff of a legitimate
personal or juridical advantage which would be available to him if he invoked the American jurisdiction. The formula is
not, however, to be construed as a statute. No time should be spent in speculating as to what is meant by 'legitimate.' It, like
the whole of the context, is but a guide to solving in the particular circumstances of the case the 'critical equation' between
advantage to the plaintiff and disadvantage to the defendants."

Lord Scarman did not apparently consider it necessary to give reasons for his opinion that the principle is the same whether
the remedy sought is a stay of  *62  English proceedings or a restraint upon foreign proceedings, and that it was therefore
unnecessary, having regard to the decisions of the House of Lords in The Atlantic Star [1974] A.C. 436 and MacShannon's
case [1978] A.C. 795 , both of which related only to a stay of English proceedings, to examine earlier case law on restraint
of foreign proceedings. As I have recorded, it is now recognised that the principle applicable in the case of a stay of foreign
proceedings is indistinguishable from the Scottish principle of forum non conveniens. This Latin tag is, like many others,
misleading: proceedings in the English forum are stayed not because England is an inconvenient forum, but because there is
another clearly more appropriate forum abroad. The classic statement of principle is to be found in the judgment of Lord
Kinnear in Sim v. Robinow (1892) 19 R. 665 , 668, when, after stating that the court would not refuse to exercise its jurisdiction
"upon the ground of a mere balance of convenience and inconvenience," he said that

"the plea can never be sustained unless the court is satisfied that there is some other tribunal, having competent jurisdiction,
in which the case may be tried more suitably for the interests of all the parties and for the ends of justice."

A similar principle was adopted by Lord Sumner in Société du Gaz de Paris v. Société Anonyme de Navigation "Les Armateurs
Français", 1926 S.C. (H.L.) 13 , 22, when he said that the object was to find "that forum which was the more suitable for the
ends of justice."

It follows that the policy underlying the principle of forum non conveniens is a policy of declining to exercise jurisdiction
where there is another clearly more appropriate forum; though, if in such circumstances trial in England would offer the plaintiff
a real advantage, a balance must be struck and the court must decide in its discretion whether justice requires a stay. This
policy, avowedly less nationalistic than the old principle of vexation or oppression as applied in the past in cases of stay of
proceedings, is one which is given effect to, on an application by the defendant, by a court of the forum in which there have
been commenced proceedings over which the court has jurisdiction. It is a self-denying ordinance. The principle (derived from
the speeches of their Lordships in MacShannon's case [1978] A.C. 795 ) was so interpreted and applied in Trendtex Trading
Corporation v. Credit Suisse [1980] Q.B. 629 , with the approval of the House of Lords in that case, Lord Roskill [1982] A.C.
679 , 705, describing the judge's approach as "entirely correct in principle." Furthermore, the exercise of the judge's discretion,
so approved, in that case involved the granting of a stay, although the plaintiff was thereby deprived of a most valuable juridical
advantage in this country, viz. discovery of documents in accordance with English rules of procedure. It appears therefore that
a juridical advantage of the plaintiff in this country will not necessarily be decisive. (That this is indeed so can be illustrated
by the often-quoted example of a road accident involving two motorists in a foreign country, both being resident nationals of
that country: one seizes the opportunity given by the casual presence of the other in this country to serve proceedings upon him
here, with the aim of recovering the higher damages available in the English courts. The English court would surely order a
stay of proceedings on the application of the defendant, though the plaintiff's whole purpose in proceeding here was to obtain
the juridical advantage of higher damages.) The decision of the House of Lords in the Trendtex case was followed by the Court
of Appeal in European Asian Bank A.G. v. Punjab & Sind Bank [1982] 2 Lloyd's Rep. 356 . The principles in these two cases,
derived from all the speeches of the House of Lords in MacShannon's case [1978] A.C. 795 and approved by the House of
Lords in the  Trendtex case [1982] A.C. 679  , are, I understand, regularly followed in the Commercial Court, where cases of
this kind tend to arise for decision.

In Castanho v. Brown & Root (U.K.) Ltd. [1981] A.C. 557 Lord Scarman has taken the principle of forum non conveniens as
developed in relation to a stay of English proceedings where it was expressly developed in order to adopt a less nationalistic
approach, i.e. to render the English courts less tenacious of proceedings started within its jurisdiction, and has applied it inversely
in cases of restraint by the English courts of foreign proceedings. The effect would appear to be, not only that in cases of restraint
of foreign proceedings the very restrictive principle of protection of the English jurisdiction has been abandoned, but also that
the English court will now be more free to grant injunctions restraining foreign proceedings than it was in the past under the
old case law. We should perhaps not be surprised to discover that the approach of Lord Scarman in Castanho is different from
the approach of courts in the United States. There, as here, the grant of stay of proceedings depends upon the application of
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the principle of forum non conveniens: see, e.g., Piper Aircraft Co. v. Reyno, 454 U.S. 235 . But the grant of an injunction
restraining foreign proceedings depends upon the twin principles of protection of the jurisdiction of the court of the forum, and
of preventing evasion of important public policies of the forum; and in each case the principles have been stated and applied
in restrictive terms. So cases of stay of proceedings and of restraint of foreign proceedings are regarded as being founded upon
different principles. Furthermore, as appears from Judge Wilkey's opinion in Laker Airways Ltd. v. Sabena, Belgian World
Airlines, 731 F.2d 909 , in the United States it is considered more appropriate, where there is a clash of jurisdiction, for a stay
of proceedings to be considered by the court seised of the matter rather than for a court to establish its own forum as the more
appropriate forum by granting an injunction restraining proceedings in a foreign court.

Given the present divergence between the principles applicable in our two countries, it is, I fear, very difficult for this court to
respond to Mr. Hoffmann's submission that we should proceed on the basis of Judge Wilkey's analysis in Laker Airways Ltd.
v. Sabena, Belgian World Airlines. I can only console myself with the reflection that in any event Mr. Hoffmann's submission
appears to me to involve an illegitimate extension, in at least two respects, of the principles as stated by Judge Wilkey, and indeed
of the principle as developed in the long line of English cases before Castanho v. Brown & Root (U.K.) Ltd. [1981] A.C. 557 .

I first address myself to the public interest that there should be finality in litigation. Such a public interest no doubt exists.
Moreover, authorities can be found, both in this country and in the United States, in which courts have gone so far as to grant
injunctions restraining persons properly amenable to their jurisdiction from relitigating abroad matters which have already been
the subject of a judgment of the court of the forum. For an English example, see the old case of Booth v. Leycester (1837) 1 Keen
579 ; and for an American example, see Bethell v. Peace, 441 F. 2d 495 . The Tropaioforos (No. 2) [1962] 1 Lloyd's Rep. 410
could perhaps also be treated as falling under this head, though it contained the exceptional feature that the litigant sought to be
restrained had entered into an agreement with all underwriters to be bound by the outcome of the proceedings, thereby providing
a contractual basis for the grant of the injunction. However, I do not regard the present case as falling under this head of public
policy. In the New York proceedings, Mr. Karoon is not, as I understand it, seeking to relitigate a matter which has been the
subject of a judgment in this country. He is seeking rather to obtain redress from a bank in New York in respect of disclosure
of confidential information by that bank in New York. I cannot see that the mere fact that Mr. Karoon had an opportunity, *64
which he did not take, to object to Mr. Saunders' affidavit being put in evidence on the striking out application in London has
any effect on the situation. The simple fact is that the cause of action alleged by Mr. Karoon against B.T.T.C. has not been the
subject of a judgment in this country. I can therefore see no basis for the submission of Mr. Hoffmann.

Mr. Hoffmann's second submission however raises more difficult problems. He asserted a public interest in making available
all relevant evidence for the court. This public interest was, he submitted, exemplified by the rule that statements in affidavits
are absolutely privileged in defamation proceedings (see Trapp v. Mackie [1979] 1 W.L.R. 377 , 378-379, per Lord Diplock),
and by the rule that victimisation of a witness on account of evidence he has given is a contempt of court: see Chapman v.
Honig [1963] 2 Q.B. 502 , 512, per Lord Denning M.R. His original submission before us was that, on this principle B.T.
could not be sued for adducing evidence in the interpleader summons. However, in the course of argument he recognised that
the gravamen of his submission lay in a litigant seeking to recover damages in respect of the disclosure of material evidence
in proceedings, when the only damage suffered was (it was submitted) a failure to achieve a result which would have been
achieved had the material evidence not been disclosed. As a matter of public policy such damages should not, submitted Mr.
Hoffmann be recoverable in law.

Now this submission does indeed raise novel and difficult problems. It cannot be said to be entirely without substance, but
it was not founded on any authority cited to us, either from this country or from the United States. Furthermore, if any such
policy exists, as proposed by Mr. Hoffmann, it may be given effect to as part of the lex fori; and it does not necessarily follow
that a court of this country would give effect to it by an injunction restraining proceedings in another jurisdiction. We have
also always to bear in mind the restraint we must impose upon ourselves before taking any steps which might bear upon the
exercise by the courts of another country of its own jurisdiction. However, in the present case, I must desist from exploring this
interesting and novel proposition, because there is in my judgment a fatal obstacle to Mr. Hoffmann's argument. This is that the
evidence in question was adduced in a court of this country not by B.T.T.C., but by B.T. The proceedings which Mr. Hoffmann
is asking this court to restrain are proceedings by Mr. Karoon against B.T.T.C., in respect of their having divulged confidential
information not to the English court but to B.T. I cannot for my part see that the public policy now asserted by Mr. Hoffmann
should (assuming that it exists) provide any ground for restraining those proceedings. Mr. Hoffmann suggested beguilingly that
it would be technical for us to distinguish between parent and subsidiary company in this context; economically, he said, they
were one. But we are concerned not with economics but with law. The distinction between the two is, in law, fundamental and
cannot here be bridged. For this reason, I should in any event have dismissed this argument.
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I turn then to consider Mr. Hoffmann's alternative submission which was founded upon Lord Scarman's speech in Castanho v.
Brown & Root (U.K) Ltd. [1981] A.C. 557 . This was to the effect that, applying the principles in MacShannon's case [1978]
A.C. 795 , the balance points towards requiring Mr. Karoon to litigate in England. He relied in this connection in particular upon
the following factors: proceedings were already on foot in London between B.T. and Mr. Karoon; the issue whether Mr. Karoon
was entitled to the moneys in question will in any event have to be decided in the interpleader issue in London; there is no
dispute of fact over what happened in New York, and the principles of law on bankers' confidentiality in New York and London
are substantially the same; the critical question whether the provision of information *65  caused any loss to Mr. Karoon would
be better decided here; and Mr. Karoon has no legitimate juridical advantage in New York.

I have to confess that I find the consequences of this argument to be startling. There is no pending litigation in this country
between Mr. Karoon and B.T.T.C.; that of itself would render any order by the English court restraining the action in New York
a remarkable restraint upon the prosecution of proceedings in that state. Even if England were to be regarded by the English
court as a clearly more appropriate forum, or the natural forum, for the trial of the action, I feel the gravest reservations about
an English court granting an injunction restraining Mr. Karoon from proceeding in New York rather than allowing a court of
that state, being the forum having jurisdiction where an action has already been commenced, making its own decision whether
England is the more appropriate forum and whether it should in the circumstances grant a stay of proceedings. But in any event
I am not prepared to hold that England is a clearly more appropriate forum for the trial of the action between Mr. Karoon and
B.T.T.C. The cause of action arose in New York. One of the parties is a New York corporation: the other is an Iranian citizen
resident in France. The applicable law is the law of the State of New York; and, even if New York law on breach of confidence
by a banker shares a common origin with our own law on the subject, I am not prepared to assume in the present case that
they are identical, and in any event there are other legal issues in the case (for example, a claim to penal damages). Taking
into account the factors relied upon by Mr. Hoffmann, I cannot see that they displace the strong connection with the New York
jurisdiction. That being so, on the principles expounded by the House of Lords in MacShannon's case [1978] A.C. 795 , as
interpreted with the approval of the House of Lords in the Trendtex case [1982] A.C. 679 , there can be no basis, upon the
inverse application of the principle of forum non conveniens, to grant an injunction restraining Mr. Karoon from continuing
with his proceedings against B.T.T.C. in New York.

For these reasons, I would dismiss the appeal.

Representation

Solicitors: Herbert Smith & Co. ; Baker & McKenzie .

Appeal dismissed with costs. Leave to appeal refused. Injunctions to continue over hearing of petition for leave to appeal.
([Reported by MRS. HARRIET DUTTON, Barrister-at-Law] )

(c) Incorporated Council of Law Reporting for England & Wales
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*744  Bristol Airport Plc. and Another v Powdrill and Others

Positive/Neutral Judicial Consideration

Court
Court of Appeal (Civil Division)

Judgment Date
21 December 1989

Report Citation
[1990] 2 W.L.R. 1362
[1990] Ch. 744

Court of Appeal

Sir Nicolas Browne-Wilkinson V.-C. , Woolf and Staughton L.JJ.

1989 Nov. 21, 22, 23; 1989 Dec. 21

Company—Administration order—Steps to enforce security—Insolvent airline operating under administration order—
Detention of aircraft because of default in payment of airport charges—Whether leased aircraft "property"—Whether exercise
of statutory right of detention "steps . . . taken to enforce . . . security" against property of airline—Whether leave of court
required— Civil Aviation Act 1982 (c. 16), s. 88(1) — Insolvency Act 1986 (c. 45), s. 11(3)

1 2 An insolvent charter airline had debts totalling £11m. The applicants, airport operators, were two of its unsecured creditors
who together were owed over £1.5m. On 7 August 1989 the airline was placed under an administration order made pursuant
to section 8 of the Insolvency Act 1986 and the airline continued trading. All airport charges incurred during the course of
the administration were met. In October 1989 the administrators announced that there was a prospect of selling the airline
on terms beneficial to its creditors and called a creditors' meeting for 3 November. At a meeting on 30 October between
representatives of four airport operators including the two applicants it was agreed that none of them would exercise any
power of detention over aircraft, which were operated by the airline under leasing agreements, until after the creditors meeting.
However, on 2 November the first applicant applied for ex parte leave to detain two of the airline's aircraft under section 88
of the Civil Aviation Act 1982 . Leave was granted pending an inter partes hearing, although one of the aircraft was then
allowed to go. On hearing of the first applicant's action, the second applicant, without obtaining leave of the court, parked
a lorry loaded with concrete in front of an aircraft operated by the airline and served the captain with a lien notice. Later
the same day the second applicant obtained ex parte leave for the detention. The creditors' meeting took place the following
day and both applicants attended. The sale of the airline was approved without dissent but was incapable of performance
while the aircraft remained detained. On 6 November Harman J. heard both applications for leave to detain and held that
the applicants required leave of the court under section 11(3) of the Insolvency Act 1986 before exercising their right under
section 88 of the Civil Aviation Act 1982 , to detain an aircraft being operated by an airline in administration and, in the
exercise of his discretion, refused to grant such leave.

On appeal by the applicants: -

Held, dismissing the appeal,
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(1)  that, although the airline held the aircraft under the terms of leases, the aircraft were "property" of the airline within
the meaning of section 436 of the Insolvency Act 1986 and the statutory right to detain aircraft *745  conferred on airport
authorities by section 88 of the Civil Aviation Act 1982 came within the definition of "lien or other security" in section 248
of the Act of 1986; that the applicants by detaining the aircraft not only had created security for their debts but in asserting
their right to retain the aircraft were taking steps to enforce that security and, therefore, section 11(3)(c) of the Act of 1986
applied and they required either the administrator's consent or leave of the court before they exercised their right of retention
of property belonging to the airline, which was the subject of an administration order (post, pp. 759C-D, H - 760E, 761B-
C, 762H - 763A, D-E, H - 764C, E-H, 767F-G).

(2)  That the applicants, having taken substantial benefits from the administration of the airline, should not be permitted to
enforce a right which was inconsistent with the administration order and thereby obtain greater rights from the making of
the order than they would have done if the airline had gone into liquidation; that, in the circumstances, the judge had rightly
exercised his discretion by refusing to grant the applicants leave to enforce their right to detain the aircraft (post, pp. 767B-
E, 771G-H).

Per Sir Nicolas Browne-Wilkinson V.-C. and Woolf L.J. Until a lien holder makes an unqualified refusal to hand over the
goods, he has not taken steps to enforce the security for the purposes of section 11(3)(c) of the Act of 1986. On detaining
an aircraft an aerodrome authority is not to be treated as taking steps to enforce the statutory right to detain if an application
for leave is promptly made to the court and the authority makes it clear that it is only preventing the removal of the aircraft
pending determination of the question whether it is entitled to exercise its statutory right to detain (post, pp. 764E-H, 769D-H).

Decision of Harman J. affirmed.

The following cases are referred to in the judgments:

 Air Ecosse Ltd. v. Civil Aviation Authority (1987) 3 B.C.C. 492 , Ct. of Session
 Channel Airways Ltd. v. Manchester Corporation [1974] 1 Lloyd's Rep. 456
 Havelet Leasing Ltd. v. Cardiff-Wales Airport Ltd. (unreported), 29 June 1988, Phillips J.
 Quazi v. Quazi [1980] A.C. 744; [1979] 3 W.L.R. 833; [1979] 3 All E.R. 897, H.L.(E.) .
 Queen of the South, The [1968] P. 449; [1968] 2 W.L.R. 973; [1968] 1 All E.R. 1163
 Smith (A Bankrupt), In re, Ex parte Braintree District Council [1990] 2 A.C. 215; [1989] 3 W.L.R. 1317; [1989] 3 All E.R.

897, H.L.(E.) .

The following additional cases were cited in argument:

 Abbott v. Philbin [1960] Ch. 27; [1959] 3 W.L.R. 739; [1959] 3 All E.R. 590 , C.A.; [1961] A.C. 352; [1960] 3 W.L.R.
255; [1960] 2 All E.R. 763, H.L.(E.) .

 Air Canada v. Secretary of State for Trade [1981] 3 All E.R. 336
 Ally, The [1952] 2 Lloyd's Rep. 427
 Ayerst v. C. & K. (Construction) Ltd. [1976] A.C. 167; [1975] 3 W.L.R. 16; [1975] 2 All E.R. 537, H.L.(E.) .
 Cohen v. Lester (J.) Ltd. [1939] 1 K.B. 504; [1938] 4 All E.R. 188 *746
 Debtor (No. 1 of 1987), In re A [1989] 1 W.L.R. 271; [1989] 2 All E.R. 46, C.A. .
 Felixstowe Dock & Railway Co. v. United States Lines Inc. [1989] Q.B. 360; [1989] 2 W.L.R. 109; [1988] 2 All E.R. 77
 Harris Simons Construction Ltd., In re [1989] 1 W.L.R. 368
 Herbert Berry Associates Ltd., In re [1977] 1 W.L.R. 1437; [1978] 1 All E.R. 161, H.L.(E.) .
 Kasumu v. Baba-Egbe [1956] A.C. 539; [1956] 3 W.L.R. 575; [1956] 3 All E.R. 266, P.C. .
 Mayfair Trading Co. Pty. Ltd. v. Dreyer [1959] A.L.R. 104
 Mitchener v. Equitable Investment Co. Ltd. [1938] 2 K.B. 559
 Roberts Petroleum Ltd. v. Bernard Kenny Ltd. [1983] 2 A.C. 192; [1983] 2 W.L.R. 305; [1983] 1 All E.R. 564, H.L.(E.) .
 Royal Trust Bank v. Buchler [1989] B.C.L.C. 130
 Standard Austria S.H. 1964, The [1965] 2 Lloyd's Rep. 189
 Western Bank Ltd. v. Schindler [1977] Ch. 1; [1976] 3 W.L.R. 341; [1976] 2 All E.R. 393, C.A. .

APPEAL from Harman J.
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On 2 November 1989 the first applicant, Bristol Airport Plc., obtained ex parte leave from Harman J. to detain, under section 88
of the Civil Aviation Act 1982 , two aircraft operated by Paramount Airways Ltd., a company operating under an administration
order made pursuant to section 8 of the Insolvency Act 1986 . One of the aircraft was allowed to fly to Australia but the other
remained at the airport. Later the same day the second applicant, Birmingham International Airport Plc., also obtained ex parte
leave, from Hodgson J., to detain an aircraft operated by Paramount. An inter partes hearing of both applications was heard
on 6 November 1989 by Harman J. The respondents were: (1) Roger Arthur Powdrill and Joseph Beaumont Atkinson, the
administrators of Paramount, (2) Irish Aerospace Leasing Ltd., the lessor of the detained aircraft and (3) Air 2000 Ltd., the
creditor who petitioned for the administration order. Harman J. held that the applicants required leave of the court under section
11 of the Act of 1986 before they could exercise their right of detention and in the exercise of his discretion refused to grant
such leave.

By notices of appeal dated 14 November 1989 the applicants appealed on the grounds that the judge was wrong (1) in holding
that the exercise by the applicants of their right of detention under section 88 of the Act of 1982 necessarily involved the taking of
possession of the aircraft; (2) in holding that the detention of aircraft operated by Paramount constituted "other proceedings . . .
commenced . . . against the above named company or its property" within section 11(3)(d) of the Act of 1986; (3) in holding that
the detention of aircraft operated by Paramount constituted a "distress levied against the company or its property" within section
11(3)(d); (4) in holding that an aircraft was the property of Paramount when Paramount's only interest in the aircraft was under
a lease; (5) in holding that the applicants were not entitled to be treated as secured creditors, with a statutory right of detention
and/or a contractual lien; (6) in failing to give sufficient weight to the applicants' rights pursuant to section 88 of the Act of
1988; (7) in failing to give sufficient weight to the terms of the contracts entered into between the *747  applicants and the
administrators on behalf of Paramount; (8) in failing to give sufficient weight to the fact that if the applicants were denied leave
the aircraft would leave their aerodrome and the applicants would loose their remedy against the second respondents and the
owners of the aircraft; and (9) in holding that during an administration a creditor was not entitled to rest on his lien or security.

On 20 November the third respondents issued a respondent's notice contending that the judgment should be affirmed on the
grounds that when the applicants' detention of the aircraft began, Paramount had ceased to manage them and had thus ceased to
be their operators within the meaning of the Act of 1982 and accordingly the applicants' rights to detain aircraft under section
88 of the Act of 1982 in respect of airport charges owed to them by Paramount were confined to arrest of an aircraft in respect
of which such charges had been incurred and the applicant had adduced no evidence to that effect.

The facts are stated in the judgment of Sir Nicolas Browne-Wilkinson V.-C.

Gavin Lightman Q.C. and Simon Mortimore for both applicants, the airports. The case turned essentially upon the interaction
of section 88 of the Civil Aviation Act 1982 and section 11(3)(d) of the Insolvency Act 1986. Section 88 was very far reaching
but the interest of an aerodrome was precarious in that it only subsisted as long as an aircraft was at the aerodrome.

Under section 88 the airport's power to detain arose when there was a default in the payment of airport charges incurred in
respect of an aircraft at the aerodrome. In order that the power of detention could be exercised, the aircraft had to be on the
aerodrome on which those charges had been incurred. If the power of detention was exercised it had to be by some overt act and
there had to be a manifest intention to detain: see The Queen of the South [1968] P. 449 and Havelet Leasing Ltd. v. Cardiff-
Wales Airport Ltd (unreported), 29 June 1988.

The first issue was whether security only came into being when the power of detention was exercised or whether there was
security, under the section, as soon as the aircraft landed at the airport. It was the case for the airports that the security did not
crystallise until it was exercised.

In Channel Airways Ltd. v. Manchester Corporation [1974] 1 Lloyd's Rep. 456 it was held that rights under a similar statute
were not an ordinary lien but a statutory right of detention.

Section 88 conferred upon airports a right to detain aircraft which operated in rem so that it bound owners, mortgagees and
purchasers and the holders of charges over the aircraft. Clear statutory wording would be required to cut down the airports'
statutory right to detain. The exercise of the right to detain did not necessarily involve the taking of possession of the aircraft. The
aircraft could remain in the hangar of the operator but it could not leave the aerodrome. The exercise of the right to detain would
provide a defence to a claim against the airport for wrongful detention of the aircraft or for breach of a contractual obligation
to allow the aircraft to take off. The moment an aircraft operated by a person in default landed at the relevant aerodrome, the
*748  right to detain could be exercised. The exercise of the right crystallised the security.
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The statute gave airports a right to detain if the operator was in default, because it recognised that airports were particularly
vulnerable to bad debts and that the most effective means whereby an airport could secure payment was through detention of
aircraft.

The Insolvency Act 1986 was not intended to cut down the provisions of the Civil Aviation Act 1982. Section 88 conferred
on airports a power of detention outside the ambit of section 11 of the Insolvency Act. The power and rights conferred did not
constitute a security within the meaning of sections 11 or 248 of the Act of 1986. They were sui generis and not to be treated
as cut down by the language of that Act.

Alternatively, if the power or rights arising did constitute such security there was still nothing in section 11 which inhibited the
exercise of the power of detention. Leave of the court was not required otherwise the rights would be precarious and dependent
upon the intervention of the courts. Also, the operator would have an opportunity to remove the aircraft before an order could
be obtained.

The power and rights arising under section 88 of the Act of 1982 did not constitute a security over the property of the operator
and therefore section 11(3)(c) of the Act of 1986 had no application. Alternatively, if the exercise of the power did constitute a
security the exercise of the power was not the enforcement of the security but its constitution or perfection. Either the exercise
of the right constituted the security or the statutory power was itself the security and security was acquired on touchdown.

Once security was constituted steps could not be taken to enforce it without leave of the court. However, there was a world
of difference between "perfecting or crystallising" and "taking steps to enforce" and between "protecting" and "enforcing" a
security: see Western Bank Ltd. v. Schindler [1977] Ch. 1 .

The critical words in section 11(3)(d) were "no other proceedings may be commenced." The word "other" recognised that certain
court "proceedings" were barred under subsection (c). The logical meaning of "other proceedings" was judicial or quasi judicial
proceedings. Even if it was wider than that it was certainly narrower than "acts" and there was no reason why mere "detention"
should constitute a "proceeding" against the company or its property: see Abbott v. Philbin [1960] Ch. 27 ; Quazi v. Quazi
[1980] A.C. 744 ; Air Ecosse Ltd. v. Civil Aviation Authority (1987) 3 B.C.C. 492 .

Distress involved taking into possession the personal chattels of another and was to be distinguished from detention which did
not imply a taking into possession. The airports merely detained the aircraft and did not exercise distress.

The detained aircraft were not the "property" of the operators as defined by section 436 of the Act of 1986 because the operators
leased the aircraft. It was not intended that the act should afford protection to owners of property who were not the subject
of administration orders.

If leave to detain was required it was accepted that a sufficient case had to be made out before leave would be granted: see
Royal Trust Bank v. Buchler [1989] B.C.L.C. 130  . In refusing to grant such leave the judge failed to take into account three
critical factors: (1) The statutory right arose in the course of the conduct of the company by the administrator; (2) the contracts
between the company in administration and the airports made express provision for a contractual lien and; (3) refusal of leave
operates to defeat any rights against the aircraft owner as well as the operator.

Michael Crystal Q.C. an Mark Phillips for the first respondents. It was fundamental to appreciate the sea change in philosophy
which the Insolvency Act 1986 represented in providing for the rehabilitation of individual and corporate debtors short of a
formal regime of bankruptcy. There were no direct statutory precursors and it was undesirable to look back into history more
than was necessary in attempting to ascertain the effects of administration. On the similar approach in bankruptcy: see In re A
Debtor (No. 1 of 1987) [1989] 1 W.L.R. 271 .

The court could only make an administration order if it was satisfied that a company was or was likely to become insolvent
and considered that there was a real prospect that making an order would achieve one or more of the four purposes specified in
section 8(3) of the Act: see In re Harris Simons Construction Ltd. [1989] 1 W.L.R. 368 . In essence the question for the court was
whether the making of an administration order offered the best prospect for preserving the company's future and maximising
the realisation of the company's assets for the benefit of its creditors.
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It was an essential part of the scheme for administration that the management of the business of the company by the administrator
should be free from interference. This was as essential to the philosophy of administration as was the pari passu rule in winding
up: see Ayerst v. C. & K. (Construction) Ltd. [1976] A.C. 167 and Roberts Petroleum Ltd. v. Bernard Kenny Ltd. [1983] 2
A.C. 192 .

Assistance could be gained from considering Chapter 11 of the United States Bankruptcy Code , a convenient summary of
which could be found in an extract from the opinion of an American bankruptcy judge quoted by Hirst J. in Felixstowe Dock
& Railway Co. v. United States Lines Inc. [1989] Q.B. 360 .

Section 88 of the Civil Aviation Act 1982 gave a designated airport a right over an aircraft operated by a person who became
indebted to the airport in respect of airport charges. Such right gave an interest in somebody else's property, the aircraft, which
could be enforced by detention, retention and, where appropriate, sale. An aircraft could only be detained where it was at the
airport in question.

The obtaining of physical dominion over the relevant aircraft was not the creation of security but a step taken in the enforcement
of security which had already been conferred by the statute and created by the debtor's default in making payment of the relevant
airport charges.

The exercise of such a right by an overt act of detention was, therefore, a "step taken to enforce a security" within the meaning
of section 11(3)(c) of the Insolvency Act 1986 .

Provided detention was not simply the creation of security but included an element of enforcement it was covered by section
11(3)(c). *750  It was only if the act of detention were regarded as creating the security that it would fall outside section 11(3)(c).

It was inappropriate to separate the basket of rights, including detention and retention, conferred on the airport by virtue of
the security into its component parts for the purpose of seeking to draw a fine distinction between one step and another when
each was a constituent part in the enforcement process. The mere assertion of the right to detain involved at least an element
of enforcement.

There were many examples from parallel fields such as money lenders and their rights of retention and enforcement: see Mayfair
Trading Co. Pty. Ltd. v. Dreyer [1959] A.L.R. 104 ; Mitchener v. Equitable Investment Co. Ltd. [1938] 2 K.B. 559 ; Cohen v.
J. Lester Ltd. [1939] 1 K.B. 504 and Kasumu v. Baba-Egbe [1956] A.C. 539 .

If the right under section 88 did not amount to security from the date of the debtor's default the only logical date when it could
become a security was the date of actual detention of the aircraft. If that date was after the date of an order for administration
the curious position was reached that although the airport was unsecured at the date of an order for administration it could take
steps to become secured without the leave of the court during the course of the administration to the prejudice of the general
body of unsecured creditors. It was highly unlikely that Parliament intended that the ring fence of administration could be
deliberately evaded in that way.

In such circumstances section 11(3)(d) came into play. Two issues arose in relation to that provision: whether seeking to assert
the statutory right constituted either "other proceedings" or "distress." The subsection should not be given the very restricted
meaning argued for by the appellant and apparently approved by the court in Air Ecosse Ltd. v. Civil Aviation Authority (1987)
3 B.C.C. 492 .

There was no reason to limit the concept of "other proceedings" to proceedings in a court of law. There were powerful indications
in section 11 that the concept extended to extra-judicial proceedings. The word "proceedings" was proceeded by the word
"other" and was followed by a myriad of other rights which were prefaced in each case by the word "and." When the draftsman
meant to refer to legal process he did so expressly.

In construing the word "other" the court should have regard to the ejusdem generis rule: Quazi v. Quazi [1980] A.C. 744 . The
genus, if any, to which the word "other" referred was actions or conduct of any sort by a person or body of persons affecting the
company or its property which might interfere with the achievement of the purpose of the administration. Steps taken to enforce
security over the company's property might be, and often were, non judicial. So too were steps taken to repossess goods in the
company's possession under any hire purchase agreement. The reference in section 11(3)(d) to "other proceedings" included
detention under section 88 of the Civil Aviation Act 1982.
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To complete a distress seizure of the goods was necessary. Once an aircraft was on the tarmac of an airport the very act of
detention involved seizure because the operator could not do anything physically *751  to remove the aircraft. The absence of
the word "seizure" from section 88 did not necessarily mean that detention was a lesser power.

It could be argued that the exercise by an airport of the right to detain under section 88 was a distress because it was a summary
remedy by which an airport was entitled without legal process to take into its possession the personal chattel of another person
to be held as a pledge to compel payment of a debt. Examples from other fields could be seen in The Queen of the South [1968]
P. 449 and In re Herbert Berry Associates Ltd. [1977] 1 W.L.R. 1437 .

Assuming the right under section 88 of the Act of 1982 was covered by section 11(3) of the Act of 1986 the airports should not
have been given leave to detain. Leave would have run counter to the purpose of the administration order. The airports took a
commercial decision in their own interests on the appointment of the administrators not to seek to enforce their security and
were content not to seek to do so until the end of the holiday season. They should not now be allowed to blow hot and cold.

No complaint had been made that the administrators had been tardy in seeking to perform their statutory duties or were unduly
protracting the period of the administration: see Royal Trust Bank v. Buchler [1989] B.C.L.C. 130 . No arguments had been
advanced as to why the two aircraft should not remain available for the purposes of the remainder of the administration. In
all the circumstances it was right to regard the airports recent behaviour as amounting to an attempt at commercial blackmail
which the court should not assist by granting leave.

Robert Webb Q.C., Michael Crane and Gregory Hill for the third respondents. Leave was needed from the courts before the
airports could seek to exercise any rights under section 88 of the Civil Aviation Act 1982. The scheme of administration tended
to that result. A unique characteristic of administration was that a principle statutory objective was the survival of the whole or
a part of a failing business as a going concern, hence the need for a ring fence round the creditors. It followed that the right to
detain had to be perfected by an overt act constituting a manifestation of the intention to detain. Phillips J. had been correct in
Havelet Leasing Ltd. v. Cardiff-Wales Airport Ltd (unreported), 29 June 1988. Retaining possession was not enforcing a lien.

The effects of holding an aircraft at an airport were draconian. In the instant case it threatened the sale of Paramount as a going
concern and put the jobs of all its employees at risk as well as causing disruption to holiday makers. It was unlikely that the
draftsman in settling section 11 of the Act of 1986 chose to ignore the effect of section 88, that followed if only because the
exercise of the section 88 power had the effect of bringing the company in administration to a standstill: see The Standard
Austria S.H. 1964 [1965] 2 Lloyd's Rep. 189 . The naturally constrictive meaning of section 88 should not be extended: see Air
Canada v. Secretary of State for Trade [1981] 3 All E.R. 336 .

The power under section 88 was something so near to distress as to be almost the same thing and thus its exercise came within
the ambit of section 11(3)(d) of the Act of 1986 as either a "distress" or "other proceedings." The remedy of distraint was not
archaic: see section *752  176(2) of the Act of 1982 which bit on the proceeds of sale of a company's interest in an aircraft
at the end of the section 88 process.

Lightman Q.C. in reply. There was a significant distinction between the power to seize and the power to detain. The airports had
had no wish to seize the aircraft and no intention to exercise distress. "Proceedings" in section 11(3)(d) meant legal proceedings.

The statutory right under section 88 was not a security despite its similarity. It was merely a right to require property to remain
at the airport. The airport was not a pledgee or chargee. Nor was the right a lien: see Channel Airways Ltd. v. Manchester
Corporation [1974] 1 Lloyd's Rep. 456 and The Ally [1952] 2 Lloyd's Rep. 427 .

The Civil Aviation Act created a special code for dealing with airports. It could not have been intended that the Insolvency Act
should interfere with that code and stop it having full operation and effect.

It was accepted that security arose when the power was exercised. However, that perfection of the security was not a step to its
enforcement. Enforcement had a special meaning in the context of money lenders because special principles were involved and
cases involving money lenders such as Kasumu v. Baba-Egbe [1956] A.C. 539 offered no help in the instant case.

The second respondents were not represented and did not appear.

Case 2:19-ap-01383-SK    Doc 259-3    Filed 06/03/21    Entered 06/03/21 15:47:43    Desc
Exhibit B to Phelps Declaration    Page 51 of 293



Bristol Airport Plc v Powdrill, [1990] Ch. 744 (1989)

© 2021 Thomson Reuters. 7

Cur. adv. vult.
21 December. The following judgments were handed down

SIR NICOLAS BROWNE-WILKINSON V.-C.

This case raises a difficult question as to the interaction between the powers of an administrator of a company appointed by the
court under Part II of the Insolvency Act 1986 and the right of an airport to detain an aircraft for unpaid charges under section
88 of the Civil Aviation Act 1982 ("the statutory right of detention"). The case has a wider importance since it is the first in
which this court has had to consider the new administration procedure for dealing with insolvent companies introduced by the
Insolvency Act 1985 and the rights of such administrator to possession of the assets of the company: but see Air Ecosse Ltd. v.
Civil Aviation Authority (1987) 3 B.C.C. 492 where the Court of Session had to consider a different point under the Act of 1986.

The facts

I gratefully adopt the summary of the facts given in the skeleton argument lodged by the administrators.

Paramount Airways Ltd. (Paramount) is a charter airline operating out of several United Kingdom airports including Bristol
Airport (Bristol) and Birmingham International Airport (Birmingham).

On 7 August 1989 Paramount was insolvent. Its statement of affairs shows a deficiency as regards creditors on that date of
over £11m. Amongst its unsecured creditors on that date were Bristol and Birmingham. Bristol was owed £1,215,889-odd. Of
this sum just under *753  £700,000 was owed in respect of landing fees, etc. and just over £500,000 was in respect of fuel.
In respect of one of the detained aircraft (G-PATB) £267,000-odd was owed in respect of landing charges, etc. and £201,000-
odd was owed in respect of fuel. On the same date, 7 August 1989, Paramount was indebted to Birmingham for £466,000-
odd for airport charges. Of these about £160,000 was owed in respect of the aircraft detained by them (G-PATA). On 7 August
1989 none of the aircraft operated by Paramount were at Bristol or Birmingham. It follows that, if Paramount had gone into
liquidation on 7 August 1989 neither Bristol nor Birmingham would have had any aircraft capable of being detained under the
Act of 1982; they would have been unsecured creditors in the liquidation.

On 7 August 1989 an administration order was made by Warner J. under section 8 of the Act of 1986. The administration order
was made for the following purposes: (a) the survival of Paramount and the whole or any part of its undertaking as a going
concern; (b) the approval of a voluntary arrangement under Part I of the Act of 1986; and (c) a more advantageous realisation
of Paramount's assets than would be effected on a winding up. Two chartered accountants were appointed administrators under
the order.

At the date of the administration order Paramount was the licensed operator of certain aircraft including an MD-83(G-PATB), a
Boeing 737 and an MD-83(G-PATA). Paramount was operating these aircraft under a sub-lease from Irish Aerospace Leasing
Ltd. under leases expiring in about 1994. Irish Aerospace Leasing Ltd. was itself the lessee of those aircraft. Air 2000 Ltd., the
third respondent to this appeal, was the petitioning creditor.

On 7 August 1989 the administrators entered into an arrangement with Bristol whereby it was agreed that Paramount's aircraft
would be permitted to land and depart from Bristol Airport in consideration of Paramount paying Bristol's standard charges.
It is not alleged that this constituted a waiver by Bristol of its rights to detain the aircraft for charges incurred prior to the
administration order. There was no similar arrangement made with Birmingham. After 7 August 1989 the administrators caused
Paramount to continue its trading. Since that date Paramount has flown over 30,000 passengers to foreign destinations from
11 airports in the United Kingdom, including Bristol and Birmingham. In respect of all these flights £6,700,000 has been paid
by Paramount in respect of airport charges and fuel to all the airports used, including substantial sums to both Bristol and
Birmingham. All airport charges which have been incurred during the course of the administration, including all airport charges
payable to Bristol and Birmingham, have been paid by the administrators. The debts now due to Bristol and Birmingham are
the same debts that were due on 7 August 1989 in respect of charges incurred prior to the making of the administration order
on 7 August 1989.

By the middle of October 1989 the administrators had formed the view that there was a real prospect of a sale of the business
of Paramount being achieved on terms which would be beneficial to the general body of Paramount's creditors. Accordingly,
notices were sent *754  out to creditors calling the meeting required under section 23 of the Insolvency Act 1986 for Friday
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3 November 1989. On 30 October 1989 a meeting took place between representatives of four airports (including Bristol and
Birmingham) at which an understanding was reached that none of them would exercise any power of detention until after the
creditors' meeting on 3 November 1989.

On 2 November 1989 both Bristol and Birmingham became anxious that, as the holiday season was coming to an end, the
aircraft might be about to leave the United Kingdom or otherwise be routed so as not to return to their respective airports.
On that date there were two Paramount aircraft at Bristol, G-PATB and the Boeing 737. Bristol applied ex parte to Harman
J. for leave to detain the two aircraft and such leave was granted over the hearing of an inter partes application on Monday 6
November 1989. Bristol permitted the Boeing 737 to leave Bristol and fly to Australia. G-PATB was detained and remained
detained until 14 November 1989.

On the same day, 2 November 1989, Paramount had aircraft G-PATA at Birmingham. This aircraft had charter commitments
with a German firm for weekend return flights. In the course of the afternoon of 2 November Birmingham learned of the order
made by Harman J. In conversations with a representative of the administrators, Birmingham was informed that they could
not detain G-PATA without leave of the court. Without obtaining the leave of the court, on the same afternoon Birmingham
parked a lorry laden with concrete in front of G-PATA. At approximately 6 p.m. that evening the captain of G-PATA arrived at
Birmingham and was served with a "lien notice." At about 8 p.m. on 2 November Birmingham obtained ex parte from Hodgson
J. an order giving Birmingham leave to detain G-PATA over the hearing of an inter partes application on Monday 6 November,
before the Companies Court in London. G-PATA was detained by Birmingham down to 14 November 1989.

The meeting of Paramount's creditors summoned by the administrators took place on 3 November 1989. An offer for Paramount's
business and assets was put before the meeting of creditors by the administrators. The meeting was attended by representatives
from both Bristol and Birmingham. The offer was approved in principle by the creditors without dissent. The proposed sale
was incapable of performance if the aircraft remained detained.

The applications for leave to detain by Bristol and Birmingham came before Harman J. in the Companies Court on Monday
6 November 1989, the respondents being the administrators, Irish Aerospace Leasing Ltd. and Air 2000 Ltd. The matter was
argued for three days but, given the urgency of the matter, Harman J. had to give an immediate judgment which he delivered on
Friday 10 November 1989. The judge held that the airports required the leave of the court under section 11 of the Act of 1986
before exercising their statutory right to detain the aircraft and, in the exercise of his discretion, refused to grant such leave.
Birmingham and Bristol appeal against that decision.

Bristol and Birmingham immediately applied to this court to safeguard their position pending appeal. This court directed that
the appeal should *755  be heard on 21 November 1989 and that in the interim Bristol and Birmingham should have leave to
detain the two aircraft until after the hearing of the appeal or until such earlier time as the sum of £350,000 should be paid into
court or otherwise secured, the parties having agreed that in the event that £350,000 was so paid or secured all rights and claims
of the airports in respect of the two aircraft should be transferred to that sum. The sum of £350,000 was so provided and the
detention of the aircraft ceased on 14 November 1989.

Leave to appeal has been given by Harman J.

The statutory right of detention

Section 88(1) of the Civil Aviation Act 1982 provides:

"Where default is made in the payment of airport charges incurred in respect of any aircraft at an aerodrome to which this
section applies, the aerodrome authority may, subject to the provisions of this section - (a) detain, pending payment, either
(i) the aircraft in respect of which the charges were incurred (whether or not they were incurred by the person who is the
operator of the aircraft at the time when the detention begins); or (ii) any other aircraft of which the person in default is
the operator at the time when the detention begins; and (b) if the charges are not paid within 56 days of the date when the
detention begins, sell the aircraft in order to satisfy the charges."

Subsection (3) provides that the aircraft shall not be sold without the leave of the court which must first be satisfied that a sum
is due for airport charges, that default has been made in payment of such charges and that the aircraft is liable for sale under
the section. Subsection (4) requires notice of any application for leave to sell to be given to persons whose interests may be
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affected by such sale so as to afford them an opportunity of becoming parties to such application. Subsection (6) provides that
the proceeds of sale are to be applied in paying any customs or excise duty chargeable, the expenses of detaining, keeping and
selling the aircraft, the airport charges which are unpaid and charges due by virtue of section 73 of the Act (which relate to
charges for Eurocontrol). The surplus proceeds of sale are to be paid to or among the persons whose interests in the aircraft
have been divested by reason of the sale. Subsections (7) and (8) provide that the power of detention and sale is exercisable in
relation to the equipment on the aircraft and any stores and aircraft documents carried on the aircraft. Under subsection (9) the
power to detain is expressly made exercisable not only on the occasion on which the charges have been incurred but also on
any subsequent occasion when the aircraft is on the aerodrome on which the charges were incurred or on any other aerodrome
owned or managed by the same authority.

There are two points which should be noted at this stage. First, it is common ground that the sale of an aircraft under this section
operates so as to divest all interests in the aircraft so as to vest full legal and equitable title to the aircraft in the purchaser. Even
where the charges have been incurred by a person who is not the full legal and equitable *756  owner of the aircraft (such as
Paramount in this case) the effect of a sale will be to divest the ultimate owners of the aircraft of their title. Their compensation, if
any, lies in the direction under subsection (6) to apply the surplus proceeds of sale "among the person or persons whose interests
in the aircraft have been divested by reason of the sale." It follows that the powers under the section provide a strong inducement
to those ultimately interested in the aircraft to discharge the debts for airport charges, even though they have not incurred them.

Second, subsection (1)(a)(ii) requires one to determine "the time when the detention begins." In Havelet Leasing Ltd. v. Cardiff-
Wales Airport Ltd. (unreported), 29 June 1988, Phillips J. held that, in order to exercise the statutory power of detention, the
airport had to do some overt act evidencing the act of detention. He said:

"I hold that detention by an airport authority must be begun by some overt act. Such act need take no particular form. A
simple declaration that the aircraft was detained, had it been made to [the operator], would have sufficed; so would an
administrative act that would de facto have prevented the aircraft from being flown from the airport."

In that case he held that the fixing to the aircraft of a "lien notice" was the act of detention. That decision has not been challenged
by either side in the present case and in my judgment is correct.

Administration procedure

Administration orders were introduced by the Insolvency Act 1985 following a report by a committee on insolvency law and
practice under the chairmanship of Sir Kenneth Cork. That report identified a shortcoming in the law relating to insolvent
companies. In a number of cases, companies were forced into liquidation even though they were carrying on potentially viable
businesses. Such businesses were destroyed for want of a procedure whereby they could be conducted with a view either to
restoring the financial health of the company or of enabling the businesses to be sold as a going concern. If the business of the
company could be sold as a going concern, it would normally command a substantially higher price than on break-up. The Cork
Report contrasted that position with the case where a creditor holding a floating charge had appointed a receiver and manager
who was able by continuing to run the company's business to achieve the desired result to the benefit of not only the secured
creditors but also the unsecured creditors and shareholders.

The Cork Report also pointed to a separate mischief, viz. the inability in a liquidation to sell the whole of the company's business
as a going concern without the co-operation and agreement of those holding fixed charges over its assets.

It is clear that the administration procedure introduced by the Insolvency Act 1985 and now contained in Part II of the Act of
1986 was directed to remedying these mischiefs as the provisions of the Act of 1986 themselves make clear.
  *757

Section 8 of the Act of 1986 gives the court power to appoint an administrator if the court is satisfied that the company is
unable to pay its debts as they fall due and considers that the making of an order would be likely to achieve one or more of
the following purposes under subsection (3) :

"(a) the survival of the company and the whole or any part of its undertaking, as a going concern; (b) the approval of
a voluntary arrangement under Part I; (c) the sanctioning under section 425 of the Companies Act of a compromise
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or arrangement between the company and such persons as are mentioned in that section; and (d) a more advantageous
realisation of the company's assets than would be effected on a winding up; . . ."

So long as such order is in force "the affairs, business and property" of a company are to be managed by the administrator
appointed by the court. For that purpose the administrator is given very wide powers to carry on the business of the company,
as the agent of the company, including power to take possession of the property of the company: section 14 and Schedule 1,
paragraph 1 .

Part II of the Act contains two sections designed to protect the property of the company against adverse claims. Section 10
covers the period between the presentation of the petition and the making of the administration order. Section 11 covers the
period after the making of the order and is the section directly in point in this case. So far as relevant, it provides:

"(3) During the period for which an administration order is in force - (a) no resolution may be passed or order made for the
winding up of the company; (b) no administrative receiver of the company may be appointed; (c) no other steps may be
taken to enforce any security over the company's property, or to repossess goods in the company's possession under any
hire-purchase agreement, except with the consent of the administrator or the leave of the court and subject (where the court
gives leave) to such terms as the court may impose; and (d) no other proceedings and no execution or other legal process
may be commenced or continued, and no distress may be levied, against the company or its property except with the
consent of the administrator or the leave of the court and subject (where the court gives leave) to such terms as aforesaid."

"Security" is defined by section 248(b) as meaning "any mortgage, charge, lien or other security."

The administrators in this case contend that the exercise of the statutory right of detention under section 88 of the Act of 1982
falls within either section 11(3)(c) (as being a step taken to enforce any security) or within section 11(3)(d) (as being the levying
of a distress or "other proceedings").

Section 15 contains additional provisions relating to property subject to a charge. It distinguishes between floating charges and
fixed charges. "Floating charge" is defined as "a charge which, as created, was a *758  floating charge:" section 251. Therefore,
for the purpose of determining whether or not a charge is a floating charge, any crystallisation of a floating charge on the making
of an administration order falls to be ignored. Under section 15(1) and (4) the administrator is given power to exercise all his
powers (i.e. including presumably the right to take possession) over property which is subject to a floating charge; in the event
of a sale, the chargee's rights are shifted to the proceeds of sale. The position is different as respects property subject to a fixed
charge. The administrator is given no general power to exercise his rights over such property: but the court can give leave
to the administrator to dispose of such property, the proceeds of sale being applied in discharge of the secured debt: section
15(2) and (5) .

The issues

A. Under section 11(3)(c). (1) Were these aircraft, notwithstanding the fact that they were only leased by Paramount, "property"
of the company within the meaning of the subsection? (2) Is the statutory right of detention under section 88 a lien or other
security within the definition in section 248 of the Act of 1986? (3) Is the exercise of the statutory right of detention "a step
taken to enforce any security" which requires the leave of the court under section 11?

B. Under section 11(3)(d). (1) Does the detention of the aircraft constitute the levy of a distress? (2) Does the detention of the
aircraft constitute "other proceedings" within the meaning of the subsection or does the word "proceedings" mean only legal
or quasi-legal actions?

C. If the detention of the aircraft required the leave of the court under section 11(3) , did the judge properly exercise his discretion
by refusing such leave?

The approach to the construction of the Act of 1986

Before dealing with the issues summarised above, it may be helpful to state what, in my opinion, is the correct approach to the
construction of the provisions dealing with administrators contained in Part II of the Act. The judge was very much influenced
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in his construction by the manifest statutory purpose of Part II of the Act. I agree with this approach. The provisions of Part II
themselves, coupled with the mischief identified in the Cork Report, show that the statutory purpose is to install an administrator,
as an officer of the court, to carry on the business of the company as a going concern with a view to achieving one or other of
the statutory objectives mentioned in section 8(3) . It is of the essence of administration under Part II of the Act that the business
will continue to be carried on by the administrator. Such continuation of the business by the administrator requires that there
should be available to him the right to use the property of the company, free from interference by creditors and others during the,
usually short, period during which such administration continues. Hence the restrictions on the rights of creditors and others
introduced by sections 10 and 11 of the Act. In my judgment in construing Part II of the Act it is legitimate and necessary to
bear in mind the statutory objective with a view to *759  ensuring, if the words permit, that the administrator has the powers
necessary to carry out the statutory objectives, including the power to use the company's property.

On the other hand, however desirable it may be to construe the Act in a way calculated to carry out the parliamentary purpose,
it is not legitimate to distort the meaning of the words Parliament has chosen to use in order to achieve that result. Only if the
words used by Parliament are fairly capable of bearing more than one meaning is it legitimate to adopt the meaning which gives
effect to, rather than frustrates, the statutory purpose.

A. The issues under section 11(3)(c)

(1) Were the aircraft "property" of the company?

Mr. Lightman, for the airports, submits that because the aircraft were only held by Paramount under chattel-leases they are not
"property." The aircraft, he submits, were the property of the ultimate lessor: Paramount has only contractual rights.

"Property" is defined by section 436 as follows:

"'Property' includes money, goods, things in action, land and every description of property wherever situated and also
obligations and every description of interest, whether present or future or vested or contingent, arising out of, or incidental
to, property."

It is hard to think of a wider definition of property.

In my judgment, the interest of Paramount under a lease of the aircraft is plainly property within that definition. It is true that,
to date, concepts of concurrent interests in personal property have not been developed in the same way as they have over the
centuries in relation to real property. But modern commercial methods have introduced chattel-leasing. The Act of 1986 refers
expressly to such leases: see section 10(4). Although a chattel lease is a contract, it does not follow that no property interest is
created in the chattel. The basic equitable principle is that if, under a contract, A has certain rights over property as against the
legal owner, which rights are specifically enforceable in equity, A has an equitable interest in such property. I have no doubt
that a court would order specific performance of a contract to lease an aircraft, since each aircraft has unique features peculiar
to itself. Accordingly in my judgment the "lessee" has at least an equitable right of some kind in that aircraft which falls within
the statutory definition as being some "description of interest . . . arising out of, or incidental to" that aircraft.

(2) Is the statutory right of detention a "security over the company's property?"

Section 248 of the Act of 1986 defines "security" as including a "lien or other security." There was some discussion in the
course of argument whether the statutory right of detention is strictly to be described as a "lien." It has many of the features
of a lien. It is a right of retention of chattels enjoyed by a creditor against the payment of his charges for services rendered in
relation to those chattels, similar to the rights enjoyed by, for example, repairers of goods. The fact that the right is conferred
by statute is not inconsistent with it being a lien: see *760  Halsbury's Laws of England, 4th ed., vol. 28 (1979), p. 223, para.
506. However, it is not a possessory lien of the classic type, since (as will appear hereafter) in my judgment the statutory right
of detention conferred by section 88 does not give the airport legal possession of the aircraft whilst it is being detained. But
there are many species of lien which do not depend on possession, for example certain equitable liens: p. 222, para. 503. In
Channel Airways Ltd. v. Manchester Corporation [1974] 1 Ll.R. 456, Forbes J. held that a right very similar to the statutory
right of detention but conferred by a Private Act was not strictly a lien.
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Whether or not the statutory right of detention is strictly to be regarded as a lien, in my judgment apart from any special
context it would certainly fall within the description "other security." Mr. Crystal, for the administrators, submitted the following
description of a security: "Security is created where a person ('the creditor') to whom an obligation is owed by another ('the
debtor') by statute or contract, in addition to the personal promise of the debtor to discharge the obligation, obtains rights
exercisable against some property in which the debtor has an interest in order to enforce the discharge of the debtor's obligation
to the creditor."

Whilst not holding that that is a comprehensive definition of "security," in my judgment it is certainly no wider than the ordinary
meaning of the word. The statutory right of detention confers on the airport (as creditor) the right to detain and, with the leave of
the court, sell the aircraft for the purpose of discharging debts incurred to that airport by the operator or by previous operators.
In my judgment it is plainly a security.

I did not understand Mr. Lightman to take issue with those propositions in general. His submission was that the statutory right
of detention has special features which make it sui generis and therefore the word "security" in sections 11 and 248 of the Act
of 1986 should be construed so as to exclude this very special statutory right. He pointed out that the statutory right of detention
extends to debts owed otherwise than by the person operating the aircraft at the time of detention; that a sale under section 88
can only take place with the leave of the court and operates to divest, not only the debtor's interests in the aircraft, but all other
interests such as those of mortgagees and the ultimate owner. Moreover section 88(6) establishes its own order of priorities in
the application of proceeds of sale of the aircraft.

Whilst accepting the force of these submissions, they do not persuade me that the words "other security" in the Act of 1986
ought to be given anything other than their natural meaning. The statutory right of detention in section 88, although unusual, is
not unique. Parliament has conferred on port authorities similar rights in relation to the enforcement of the payment of port dues:
see section 75 of the Port of London (Consolidation) Act 1920, quoted in The Queen of the South [1968] P. 449 , 457. We were
not referred to any case in which a specific statutory right has been held to fall completely outside the statutory framework laid
down for dealing with insolvent companies. Moreover, to construe the Act of 1986 so as to exclude the statutory right of *761
detention from its ambit would run counter to the purposes of the administration procedure since it would leave airports and
those enjoying similar rights free to take action to enforce payment of their debts, thereby preventing or hindering continuation
of the business by the administrator. In my judgment it would not be right to give the general words "other security" a narrower
meaning than they would normally bear since that would tend to frustrate the purposes of Part II of the Act of 1986.

I therefore hold that the statutory right of detention is a "lien or other security" within the meaning of sections 11 and 248 of
the Act of 1986.

(3) Is the exercise of the statutory right of detention a "step taken to enforce" a security?

Mr. Lightman submits that the overt act necessary to constitute the exercise of the statutory right of detention (i.e., the blocking
of the aircraft or the service of a notice of lien) is not a step to enforce the security but a step to create or perfect the security.
He submits that, in the present case, security was either created for the first time by the overt act of detention or, at least, such
acts were only done to perfect what until then had been an inchoate security (i.e., a right to create a security by the overt act).
The mere detention of an aircraft, says Mr. Lightman, is not the taking of a step to enforce the security.

This is an important point since, to my mind, it raises the question of an administrator's right to possession of chattels which are
subject to a possessory lien or similar right. Although there are special features of the statutory right of detention conferred by
section 88, the starting point must be to discover what are the rights of the administrator to obtain possession of chattels from
those claiming a right of retention the exercise of which involves no positive action by the creditor save a refusal to comply
with a request to hand over the chattel. Is such a refusal a "step . . . taken to enforce" the lien or other similar security? Although
administrations involving aircraft are likely to be comparatively rare, nearly all administrations will raise the question whether,
for example, company vehicles subject to a repairer's lien or goods consigned on the terms that the carrier has a lien on such
goods can be withheld from the administrator unless he pays the debt in full.

If retention under such possessory lien does not require the leave of the court under section 11, this will be an exception to
the normal rule. The administrator will be forced either to seek to run the business without the chattels so retained or to pay in
full and at once the amount owed to the lien holder. As in the present case, it may not be possible to run the business without
the chattels. If the creditor claiming the lien is to be paid in full, he will be placed in a uniquely favourable position compared
with all other creditors. During the administration an unsecured creditor cannot, without the leave of the court, enforce his debt

Case 2:19-ap-01383-SK    Doc 259-3    Filed 06/03/21    Entered 06/03/21 15:47:43    Desc
Exhibit B to Phelps Declaration    Page 57 of 293



Bristol Airport Plc v Powdrill, [1990] Ch. 744 (1989)

© 2021 Thomson Reuters. 13

by action so as to obtain immediate payment: section 11(3)(b). Secured creditors cannot appoint a receiver or enforce their
security in any other way: section 11(3)(b) and (c). The policy of the Act is plainly to impose a moratorium on the payment
of debts save to the extent that *762  the administrator chooses to pay (in order, for example, to obtain further supplies from
a creditor) or the court so directs.

Against that background, I turn to see what guidance is afforded by the words of the Act themselves. I suspect that, save in one
regard, the draftsman may have overlooked the need for an administrator (as opposed to a liquidator) to obtain possession of
chattels for the purpose of continuing to run the company's business. The only specific provision dealing with liens is section
246 which, so far as relevant, provides:

"(2) Subject as follows, a lien or other right to retain possession of any of the books, papers or other records of the company
is unenforceable to the extent that its enforcement would deny possession of any books, papers or other records to the
office holder. (3) This does not apply to a lien on documents which give a title to property and are held as such."

"The office holder" is defined by subsection (1) as meaning an administrator, liquidator or provisional liquidator as the case
may be.

Mr. Lightman relied on this section as indicating that, save in the case of documents, a possessory lien will be enforceable
so as to deny the administrator possession of the chattel subject to the lien and that accordingly no leave would be required
under section 11(3). In my judgment that is not necessarily the underlying assumption behind the section. Let me assume for
the moment that the assertion of a right to retain a chattel under a lien is within section 11(3). The only consequence is that leave
to enforce such right is required: apart from that restriction, the lien holder's right to retain the chattel remains and may well be
permitted by order of the court. However, in the case of documents falling within section 246(2) the right to retain as against
the administrator is unenforceable: the holder of the lien over documents could not apply to the court under section 11(3) for
leave to retain since under section 246(2) he has no right to retain which the court could give him leave to exercise. For that
reason, in my judgment there is no necessary conflict between section 246 and a construction of section 11(3)(c) which requires
the leave of the court for the exercise of a right of retention under a possessory lien.

There is another feature of section 246(2) which in my judgment strongly supports the view that the exercise of a right to retain
under a lien constitutes the enforcement of the security. Section 246(2) provides that "a lien or other right to retain possession . . .
is unenforceable to the extent that its enforcement " would deny possession (my emphasis). The words I have emphasised show
that in the Act of 1986 the mere insistence by a lien holder on his right to retain constitutes "enforcement" of the lien. On
ordinary principles, the same word used in different sections of the Act should normally be given the same meaning. Hence
the word "enforce," when used in section 11(3) in relation to a lien, prima facie includes the assertion by the lien holder of
his right to retain.

Therefore, both the limited guidance provided by the words of the Act of 1986 and the desirability of giving effect to the
statutory purpose of the administration procedure both point to leave being required *763  under section 11(3)(c). There are
however practical considerations which are said to point the other way. First, it is said that by being forced to give up possession
of the chattel, the person entitled to a possessory lien over it will lose his security: the loss of possession under a possessory lien
involves the loss of the security: it cannot be right that the appointment of an administrator has the effect of turning a secured
into an unsecured creditor. But this submission overlooks the fact that the only requirement of section 11(3) is to require the
leave of the court to the exercise of the right of retention. In the ordinary case where a lien holder seeks to assert his lien from
the outset of the administration, on an application for leave under section 11(3) the court, if satisfied that the administrator needs
possession of the chattel, would in the exercise of its discretion normally impose terms whereby the lien over the goods was
retained, notwithstanding the loss of possession, or provide some other suitable security for the lien holder.

Again, it is said that it would be ridiculous to require an application to the court in the case of every possessory lien, however
small. In my judgment that would not be the consequence of upholding the administrators' claim in this case. An administrator
in exercise of his powers (particularly those contained in paragraphs 18 and 23 of Schedule 1 to the Act) could agree with
the lien holder that possession of the chattel was to be given up on the terms that the lien holder continued to enjoy a non-
possessory lien over the chattel.

I therefore reach the conclusion that, in the case of an ordinary possessory lien, the assertion by the lien holder of a right to
retain constitutes the taking of a step to enforce his security within section 11(3) of the Act of 1986 and therefore, in default
of agreement with the administrator, requires the leave of the court.
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Do the special features of the statutory right of detention under section 88 lead to a different conclusion in the present case?
Although there are differences between the normal possessory lien and the statutory right of detention, in general the two rights
are very similar, viz. a passive right to retain a chattel against payment of a debt. Mr. Lightman urges that there are two matters
(one technical, the other practical) which make this case different.

First, he submits that the overt act of detaining the aircraft is the act which creates the security, not one which enforces it. He
submits that until there has been that overt act of detention, the airport has no security at all: it merely enjoys the statutory right
to create the security by an act of detention. Therefore, he says, such detention cannot be a step taken to enforce the security.
There was much discussion in the course of argument as to whether any security existed before the overt act of detention. It
was suggested that the security existed at all times when relevant charges existed wherever the aircraft might be; alternatively,
that the security came into existence when an aircraft touched down at the airport there being subsisting relevant charges which
could give rise to a detention at that airport. I find such analysis artificial and unconvincing. In my judgment Mr. Lightman is
right in saying that the airports enjoyed no actual security until they detained the aircraft by an overt act of detention. But I am
not persuaded that, *764  just because the overt act of detention created or perfected the security, it was not also the taking of a
step to enforce that security. There is no legal reason why the same act should not have a dual effect as being both the perfection
of the security and a step taken to enforce it. Plainly, as a matter of commercial common sense, the detention of the aircraft in
this case did enforce the right of detention in just the same way as does a refusal by a lien holder to hand over the chattel. The
artificiality of the argument can be demonstrated by considering what would be the position if, immediately after the notice of
lien was served, the administrators had demanded the giving up of the aircraft. The refusal to meet such demand would have
been indistinguishable from the refusal of a lien holder to hand over the chattel subject to a possessory lien. It seems to me
unnecessarily artificial to say that in this case there had to be a separate demand for the detained aircraft in order to constitute
an enforcement of the security by the airport.

Mr. Lightman's second point concentrated on the mobility of aircraft. Once an aircraft has left the airport, the rights under
section 88 come to an end unless and until it returns to that airport. The aircraft may have left the jurisdiction, never to return
and be beyond the reach of any order of the court. Even if the aircraft returns to the United Kingdom, it may not return to the
same airport. If, therefore, before exercising the statutory right of detention, the airport has to obtain the leave of the court, the
aircraft may well have gone beyond recall even if the application is heard within hours and is successful. If, as Harman J. held
in the case of Birmingham, the detention of the aircraft before the leave of the court was obtained is a contempt of court as an
interference with the possession of an officer of the court, the airport is placed in an impossible position.

These are powerful arguments. Plainly, an airport should not lose its rights under section 88 simply because there is no time to
obtain prior leave of the court. But in my judgment on a proper view of the matter the practical repercussions are not as serious
as they are submitted to be. I think it unlikely that, after the judgment of this court has been digested, an administrator will seek
to spirit away an aircraft without giving an airport time to apply ex parte for an interim order giving leave to detain, which will
no doubt be granted on the usual cross-undertaking in damages. If, contrary to that prognosis, an administrator were to make
such an attempt, in my judgment an airport would run no risk of being in contempt of court if at the same time as it detained the
aircraft it made every effort to obtain the leave of the court which can normally be obtained in a matter of hours. I am unable to
agree with the judge that Birmingham may have been in contempt of court in this case if, as I understand the position to have
been, they were apprehensive that the aircraft was going to leave that airport almost immediately.

For these reasons, in my judgment the leave of the court to exercise the statutory power of detention contained in section 88
was required under section 11(3)(c). I should make it clear that this decision as to the right of detention under section 88 of the
Act of 1982 does not extend to other rights of detention under that Act, for example section 64(7) (operating without a licence)
and section 78(5) (noise and vibration).
  *765

It is therefore strictly unnecessary to consider the position under section 11(3)(d), but since the judge primarly based his decision
on paragraph (d) it is desirable for me to do so.

B. The issues under section 11(3)(d)

(1) Distress.
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The administrators claim that, by detaining the aircraft, the airports were levying a distress within the section and that therefore
the leave of the court is required. This was the primary ground of the judge's decision. I am unable to agree with his view on this
point. There is no doubt that the statutory right of detention has many similarities to the ancient remedy of distraint: it is a right
for a creditor to exercise control over chattels, whereby the debtor is prevented from using them, as a pledge for the payment of
a debt owed by the debtor to the creditor. But it lacks one essential feature of a distraint, namely that under the statutory right
of detention the aircraft is not taken into the possession of the airport. Under section 88, the power is to detain, not to seize and
detain. The airport can take all necessary steps to prevent the aircraft leaving and to prevent any spares and documents being
removed from it: but it has no right to exclude the owner from the aircraft completely. Therefore in my judgment the statutory
right to detain is not strictly a right of distraint.

Moreover, although statutes have created statutory rights of distress, counsel could find no case in which a statutory provision
had been held to be a right of distraint in the absence of clear words describing the right as a right to distrain. Distress is an
ancient remedy and to a degree obsolescent. In my judgment in the absence of clear words in section 88 describing the right to
detain as being a right of distress, it would be wrong to treat it as such.

(2) "Other proceedings."

The administrators submit, and the judge held, that the detention of the aircraft required the leave of the court as being "other
proceedings . . . against the company or its property."

I have no hesitation in rejecting that view. In my judgment the natural meaning of the words "no other proceedings . . . may
be commenced or continued" is that the proceedings in question are either legal proceedings or quasi-legal proceedings such
as arbitration. It is true that the word "proceedings" can, in certain contexts, refer to actions other than legal proceedings, e.g.
proceedings of a meeting. In Quazi v. Quazi [1980] A.C. 744 the House of Lords held that a divorce by Talaq in Pakistan
constituted other proceedings within the statutory phrase "judicial or other proceedings." But in that phrase the word "other"
must have referred to non-judicial proceedings since judicial proceedings had already been expressly referred to. No such special
feature is present in section 11(3)(d) .

Further, the reference to the "commencement" and "continuation" of proceedings indicates that what Parliament had in mind
was legal proceedings. The use of the word "proceedings" in the plural together with the words "commence" and "continue"
are far more appropriate to *766  legal proceedings (which are normally so described) than to the doing of some act of a more
general nature. Again, it is clear that the draftsman when he wished to refer to some activity other than "proceedings" was well
aware of the word "steps" which he used in section 11(3)(c) .

The judge took the view that the words "other proceedings" covered

"every sort of step against the company, its contracts or its property which may be taken and the intention of Parliament
by section 11 is to prevent all such, without the leave of the court or the administrators."

In my judgment, however anxious one may be not to thwart the statutory purpose of an administration, the judge's formulation
must be too wide. If the word "proceedings" has this wide meaning, all the other detailed prohibitions in section 11(3) would
be unnecessary. Moreover such a construction would introduce great uncertainty as to what constituted commencement or
continuation of proceedings. Would the acceptance of a repudiation of a contract by the company constitute a "proceeding"?
Would a counter-notice claiming a new tenancy under the Landlord and Tenant Act 1954 be a "proceeding"? In my judgment, the
judge's view would produce an undesirable uncertainty which, in view of my construction of section 11(3)(c), it is unnecessary
to introduce into the Act.

C. Did the judge properly exercise his discretion by refusing leave to enforce?

The judge, in the exercise of his discretion, refused to grant the airports leave to enforce their security. He took the following
matters into consideration. First, he referred to the fact that there was or might be a deficiency as against unsecured creditors of
£11m. or more. The judge had taken the view that the airports were not secured creditors and therefore should not be allowed
to gain priority over the other unsecured creditors by detaining the aircraft. Next, he referred to the fact that the detention of the
aircraft would prevent the realisation of the business as a going concern which had been approved at the meeting of creditors,
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attended, without dissent, by representatives of both Birmingham and Bristol. Next, he took into account the fact that throughout
the administration the airports had stood by and taken the benefit of the flying operations carried out by the administrator
throughout the summer in return for which they had received very substantial sums in excess of what they would have received
had the business gone into liquidation on 7 August. He treated the airports as "blowing hot and cold," taking the benefits while
they might and then seeking to assert inconsistent rights thereafter. Finally, as I have said, he took the view that Birmingham
by obstructing the aircraft before obtaining the leave of the court was probably in contempt of court and took this into account.

In my judgment the judge took into account the relevant factors and did not take into account any irrelevant factors save the
view, which I do not share, that Birmingham may have been in contempt of court. However, it is clear that that factor would
have made no difference to *767  the exercise of his discretion, since he pointed out expressly that the same matter could not be
taken into account as against Bristol: yet he reached the same conclusion in relation to both airports. Therefore, in my judgment
the exercise of his discretion is not reviewable in this court.

I would for myself go further and say that I completely agree with his decision. If, at the outset of an administration a secured
creditor wishes to enforce his security in a way inconsistent with the achievement of the statutory purposes, he should make
his position clear at the outset. To stand by and accept all the benefits of an administration and then, at the eleventh hour, seek
to enforce a right which is inconsistent with the achievement of the statutory purpose is in my judgment unacceptable. The
position in the present case is worse since on 7 August there were no aircraft at either Bristol or Birmingham; therefore at
the commencement of the administration by the court the airports were unable to make themselves into secured creditors by
exercising the statutory right of detention. Only as a result of the operations of the administrators, acting under the administration
order, did the aircraft ever come to Bristol or Birmingham again. They are seeking to achieve an outcome where, as a result of
the administration of the company under the order of the court, they achieve greater rights than they would have done had the
company gone into liquidation on 7 August. Further, they have reaped substantial benefits by the continued operation of the
aircraft, giving rise to the payment by the administrators to both Bristol and Birmingham of substantial charges as they accrued
due. In my judgment, whilst the administration procedure should not be used so far as possible to prejudice those who were
secured creditors at the time when the administration order was made in lieu of a winding up order, nor should it be used so as
to give the unsecured creditors at that time security which they would not have enjoyed had it not been for the administration.

I have had the opportunity of reading the judgment of Woolf L.J. with which I agree. I have also read the judgment of Staughton
L.J. I share his concern as to the practical results of our decision but believe that the suggestions made by Woolf L.J. meet a
number of the practical difficulties.

WOOLF L.J.

I have read the judgments of Sir Nicolas Browne-Wilkinson V.-C. and Staughton L.J. Subject to what I have to say hereafter I
agree that this appeal has to be dismissed for the reasons given by the Vice-Chancellor.

I am concerned about the practical implications of our judgment. While I regard it as most important that the clear policy of Part
II of the Insolvency Act 1986 which the Vice-Chancellor has identified should not be frustrated, I also regard it as important
that that policy should not result in Part II of the Act of 1986 interfering unduly with the statutory rights of detention given
to airport authorities under section 88 of the Civil Aviation Act 1982 and the more general rights of those who are entitled to
detain goods under a lien.

It appears there are four problems which have to be considered.
  *768

(1) The prejudice which would be caused to a person entitled to the statutory right to detain under section 88 of the Aviation
Act 1982 or to the right to detain under a possessory lien (the detainor) if he is not entitled to detain the aircraft or other goods
pending an application for leave to enforce his right under section 11(3)(c) of the Act of 1986. (The interim detention problem.)

(2) Unless the amount of charges which are unpaid is reasonably substantial the detainor will not consider it worthwhile incurring
the costs of making an application for leave and so for practical purposes the right of detention could become worthless. (The
costs problem.)

(3) Different people can have an interest in an aircraft or other goods. If the effect of section 11(3)(c) is to make it necessary
for an application to be made to the court for leave to detain where any of those persons are the subject of an administration
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order, it could be extremely difficult for the detainor to ascertain whether or not he can lawfully detain an aircraft or other goods
without leave of the court. (The multiplicity of interests problem.)

(4) Different interests in an aircraft or other goods can change hands without the detainor being aware of this. Problems could
arise when there is an assignment to a company subject to an administration order after an aircraft or goods had been detained
if this meant that the continued detention would be automatically unlawful because of the absence of leave of the court. (The
successive interests problem.)

In my judgment these problems are made less serious if it is appreciated that it is not the creation of the security without the
consent of the administrator or the leave of the court which is prohibited by section 11(3)(c) but the taking of steps to enforce
that security. You are not taking steps to enforce a security unless by relying on the security you are preventing the administrator
doing something to an aircraft or other chattel in which he has an interest which he would otherwise be entitled to do. Taking
first the case of the ordinary repairer who is entitled to retain goods until his charges are paid. Unless and until someone who
is entitled to possession of those goods seeks to obtain possession of the goods, the lien holder does not take steps to enforce
his lien. The security which is given to the lien holder entitles him to refuse to hand over the possession of the goods, but until
he makes an unqualified refusal to hand over the goods he has not in my judgment taken steps to enforce the security for the
purposes of section 11(3)(c) of the Act of 1986.

Similarly the right or security which section 88 of the Act of 1982 gives to the aerodrome authority is to detain pending payment
either (i) the aircraft in respect of which the charges were incurred or (ii) any other aircraft of which the person in default is
the operator at the time when the detention begins. The right is to prevent the operation of the aircraft by detaining it. The
activities which constitute operating an aircraft are extensive and akin to any act of management as is indicated by the definition
of "operator" in section 105 of the Act of 1982 as meaning "in relation to an aircraft . . . the person having the management of
the aircraft for the time being or, in relation to a time, at that time." It is only when the airport authority takes steps to prevent
what would *769  otherwise be the lawful operation (in that sense) of the aircraft that it enforces its security. While the same
act can constitute the creation of the security and the enforcement of the security, there is nothing to prevent the aerodrome
authority creating their security prior to their taking steps to enforce that security. Thus, for example, placing a notice on the
aircraft would create the security even if the identity of the operator was not known. The security would be enforced when the
operator arrived at the airport and tried to operate the aircraft.

Like the Vice-Chancellor, I find section 246(2) of the Act of 1986 helpful in determining what amounts to steps to enforce
security for the purposes of section 11(3)(c). Section 246(2) refers to denying possession as being enforcement in the case of a
lien, so in the case of the statutory right to detain contained in section 88 of the Act of 1982 it will be the denial of the ability
to operate the aircraft which will constitute the enforcement.

How then does this approach assist with the problems which I have identified?

The interim detention problem

A person who comes into possession of goods lawfully is not guilty of conversion or other unlawful interference with those
goods if he does not hand those goods over immediately he receives a demand from a person who is in fact entitled to possession
of the goods. He is entitled first to take a reasonable time over verifying the right to the possession of the person who requires
the goods to be handed over: see Clerk and Lindsell on Torts , 16th ed. (1989), p. 1236, paras. 22-28/29. By analogy I would not
regard a person who is otherwise entitled to a lien as enforcing that lien if he does not make an unqualified refusal to hand over
the goods to an administrator but instead indicates to the administrator that unless the administrator consents to his exercising
his right to detain, he will apply promptly to the court for leave and does so. In my view such conduct would not amount to
taking steps to enforce the lien within the meaning of section 11(3)(c) of the Act of 1986.

The position would be exactly the same in relation to the detention of an aircraft under section 88 of the Act of 1982. I would
not treat the aerodrome authority as taking steps to enforce the statutory right to detain if an application is promptly made to
the court and the aerodrome authority makes it clear that it is only preventing the removal of the aircraft pending determination
of the question of whether it is entitled to exercise its statutory right to detain. The aerodrome authority may have brought the
statutory security into existence but it is not exercising its statutory right to detain the aircraft pending payment. It is preventing
the removal of the aircraft in order to ascertain whether it is entitled lawfully to detain the same pending payment. This action
would not amount to conversion or wrongful interference with the aircraft. Nor would it amount to contempt. If this is the
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position, then it is unlikely that Parliament intended section 11(3) to prevent and make unlawful the retention of the aircraft
pending the decision of the court.
  *770

Even if my interpretation of section 11(3) is not correct, the subsection expressly provides that the administrator can give his
consent to the enforcement of the security and I would expect the administrator to consent to the detainor exercising his rights
until an application could be made to the court bearing in mind that in a case where the administrator urgently requires the
goods the court would be able rapidly to make an interim order.

The costs problem

On the interpretation of section 11(3)(c) of the Act of 1986 which I have adopted there would be no need for the detainor to make
an application to the court unless this is required by the administrator. If the amount at stake is small, then I would expect the
matter to be dealt with between the parties without the need of the intervention of the court. If either party acted unreasonably,
then the court could be expected to use its powers in relation to costs so as to protect the party who was unreasonably involved
in court proceedings.

Multiplicity of interests problem

The lien holder only needs to concern himself with an administrator of a company who claims to be entitled to possession of the
goods. It is therefore not necessary for the lien holder to take the initiative and seek to find out whether there is any company
in relation to which an administration order has been made which has an interest in the goods. The position is the same under
section 88 of the Act of 1982. The aerodrome authority is only concerned with a company the administrator of which is seeking
to operate the aircraft. If an administrator is seeking to operate the aircraft, then he will have to identify himself to the airport
authority and the airport authority will then be able to decide whether in relation to that operator it would be appropriate to apply
to the court for leave. Pending a claim to operate the aircraft being put forward by an administrator, it is perfectly in order for the
aerodrome authority to establish its security. It will only need to enforce that security if and when someone seeks to operate the
aircraft. If that person is not a company in relation to which an administration order has been made, then the airport authority
is entitled to enforce its security. If it is a company which is subject to an administration order, then the subsection envisages
that the security should be able to be enforced with the leave of the administrator or the court and so it must be implicit that
the detainor should have the opportunity to obtain that consent. The airport authority will not have that opportunity if it has to
allow the aircraft to be operated pending an attempt to obtain the consent.

The successive interests problem

If a right to a lien has been enforced against a person otherwise entitled to possession who is not entitled to the protection of
section 11 of the Act of 1986, the fact that that person assigns its interests in the goods to a company which is subject to an
administration order will not mean that the lien holder in consequence of the assignment contravenes  *771  section 11. It will
only be necessary for the lien holder to obtain the consent of the administrator or of the court when the administrator of the
company which has acquired the interest in the chattels seeks possession of the same. The position is exactly the same with
regard to an aerodrome authority exercising its statutory right to detain. The fact that that statutory right has been enforced
against a company which is not subject to an administration order is of no relevance in deciding whether or not steps have been
taken to enforce the security in the event of an administration order subsequently being made in relation to that company or that
company assigning its interest to another company which is the subject of an administration order.

It is for these reasons that I do not anticipate that in practice there should be any difficulty as a result of the interaction of the
right of detention given by section 88 of the Act of 1982 and the effect of making an administration order because of section
11 of the Act of 1986. Different problems may arise if the aerodrome authority wishes to exercise its right of sale under section
88 of the Act of 1982. However, this is not a subject which it would be appropriate to consider on this appeal.

There are, however, two other points which I would make. The first is that I see a parallel between our decision on this appeal
and the very recent decision of the House of Lords in In re Smith (A Bankrupt), Ex parte Braintree District Council [1990]
2 A.C. 215 . The statutory provisions which the House of Lords had to consider were different. The House of Lords were
considering the effects of bankruptcy on the imposition of a committal to imprisonment in default of paying rates. However,
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the policy which Lord Jauncey of Tullichettle identified in his speech with which the other members of the House agreed in
that case was similar to that identified by the Vice-Chancellor in this case and in my view the decision provides some support
for our conclusion on this appeal.

The other point is that while I regard the passage from Phillips J.'s judgment in Havelet Leasing Ltd. v. Cardiff-Wales Airport
Ltd . (unreported), 29 June 1988 cited by the Vice-Chancellor as accurately stating the law, I would not wish to be taken as
approving Phillip J.'s decision on the second issue between the parties in that case. In interlocutory proceedings Hirst J. had
taken a different view from Phillips J. and, as the issue does not directly arise on this appeal, I would prefer to leave the point
open as it could well be that there is considerable merit in the approach of Hirst J.

STAUGHTON L.J.

I agree that this appeal should be dismissed for the reasons given by Sir Nicolas Browne-Wilkinson V.-C. However, I feel bound
to add that I have misgivings as to how our decision may affect other cases in the future.

Take the case of a road haulage company in respect of which an administration order is made. At the time one of its lorries has
just been repaired by a garage owner, at a cost of £1,000, and is ready for collection upon payment of the bill. The company's
driver arrives to take the lorry away, but is refused delivery until the bill is paid. That, as *772  it seems to me, may be unlawful
conduct on the part of the garage owner, for which there would be a remedy in damages. Yet he may not even know that an
administration order has been made, although it is required to be advertised under the Insolvency Rules.

In case it be thought that the lorry driver would promptly provide that information - adding, perhaps, that the garage owner
need not be deceived by section 246 of the Insolvency Act 1986 into thinking that he is free to exercise his lien, because the
Court of Appeal has held that section 11(1)(c) still requires the leave of the court to be obtained - let us consider a slightly
different case. Suppose that the lorry is not owned by the road haulage company, but hired by it under a lease from a finance
company; and that it is the finance company in respect of which the administration order has been made. Again the garage
owner may not know of the administration order, and nobody may tell him about it. But he may incur liability in damages if
he refuses delivery until his bill is paid.

In such cases the liability may be small. But it could be very much larger in the case of an airport that detains an aircraft which is
about to leave full of passengers. No doubt airport managers will soon be aware of the hazards they face in detaining any aircraft
without making all necessary inquiries as to its operator and owner; but that does not seem to me to improve their situation much.

I hope that it will indeed prove possible for garage owners or airport managers to obtain leave of the court promptly, within
a matter of hours. But what of the costs involved? To obtain legal advice and assistance on an area of the law which I would
regard as recondite, perhaps in unsociable hours, is bound to be expensive. Even if such applications are one day heard for the
most part in a county court, I would imagine that the garage owner would face a bill of £500 at least, and probably more. Is it to
be expected that he will recover his costs, as a matter of course, from the administrator? If not, the best advice that his solicitor
could give him would be to forget his lien and deliver up the lorry forthwith.

Since writing this judgment I have had the advantage of reading the judgment which is to be delivered by Woolf L.J. It may
well be that the difficulties which I foresee will be overcome in the manner which he suggests; we heard no argument about
them, and I express no opinion one way or the other. For the present I consider that the effect of section 11(1)(c) should be kept
carefully under review in the future. As the law stands, and as I have already said, I would dismiss this appeal.

Representation

Solicitors: Cartwrights ; Evershed Wells and Hind ; Wilde Sapte ; Beaumont & Sons .

Appeal dismissed with costs. ([Reported by MISS BARBARA SCULLY, Barrister-at-Law] )
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Footnotes

1 Civil Aviation Act 1982, s.
88(1) : see post, p. 755C-D

2 Insolvency Act 1986, s. 11(3) :
see post p. 757E-G

(c) Incorporated Council of Law Reporting for England & Wales
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*710  Agnew and Another v Commissioner of Inland Revenue

Positive/Neutral Judicial Consideration

Court
Privy Council (New Zealand)

Judgment Date
5 June 2001

Report Citation
[2001] UKPC 28; [2001] 3 W.L.R. 454
[2001] 2 A.C. 710

Privy Council

Lord Bingham of Cornhill , Lord Nicholls of Birkenhead , Lord
Hoffmann , Lord Hobhouse of Woodborough and Lord Millett

2001 April 2, 3; June 5

Company—Debenture—Charge over book debts—Charge over uncollected book debts expressed to be "fixed"—Company able
to collect and use proceeds in ordinary course of trading until crystallisation or enforcement—Whether charge fixed or floating

By a debenture dated 9 August 1995 the company created a charge, expressed to be "fixed", in favour of the bank over
its book debts arising in the ordinary course of business and their proceeds, but not over such proceeds as were received
by the company before the bank required them to paid into an account with itself, or before the charge crystallised or was
enforced, whichever occurred first. Subject thereto the debenture created a charge, expressed to be "floating", in respect of
other assets of the company and, while prohibiting the company from disposing of its uncollected book debts, permitted it to
deal freely in the ordinary course of trading with assets, including the proceeds of collected book debts, which were subject
to the floating charge. The company went into receivership and the receivers applied for directions as to whether the book
debts which were uncollected at the time of their appointment were subject to a fixed charge, and so payable to the bank, or
to a floating charge and so were available for distribution to the preferential creditors. The judge held, inter alia, that since
the prohibition on alienation, whether by factoring, assignment or charge, was sufficient to create a fixed charge on the book
debts, it was unnecessary also to prohibit the company from collecting them and disposing of the proceeds. He accordingly
concluded that the charge was fixed. On appeal by preferential creditors, including the commissioner, the Court of Appeal
reversed the judge's decision.

On appeal by the receivers—

Held, dismissing the appeal, that the critical feature which distinguished a floating from a fixed charge lay in the chargor's
ability, freely and without the chargee's consent, to control and manage the charged assets and withdraw them from the
security; that, since alienation and collection merely signified different ways of realising a debt, a restriction on disposal
which permitted collection and free use of the proceeds enabled a debt to be withdrawn from the security by the chargor's
act and was inconsistent with the nature of a fixed charge; and in consequence the prohibition on factoring or alienation of
the book debts was insufficient to convert a floating charge into a fixed charge; that, irrespective of whether the debenture
created a single charge or separate charges over the book debts and their proceeds when collected, it was so drafted that it
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was the act of the company which turned the book debts to its own account; and that, accordingly, since the company was
left in control of the process by which the book debts were extinguished and replaced by the proceeds which were freely at
its disposal, the charge over the uncollected debts was floating and not fixed (post, pp 726E-H,729D-H, 730B-D).

In re Brightlife Ltd [1987] Ch 200 and In re Cosslett (Contractors) Ltd [1998] Ch 495, CA applied .

In re New Bullas Trading Ltd [1994] 1 BCLC 485, CA overruled .

Decision of the Court of Appeal of New Zealand [2000] 1 NZLR 223 affirmed .

The following cases were referred to in the judgment of their Lordships:

 Annangel Glory Cia Naviera SA v M Golodetz Ltd [1988] 1 Lloyd's Rep 45 *711

 Biggerstaff v Rowatt's Wharf Ltd [1896] 2 Ch 93, CA
 Brightlife Ltd, In re [1987] Ch 200; [1987] 2 WLR 197; [1986] 3 All ER 673
 Care Shipping Corpn v Itex Itagrani Export SA [1993] QB 1; [1991] 3 WLR 609; [1992] 1 All ER 91
 Colonial Trusts Corpn, In re; Ex p Bradshaw (1879) 15 Ch D 465
 Cosslett (Contractors) Ltd, In re [1998] Ch 495; [1998] 2 WLR 131; [1997] 4 All ER 115, CA
 Evans v Rival Granite Quarries Ltd [1910] 2 KB 979, CA
 Federal Commerce and Navigation Co Ltd v Molena Alpha Inc (The Nanfri) [1979] AC 757; [1978] 3 WLR 991; [1979]

1 All ER 307, HL(E)
 Florence Land and Public Works Co, In re; Ex p Moor (1878) 10 Ch D 530, CA
 General South American Co, In re (1876) 2 Ch D 337, CA
 Governments Stock and Other Securities Investment Co Ltd v Manila Railway Co Ltd [1897] AC 81, HL(E)
 Hamilton's Windsor Ironworks, In re; Ex p Pitman & Edwards (1879) 12 Ch D 707
 Hart v Barnes (1982) 7 ACLR 310
 Holroyd v Marshall (1862) 10 HL Cas 191, HL(E)
 Keenan Bros Ltd, In re [1986] BCLC 242
 London Pressed Hinge Co Ltd, In re [1905] 1 Ch 576
 New Bullas Trading Ltd, In re [1993] BCLC 1389 ; [1994] 1 BCLC 485, CA
 Panama, New Zealand, and Australian Royal Mail Co, In re (1870) LR 5 Ch App 318
 Salomon v A Salomon & Co Ltd [1897] AC 22 , HL(E)
 Siebe Gorman & Co Ltd v Barclays Bank Ltd [1979] 2 Lloyd's Rep 142
 Street v Mountford [1985] AC 809; [1985] 2 WLR 877; [1985] 2 All ER 289, HL(E)
 Supercool Refrigeration and Air Conditioning v Hoverd Industries Ltd [1994] 3 NZLR 300
 Tagart, Beaton & Co v James Fisher & Sons [1903] 1 KB 391, CA
 Tailby v Official Receiver (1888) 13 App Cas 523, HL(E)
 Welsh Irish Ferries Ltd, In re [1986] Ch 471; [1985] 3 WLR 610
 Yorkshire Woolcombers Association Ltd, In re [1903] 2 Ch 284 , Farwell J and CA; sub nom Illingworth v Houldsworth

[1904] AC 355, HL(E)

The following additional cases were cited in argument:

 Atlantic Computer Systems plc, In re [1992] Ch 505; [1992] 2 WLR 367; [1992] 1 All ER 476, CA
 Atlantic Medical Ltd, In re [1993] BCLC 386
 Bank of Credit and Commerce International SA, In re (No 8) [1998] AC 214; [1997] 3 WLR 909; [1997] 4 All ER 568, HL(E)
 CCG International Enterprises Ltd, In re [1993] BCC 580
 Company (No 005009 of 1987), In re A; Ex p Copp [1989] BCLC 13
 Perrins v State Bank of Victoria [1991] 1 VR 749
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 Pirelli General Cable Works Ltd v Oscar Faber & Partners [1983] 2 AC 1; [1983] 2 WLR 6; [1983] 1 All ER 65, HL(E)
 R (British Columbia) v Federal Business Development Bank (1987) 43 DLR (4th) 188
 Royal Trust Bank v National Westminster Bank plc [1996] 2 BCLC 682, CA
 Westmaze Ltd, In re (unreported) 15 May 1998 , David Oliver QC

APPEAL from the Court of Appeal of New Zealand

The applicants, Richard Dale Agnew and Kevin Charles Bearsley, receivers of Brumark Investments Ltd (in receivership),
appealed with the leave of the Court of Appeal of New Zealand from the judgment of that court (Elias CJ, Gault and Anderson
JJ) [2000] 1 NZLR 223 given on 14 October 1999 allowing an appeal by the Commissioner of Inland Revenue from Fisher J,
who, by a judgment delivered on 16 February 1999 in the *712  High Court of New Zealand 19 NZTC 15, had directed that the
debenture in favour of Westpac Banking Corpn created a fixed charge over the company's book debts and granted a declaration
that book debts invoiced prior to the commencement of the receivership were subject to such a charge. The Court of Appeal
had set aside the judgment and granted a declaration that the debenture created a floating charge over the company's book debts
and that section 30 of the Receiverships Act 1993 applied.

The facts are stated in the judgment of their Lordships.

R B Stewart QC for the receivers. The sole question is whether a lender can take a fixed charge over uncollected book debts while
leaving the borrower company free to use the proceeds of the book debts in the ordinary course of business. The consequence
of an affirmative answer is that it would be possible to have a fixed charge of uncollected book debts which does not extend
to the proceeds on collection. The crucial question is whether uncollected book debts and their proceeds are indivisible so that,
by allowing the company to access and apply the proceeds for the purposes of the business, the lender's security, although
expressed to be a fixed charge over uncollected book debts, is relegated to a floating charge.

It has long been settled law that a lender is entitled to take an equitable charge over all present and future book debts of the
debtor: see Tailby v Official Receiver (1888) 13 App Cas 523 . A floating charge is (i) a charge on a class of assets of a company
present and future (ii) where the class would in the ordinary course of business be changing from time to time and (iii) it is
contemplated by the charge that, until some step is taken by the chargee, the company might carry on its business in the ordinary
way as far as concerns the particular class of assets in question: see In re Yorkshire Woolcombers Association Ltd [1903] 2 Ch
284 . Although such a charge was formerly assumed to be floating since it related to assets of a shifting character, a fixed charge
can be taken over book debts and other circulating assets; the element which distinguishes a floating from a fixed charge is not
the shifting nature of the collateral but the contractual freedom of the debtor company to manage its assets and dispose of them
in the ordinary course of business free from the charge: see In re Cosslett (Contractors) Ltd [1998] Ch 495 , Siebe Gorman & Co
Ltd v Barclays Bank Ltd [1979] 2 Lloyd's Rep 142 , In re Keenan Bros Ltd [1986] BCLC 242 and In re A Company (No 005009
of 1987), Ex p Copp [1989] BCLC 13 . But the court has declined to give effect to the parties' designation of a charge as a fixed
charge on the basis that the debenture left the company free to collect the book debts in the normal course of its business: see In
re Brightlife Ltd [1987] Ch 200 and Supercool Refrigeration and Air Conditioning v Hoverd Industries Ltd [1994] 3 NZLR 300 .

Although a fixed charge designation has been upheld even where the charge has left the company at liberty to receive and use
collectable assets (see In re Atlantic Computer Systems plc [1992] Ch 505 , and In re Atlantic Medical Ltd [1993] BCLC 386
) that approach has attracted criticism (see Goode "Charges over Book Debts: A Missed Opportunity" (1994) 110 LQR 592 )
and the courts in general have recognised that to leave the debtor company in control of the book debts and at liberty to apply
their proceeds in the ordinary course of business was fatal to a fixed charge characterisation.
  *713
However in In re New Bullas Trading Ltd [1994] 1 BCLC 485 the court's conclusion, that it was open to the parties to agree on
a fixed charge over book debts while uncollected and a floating charge over sums paid into a bank account, introduced a new
development. The decision attracted much academic and some judicial comment: see Royal Trust Bank v National Westminster
Bank Plc [1996] 2 BCLC 682 and In re Westmaze Ltd (unreported) 15 May 1998; Goode "Charges over Book Debts: A Missed
Opportunity" (1994) 110 LQR 592 ; Alan Berg, "Charges over Book Debts: A Reply" [1995] JBL 433 ; Stephen Griffin, "The
Effect of a Charge over Book Debts: The Indivisible or Divisible Nature of the Charge ?" (1995) 46 NIQL 163 ; Brendan
Brown, "Charges over Book Debts in the New Zealand Court of Appeal" [2000] JIBL 302 and Gregory and Walton, "Book
Debt Charges—The Saga Goes On" (1999) 115 LQR 14. In all material respects the debenture in the present case is the same as
in the New Bullas case: see Professor D W McLauchlan in "New Bullas in New Zealand: Round Two" (2000) 116 LQR 211 .
If therefore the New Bullas case is correctly decided the debenture in the present case creates a fixed charge over uncollected
book debts and the appeal should be allowed.
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It follows that if the parties to the debenture plainly and unambiguously identified uncollected book debts and their proceeds
as separate items of property with the declared intention of constituting the former the subject of a fixed charge and the latter
the subject of a floating charge then that intention should be given effect for the following reasons.

First, the question whether a charge is fixed or floating is a matter of the construction of the document which creates it in the light
of the circumstances of its execution and its business objective: see Alan Berg, "Charges over Book Debts: A Reply" [1995]
JBL 433 ; In re Yorkshire Woolcombers Association Ltd [1903] 2 Ch 284 ; In re Brightlife Ltd [1987] Ch 200 and the New
Bullas case [1994] 1 BCLC 485 . While mere description of the charge as "fixed" may not operate to give the charge that status
if other factors are inconsistent with that description (see Supercool Refrigeration and Air Conditioning v Hoverd Industries
Ltd [1994] 3 NZLR 300 ), in the present case there is no doubt that the declared intention of the parties was to create a fixed
charge over all book debts while uncollected.

Secondly uncollected book debts and their proceeds are readily identifiable as distinct and separate items of property, such
divisibility has been recognised in other areas of the law: see Berg; In re Welsh Irish Ferries Ltd [1986] Ch 471 ; The Annangel
Glory [1988] 1 Lloyd's Rep 45 ; In re CCG International Enterprises Ltd [1993] BCC 580 and the New Bullas case.

Thirdly any conceptual difficulties in recognising that distinction should yield to the commercial objectives of the parties: see
In re Bank of Credit and Commerce International SA (No 8) [1998] AC 214 . The distinction recognises and confers genuine
commercial advantages and benefits on the lender, who wants the best available level of security, and provides a commercially
sensible and workable balance between his interests and those of the borrower to trade and utilise its trading receipts in the
normal course of business: see Berg; the New Bullas case [1994] 1 BCLC 485 ; In re Keenan Bros Ltd [1986] BCLC 242 and In
re Yorkshire Woolcombers Association Ltd [1903] 2 Ch 284 . In any event the absence of a readily identifiable *714  advantage
to having a fixed charge as opposed to a floating charge over book debts would be no basis for denying the lender the status
of a fixed charge over books if that had been his stipulation and the borrower had agreed: see Berg, at p 433;  Goode, Legal
Problems of Credit and Security, 2nd ed (1988) , pp 51-52 ; Biggerstaff v Rowatt's Wharf Ltd [1896] 2 Ch 93 ; the Supercool
case [1994] 3 NZLR 300 and Evans v Rival Granite Quarries Ltd [1910] 2 KB 979 . Nevertheless if clear words are used and
it was the parties' intention the courts will uphold a fixed charge over all present and future book debts of a trading company:
see the Keenan case and Siebe Gorman & Co Ltd v Barclays Bank Ltd [1979] 2 Lloyd's Rep 142 .

Fourthly the distinction removes potential problems if book debts and their proceeds are held to be divisible: see, in particular,
Berg, at pp 458-462 and the New Bullas case. Academic opinion lies in favour of that decision and, in consequence, does not
support the decision of the Court of Appeal in the present case: see Berg, Narev and Rubenstein, "Separation of Book Debts
and their Proceeds" [1994] CLJ 225 ; Griffin, "The Effect of a Charge over Book Debts: The Indivisible or Divisible Nature of
the Charge?" (1995) 46 NIQL 163 ; Watts, "Fixed Charges over Book Debts" [1999] New Zealand Review 46 and Professor
McLauchlan, "New Bullas in New Zealand: Round Two" (2000) 116 LQR 211.

Fisher J correctly concluded that the distinction between uncollected book debts and their proceeds was conceptually and
commercially sustainable and accurately characterised the charge of the uncollected book debts as a fixed charge, the fact that it
was defeasible on the debts being collected and received by the chargor is, as he rightly held, immaterial. His judgment should
be restored and the contrary decision of the Court of Appeal set aside.

C B Cato and J H Coleman for the Commissioner of Inland Revenue. A charge will, in law, be floating even where it is described
as fixed when it is over a class of company assets both present and future which fluctuates in the ordinary course of business
and allows the company to collect and deal with the proceeds of collection in the ordinary course of business and crystallises
on the occurrence of certain events. The most important factor is the level of control: the essential test as to whether a charge
over fluctuating assets is fixed or floating is determined by consideration of whether the borrower has the power to collect the
proceeds of the debts and deal with them in the ordinary course of its business: if the borrower has that power, even where some
restriction is placed on the way in which the borrower could otherwise deal with the debts (see In re Brightlife Ltd [1987] Ch
200 ), the charge is floating; if the borrower does not have that power the charge will be fixed: see In re Yorkshire Woolcombers
Association Ltd [1903] 2 Ch 284 and sub nom Illingworth v Houldsworth [1904] AC 355 ; In re Keenan Bros Ltd [1986] BCLC
242 and Siebe Gorman & Co Ltd v Barclays Bank Ltd [1979] 2 Lloyd's Rep 142 . The control test has been adopted in other
common law jurisdictions: see the Keenan case (Ireland), R (British Columbia) v Federal Business Development Bank (1987)
43 DLR (4th) 188 , Supercool Refrigeration and Air Conditioning v Hoverd Industries Ltd [1994] 3 NZLR 300 (New Zealand)
and Perrins v State Bank of Victoria [1991] 1 VR 749 . Authorities decided with little regard to the control test are wrongly
decided: see In re Atlantic Computer Systems plc [1992] Ch 505 ; *715  In re Atlantic Medical Ltd [1993] BCLC 386 and
Goode, "Charges over Book Debts: A Missed Opportunity" (1994) 110 LQR 592 , 598, 602. Here there is no restriction on
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control and, while the critical factor is the level of control over collection in the ordinary course of business, further indicia of
a floating charge are also present: namely it is a charge over book debts both present and future, over a class of assets which it
is anticipated will change from time to time and it is contemplated that the borrower will be able to use the collected proceeds
of the book debts in the ordinary course of business.

The decision in the New Bullas case is irreconcilable with prior authority. It is incorrect because the court did not apply the
control test and placed undue emphasis on the structure and description of the charges. The correct approach is to determine the
operative effect of the arrangement and if the intention as manifested in the labels used by the parties cannot be reconciled with
the operative effect, as evidenced by applying the control test, it is the operative effect which should prevail. The New Bullas
decision was also wrong to sanction the division of uncollected book debts from the proceeds of their collection. The correct
question is whether the purportedly fixed charge is fixed by reference to the control test, not whether it is theoretically possible
to have a floating charge over proceeds and a fixed charge over unrealised debts. The decision has attracted criticism: see Royal
Trust Bank v National Westminster Bank plc [1996] 2 BCLC 682 ; Lightman and Moss, The Law of Receivers of Companies,
2nd ed (1994) , p 36 ; Worthington, "Fixed Charges over Book Debts and other Receivables" (1997) 113 LQR 562 and David
Brown, "Charges over Book Debts: Can Lenders Have Their Cake and Eat it in Pieces?" (2000) 8 Insolvency Law Journal 50 .
By contrast the New Bullas decision has also received support: see Berg, "Charges over Book Debts A Reply" [1995] JBL 433 ;
McLauchlan, "Fixed Charges over Book Debts—New Bullas in New Zealand" (1999) 115 LQR 365 and "New Bullas in New
Zealand: Round Two" (2000) 116 LQR 211 ; Watts, "Fixed Charges over Book Debts" [1999] New Zealand Law Review 46
and Naren and Rubenstein, "Separation of Book Debts and their Proceeds" [1994] CLJ 225 .

In enacting, in particular, section 30 of the Receivership Act 1993 the New Zealand legislature would have relied on the
established test of control as the settled approach to the characterisation of charges. Given the importance of certainty of approach
in commercial cases there should now be no radical change from that test. If the floating charge is considered inadequate to meet
current commercial demands reform should be effected through amending legislation but not by departing from precedent: see
Pirelli General Cable Works Ltd v Oscar Faber & Partners [1983] 2 AC 1 .

The judge's reasoning, in particular his distinction between a restriction on disposition to third parties of uncollected book debts
and the power of the borrower to control and consume those debts, was inconsistent with established case law. He wrongly
followed the decision in the New Bullas case and he failed to apply the correct test. The Court of Appeal was accordingly
correct to reverse his decision.

Stewart QC replied.

Cur adv vult
  *716
5 June. The judgment of their Lordships was delivered by

LORD MILLETT

1.  The question in this appeal is whether a charge over the uncollected book debts of a company which leaves the company
free to collect them and use the proceeds in the ordinary course of its business is a fixed charge or a floating charge.

2.  The company which granted the charge in question, Brumark Investments Ltd, is in receivership. The only assets available
for distribution to creditors are the proceeds of the book debts which were outstanding when the receivers were appointed
and which they have since collected. If the charge is a fixed charge, as the receivers contend, the proceeds are payable to the
company's bank Westpac Banking Corpn as the holder of the charge. If, however, it was a floating charge at the time it was
created then, by the combined effect of Schedule 7 to the Companies Act 1993 and section 30 of the Receiverships Act 1993,
they are payable to the employees and the Commissioner of Inland Revenue as preferential creditors. In a carefully reasoned
judgment the judge, Fisher J (1999) 19 NZTC 15, 159, held that it was a fixed charge, but his decision was reversed by the
Court of Appeal [2000] 1 NZLR 223 . A curiosity of the case is that the distinction between fixed and floating charges, which
is of great commercial importance in the United Kingdom, seems likely to disappear from the law of New Zealand when the
Personal Property Act 1999 comes into force.

3.  The debenture is dated 9 August 1995. It is closely modelled on the instrument which was the subject of the controversial
decision of the English Court of Appeal in In re New Bullas Trading Ltd [1994] 1 BCLC 485 and may have been deliberately
drafted in order to take advantage of that decision. The relevant provisions of the debenture are set out in full in the judgments
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below and their Lordships can state them shortly. It is expressed to create a fixed charge on the book debts of the company
which arise in the ordinary course of trading and their proceeds, but not those proceeds which are received by the company
before the charge holder requires them to be paid into an account with itself (which it could do at any time but never did) or the
charge created by the deed crystallises or is enforced whichever should first occur. Subject thereto, the charge is expressed to be
a floating charge as regards other assets of the company. The debenture prohibits the company from disposing of its uncollected
book debts, but permits it to deal freely in the ordinary course of its business with assets which are merely subject to the floating
charge; these include the money in its bank accounts and the proceeds of the book debts when collected.

4.  Thus the deed purports to create a fixed charge on the book debts which were outstanding when the receivers were appointed
and the proceeds of the debts which they collected. Prior to their appointment, however, the company was free to collect the
book debts and deal with the proceeds in the ordinary course of its business, though it was unable to assign or factor them.
The question is whether the company's right to collect the debts and deal with their proceeds free from the security means
that the charge on the uncollected debts, though described in the debenture as fixed, was nevertheless a floating charge until
it crystallised by the appointment of the receivers. This is a question of characterisation. To answer it their Lordships must
examine the nature of a floating charge and ascertain the features which distinguish it from a fixed charge. They propose to
start by *717  tracing the history of the floating charge from its inception to the present day, paying particular attention to
charges over book debts.

5.  The floating charge originated in England in a series of cases in the Chancery Division in the 1870s: In re Panama, New
Zealand, and Australian Royal Mail Co (1870) LR 5 Ch App 318 (generally regarded as the first case in which the floating
charge was recognised), In re Florence Land and Public Works Co; Ex p Moor (1878) 10 Ch D 530 , In re Hamilton's Windsor
Ironworks; Ex p Pitman & Edwards (1879) 12 Ch D 707 and In re Colonial Trusts Corpn; Ex p Bradshaw (1879) 15 Ch D 465
. Two things led to this development. First, the possibility of assigning future property in equity was confirmed in Holroyd v
Marshall (1862) 10 HL Cas 191 . The principle was of general application and made it possible for future book debts to be
assigned by way of security: Tailby v Official Receiver (1888) 13 App Cas 523 . Secondly, the Companies Clauses Consolidation
Act 1845 sanctioned a form of mortgage for use by statutory companies by which the company assigned "its undertaking". It
was natural that this formula should afterwards be adopted by companies incorporated under the Companies Act 1862.

6.  The debenture in In re Panama, New Zealand, and Australian Royal Mail Co LR 5 Ch App 318 was in this form. It charged
"the undertaking" of the company "and all sums of money arising therefrom". This was taken to mean all the assets of the
company both present and future including its circulating assets, that is to say, assets which are regularly turned over in the
course of trade. From the word "undertaking" Giffard LJ derived the inference that unless and until the charge holder intervened
the parties contemplated that the company was to be at liberty to carry on business as freely as if the charge did not exist, which
it would not be able to do if the circulating assets were subject to a fixed charge.

7.  The thinking behind the development of the floating charge was that compliance with the terms of a fixed charge on the
company's circulating capital would paralyse its business. This theme was repeated in many of the cases: see for example In re
Florence Land and Public Works Co 10 Ch D 465 , 541 per Sir George Jessel MR, Biggerstaff v Rowatt's Wharf Ltd [1896] 2
Ch 93 , 101, 103 per Lindley and Lopes LJJ. A fixed charge gives the holder of the charge an immediate proprietary interest in
the assets subject to the charge which binds all those into whose hands the assets may come with notice of the charge. Unless
it obtained the consent of the holder of the charge, therefore, the company would be unable to deal with its assets without
committing a breach of the terms of the charge. It could not give its customers a good title to the goods it sold to them, or
make any use of the money they paid for the goods. It could not use such money or the money in its bank account to buy more
goods or meet its other commitments. It could not use borrowed money either, not even, as Sir George Jessel MR observed,
the money advanced to it by the charge holder. In short, a fixed charge would deprive the company of access to its cash flow,
which is the life blood of a business. Where, therefore, the parties contemplated that the company would continue to carry on
business despite the existence of the charge, they must be taken to have agreed on a form of charge which did not possess the
ordinary incidents of a fixed charge.

8.  The floating charge is capable of affording the creditor, by a single instrument, an effective and comprehensive security
upon the entire *718  undertaking of the debtor company and its assets from time to time, while at the same time leaving
the company free to deal with its assets and pay its trade creditors in the ordinary course of business without reference to the
holder of the charge. Such a form of security is particularly attractive to banks, and it rapidly acquired an importance in English
commercial life which the Insolvency Law Review Committee (1982) (Cmnd 8558) , para 1525 later considered should not be
underestimated. It was, however, not available to individual traders because of the doctrine of reputed ownership in bankruptcy.
That doctrine did not apply to companies. It was abolished in England by the Insolvency Acts 1985 and 1986 following a
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recommendation of the Insolvency Law Review Committee. It had already been abolished in New Zealand by section 42 of
the Insolvency Act 1967 .

9.  Valuable as the new form of security was, it was not without its critics. One of its consequences was that it enabled the
holder of the charge to withdraw all or most of the assets of an insolvent company from the scope of a liquidation and leave the
liquidator with little more than an empty shell and unable to pay preferential creditors. Provision for the preferential payment
of certain classes of debts had been introduced in bankruptcy in 1825 and was extended to the winding up of companies by
section 1(1)(g) of the Preferential Payments in Bankruptcy Act 1888. Section 107 of the Preferential Payments in Bankruptcy
Amendment Act 1897 now made the preferential debts payable out of the proceeds of a floating charge in priority to the debt
secured by the charge.

10.  A second mischief arose from the very nature of the floating charge which allowed a company to continue to trade and
incur credit despite the existence of the charge. This put the ordinary trade creditors of the company at risk, even though they
would not normally know of the existence of the charge; for the holder of the charge could step in without warning at any
time and obtain priority over them. Such trade creditors would include the suppliers of goods which the charge holder could
appropriate to the security and realise for its own benefit leaving the suppliers unpaid. This was seen by many judges as an
injustice and by Lord Macnaghten as a great scandal: see In re General South American Co (1876) 2 Ch D 337 , 341 per Malins
V-C, Salomon v A Salomon & Co Ltd [1897] AC 22 , 53 per Lord Macnaghten and In re London Pressed Hinge Co Ltd [1905]
1 Ch 576 , 581, 583 per Buckley J. Lord Macnaghten proposed giving the ordinary trade creditors a preferential claim on the
assets of an insolvent company in respect of debts incurred within a limited time before the winding-up. More than 80 years later
a recommendation along not dissimilar lines was made by the Insolvency Law Reform Committee. Neither was implemented.
The remedy adopted by Parliament was to require floating charges to be registered so that those proposing to extend credit to
a company could discover their existence. The requirement was introduced (in England) by section 14 of the Companies Act
1900 and (in New Zealand) by section 130 of the Companies Act 1903 . It was extended (in England) by section 10(1)(e) of
the Companies Act 1907 and (in New Zealand) by section 89(2)(f) of the Companies Act 1933 to include all charges on book
debts whether floating or fixed. The thinking behind this was presumably that debts subject to a fixed charge are still shown as
assets in the company's balance sheet as "debtors" and thus appear to be available to support the company's credit. So far as the
*719  ordinary trade creditors were concerned, however, the remedy provided by registration was more theoretical than real.

11.  Before the introduction of this legislation the expression "floating charge", though in common use, had no distinct meaning.
It was not a legal term or term of art. Now, however, it became necessary to distinguish between fixed charges and charges which
were floating charges within the meaning of the Acts. Lord Macnaghten essayed the first judicial definition in Governments
Stock and Other Securities Investment Co Ltd v Manila Railway Co Ltd [1897] AC 81 , 86:

"A floating security is an equitable charge on the assets for the time being of a going concern. It attaches to the subject
charged in the varying condition in which it happens to be from time to time. It is of the essence of such a charge that
it remains dormant until the undertaking charged ceases to be a going concern, or until the person in whose favour the
charge is created intervenes."

The concept of a proprietary interest in a fluctuating fund of assets was, of course, very familiar to Chancery judges. The
similarity between the position of the holder of a floating charge and that of the beneficiaries of a trust fund has been noted by
Professor Goode: see Legal Problems of Credit and Security, 2nd ed (1988) , pp 48-51.

12.  The most celebrated, and certainly the most often cited, description of a floating charge is that given by Romer LJ in In
re Yorkshire Woolcombers Association Ltd [1903] 2 Ch 284 , 295:

"I certainly do not intend to attempt to give an exact definition of the term 'floating charge', nor am I prepared to say that
there will not be a floating charge within the meaning of the Act, which does not contain all the three characteristics that
I am about to mention, but I certainly think that if a charge has the three characteristics that I am about to mention it is
a floating charge. (1) If it is a charge on a class of assets of a company present and future; (2) if that class is one which,
in the ordinary course of the business of the company, would be changing from time to time; and (3) if you find that by
the charge it is contemplated that, until some future step is taken by or on behalf of those interested in the charge, the
company may carry on its business in the ordinary way as far as concerns the particular class of assets I am dealing with."
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13.  This was offered as a description and not a definition. The first two characteristics are typical of a floating charge but they
are not distinctive of it, since they are not necessarily inconsistent with a fixed charge. It is the third characteristic which is the
hallmark of a floating charge and serves to distinguish it from a fixed charge. Since the existence of a fixed charge would make
it impossible for the company to carry on business in the ordinary way without the consent of the charge holder, it follows that
its ability to so without such consent is inconsistent with the fixed nature of the charge. In the same case Vaughan Williams
LJ explained, at p 294:

"but what you do require to make a specific security is that the security whenever it has once come into existence, and
been identified or appropriated as a security,  shall never thereafter at the will of the mortgagor cease to be a security. If
at the will of the mortgagor he can *720  dispose of it and prevent its being any longer a security, although something
else may be substituted more or less for it, that is not a 'specific security'.  " (Emphasis added.)

14.  This was the first case to deal specifically with book debts. The question was whether a charge on uncollected book debts
was a fixed charge or a floating charge so as to require registration. At every level of decision it was held to be a floating charge,
the critical factor being the company's freedom to receive the book debts for its own account and deal with the proceeds without
reference to the charge holder. At first instance Farwell J said, at p 288:

"If the assignment is to be treated as a specific mortgage or charge or disposition, then the company had no business
to receive one single book debt after the date of it; but if, on the other hand, although not so called, the company was
intended to go on receiving the book debts and to use them for the purpose of carrying on its business, then it contains
the true elements of a floating security." (Emphasis added.)

And, at p 289:

"A charge on all book debts which may now be, or at any time hereafter become charged or assigned, leaving the
mortgagor or assignor free to deal with them as he pleases until the mortgagee or assignee intervenes, is not a specific
charge, and cannot be. The very essence of a specific charge is that the assignee takes possession, and is the person
entitled to receive the book debts at once. So long as he licenses the mortgagor to go on receiving the book debts and
carry on the business, it is within the exact definition of a floating security." (Emphasis added.)

Romer LJ, at p 296, and Cozens-Hardy LJ, at p 297, spoke in similar vein in the Court of Appeal, both expressly treating the
company's right to go on receiving the book debts as inconsistent with the nature of a fixed charge.

15.  When the case reached the House of Lords sub nom Illingworth v Houldsworth [1904] AC 355 , 357-358 Lord Halsbury
LC also took this to be the critical factor:

"It contemplates not only that it should carry with it the book debts which were then existing, but it contemplates also the
possibility of those book debts being extinguished by payment to the company, and that other book debts should come
in and take the place of those that had disappeared. That, my Lords, seems to me to be an essential characteristic of
what is properly called a floating security. The recitals ... show an intention on the part of both parties that the business
of the company shall continue to be carried on in the ordinary way—that the book debts shall be at the command of,
and for the purpose of being used by, the company. Of course, if there was an absolute assignment of them which fixed
the property in them, the company would have no right to touch them at all. The minute after the execution of such an
assignment they would have no more interest in them, and would not be allowed to touch them, whereas as a matter
of fact it seems to me that the whole purport of this instrument is to enable the company to carry on its business in the
ordinary way, to receive the book debts that were due to them, to incur new debts, and to carry on their business exactly
as if this *721  deed had not been executed at all. That is what we mean by a floating security." (Emphasis added.)
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16.  The jurisprudential nature of the floating charge was analysed by Buckley LJ in Evans v Rival Granite Quarries Ltd [1910]
2 KB 979 . By now it was evident that the classification of a security as a floating charge was a matter of substance and not
merely a matter of drafting. As Fletcher Moulton LJ observed in that case, at p 993: "But at an early period it became clear
to judges that this conclusion did not depend upon the special language used in the particular document, but upon the essence
and nature of a security of this kind."

17.  The law was settled to this effect for the next 70 years. By the 1970's, however, the banks had become disillusioned with
the floating charge. The growth in the extent and amount of the preferential debts, due in part to increases in taxation and in
part to higher wages and greater financial obligations to employees, led banks to explore ways of extending the scope of their
fixed charges. It had always been possible to take a fixed charge over specified debts. There were two ways of doing this.
A lender could take an assignment of each debt and perfect the security by giving notice to the debtor, thereby constituting
the assignment a legal assignment and entitling the assignee to collect the debt itself. The debtor, having received notice of
the assignment, would not obtain a good discharge by paying the assignor. But this method of dealing with a large number
of book debts was commercially impractical. A bank or other financial institution is unlikely to be in a position to maintain
credit control over the debts from time to time owing to its customer or to want to collect the debts itself; while giving notice
to the debtors would seriously harm its customer's credit. The method commonly adopted, therefore, was for the lender to take
an assignment of the debts but refrain from giving notice to the debtors until the assignor was in default. This meant that the
assignment was an equitable assignment only, and debtors who paid the assignor without notice of the assignment would obtain
a good discharge. In order to entitle the assignor to collect the debts, the assignee gave it authority to collect the debts on the
assignee's behalf. The instrument of charge would constitute the assignor a trustee of the proceeds for the assignee and require
it to account to the assignee for them.

18.  There was never any doubt that the second of these two methods, like the first, was effective to create a fixed charge on
the book debts. The fact that the assignor was free to collect the book debts was not inconsistent with the fixed nature of the
charge, because the assignor was not collecting them for its own benefit but for the account of the assignee. The proceeds were
not available to the assignor free from the security but remained under the control of the assignee.

19.  It was, however, generally considered that it was not possible to take a fixed charge over a fluctuating class of present and
future book debts. There were two reasons for this. One was commercial: book debts are part of the circulating capital of a
business and constitute an important source of its cash flow, which makes it difficult to subject them to a fixed charge without
paralysing the business. The other was conceptual. It is a characteristic of a floating charge that it is a charge on fluctuating
assets, and it was assumed that a charge on fluctuating assets must therefore be a *722  floating charge. The fallacy in this
reasoning was exposed by Slade J in Siebe Gorman & Co Ltd v Barclays Bank Ltd [1979] 2 Lloyd's Rep 142 .

20.  The case was concerned with the proceeds of book debts in the form of bills of exchange which were held for collection
when the receivers were appointed. The company had purported to grant its bank a fixed charge on its book debts and a floating
charge on other assets. The company was prohibited from disposing of the uncollected debts, and although it was free to collect
them it was required to pay the proceeds into an account in its name with the bank. Slade J held that the critical feature which
distinguished a floating charge from a fixed charge was not the fluctuating character of the charged assets but the company's
power to deal with them in the ordinary course of business. He found that, on the proper construction of the debenture, the
company was not free to draw on the account without the consent of the bank even when it was in credit. Accordingly, he held
that the charge on the uncollected book debts and their proceeds was a fixed charge.

21.  The debenture placed no express restrictions on the company's right to draw on the account, which was the company's
ordinary business account, and the judge's finding in this respect has been doubted. But it was critical to his decision that the
charge on the book debts was a fixed charge. He said, at p 158:

"if I had accepted the premise that [the company] would have had the unrestricted right to deal with the proceeds of any
of the relevant book debts paid into its account, so long as that account remained in credit, I would have been inclined
to accept the conclusion that the charge on such book debts could be no more than a floating charge."

22.  The decision was followed by the Supreme Court of Ireland in In re Keenan Bros Ltd [1986] BCLC 242 where the company
purported to grant its bank fixed charges over its present and future book debts. The debenture prohibited the company from
disposing of the book debts or creating other charges over them without the consent of the bank. It allowed the company to
collect the book debts, but required it to pay the proceeds into a designated account with the bank from which the company
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was not to make any withdrawals without the written consent of the bank. In holding the charge to be a fixed charge, McCarthy
J presciently observed, at p 247:

"It is not suggested that mere terminology itself, such as using the expression 'fixed charge', achieves the purpose; one
must look, not within the narrow confines of such term, not to the declared intention of the parties alone, but to the effect
of the instruments whereby they purported to carry out that intention ..."

The critical feature which led the court to characterise the charge on the book debts as a fixed charge was that their proceeds
were to be segregated in a blocked account where they would be frozen and rendered unusable by the company without the
bank's written consent. As Henchy J explained, at p 246:

"It seems to me that such a degree of sequestration of the book debts when collected made those moneys incapable
of being used in the ordinary course of business and meant that they were put, specifically and *723  expressly, at
the disposal of the bank. I am satisfied that assets thus withdrawn from ordinary trade use, put in the keeping of the
debenture holder, and sterilised and made undisposable save at the absolute discretion of the debenture holder, have the
distinguishing features of a fixed charge. The charge was not intended to fasten in the future on the book debts; it was
affixed forthwith and without further ado to those debts as they were collected ..." (Emphasis added.)

23.  These cases were followed by a number of cases on the other side of the line. An Australian case was Hart v Barnes (1982)
7 ACLR 310 , where the debenture purported to create a fixed charge on the company's future book debts, but the parties entered
into a collateral agreement of the same date which allowed the company to collect the book debts and use the proceeds in its
business as it saw fit. Anderson J held that the charge was a floating charge. The debenture holder could not sensibly be said to
have obtained a proprietary interest by way of a fixed charge when its interest was "defeasible and capable of being destroyed
by the company which is able to use the proceeds of such book debt in its business without in any way being accountable to
the debenture holder for such proceeds" (see p 315). This is the other side of the coin. If the chargor is free to deal with the
charged assets and so withdraw them from the ambit of the charge without the consent of the chargee, then the charge is a
floating charge. But the test can equally well be expressed from the chargee's point of view. If the charged assets are not under
its control so that it can prevent their dissipation without its consent, then the charge cannot be a fixed charge.

24.  An English decision was In re Brightlife Ltd [1987] Ch 200 . The company purported to grant its bank a fixed charge over
its book debts both present and future and a floating charge over other assets. The company was not permitted to sell, factor or
discount debts without the bank's written consent, but it was free to collect the debts and pay them into its ordinary bank account,
though it was not required to do so. The case was thus distinguishable from but very similar to the Siebe Gormancase [1979]
2 Lloyd's Rep 142 save that it was concerned with the proceeds of book debts which were still uncollected when the receivers
were appointed. Hoffmann J held that, although the charge was expressed to be a fixed charge, it should be characterised in law
as a floating charge. As he explained [1987] Ch 200 , 209:

"In this debenture, the significant feature is that [the company] was free to collect its debts and pay the proceeds into its
bank account. Once in the account, they would be outside the charge over debts and at the free disposal of the company.
In my judgment a right to deal in this way with the charged assets for its own account is a badge of a floating charge
and is inconsistent with a fixed charge."

25.  In New Zealand there was Supercool Refrigeration and Air Conditioning v Hoverd Industries Ltd [1994] 3 NZLR 300 ,
where the facts were indistinguishable from those in the Siebe Gorman case. Tompkins J held that the charge was a floating
charge. He held (following Hoffmann J in the Brightlife case) that a restriction on charging or assigning the debts was not
sufficient by itself to create a fixed charge, and (not following Slade J in the Siebe Gorman case) that a requirement to pay the
proceeds into the *724  company's account with the holder of the charge without any restriction on the company's power to
use the money in the account was insufficient to do so either.
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26.  The Brightlife case was followed in In re Cosslett (Contractors) Ltd [1998] Ch 495 , in a different context. It was concerned
with the nature of a charge over plant and machinery on a building site which the chargor was free to remove from the site but
only if they were not required for the completion of the works. Millett LJ said, at p 510:

"The chargor's unfettered freedom to deal with the assets in the ordinary course of his business free from the charge
is obviously inconsistent with the nature of a fixed charge; but it does not follow that his unfettered freedom to deal
with the charged assets is essential to the existence of a floating charge. It plainly is not, for any well drawn floating
charge prohibits the chargor from creating further charges having priority to the floating charge; and a prohibition against
factoring debts is not sufficient to convert what would otherwise be a floating charge on book debts into a fixed charge:
see in In re Brightlife Ltd [1987] Ch 200 , 209 per Hoffmann J. The essence of a floating charge is that it is a charge,
not on any particular asset, but on a fluctuating body of assets which remain under the management and control of the
chargor, and which the chargor has the right to withdraw from the security despite the existence of the charge. The
essence of a fixed charge is that the charge is on a particular asset or class of assets which the chargor cannot deal with
free from the charge without the consent of the chargee. The question is not whether the chargor has complete freedom
to carry on his business as he chooses, but whether the chargee is in control of the charged assets."

27.  The need for a requirement that the company should pay the proceeds of its book debts into the bank account which the
company maintained with the holder of the charge did not cause any problem for the banks or their customers. That is what
the company would normally do even in the absence of such a requirement. But the banks did not want to monitor the bank
account and be required to give their consent whenever the company wished to make a withdrawal. They wanted the best of
both worlds. They wanted to have a fixed charge on the book debts while allowing the company the same freedom to use the
proceeds that it would have if the charge were a floating charge. With this object in view the draftsman of the charge which
came before the court in the New Bullas case [1994] 1 BCLC 485 adopted a new approach.

28.  In every previous case the debenture had treated book debts and their proceeds indivisibly. Now for the first time in any
reported case the draftsman set out deliberately to distinguish between them. As in the present case the debenture purported to
create two distinct charges, a fixed charge on the book debts while they remained uncollected and a floating charge on their
proceeds. It differed from the debenture in the present case only in that the proceeds of the debts were not released from the
fixed charge until they were actually paid into the company's bank account, whereas in the present case they were released from
the fixed charge as soon as they were received by the company. Their Lordships attach no significance to this distinction. The
intended effect of the debenture was the same in each case. Until the charge holder intervened the company could continue to
collect the debts, *725  though not to assign or factor them, and the debts once collected would cease to exist. The proceeds
which took their place would be a different asset which had never been subject to the fixed charge and would from the outset
be subject to the floating charge.

29.  The question in New Bullas , as in the present case, was whether the book debts which were uncollected when the receivers
were appointed were subject to a fixed charge or a floating charge. At first instance Knox J [1993] BCLC 1389 , following
the Brightlife case,held that they were subject to a floating charge. His decision was reversed by the Court of Appeal. Nourse
LJ gave the only judgment.

30.  He began by observing that, there being usually no need to deal with a book debt before collection, an uncollected book
debt is a natural subject of a fixed charge; but once collected, the proceeds being needed for the conduct of the business, it
becomes a natural subject of a floating charge. Their Lordships regard this as unsound: one might equally well say that unsold
trading stock is a suitable subject of a fixed charge. Trading stock, that is to say goods held for sale and delivery to customers,
and book debts, that is to say debts owed by customers to whom goods have been supplied or services rendered, are equally part
of a trader's circulating capital. The trader does not hold them for enjoyment in specie. They provide him with his cash flow
and as such are the natural subjects of a floating charge. His ability to carry on business depends upon his freedom to realise
such assets by turning them into money and back again.

31.  The principal theme of the judgment, however, was that the parties were free to make whatever agreement they liked. The
question was therefore simply one of construction; unless unlawful the intention of the parties, to be gathered from the terms of
the debenture, must prevail. It was clear from the descriptions which the parties attached to the charges that they had intended
to create a fixed charge over the book debts while they were uncollected and a floating charge over the proceeds. It was open
to the parties to do so, and freedom of contract prevailed.
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32.  Their Lordships consider this approach to be fundamentally mistaken. The question is not merely one of construction. In
deciding whether a charge is a fixed charge or a floating charge, the court is engaged in a two-stage process. At the first stage
it must construe the instrument of charge and seek to gather the intentions of the parties from the language they have used. But
the object at this stage of the process is not to discover whether the parties intended to create a fixed or a floating charge. It is to
ascertain the nature of the rights and obligations which the parties intended to grant each other in respect of the charged assets.
Once these have been ascertained, the court can then embark on the second stage of the process, which is one of categorisation.
This is a matter of law. It does not depend on the intention of the parties. If their intention, properly gathered from the language
of the instrument, is to grant the company rights in respect of the charged assets which are inconsistent with the nature of a fixed
charge, then the charge cannot be a fixed charge however they may have chosen to describe it. A similar process is involved in
construing a document to see whether it creates a licence or tenancy. The court must construe the grant to ascertain the intention
of the parties: but the only intention which is relevant is the intention to grant exclusive possession: see Street v Mountford
[1985] AC 809 , 826 per Lord Templeman. So here: in construing a debenture to see *726  whether it creates a fixed or a
floating charge, the only intention which is relevant is the intention that the company should be free to deal with the charged
assets and withdraw them from the security without the consent of the holder of the charge; or, to put the question another way,
whether the charged assets were intended to be under the control of the company or of the charge holder.

33.  In the New Bullas case [1994] 1 BCLC 485 the preferential creditors argued that the charge was a floating charge because
the company was indeed free to withdraw the book debts from the security, which it could do simply by collecting them and
using the proceeds in the ordinary course of its business. Nourse LJ rejected this, holding that it was not correct to say that the
book debts could cease to be subject to the fixed charge at the will of the company; they ceased to be subject to the fixed charge
because that is what the parties had agreed in advance when they entered into the debenture.

34.  Their Lordships agree with Fisher J in the present case that this reasoning cannot be supported. It is entirely destructive
of the floating charge. Every charge, whether fixed or floating, derives from contract. The company's freedom to deal with
the charged assets without the consent of the holder of the charge, which is what makes it a floating charge, is of necessity
a contractual freedom derived from the agreement of the parties when they entered into the debenture. To find the consent in
question in the original agreement would turn every floating charge into a fixed charge.

35.  The decision has attracted much academic comment, much (though not all) of it hostile. Most interest, perhaps not
surprisingly, has been generated by the novel attempt to separate the book debts from their proceeds: see for example Professor
Goode, "Charges over Book Debts: A Missed Opportunity" (1994) 110 LQR 592 ; Sarah Worthington, "Fixed Charges over
Book Debts and other Receivables" (1997) 113 LQR 562 ; Berg (per contra), "Charges over Book Debts: A Reply" [1995] JBL
433. Their Lordships will return to this aspect after they have examined the other reasons given by Fisher J for following New
Bullas in the present case.

36.  The judge considered that the critical distinction between a floating charge and a fixed charge lay in the presence or absence
of a power on the part of the company to dispose of the charged assets to third parties. It was sufficient to create a fixed charge on
book debts that the company should be prohibited from alienating them, whether by assigning, factoring or charging them. It was
not necessary to go further and also prohibit the company from collecting them and disposing of the proceeds. Their Lordships
cannot accept this. It is contrary to both principle and authority and their Lordships think to commercial sense. It is inconsistent
with the actual decisions in the Brightlife case [1987] Ch 200 and the Supercool case [1994] 3 NZLR 300 and contrary to the
statements of principle in virtually every case from In re Yorkshire Woolcombers Association Ltd [1903] 2 Ch 284 to In re
Cosslett (Contractors) Ltd [1998] Ch 495 . It makes no commercial sense because alienation and collection are merely different
methods of realising a debt by turning it into money, collection being the natural and ordinary method of doing so. A restriction
on disposition which nevertheless allows collection and free use of the proceeds is inconsistent with the fixed nature of the
charge; it allows the debt and its proceeds to be withdrawn from the security by the act of the company in collecting it. *727

37.  The judge drew a distinction between a power of disposition and a power of consumption. There is nothing, he suggested,
inconsistent with a fixed charge in prohibiting the company from disposing of the charged asset to others but allowing it to
exploit the characteristics inherent in the nature of the asset itself. Their Lordships agree with this, so long as the destruction
of the security is due to a characteristic of the subject matter of the charge and not merely to the way in which the charge is
drafted. A fixed charge may be granted over a wasting asset. A short lease, for example, is not particularly good security, but
there is no conceptual difficulty in making it subject to a fixed charge. It will cease to exist by effluxion of time, but while
it subsists it cannot be destroyed or withdrawn from the security by any act of the chargor. The chargee can protect itself by
arranging appropriate terms of repayment so that the amount of the debt which is outstanding at any one time is commensurate
with the value of the remaining security.
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38.  The judge gave two examples of fixed charges over assets which are defeasible at the will of the chargor. One was a charge
over uncalled share capital; the other was a shipowner's lien on subfreights. With respect neither supports his argument. A charge
on uncalled share capital leaves the company with the right to make calls, and this may properly be regarded as analogous to
a right to collect book debts. But, as the Court of Appeal observed, such a charge is normally accompanied by restrictions on
the use to which the company may put the receipts, so that the situation is analogous to that which was thought to obtain in the
Siebe Gorman case [1979] 2 Lloyd's Rep 142 and did obtain in In re Keenan Bros Ltd [1986] BCLC 242 . The company can
collect the money, but it is not free to use it as it sees fit.

39.  The common form provision in a charterparty that the ship owner has a lien on subfreights is a different matter. In England
it has been held to be a registrable charge either as a charge on book debts whether fixed or floating ( In re Welsh Irish Ferries
Ltd [1986] Ch 471 and Care Shipping Corpn v Itex Itagrani Export SA [1993] QB 1 ) or as a floating charge ( Annangel Glory
Cia Naviera SA v M Golodetz Ltd [1988] 1 Lloyd's Rep 45 ). In none of these cases was it held to be a fixed charge, but the
better view is that it is not a charge at all: see Oditah, "The juridical nature of a lien on subfreights" [1989] LMCLQ 191 .

40.  The extent of the rights conferred by the lien was described by Lord Alverstone CJ in Tagart, Beaton & Co v James Fisher
& Sons [1903] 1 KB 391 , 395:

"A lien such as this on a subfreight means a right to receive it as freight and to stop that freight at any time before it
has been paid to the time charterer or his agent; but such a lien does not confer the right to follow the money paid for
freight into the pockets of the person receiving it simply because that money has been received in respect of a debt
which was due for freight."

41.  The lien is the creation of neither the common law nor equity. It originates in the maritime law, having been developed from
the ship owner's lien on the cargo. It is a contractual non-possessory right of a kind which is sui generis. Since the subfreights are
book debts and so incapable of physical possession, the lien has been described as an equitable charge: see Federal Commerce
and Navigation Co Ltd v Molena Alpha Inc (The Nanfri) [1979]AC 757, 784 *728  per Lord Russell of Killowen. But this
was a passing remark which was not necessary to the decision, and if the lien is a charge it is a charge of a kind unknown to
equity. An equitable charge confers a proprietary interest by way of security. It is of the essence of a proprietary right that it is
capable of binding third parties into whose hands the property may come. But the lien on subfreights does not bind third parties.
It is merely a personal right to intercept freight before it is paid analogous to a right of stoppage in transitu. It is defeasible on
payment irrespective of the identity of the recipient. In this respect it is similar to a floating charge while it floats, but it differs
in that it is incapable of crystallisation. The ship owner is unable to enforce the lien against the recipient of the subfreights but,
as Oditah observes, this is not because payment is the event which defeats it (as Nourse J stated in In re Welsh Irish Ferries
Ltd [1986] Ch 471 ; it is because the right to enforce the lien against third parties depends on an underlying property right, and
this the lien does not give. Apart from the obiter dictum of Lord Russell in the Federal Commerce case, the cases in which the
lien has been characterised as an equitable charge are all decisions at first instance and none of them contains any analysis of
the requirements of a proprietary interest. Quite apart from the conceptual difficulties in characterising the lien as a charge, the
adverse commercial consequences of doing so are sufficiently serious to cast grave doubt on its correctness. In passing from
this topic their Lordships note that the decision in In re Welsh Irish Ferries Ltd will be reversed by Parliament by section 396(2)
(g) of the Companies Act 1985 inserted by section 93 of the Companies Act 1989 when that section is brought into force.

42.  Their Lordships turn finally to the questions which have exercised academic commentators: whether a debt or other
receivable can be separated from its proceeds; whether they represent a single security interest or two; and whether a charge
on book debts necessarily takes effect as a single indivisible charge on the debts and their proceeds irrespective of the way in
which it may be drafted.

43.  Property and its proceeds are clearly different assets. On a sale of goods the seller exchanges one asset for another. Both
assets continue to exist, the goods in the hands of the buyer and proceeds of sale in the hands of the seller. If a book debt is
assigned, the debt is transferred to the assignee in exchange for money paid to the assignor. The seller's former property right
in the subject matter of the sale give him an equivalent property right in its exchange product. The only difference between
realising a debt by assignment and collection is that, on collection, the debt is wholly extinguished. As in the case of alienation,
it is replaced in the hands of the creditor by a different asset, viz its proceeds.
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44.  The Court of Appeal saw no reason to examine the conceptual problems further. They held that, even if a debt and its
proceeds are two different assets, the company was free to realise the uncollected debts, and accordingly the charge on those
assets (being the assets whose destination was in dispute) could not be a fixed charge. There was simply no need to look at
the proceeds at all. The same point is neatly expressed in Lightman & Moss, The Law of Receivers of Companies , 2nd ed
(1994), pp 36-37 :

"If there is a valid legal distinction to be drawn between a debt and its proceeds, then one might have thought that the two
should be treated as *729  separate assets of the company, i e that the debt exists while uncollected and is extinguished
by payment, at which point the company acquires a new asset, namely the moneys paid by the debtor. If this is right,
then it is difficult to see why an agreement relating to dealings with one asset, namely the moneys received, should be at
all relevant to the validity of the charge which existed over a different asset, namely the debt whilst it was uncollected."

45.  Their Lordships agree with this to this extent: if the company is free to collect the debts, the nature of the charge on the
uncollected debts cannot differ according to whether the proceeds are subject to a floating charge or are not subject to any
charge. In each case the commercial effect is the same: the charge holder cannot prevent the company from collecting the debts
and having the free use of the proceeds. But it does not follow that the nature of the charge on the uncollected book debts may
not differ according to whether the proceeds are subject to a fixed charge or a floating charge; for in the one case the charge
holder can prevent the company from having the use of the proceeds and in the other it cannot. The question is not whether
the company is free to collect the uncollected debts, but whether it is free to do so for its own benefit. For this purpose it is
necessary to consider what it may do with the proceeds.

46.  While a debt and its proceeds are two separate assets, however, the latter are merely the traceable proceeds of the former
and represent its entire value. A debt is a receivable; it is merely a right to receive payment from the debtor. Such a right cannot
be enjoyed in specie; its value can be exploited only by exercising the right or by assigning it for value to a third party. An
assignment or charge of a receivable which does not carry with it the right to the receipt has no value. It is worthless as a
security. Any attempt in the present context to separate the ownership of the debts from the ownership of their proceeds (even
if conceptually possible) makes no commercial sense.

47.  The draftsman of the debenture in the present case recognised this. He purported to separate the book debts and their
proceeds, but he did not attempt to separate their ownership. They were charged by the same chargor to the same chargee. It is
a matter of personal choice whether one describes this as resulting in two different charges or a single charge (which is said to
be convertible). The critical factor which is determinative of the nature of the charge in respect of the uncollected book debts
is that the event which is said to convert the charge from a fixed to a floating charge (if there is only one) or to replace the one
charge by the other (if there are two) is the act of the company.

48.  To constitute a charge on book debts a fixed charge, it is sufficient to prohibit the company from realising the debts itself,
whether by assignment or collection. If the company seeks permission to do so in respect of a particular debt, the charge holder
can refuse permission or grant permission on terms, and can thus direct the application of the proceeds. But it is not necessary
to go this far. As their Lordships have already noted, it is not inconsistent with the fixed nature of a charge on book debts for the
holder of the charge to appoint the company its agent to collect the debts for its account and on its behalf. The Siebe Gorman
case [1979] 2 Lloyd's Rep 142 and In re Keenan Bros Ltd [1986] BCLC 242 merely introduced an alternative mechanism for
appropriating the proceeds to the security. The *730  proceeds of the debts collected by the company were no longer to be trust
moneys but they were required to be paid into a blocked account with the charge holder. The commercial effect was the same:
the proceeds were not at the company's disposal. Such an arrangement is inconsistent with the charge being a floating charge,
since the debts are not available to the company as a source of its cash flow. But their Lordships would wish to make it clear
that it is not enough to provide in the debenture that the account is a blocked account if it is not operated as one in fact.

49.  Before their Lordships the receivers insisted that the company had no power to withdraw either the book debts or their
proceeds from the security of the fixed charge. The debenture was so drafted that the company had no need to do so. The debts
were automatically extinguished by collection and their proceeds never became subject to a fixed charge. But this is simply
playing with words. Whether conceptually there was one charge or two, the debenture was so drafted that the company was
at liberty to turn the uncollected book debts to account by its own act. Taking the relevant assets to be the uncollected book
debts, the company was left in control of the process by which the charged assets were extinguished and replaced by different
assets which were not the subject of a fixed charge and were at the free disposal of the company. That is inconsistent with the
nature of a fixed charge.
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50.  Their Lordships consider that the New Bullas case [1994] 1 BCLC 485 was wrongly decided. They will humbly advise Her
Majesty that the present appeal should be dismissed. The appellants must pay the respondents' costs before the Board.

Representation

Solicitors: Alan Taylor & Co Moon Beever.

D E C P

(c) Incorporated Council of Law Reporting for England & Wales
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*165  Celestial Aviation Trading 71 Ltd v Paramount Airways
Pte Ltd.

Positive/Neutral Judicial Consideration

Court
Queen's Bench Division (Commercial Court)

Judgment Date
11 February 2010

Report Citation
[2010] EWHC 185 (Comm)
[2010] 1 C.L.C. 165

Queen's Bench Division (Commercial Court)

Hamblen J.

Judgment delivered 11 February 2010

Aviation—Leasing—Relief against forfeiture—Jurisdiction—Discretion—Aircraft leased on eight year leases—Notices of
default and termination—Relief against forfeiture not available in case of ordinary commercial aircraft lease—For relief
jurisdiction to apply to contracts transferring bare possessory right for proportion of economic life of chattel major extension of
existing authority—Right to terminate in respect of defaults in payment not essentially to secure payment of money—Powerful
practical and policy reasons why there should be no relief jurisdiction in relation to aircraft leases—Time of the essence of
payment—Relief should not be granted as a matter of discretion—Persistent defaults despite clear warning of consequences.

This was a trial of the issue whether the defendant (Paramount) was entitled to relief against forfeiture in respect of three
aircraft specific lease agreements (ASLAs) entered into with the claimant (Celestial).

The ASLAs were in materially identical terms, incorporating the provisions of an Aircraft Lease Common Terms Agreement .
Clause 5 of the Common Terms Agreement defined the payment obligations of Paramount, namely rent, payable monthly
in advance, supplemental rent, payable month to reflect usage of the particular aircraft in the preceding calendar month, and
a deposit (in cash or by letter of credit) as security for Paramount's obligations under the ASLAs. The leases were for an
eight year term.

Celestial contended that from soon after delivery of each of the aircraft Paramount became late in its payments of rent and
supplemental rent. That led Celestial to send to Paramount a number of notices of default. Eventually Celestial exercised its
right to terminate. In the period running up to the termination notice Paramount was also in default in relation to the letters
of credit provided on account of its deposit obligations under the ASLAs.

Celestial applied for summary judgment on its claim for moneys due under the ASLAs and obtained judgment in the sum
of US$791,944.54 ( [2009] EWHC 3142 (Comm)). Celestial also sought delivery up of the aircraft and various declarations
including a declaration that the ASLAs had been validly terminated, but Paramount contended that it should have relief from
forfeiture. A trial was directed of the issues whether the court had jurisdiction to grant relief from forfeiture in relation to an
aircraft operating lease of the type and on the terms *166  of those before the court; and, if so, whether it was appropriate
for the court, in the exercise of its discretion, to grant such relief.
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Held , refusing the equitable relief sought by Paramount on both jurisdictional and discretionary grounds:

1.  The authorities indicated that in order to determine whether there was jurisdiction to grant relief against forfeiture it was
particularly relevant to consider whether the contract involved the transfer of proprietary or possessory rights; if so, whether
it was possible to state that the object of the transaction and of the insertion of the right to forfeit was essentially to secure
the payment of money; and/or whether the primary object of the bargain was to secure a stated result which could effectively
be attained when the matter came before the court, and where the forfeiture provision was added by way of security for the
production of that result; if so, whether reasons of legal policy supported the existence of such a jurisdiction. ( Shiloh Spinners
Ltd v Harding [1973] AC 691 and The Scaptrade [1983] 2 AC 694 applied .)

2.  The ASLAs involved rental for a period of time which was substantially less than the aircraft's useful economic life and
thereby the retention by Celestial of most of the risks and rewards of ownership. Whilst the ASLAs transferred possessory
rights to Paramount, for the relief jurisdiction to apply to contracts transferring a bare possessory right for only a proportion
of the economic life of the chattel would represent a major extension of existing authority. (On Demand Information plc v
Michael Gerson (Finance) plc [2001] 1 WLR 155 (CA); [2003] 1 AC 368 (HL) considered .)

3.  In the present case Celestial had a very real continuing interest in the aircraft themselves, not just in the payment of rent.
Its expectation was that it would receive the aircraft back so as to be able to relet them or resell them and one of Paramount's
primary obligations under the ASLAs was to redeliver the aircraft in the appropriate condition upon termination. In the
circumstances it could not be said that this was a case where the termination provision was inserted ‘essentially to secure
the payment of money’ or that that was the ‘primary object of the bargain’ with the termination provision being inserted
as ‘security for the production of that result’. That strongly indicated that this was not a case in which the court has relief
jurisdiction. (Shiloh Spinners applied; The Jotunheim [2005] 1 Ll Rep 181 distinguished .)

4.  There were powerful practical and policy reasons, in particular the need for certainty, leading to the conclusion that there
should be no relief jurisdiction in relation to aircraft leases such as the ASLAs. ( Sport International Bussum BV v Inter-
Footwear Ltd [1984] 1 WLR 776 and Union Eagle Ltd v Golden Achievement Ltd [1997] AC 514 considered .)

*167

5.  This was not one of the limited cases in which there was jurisdiction to order relief against forfeiture. In any event,
as a matter of discretion, relief against forfeiture should not be granted, notwithstanding the serious consequences which
Paramount might suffer if the aircraft were redelivered to Celestial. In particular, the operative defaults were knowingly
committed and there was no excuse or even explanation for them. They were committed against a background of persistent
defaults evidencing a cavalier disregard by Paramount for its contractual obligations and despite clear warnings of the
consequences of continuing default. The defaults had still not been cured and Paramount had been in further default as well
as in breach of a court order. There was real prejudice to Celestial if relief was given and it was compelled to carry on with
the ASLAs. ( Goker v NWS Bank plc (1 August 1990, CA) applied .)

The following cases were referred to in the judgment:

 Afovos Shipping Co SA v R Pagnan & Fratelli (The Afovos) [1980] 2 Ll Rep 469 .
 Goker v NWS Bank plc (1 August 1990, CA) .
 Hill v Barclay (1811) 18 Ves Jun 56; 34 ER 238 .
 Jotunheim, The [2005] 1 Ll Rep 181 .
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 On Demand Information plc v Michael Gerson (Finance) plc [2001] 1 WLR 155 (CA); [2003] 1 AC 368 (HL) .
 Sanders v Pope (1806) 12 Ves Jun 282; 33 ER 108 .
 Scandinavian Trading Tanker Co AB v Flota Petrolera Ecuatoriana (The Scaptrade) [1981] 2 Ll Rep 425; [1983] QB 529

(CA); [1983] 2 AC 694 (HL) .
 Shiloh Spinners Ltd v Harding [1973] AC 691 (HL) .
 Sport International Bussum BV v Inter-Footwear Ltd [1984] 1 WLR 776 .
 Steedman v Drinkle [1916] 1 AC 275 .
 Stickney v Keeble [1915] AC 386 .
 Transag Haulage Ltd v Leyland DAF Finance plc [1994] 2 BCLC 88 .
 Union Eagle Ltd v Golden Achievement Ltd [1997] AC 514 .
 Whiteley Ltd v Hilt [1918] 2 KB 808 .

Representation

 Timothy Saloman QC and Nicholas Craig (instructed by Allen & Overy Llp ) for the claimant.
 Stephen Cogley (instructed by Andrew Jackson Solicitors ) for the defendant.

JUDGMENT

Hamblen J:

Introduction and background

1.  The general background to these proceedings is set out in the judgment of Teare J of 4 December 2009 ( [2009] EWHC
3142 (Comm)) whereby he gave judgment for the Claimant (‘Celestial’), the owner of three Embraer 175 aircraft (‘the
Aircraft’) leased to the Defendant (‘Paramount’) under three aircraft specific lease agreements *168  each dated 29 July
2005 (‘the ASLAs’), against Paramount on its application for summary judgment in respect of Celestial's claim for moneys
due under the ASLAs. He gave judgment in the sum of US$791,944.54. Further, he ordered, without prejudice to Paramount's
contention that the ASLAs had been validly terminated on 14 October 2009, that various payments be made to Celestial by
Paramount on an ongoing basis on various dates each month. He also ordered Paramount to permit Celestial to inspect the
Aircraft (including records) by 18 December 2009; this was on account of, amongst other things, Celestial's concerns over
the maintenance of the Aircraft.

2.  On its application for summary judgment Celestial had also sought delivery up of the Aircraft leased under the ASLAs
(and various declarations including a declaration that the ASLAs had been validly terminated). However, shortly before the
hearing of Celestial's application on 24 November 2009 Paramount contended that it should have relief from forfeiture. Teare
J decided that this question was arguable and gave directions for an expedited trial. At a further hearing before me on 19
January 2010 I gave further directions including an order, in light of the fact that disputes had arisen about whether Celestial
had been given a proper opportunity to inspect the Aircraft, that issues relating to the maintenance and operation of the
Aircraft be left to be determined, if necessary, at a further trial (to commence on 19 April 2010). The present trial concerns
whether Paramount is entitled to relief against forfeiture on the basis that the only breach giving rise to the right to terminate
is the failure to pay moneys due as held by Teare J.

The issues

3.  There are essentially two issues for determination, namely:

 (1)  Whether the Court has jurisdiction to grant relief from forfeiture in relation to an aircraft operating lease of the type
and on the terms of those before the Court; and

 (2)  If so, whether it is appropriate for the Court, in the exercise of its discretion, to grant such relief.
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The witness evidence

4.  At the trial I heard oral evidence from four witnesses of fact, namely:

 (1)  Mr M Thiagarajan–the Managing Director of Paramount (by video link);
 (2)  Mr Dermot Manifold – the Vice President in Marketing Operations for General Electric Capital Aviation Services

(‘GECAS’–the owner of Celestial, which is a leasing vehicle) who monitors the availability of aircraft within the GECAS
fleet and identifies potential customers for aircraft; *169

 (3)  Mr Adam Law – a Senior Vice President and Counsel of GECAS who was involved in the decision making processes
of GECAS with respect to Paramount; and

 (4)  Ms Leona Drennan – an operations associate within GECAS who was from July 2009 responsible for managing the
Paramount account.

5.  Celestial also served a statement from Mr Kuber Dewan–a lawyer in India who was involved in the application for
deregistration lodged with the DGCA in November 2009 by GECAS, who was not required to be called.

6.  Both sides also served expert reports on the effect of the Foreign Exchange Management Act 1999 in the context of
the operating leases of commercial aircraft from Indian lawyers, Ms Fereshte Sethna for Celestial and Mr Rahul Balaji for
Paramount. There was a large measure of agreement between the experts and it was considered unnecessary that they be
called, although both sides reserved the right to comment on the other's expert evidence.

The terms of the Aslas

7.  On 29 July 2005 GECAS concluded an Aircraft Lease Common Terms Agreement with Paramount (‘the CTA’). The CTA
was concluded in anticipation of Paramount concluding a number of leases with GECAS or one or more of its subsidiaries
which were to be concluded on the terms of an Aircraft Specific Lease Agreement .

8.  On the same day Celestial concluded the ASLAs with Paramount. The ASLAs are all, save for the scheduled delivery
dates, in materially identical terms and each one expressly incorporates the terms of the CTA . The term of each of the ASLAs
is eight years from the date of delivery of each of the Aircraft.

The payments required to be made by Paramount to Celestial: clause 5

9.  Clause 5 of the CTA which was incorporated into each of the ASLAs defines the payment obligations of Paramount.
There are essentially three types of payment that are required to be made by Paramount, namely (1) rent, being the moneys
paid to lease the aircraft, (2) supplemental rent, being moneys to be paid by Paramount on account of the maintenance costs
associated with the aircraft and (3) deposit, being moneys paid as security for all of Paramount's obligations under each of the
ASLAs. (There is also an obligation to indemnify Celestial in respect of any expenses incurred by it in and about enforcing
or preserving its rights under the particular ASLA or in respect of repossession of the aircraft).

10.  As regards (1), rent, by clause 5.3 Paramount is required to pay ‘Rent’ (being the amount agreed in each ASLA ) in
advance on each ‘Rent Date’ (which is the first *170  day of each ‘Rental Period’. Each Rental Period is of one calendar
month duration; the first such period starts on the date that the relevant aircraft is offered for delivery to Paramount. By sub-
clause (a), ‘Lessor must receive value for the payment on the Rent Date.’ In essence, by this clause Paramount is required to
ensure that Celestial receives rent in advance on a monthly basis on the same date each month for each aircraft. Rent is due
to Celestial pursuant to the terms of the CTA as incorporated into the ASLAs as follows:

 (1)  for the aircraft with registration number MSN 17000126 VT-PAD by the latest the 9th day of each month (earlier if
such was a non-business day; the Rent due being US$217,768.30);
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 (2)  for the aircraft with registration number MSN 17000137 VT-PAE by the latest the 4th day of each month (earlier if
such was a non-business day; the Rent due being US$215,315); and

 (3)  for the aircraft with registration number MSN 17000147 VT-PAF by the latest the 27th day of each month (earlier
if such was a non-business day; the Rent due being US$219,670.65).

11.  As regards (2), supplemental rent, by clause 5.4 Paramount is required to pay ‘Supplemental Rent’ by the 15th day of
each calendar month on account of the usage of the particular aircraft in the preceding calendar month.

12.  In relation to (3), deposits, by clause 5.1 Paramount is required to pay Celestial any deposit specified in each ASLA .
Further,

 (1)  by clause 5.13 if Paramount fails to comply with any term of any of the ASLAs (‘Other Agreements’ being any
ASLA concluded with Paramount by Celestial) Celestial is entitled to apply part or all of the deposit against obligations
owed by Paramount to Celestial (or its affiliates). Insofar as such right is exercised Paramount is required, following a
demand in writing from Celestial, to restore the deposit to the level at which it previously stood.

 (2)  by clause 5.14 if Paramount is required or elects to provide Celestial with a letter of credit in the place of a cash
deposit as security for all of Paramount's obligations, such is (at the option of Celestial) to be confirmed at Paramount's
expense by the London or New York branch of a major international bank which is acceptable to Celestial (in its sole
discretion). Further

 (i)  by sub-clause (b), the Letter of Credit so provided can, if Celestial agrees, expire before the end of the term of the
ASLA ; however, if it does it is required to be ‘renewed, extended or reissued and delivered to [Celestial] not later
than six (6) months prior to its expiry’. *171

 (ii)  by sub-clause (d), on the occurrence of an Event of Default Celestial is entitled on demand to draw down on
the Letter of Credit.

13.  Common to all of the types of payment that are to be made by Paramount to Celestial (viz. (1), (2) and (3)) are,

 (1)  by clause 5.5 all payments made by Paramount to Celestial ‘will be made for value on the due date in Dollars and in
immediately available funds … by wire transfer to: BNP Paribas, London…’

 (2)  by clause 5.3(c) it is agreed that:

‘all payments to be made by [Paramount] to [Celestial] under Lease shall be made without prior demand to
[Celestial]. Without prejudice to such right of [Celestial], for facilitation purposes only before the Exchange Control
Authority of India, [Celestial] agrees to remit invoices for the payments of Rent under the Lease no later than 10
days before the Rent Date. Either the non-remittance or non-receipt of any such invoice by Lessor shall not excuse
or release [Paramount] of its obligation to pay Rent, which [Paramount] acknowledge and agree are absolute and
unconditional obligations.’

 (3)  by clause 5.16 Paramount is liable, on demand from Celestial, to pay interest at a rate of six month LIBOR plus 5%
(see the definition in Schedule 1 to the CTA ) if it fails to pay any amount due to it on time.

14.  Clause 5.12 states as follows:

‘The Lease is a net lease. [Paramount's] obligations to pay Rent and to perform all of its other obligations is absolute
and unconditional no matter what happens and no matter how fundamental or unforeseen the event. [Paramount] shall
not regard its obligations as ended, suspended or altered in any way because of any defence, set-off, counterclaim,
recoupment or other right of any kind or of any other circumstance.’

15.  In addition, clause 15.6 provides as follows:

‘The time stipulated in the Lease for all payments payable by [Paramount] and the prompt, punctual performance of
[Paramount's] obligations under the Lease are of the essence of the Lease.’

Celestial's covenants: clause 7
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16.  By clause 7 of the CTA Celestial makes two covenants with Paramount which are both expressly conditional on the fact
that ‘no Event of Default has occurred and is continuing.’ *172

 (1)  clause 7.1 provides: ‘So long as no Event of Default has occurred and is continuing, [Celestial] will not interfere with
[Paramount's] right to quiet use and possession of the Aircraft during the Term.’

 (2)  by clause 7.2 Celestial agrees (in circumstances where Supplemental Rent is due) ‘provided no Event of Default
has occurred and is continuing, [Celestial] will pay the following amounts to [Paramount] by way of contribution to the
cost of maintenance of the Aircraft …’ Such payment from Celestial is only due upon receipt by it of an invoice with
supporting documentation evidencing performance of the specified work by the Maintenance Performer (being a person
who is (i) approved and internationally recognised by the FAA or JAA to perform maintenance/modification services on
commercial aircraft and (ii) agreed by both Celestial and Paramount: see the definition in Schedule 1 to the CTA ).

Paramount's covenants: clause 8

17.  Paramount gives a number of undertakings or covenants to Celestial under clause 8 of the CTA . In particular:

18.  By clause 8.2 it agrees to provide certain information to Celestial including, amongst other things:

 (1)  at 8.2(a), to provide Celestial with a Technical Report (meaning a monthly report of the Flight Hours, Cycles, Engine
Flight Hours and Engine Cycles operated by the Airframe and Engines for each calendar month: see Schedule 1 to the
CTA ) within 10 days of the end of each calendar month. It was on the basis of this report that Celestial could calculate the
amount of Supplemental Rent due for the preceding month. This Supplemental Rent became expressly due and payable
on the 15th day of each month.

 (2)  at 8.2(b), promptly to provide Celestial with Financial Information (meaning (i) if requested by Celestial the
consolidated management accounts of Paramount for the most recent financial quarter and (ii) Paramount's audited
balance sheet and profit and loss statement for each year of the particular ASLA within 120 days of such year end: see
Schedule 1 to the CTA ).

 (3)  at 8.2(d), to notify Celestial of any Default (meaning any Event of Default: see Schedule 1 to the CTA ).
 (4)  at 8.2(f), to provide Celestial with any information about the location, condition use and operation of the aircraft or

concerning the business or financial affairs of Paramount as Celestial might from time to time request.

19.  By clause 8.5 Paramount agrees to permit Celestial's representatives access to the aircraft (including the documentary
records) at any reasonable time.

*173

20.  By clause 8.10 Paramount agrees to maintain, overhaul and repair the aircraft so as, amongst other things, to ensure that
it is kept in as good operating condition and repair as on delivery (subject to fair wear and tear).

21.  By clause 8.11 Paramount agrees, amongst other things

 (1)  by sub-clause (c) not to install an engine or part from an aircraft leased under an ASLA on another aircraft owned
or leased by it where an Event of Default has occurred and is continuing.

 (2)  by sub-clause (d) not to install any engine or part on any aircraft leased under an ASLA if an Event of Default has
occurred and is continuing.

Default: clause 13

22.  Clause 13.1 provides as follows:

‘The occurrence of any of the Events of Default will constitute a repudiation (but not a termination) of the Lease by
[Paramount] (whether the occurrence of any such Event of Default is voluntary or involuntary or occurs by operation
of Law or pursuant to or in compliance with any judgment, decree or order of any court or any order, rule or regulation
of any Government Entity.’

23.  The Events of Default themselves are set out in Schedule 9 to the CTA and include:
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 (1)  a failure to make scheduled payments within two business days of the due date or non-scheduled payments within
five days of the due date (a).

 (2)  Paramount fails to renew any Letter of Credit within the timeframe required by clause 5.14(m(iv)).
 (3)  any authorisation required by Paramount to obtain and transfer freely US dollars is ‘modified in a manner unacceptable

to Lessor or is withheld or is revoked, suspended, cancelled, withdrawn, terminated or not renewed, or otherwise ceases
to be in full force’ (f).

 (4)  some event occurs which Celestial, in its reasonable opinion, believes might have a material adverse effect on the
financial condition or operations of Paramount or on the ability of Paramount to comply with its obligations under the
particular ASLA (1).

 (5)  Paramount challenges the rights of Celestial as owner or lessor of the aircraft (i). *174
 (6)  an event of default occurs under any other agreement between Celestial and Paramount (partly, (e)).
 (7)  a failure to remedy any failure of any other provision not specifically identified in schedule 9 within 10 days of being

asked to do so by Celestial (b).

24.  Upon the occurrence of an Event of Default, clause 13.2 provides:

‘[Celestial] may at its option (and without prejudice to any of its other rights under the Lease and/or otherwise), at any
time thereafter (without notice to [Paramount] except as required under applicable Law):

(a)  accept such repudiation and by notice to [Paramount] and with immediate effect terminate the leasing of the
Aircraft (but without prejudice to the continuing obligations of [Paramount] under the Lease), whereupon all rights of
[Paramount] under the Lease shall cease; and/or

(b)  proceed by appropriate court action or actions to enforce performance of the Lease or to recover damages for the
breach of the Lease; and/or

(c)  either:

(i)  take possession of the Aircraft …

(ii)  by serving notice require [Paramount] to redeliver the Aircraft to Celestial at the Redelivery Location (or such other
location as [Celestial] may require.’

The outline factual history

25.  The Aircraft were delivered to Paramount by Celestial as follows:

 (1)  Aircraft 126 was delivered on 9 August 2006;
 (2)  Aircraft 137 was delivered on 4 October 2006; and
 (3)  Aircraft 147 was delivered on 27 October 2006.

26.  Celestial contended that from soon after delivery of each of the Aircraft Paramount became late in its payments of Rent
and Supplemental Rent. This led Celestial to send to Paramount a number of Notices of Default on account of its payment
defaults. The history of defaults/Notices of Default will be addressed further below. For the present I shall focus on the
immediate history leading up to the defaults giving rise to the exercise of the right to terminate in October 2009.

*175

27.  On 10 July 2009 Celestial sent Paramount a Default Notice by reason of the fact that as at that date a total of US
$821,213.42 was due and owing. This non-payment was not remedied and, accordingly, on 20 July 2009 Celestial sent a
Grounding Notice to Paramount.
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28.  These moneys were finally paid late and in breach of contract. However, Paramount then failed to pay rent due on 27
July 2009 (for Aircraft 147) and 4 August, 2009 (for Aircraft 137) in addition to supplemental rent which should have been
paid on 15 July 2009. Accordingly, on 5 August 2009 Celestial sent Paramount a further Default Notice, there being due and
owing a total of US$624,995.65 at that time (as set out in the Appendix to the Notice).

29.  Paramount eventually paid this sum (with late payment interest), but then failed to pay rent due for Aircraft 147 when
due on 27 August 2009 in the sum of US$219,670.65.

30.  On 2 September 2009 Celestial sent another Default Notice. This was not paid and the debt due to Celestial increased
to US$653,681.91 by 9 September 2009.

31.  Thereafter Celestial sent:

 (1)  a Notice of Continuing Default and Final Warning on 10 September 2009 for the continued non-payment of rent and
supplemental rent amounting to US$653,681.91.

 (2)  a Grounding Notice on 16 September because, in continued breach of contract, Paramount failed to pay the moneys
due.

 (3)  a further Default Notice on 17 September (on account of the failure on the part of Paramount to maintain Aircraft
137 in good operating condition).

 (4)  a further Grounding Notice on 24 September 2009 because the moneys due remained outstanding.
 (5)  a reiteration of the Grounding Notice and Warning on 25 September 2009. This Notice made clear that US$215,540.18

remained outstanding (some payment having been made by Paramount), that no response had been received to the Default
Notice of 17 September and that there had been a failure to pay Supplemental Rent (which had been invoiced on 23
September 2009).

 (6)  a Notice of Continuing Event of Default and Warning on 5 October 2009 on account of the continuing failure of
Paramount to pay Supplemental Rent (totalling US$136,951.27) due on 15 September and rent for Aircraft 147 on 25
September in the sum of US$219,670.65 and for Aircraft 137 on 2 October in the sum of US$215,325, as set out in
Appendices A and B to the Notice. These sums remained due and owing at the time of the Termination Notice.

*176

32.  Finally, on 14 October 2009 Celestial served a Termination Notice on Paramount.

33.  In the period running up to the 14 October 2009 Termination Notice Paramount was also in default in relation to the
letters of credit required to be provided.

34.  Celestial had agreed that Paramount could provide it with confirmed letters of credit on account of its deposit obligations
under each of the ASLAs. The relevant letters of credit (issued respectively on 24 September 2008 and 17 December 2008)
were all confirmed by Deutsche Bank in March 2009; one was due to expire on 24 September 2009 and the others on 17
December 2009.

35.  On 5 August 2009 Ms Leona Drennan of GECAS advised Paramount that it needed to renew the letter of credit it had
provided in respect of Aircraft 126, such being due to expire on 24 September 2009.
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36.  This request was then repeated on 10 August and 12 August with no response from Paramount; on 13 August Mr Aashish
Sonawala of GECAS sought clarification from Paramount of, amongst other things, the renewal of the letter of credit and
was advised the same day that ‘It will be renewed as per agreement’. Thereafter, Paramount was reminded of its obligation to
renew on a number of further occasions; it advised that it was under renewal, but a renewed letter of credit was not received.

37.  On 11 September 2009 Celestial again asked for an update on the extension, advising that it would have to place the
drawdown documentation with Deutsche Bank.

38.  On 16 September 2009 Leona Drennan received by email from Paramount a swift message from Andhra Bank to Deutsche
Bank (dated 15 September 2009) in which it was stated that it had been approached by Paramount to extend the validity period
of the existing letter of credit and that it intended to do so on 20 September 2009. Nothing was received from Paramount on
20 September and accordingly, Ms Drennan again asked for advice as to the status of the renewal.

39.  In the absence of any response from Paramount and as the security was due, imminently, to lapse, Celestial drew down
on the letter of credit as it was entitled to under the ASLA for Aircraft 126. By this time, Paramount had been in breach of
contract for almost six months.

40.  On the evening of 24 September 2009 a further swift message was sent to Deutsche Bank by Andhra Bank advising that
the letter of credit had been renewed to 22 September 2010, but for a lesser amount, as Paramount claimed the right to reduce
the amount. The audited accounts required to justify such a reduction had not been provided and so, as the reduction had not
been agreed, there was no entitlement so *177  to do. In addition, this letter of credit was not, in any event, confirmed by
Deutsche Bank as was required by Celestial.

Jurisdiction to grant relief against forfeiture

41.  There was a major issue between the parties as to whether the Court has jurisdiction to grant relief against forfeiture
(‘the relief jurisdiction’) in relation to aircraft leases such as those in the present case. Celestial submitted that this equitable
jurisdiction had never previously been held to be exercisable in relation to such leases, or any like agreements. Paramount
submitted that the jurisdiction should be held to be exercisable in relation to possessory leases such as these, and relied
in particular on the decision in The Jotunheim [2005] 1 Ll Rep 181 in which it was held to be exercisable in relation to a
bareboat charter.

42.  The authorities indicate that in order to determine whether there is jurisdiction to grant relief against forfeiture the
following considerations are of particular relevance:

 (1)  Whether the contract involves the transfer of proprietary or possessory rights–see The Scaptrade [1983] 2 AC 694 .
 (2)  If so, whether:

(i)  ‘it is possible to state that the object of the transaction and of the insertion of the right to forfeit is essentially
to secure the payment of money’; and/or
(ii)  ‘the primary object of the bargain is to secure a stated result which can effectively be attained when the matter
comes before the Court, and where the forfeiture provision is added by way of security for the production of that
result.’

– see Shiloh Spinners Ltd v Harding (HL) [1973] AC 691 per Lord Wilberforce at p. 722B, 723G.
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 (3)  If so, whether reasons of legal policy support the existence of such a jurisdiction–see The Scaptrade per Lord Diplock
at p. 703E.

43.  Before considering each of these matters it is important to analyse the nature of the ASLAs and to identify their most
relevant features. In relation to whether the relief jurisdiction exists I consider that the following features of particular
relevance:

 (1)  The leases involve transfer of possession of the Aircraft during their term to Paramount. The stated term is eight
years. During the term of the leases the risks and rewards of possession and operation of the Aircraft rest with Paramount.
Paramount has to bear all costs and risks associated with operating, repairing, insuring and returning the Aircraft. *178

 (2)  The Aircraft were to be returned to Celestial on completion of the eight year term, unless earlier terminated. The
Aircraft have a useful economic life of at least 20 years (on Paramount's evidence); 25–30 years (on Celestial's evidence).
The leases were therefore for only a proportion of the economic life of the Aircraft and the residual value, reward and
risk rested with Celestial.

 (3)  Ownership is not transferred to Paramount at the end of the term. There is no right to purchase the Aircraft during
or at the expiry of the leases.

 (4)  Paramount's right to use and possession of the Aircraft is conditional in that it is stated that Celestial will not interfere
with it ‘so long as no Event of Default has occurred and is continuing’ ( cl. 7.1 of the CTA ).

 (5)  It is recognised in Schedule 6 to the CTA that a subsequent user of the Aircraft might need to inspect it prior to
redelivery and Paramount agreed ‘to cooperate reasonably at all times during the Term with Lessor Owner and/or such
purchaser or such next operator in order to coordinate, assist and grant access for such inspections and/or meetings as
necessary.’

 (6)  Schedule 6 to the CTA sets out detailed terms governing the procedures and operating condition of the Aircraft at
redelivery.

 (7)  A number of clauses in the CTA indicate that redelivery and transfer back was intended to happen immediately upon
termination, such as clause 12.1, 13.2(a), 13.2(c) and 13.5.

 (8)  The ASLAs address in considerable detail, amongst other things, the parties' respective obligations; the time for
performance of obligations; what breaches will be classified as ‘Events of Default’; what an ‘Event of Default’ will entitle
Celestial to do; how termination can be declared by Celestial and what obligations its act of termination will thereupon
impose upon the lessee.

 (9)  Time was stated to be of the essence for all Paramount's payment obligations (cl. 15.6).

44.  The consideration provided for use of the aircraft was monthly Rent. This was payable in advance (cl. 5.3).

45.  The Supplemental Rent was payable in order to build up a fund to be used to cover major maintenance events for the
aircraft such as an Airframe Structural Check or Engine Refurbishment (cl. 5.4, 7.2). This was payable on the basis of past
use according to rates based on the number of flight hours actually used. When the qualifying maintenance work was carried
out, Paramount was entitled to be paid the costs of the work out of the accrued Supplemental Rent.

*179

46.  The required deposit was to be in a substantial amount (10 months' Rent reducing in certain circumstances to a minimum
of six months' Rent) (cl. 5.1). This was meant to provide security for performance of Paramount's obligations, including its
redelivery obligation. The evidence was that the cost of putting the Aircraft into its required redelivery condition can be
very substantial.

47.  Paramount submitted that if one takes into account both Rent and Supplemental Rent, over the eight year term of the
ASLAs they would be paying Celestial more than the cost of the aircraft of about US$26 million. However, I do not accept
that it is appropriate to take Supplemental Rent into account. As explained above, that was a fund to be used for major aircraft
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maintenance. It was not directed at the cost of purchase of the Aircraft, nor did it include any profit. If Rent alone is taken
into account then the full term payments would be in the region of US$21 million. In any event the US$26 figure million
takes no account of finance costs and the evidence was that about 84% of the cost of the Aircraft would have been borrowed
at commercial rates of interest. Nor does it include any element of profit. In any event, I accept Mr Manifold's evidence
that, in common with most aircraft operating leases, the Rent payable depended on the prevailing supply and demand for
aircraft of this type.

(1) Whether the contract involves the transfer of proprietary or possessory rights

48.  The Scaptrade makes it clear that relief against forfeiture is generally limited to contracts which involve the transfer of
proprietary or possessory rights–see the judgment Lord Diplock at p. 702C. That was a major reason why the House of Lords
held that the jurisdiction did not arise in respect of a contract of services such as a time charter.

49.  In the present case the leases do not involve the transfer of any proprietary rights. However, they do involve the transfer
of possessory rights during their term. In that regard the leases are analogous to bareboat charters and in The Scaptrade the
House of Lords expressly left open the question of the applicability of relief against forfeiture to bareboat charters (p. 704G).

50.  Celestial submitted that the right to bare possession of a chattel for a term was insufficient to attract the relief jurisdiction.
They stressed that the moveable property cases in which the jurisdiction has been held to exist have involved not merely a
possessory right but also a proprietary or expectant proprietary right. For example:

 (1)  In Goker v NWS Bank plc (1 August 1990, CA ) the dispute concerned a ‘deferred purchase agreement’ for a car.
 (2)  In Transag Haulage Ltd v Leyland DAF Finance plc [1994] 2 BCLC 88 the dispute concerned three hire purchase

agreements each for a single vehicle. There was a right to buy each vehicle for £5 at the end of the intended three year
period of the agreement. *180

 (3)  In On Demand Information plc v Michael Gerson (Finance) plc [2003] 1 AC 368 the dispute concerned a finance
lease agreements of video and editing equipment pursuant to which the lessor recouped the cost of the equipment with
interest, costs and profit by the end of the three year lease period. At the end of the lease period the lessee was entitled
to sell the equipment to a third party and retain 95% of the sale proceeds.

 (4)  In The Jotunheim [2005] 1 Ll Rep 181 the dispute concerned a bareboat charter which provided a hire purchase
agreement pursuant to which at the end of term of the charterparty the vessel would belong to the charterers.

51.  Paramount placed particular reliance upon the judgment of Robert Walker LJ in the Court of Appeal judgment in On
Demand Information plc v Michael Gerson (Finance) plc [2001] 1 WLR 155 . In his judgment at p. 170–171 it was stated
as follows:

‘I think that Knox J could have based his decision on Transag's possessory rights during the currency of each of the hire-
purchase agreements, as well as on its option to purchase under clause 24 once the agreement had run its course.

Those possessory rights arose under contracts but I cannot accept the submission that those rights, or the rights of On
Demand under the finance leases, were purely contractual rights if that intensitive implies that they had insufficient
possessory character to meet the principles which emerge from the authorities considered above.

What was said in Whiteley Ltd v Hilt seems to me to be well in line with those principles. Whiteleys and Miss Nolan
entered into a hire-purchase agreement for the hire of a piano, which Miss Nolan purported to sell to the defendant.
Whiteleys sued the defendant for detinue or conversion, and the real issue was as to the measure of damages. Warrington
LJ said [1918] 2 KB 808 , 819–820:

“The nature of the interest taken by the hirer under the agreement appears to me to be this: First, a right to retain
possession of the chattel so long as she performed the conditions of the agreement. Secondly, an option to purchase
the chattel exercisable by payment of the instalments provided for by the contract.”–The third right was a right of
reinstatement after default under a special provision of the contract–“That, in my opinion, was the interest of the hirer.
The general property in the chattel no doubt remained in the plaintiffs, but that general property in it was qualified and
limited by the contractual interest conferred by the agreement upon the hirer. Now, was that interest assignable? In my
opinion it clearly was.”
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Contractual rights which entitle the hirer to indefinite possession of chattels so long as the hire payments are duly made,
and which qualify and limit the owner's *181  general property in the chattels, cannot aptly be described as purely
contractual rights.’

This part of the judgment was approved by Lord Millett in the House of Lords judgment [2003] 1 AC 368 at paragraph 29.

52.  I accept that the On Demand case provides support for the proposition that the relief jurisdiction may apply to contracts
which transfer possessory rights only. However, it is to be noted that both On Demand and Whiteley Ltd v Hilt were treated
as cases involving a right to ‘indefinite’ possession of the chattels.

53.  A contract which allows the hirer or lessee to keep possession of the chattel indefinitely is analogous to one in which he
ultimately acquires ownership. In both cases the expectation is that the lessor will not get the chattel back and the consideration
payable will reflect that expectation. In the On Demand case, for example, rent was payable for a primary period of 36 months
at a rate designed to recoup the lessor by the end of that period for the cost of the equipment with interest together with other
costs and profit. Thereafter the lessee was entitled to indefinite possession for a nominal annual rent. In such circumstances
the lessor's continuing interest in the chattel is essentially an economic one. Its interest is in payment of the rent rather than
the return of the chattel. In substance it is more of a security interest than an ownership interest.

54.  In the present case, by contrast, Paramount only has a right to possess the Aircraft for a proportion of its economic life.
As such Celestial retains a very real interest in the Aircraft themselves, including their proper maintenance, the extent of their
use, their condition, and their rental and resale value. Possession of the Aircraft will revert to it at a time when the bulk of their
economic life is still to run, and there are detailed terms addressing the return of the Aircraft and their required redelivery
condition. Celestial therefore retains many of the risks and rewards of ownership. Moreover, Rent was not calculated on the
basis of recouping the cost of the Aircraft together with interest and profit. In such circumstances Celestial's general property
in the Aircraft was not qualified or limited in the way in which it was in the On Demand case.

55.  In this connection I was referred to the distinction between finance and operating leases, which is also addressed in the
On Demand case at p. 158 of Robert Walker LJ's judgment as follows:

‘The deputy judge quoted a passage from a statement published by the Institute of Chartered Accountants, SSAP 21,
which provides a convenient explanation of how a finance lease differs from an operating lease:

“ Background Leases and hire-purchase contracts are means by which companies obtain the right to use or purchase
assets. In the UK there is normally no *182  provision in a lease contract for legal title to the leased asset to pass to
the lessee. A hire-purchase contract has similar features to a lease except that under a hirepurchase contract the hirer
may acquire legal title by exercising an option to purchase the asset upon fulfilment of certain conditions (normally
the payment of an agreed number of instalments). Current tax legislation provides that in the normal situation capital
allowances can be claimed by the lessor under a lease contract but by the hirer under a hire-purchase contract.

Forms of lease Leases can appropriately be classified into finance leases and operating leases. The distinction between
a finance lease and an operating lease will usually be evident from the terms of the contract between the lessor and
the lessee. An operating lease involves the lessee paying a rental for the hire of an asset for a period of time which is
normally substantially less than its useful economic life. The lessor retains most of the risks and rewards of ownership
of an asset in the case of an operating lease. A finance lease usually involves payment by a lessee to a lessor of the full
cost of the asset together with a return on the finance provided by the lessor. The lessee has substantially all the risks
and rewards associated with the ownership of the asset, other than the legal title. In practice all leases transfer some
of the risks and rewards of ownership to the lessee, and the distinction between a finance lease and an operating lease
is essentially one of degree.”’

56.  On the basis of these definitions, the leases in the On Demand case were finance leases, whilst the leases in the present
case are operating leases. In particular the ASLAs involved rental for a period of time which was substantially less than the
aircraft's useful economic life and thereby the retention by Celestial of most of the risks and rewards of ownership.
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57.  In summary, whilst I accept that the ASLAs transfer possessory rights to Paramount, for the relief jurisdiction to apply
to contracts transferring a bare possessory right for only a proportion of the economic life of the chattel would represent a
major extension of existing authority.

(2) Whether: (i) ‘it is possible to state that the object of the transaction and of the insertion of the right to forfeit is essentially
to secure the payment of money’; and/or (ii) ‘the primary object of the bargain is to secure a stated result which can effectively
be attained when the matter comes before the Court, and where the forfeiture provision is added by way of security for the
production of that result’

58.  Paramount submitted that the insertion of the right to terminate in respect of defaults in payment was essentially to secure
the payment of money.

59.  In this connection reliance was placed in particular on the decision of Cooke J in The Jotunheim .

*183

60.  That case concerned a bareboat charter on an amended Barecon 89 Form by which the vessel Jotunheim was chartered
for a period of 48 months. Part IV of the charter provided for a Hire/Purchase Agreement under which the vessel would, on
expiry of the charter and provided that the charterers had fulfilled their obligations under the charter, belong to the charterers.
Hire was to be paid monthly in advance at the rate of US$15,104.17 discountless, and there was provision for payment of
a US$25,000 deposit on signing the charter and for lump sum deposits of US$50,000 or US$75,000 to be paid with the 6
months, 12 months and 16 months hire payments. Clause 32 of the charter provided a right of withdrawal ‘in case of buyers’
default for non-payment of hire moneys due to owner'. The owners withdrew the vessel for non-payment of hire. Each party
then applied for summary judgment. Cooke J held that the owners were entitled to withdraw the vessel; that the court had
jurisdiction to grant relief against forfeiture, but that on the facts relief would not be granted.

61.  In his judgment Cooke J stated as follows at p. 188–189:

‘47.  It is accepted by the owners that the Court is, in principle, entitled to grant relief from forfeiture of a contract such
as this, provided that the object of the transaction and of the insertion of the right to forfeit for non-payment of money
is essentially to secure the payment of that money or is security for the attainment of a specific result which can be
achieved through the Courts. If the contract provides for a right to retain possession of a chattel so long as the conditions
of the agreement are performed, together with the right to purchase the chattel by payment of the instalments provided
for by the contract, relief from forfeiture is available provided that the right of forfeiture is for either of these purposes.

…

50.  Mr. Collett for the owners argued that there was no difference in principle between the position under a time charter
and a demise charter for material purposes, since, as Lord Diplock said in The Scaptrade at p. 257, it was not possible to
say that the insertion of the withdrawal clause, let alone the transaction itself, was to secure the payment of money. Hire
was payable in advance to provide a fund to which owners could have access to provide the services they had contracted
to provide to the charterers. Here, under this demise charter, Mr. Collett argued, hire was payable in advance to provide
a fund for the owners to pay their mortgage. The key here, however, in my judgment, is the provision of services in
a time charter, whereas in a bareboat charter which is also a hire/purchase agreement, the owners provide the ship in
anticipation that they will do nothing further after delivery. They receive the charterers' payments and, if all goes well,
transfer the vessel to the charterers on receipt of the final instalment.

51.  So, although the parties differed as to whether or not the insertion of cl. 32 in the charter was essentially to secure
the payment of money or the production *184  of a stated result which could effectively be obtained when the matter
came before the Court, in my judgment the demise charterers are right on this point. The demise charterers are given
contractual and possessory rights in relation to the vessel during the four years of the charter, as is plain from cll. 9(a)
and (b). Whilst the agreement functions both as a demise charter and as a sale agreement (see the heading to Part IV
which refers to this as a hire/purchase agreement) the demise charterers do have the right to have ownership transferred
to them at the end of the charter period, if there has been compliance with the conditions of the charter.

52.  The essential purpose, therefore, of the right to withdraw the vessel under cl. 32 is to secure the payment of the hire
for which the agreement provides and also payment of the deposits; default in the latter respect is non-performance of

Case 2:19-ap-01383-SK    Doc 259-3    Filed 06/03/21    Entered 06/03/21 15:47:43    Desc
Exhibit B to Phelps Declaration    Page 95 of 293



Celestial Aviation Trading 71 Ltd v Paramount Airways..., [2010] 1 C.L.C. 165...

© 2021 Thomson Reuters. 14

other agreed terms, which is covered by cl. 32. There is both a requirement for an initial deposit payable at the outset,
which is part of the purchase price and security for the fulfilment of the contract (which has nothing whatever to do
with hire payments as such) and, as the contract goes on further, deposits are payable at 6 months, 12 months and 16
months, which will equally be lost to the demise charterers if the right of withdrawal is exercised. Clause 32, therefore,
acts in terrorem to ensure that payments are properly made.

53.  The need for availability of relief of the kind suggested here appears to be stronger in the present case then in a
hire purchase or financing purchase agreement of the kind found in Gerson , relating to chattels, or even in leases of
land where there is, of course, a statutory regime. It is of little consequence that the owners need a fund from the hire
payments to discharge their mortgage. They can always sue for hire due and recover it, whilst the right to withdraw is
there as a form of security to ensure performance.’

62.  Paramount submitted the aircraft leases share many of the characteristics of bareboat charters and that a similar analysis
applies to the termination provisions in this case. However, the ‘key’ according to Cooke J was that:

‘… in a bareboat charter which is also a hire/purchase agreement, the owners provide the ship in anticipation that they
will do nothing further after delivery. They receive the charterers' payments and, if all goes well, transfer the vessel to
the charterers on receipt of the final instalment.’

63.  Cooke J therefore identified the fact that the charter was also a hire/purchase agreement as a central consideration. As
such, the anticipation was that the owners would do nothing after delivery apart from receive payments and transfer ownership
of the vessel at the end of the charter. Their interest was therefore essentially an economic one. However, in the present case
Celestial have a very real continuing interest in the Aircraft themselves, not just in the payment of rent. Their anticipation
was that they would receive the Aircraft back so as to be able to relet them or resell *185  them and one of Paramount's
primary obligations under the ASLAs was to redeliver the Aircraft in the appropriate condition upon termination.

64.  In such circumstances I do not consider that it can be said that the or the essential purpose of the termination provisions
in the ASLAs was as ‘security’ for the payment of rent. An essential purpose of the termination provisions was to secure
Celestial's ability to be released from the ASLAs and to have the Aircraft returned in circumstances where Paramount was
in default. Moreover, security under the ASLAs was provided by the requirement that a deposit be provided (in cash or by
letter of credit).

65.  In contrast to The Jotunheim I therefore do not accept that this is a case where the termination provision was inserted
‘essentially to secure the payment of money’ or that this was the ‘primary object of the bargain’ with the termination provision
being inserted as ‘security for the production of that result’. If that is correct then the authoritative guidance provided in the
Shiloh Spinners case strongly indicates that this is not a case in which the court has relief jurisdiction.

(3) Whether reasons of legal policy support the existence of such a jurisdiction

66.  It is clear in particular from the case of Sport International Bussum BV v Inter-Footwear Ltd [1984] 1 WLR 776 that
even if a case can be shown to come within the principles set out in the Shiloh Spinners case it does not follow that the relief
jurisdiction is exercisable. As stated by Oliver LJ at p. 785:

‘… Lord Wilberforce was contemplating that the jurisdiction exists in some cases where the primary object of the
forfeiture is to secure a stated result, but he cannot, we think, have had it in mind that the jurisdiction was exercisable
wherever the stated condition existed. It is inherent in his statement of principle that it applies only in “appropriate
and limited cases” and, while it is true that he went on to consider the conduct of the applicant for relief in order to
determine whether the case was an “appropriate” one, we cannot find in his speech any suggestion that he was treating
“appropriate” and “limited” as synonyms …

Thus Shiloh Spinners Ltd v Harding [1973] AC 691 , in our judgment, establishes as a matter of decision no more than
this: that one essential hall-mark of the limited cases in which the equitable jurisdiction to relieve will be exercisable is
that the forfeiture clause has been inserted with the object mentioned.’
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67.  As was made clear in the House of Lords decision in The Scaptrade , it is necessary to consider whether ‘practical
considerations of legal policy’ support the existence of the relief jurisdiction.

68.  This point was reinforced by Oliver LJ in the Sport International case at p. 783–789B and especially at 788C–F: *186

‘The fact remains that the jurisdiction never was, and never has been up to now, extended to ordinary commercial
contracts unconnected with interests in land and, though it may be that there is no logical reason why, by analogy
with contracts creating interests in land, the jurisdiction should not be extended to contracts creating interests in other
property, corporeal or incorporeal, there is, at the same time, no compelling reason of policy that we can see why it
should be. And the fact is that the defendant in this case is seeking an extension by analogy, and an extension not based
on any pressing consideration of legal policy but simply on an appeal to sympathy for what is considered to be a hardship
arising from strict adherence to a bargain which is concluded with its eyes open. To quote again from Robert Goff LJ in
Scandinavian Trading Tanker Co AB v Flota Petrolera Ecuatoriana [1983] QB 529 , 539:

“The question whether it should be so extended must be considered on its merits, as a matter of policy, taking into
account the relatively slight assistance available to us from the authorities, though the fact that the jurisdiction has never
before been extended to purely commercial transactions must surely cause us to regard the extension, which we are now
invited to make, with a considerable degree of caution.”’

69.  In his judgment in The Scaptrade at p. 703G Lord Diplock approved and incorporated the practical and policy objections
identified by Robert Goff LJ in his judgment in that case.

70.  In The Scaptrade [1983] QB 529 Robert Goff LJ stated as follows at 540:

‘It is of the utmost importance in commercial transactions that, if any particular event occurs which may affect the
parties' respective rights under a commercial contract, they should know where they stand. The court should so far as
possible desist from placing obstacles in the way of either party ascertaining his legal position, if necessary with the
aid of advice from a qualified lawyer, because it may be commercially desirable for action to be taken without delay,
action which may be irrevocable and which may have far-reaching consequences. It is for this reason, of course, that
the English courts have time and again asserted the need for certainty in commercial transactions–for the simple reason
that the parties to such transactions are entitled to know where they stand, and to act accordingly.’

71.  A more recent authoritative statement to similar effect in the context of the relief jurisdiction can be found in Lord
Hoffmann's judgment in Union Eagle Ltd v Golden Achievement Ltd [1997] AC 514 at 518H–519E and at 519F:

‘The principle that equity will restrain the enforcement of legal rights when it would be unconscionable to insist upon
them has an attractive breadth. But the reasons why the courts have rejected such generalisations are founded not merely
upon authority (see per Lord Radcliffe in *187  Campbell Discount Co Ltd v Bridge [1962] AC 600 , 626) but also upon
practical considerations of business. These are, in summary, that in many forms of transaction it is of great importance
that if something happens for which the contract has made express provision, the parties should know with certainty
that the terms of the contract will be enforced. The existence of an undefined discretion to refuse to enforce the contract
on the ground that this would be “unconscionable” is sufficient to create uncertainty. Even if it is most unlikely that a
discretion to grant relief will be exercised, its mere existence enables litigation to be employed as a negotiating tactic.
The realities of commercial life are that this may cause injustice which cannot be fully compensated by the ultimate
decision in the case.

The considerations of this nature, which led the House of Lords in The Scaptrade [1983] 2 AC 694 to reject the existence
of an equitable jurisdiction to relieve against the withdrawal of a ship for late payment of hire under a charterparty, are
described in a passage from the judgment of Robert Goff LJ in the Court of Appeal [1983] QB 529 , 540–541, which
was cited with approval by the House [1983] 2 AC 694 , 703–704. Of course the same need for certainty is not present
in all transactions and the difficult cases have involved attempts to define the jurisdiction in a way which will enable
justice to be done in appropriate cases without destabilising normal commercial relationships.’
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72.  I consider that the ASLAs are transactions in respect of which the need for certainty is very much present. As Celestial
submitted, commercial certainty is an important consideration in respect of an operating lease of an aircraft in which the lessor
maintains a valuable reversionary interest. An aircraft is a valuable asset, with high value components, which is of its very
nature ‘moveable’ and depreciating, which is left in the hands of the other party in a foreign country where it will be registered
for the purpose of the lease (and need to be deregistered to be operated elsewhere). The lessor, having a reversionary right
to the asset, needs to know and agree with precision with the lessee: (a) the obligations of each party, (b) the events that will
entitle to lessor to terminate the contract and recover its asset and (c) provisions which will show how, as a matter of business
practicality, the contract will be terminated, the asset recovered and possession returned by the lessee to the lessor.

73.  The consequence of the relief jurisdiction being exercisable in cases such as the present is likely to be to make it open
to any lessee of a commercial aircraft under an English law operating lease such as the ASLAs to contend that relief from
forfeiture can be granted. As was borne out by Celestial's evidence, there are many such leases and this is likely to cause
significant uncertainty in the aviation sector: the lessor will not know when (or indeed whether) it can terminate a lease and
will be prevented from being able to rely timeously or at all on the clear and detailed default and termination provisions
of its leases.

74.  In my judgment these constitute powerful practical and policy reasons why there should be no relief jurisdiction in
relation to leases such as the ASLAs.

*188

75.  Celestial stressed two further reasons why this was not one of those ‘appropriate’ and ‘limited’ cases in which the relief
jurisdiction should be available. These were reasons of a juristic rather than a practical nature, namely: the fact that the parties
made time of the essence and the fact that the termination provision is not penal.

Time of the essence

76.  Celestial submitted that equity does not intervene to relieve a party from the termination of a contract for a failure by
that party to perform an obligation by a fixed date where the parties have made time of the essence expressly or by necessary
implication.

77.  In this connection reliance was placed on a number of cases concerning contracts for the sale of land and in particular:

 (1)  Stickney v Keeble [1915] AC 386 at 416 per Lord Parker:

‘… this maxim [that the time fixed for completion in a contract for the sale and purchase of real property] is not of
the essence never had any application to cases in which the stipulation as to time could not be disregarded without
injustice to the parties, when, for example, the parties, for reasons best known to themselves, had stipulated that
the time fixed should be essential, or where there was something in the nature of the property or the surrounding
circumstances which would render it inequitable to treat it as a non-essential term of the contract.’

 (2)  Steedman v Drinkle [1916] 1 AC 275 at 279 per Viscount Haldane:

‘As to the relief from forfeiture, their Lordships think that the Supreme Court was right in holding, for the reasons
assigned in the former decision of this Board, that the stipulation in question was one for a penalty, against which
relief should be given on proper terms. But as regards specific performance they are of opinion that the Supreme
Court was wrong in reversing the judgment of Newlands J. Courts of Equity, which look at the substance as
distinguished from the letter of agreements, no doubt exercise an extensive jurisdiction which enables them to decree
specific performance in cases where justice requires it, even though literal terms of stipulations as to time have
not been observed. But they never exercise this jurisdiction where the parties have expressly intimated in their
agreement that it is not to apply by providing that time is to be of the essence of their bargain. If, indeed, the parties,
having originally so provided, have expressly or by implication waived the provision made, the jurisdiction will
again attach.’
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78.  These authorities were affirmed in the Union Eagle case in which Lord Hoffmann, giving the judgment of the Privy
Council, reaffirmed the ‘principle that in cases of rescission of an ordinary contract of sale for land for failure to comply with
an essential condition as to time, equity will not intervene’ (at p. 523).

*189

79.  I accept that these cases make it clear that the relief jurisdiction is not available in relation to contracts for the sale of land
where time is made of the essence. I also accept that the fact that the ASLAs made time of the essence of payment supports
the conclusion that there is no relief jurisdiction. However, I do not accept that the mere inclusion of a time of the essence
provision necessarily excludes the relief jurisdiction.

80.  As Lord Hoffmann stated at p. 722F of the Union Eagle case in relation to mortgages ‘relief against forfeiture of the
estate would ordinarily be granted as of course despite an express term that time was of the essence’. Further, the Goker v
NWS Bank case involved a time of the essence provision and in The Jotunheim Cooke J took the view that time had been
made of the essence–see paragraph 33 of the judgment. In both those cases a jurisdiction to grant relief was recognised.

No forfeiture

81.  Celestial submitted that clause 13.2 should not be regarded as a forfeiture clause as it is not penal in nature and confers
no windfall on them. In particular:

 (1)  Paramount never made any payment that can be described in a legal or business sense as a part payment against the
price of the Aircraft. Accordingly, whenever (the ASLAs having come to their end) Paramount has to return the Aircraft
to Celestial, Paramount has no continuing interest in the Aircraft. The termination and redelivery of the Aircraft do not
deprive Paramount of any such interest (which it never bargained for). Paramount's sole right under the ASLAs was
nothing more than a right to possession and use during the currency of the ASLAs.

 (2)  This contractual scheme is borne out by clause 14.2 of the CTA . Pursuant to this clause Celestial is permitted, without
the consent of Paramount, to transfer any of its rights or obligations under the ASLAs or any of its rights, title or interest
in the Aircraft pursuant to (amongst other things) (i) a sale and leaseback, i.e. a situation in which Celestial itself becomes
a lessee; (ii) a novation of the particular ASLA together with a sale of the Aircraft; and (iii) a secured loan financing.
This makes it clear that the reversionary interests were exclusively Celestial's and not Paramount's.

 (3)  In these circumstances, under the ASLAs Celestial does not receive any windfall on termination and Paramount is
not penalised. The only right that termination destroys is Paramount's right to future possession and use.

 (4)  Possession of the Aircraft was always going to be given back to Celestial; if the ASLAs had run their course (without
any default on the part of Paramount) that would be upon the expiry of the 8 year term. The only difference between
termination for breach and termination by virtue of the contracts coming naturally to their end is the timing at which
Paramount's right to possession is at an end. That is not a windfall for Celestial and nor is it a penalty for Paramount. *190

 (5)  The payments made by Paramount on account of rent and supplemental rent represent the agreed rate for use of
the aircraft up to the point of termination (and no more). Paramount is not paying, for example, in addition to rent
instalments against a purchase price to be completed when the final instalment is paid and it does not ‘forfeit’ any moneys
on termination. It is the situation which is identical to that pertaining in The Scaptrade ; as Lord Diplock stated in that
case at 702–3:

‘Moneys paid by the charterer prior to the withdrawal notice puts an end to the contract or services represent the
agreed rate of hire for services already rendered, and not a penny more.’

 (6)  Accordingly, there being no true ‘clause of forfeiture’ or ‘forfeiture in fact’ there is no jurisdiction.

82.  I accept that the fact that no significant advance payments, and in particular advance payments for the purchase of the
aircraft, are forfeited on termination is a further reason for there being no relief jurisdiction. However, I do not accept that
in itself it means that there is no jurisdiction. The loss of the right to continued possession of the aircraft for the substantial
remaining term of the leases on a single default in payment can be regarded as involving forfeiture. This is borne out by the
authorities which recognise that loss of a right of possession may be sufficient to engage the forfeiture jurisdiction.

83.  For all these reasons, even if this was a case which could be shown to come within the principles set out in the Shiloh
Spinners case, I am satisfied that reasons of legal policy, and in particular the need for certainty, lead to the conclusion that
there is no relief jurisdiction in respect of aircraft leases such as the ASLAs.
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Conclusion on jurisdiction

84.  For the reasons outlined above I am not satisfied that this is one of those ‘appropriate’ and ‘limited’ cases in which the
Court should hold that there is a jurisdiction to grant relief against forfeiture.

Discretion

85.  If I am wrong in my conclusion on jurisdiction, the question which then arises is whether as a matter of discretion relief
against forfeiture should be granted.

86.  In the Shiloh Spinners case at p. 723 Lord Wilberforce stated that whether it was appropriate to grant relief involves:

‘a consideration of the conduct of the applicant for relief, in particular whether his default was wilful, of the gravity of
the breaches and of the disparity between *191  the value of the property of which forfeiture is claimed as compared
with the damage caused by the breach.’

87.  By way of examples of the manner in which the Courts have exercised their jurisdiction in the context of commercial
transactions involving moveable property, I was referred in particular to The Jotunheim and the Transag cases, and the first
instance decisions of Lloyd J in The Scaptrade [1981] 2 Ll Rep 425 at 430–431 and The Afovos [1980] 2 Ll Rep 469 at 480).

The conduct of the applicant and the gravity of the breaches

88.  An essential matter to be considered is the conduct of the applicant in relation to the breaches which have given rise to
the right of forfeiture and the gravity of those breaches.

89.  The financial defaults in respect of which the Termination Notices were served and which Teare J held to be established
were as follows:

 Aircraft 126
 

 

Date Due
 

Description
 

Amount due
 

15-Sep-09
 

Supplemental Rent: 01 August 2009 to 31 August 2009
 

$71,698.57
 

30-Sep-09
 

Late Payment Interest 31-Aug-09 to 30-Sep-09
 

$550.16
 

09-Oct-09
 

Rent 9-Oct-09 to 08-Nov-09
 

$217.768.30
 

 Aircraft 137
 

 

Date due
 

Description
 

Amount due
 

02-Oct-09
 

Rent: 4 October 2009 to 3 November 2009
 

$215,325.00
 

30-Sep-09
 

Late Payment Interest 31-Aug-09 to 30-Sept-09
 

$654.35
 

 Aircraft 147
 

 

Date due
 

Description
 

Amount due
 

15-Sep-09
 

Supplemental Rent: 01 August 2009 to 31 August 2009
 

$65,252.70
 

25-Sep-09 Rent: 27 September 2009 to 26 October 2009 $215,670.65
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30-Sep-09
 

Late Payment Interest 31-Aug-09 to 30-Sept-09
 

$1,024.81
 

90.  There were therefore significant sums due in respect of each Aircraft. In respect of Aircraft 126 and Aircraft 127 there
were outstanding sums due in respect of both Rent and Supplemental Rent. By the time of the Termination Notices the Rent
for Aircraft 137 and Aircraft 147 had been due for about two weeks, and the Supplemental Rent in respect of Aircraft 126
and Aircraft 147 had been due for nearly *192  a month. All these outstanding sums had been the subject of a Notice of
Continuing Event of Default and Warning on 5 October 2009. This Notice included a warning in bold, large type as follows:

‘HOWEVER, your continued and persistent defaults regarding payments and the matters set out below are very alarming
and we cannot continue to tolerate this sort of delinquency and we hereby warn you that if they are not rectified in
full and as a matter of utmost urgency as soon as possible, we will be forced to take further action which may include,
without limitation, termination of your right to lease the aircraft and/or court action.’

91.  No proper explanation was given by Paramount as to how and why these defaults occurred, notwithstanding the length
of time that the sums had been outstanding and the warnings which had been given. In his witness statement, Mr Thiagarajan
said that Paramount was trying its best to comply with the payment terms of the lease but that Celestial was making it difficult.
He referred to the fact that on 24 September 2009 Celestial drew down on one of the letters of credit, but, as set out earlier
in the judgment, Paramount had ample warning of the need to provide an appropriate replacement letter of credit. He also
referred in his statement and oral evidence to financial difficulties resulting from the fact that one of the Aircraft had been
grounded for a number of months due to engine problems, Paramount's lack of a spare engine and its inability to secure a
replacement. Paramount's attempts to blame Celestial for these difficulties was considered and dismissed by Teare J in his
judgment at paragraphs 16 to 18.

92.  This is not therefore a case where the default in question arose by surprise, accident or ignorance. Paramount knew what
its obligations were and knew that it was going to default on those obligations.

93.  In both The Afovos and The Scaptrade Lloyd J regarded the fact that the breach involved the fault of the applicant as
being a telling factor against the grant of relief. It is clear that wilful breaches will only exceptionally be relieved against.

94.  As Lord Wilberforce stated in the Shiloh Spinners case at p. 725:

‘Established and, in my opinion, sound principle requires that wilful breaches should not, or at least should only in
exceptional cases, be relieved against, if only for the reason that the assignor should not be compelled to remain in a
relation of neighbourhood with a person in deliberate breach of his obligations.’

95.  Celestial submitted that ‘wilful breaches’ are all those breaches which occur not by surprise, accident or ignorance (see
the recitation of the judgment of Lord Erskine LC in Sanders v Pope (1806) 12 Ves Jun 282 per Lord Wilberforce at 722–
723 in Shiloh Spinners discussing the effect of Hill v Barclay (1811) 18 Ves Jun 56 ).

*193

96.  The findings I have made as to the circumstances giving rise to the defaults and the knowledge with which they were
made are therefore powerful grounds for denying relief.

97.  Moreover, Paramount's conduct in relation to the defaults giving rise to the Notice of Termination needs to be considered
in context. That context includes a long history of defaults. The immediate history of Default Notices has been set out earlier
in my judgment. However, there was also a prior history of such defaults and Notices. In particular:

 (1)  A Notice of Continuing Default and Warning on 24 April 2007 on account of the failure to pay the amounts demanded
in the Notice of 13 April.

 (2)  A Grounding Notice on 9 May 2007 by reason of the continued failure to make the payments previously demanded.
 (3)  A Notice of Rescindment and Final Warning on 14 May 2007 acknowledging the fact that Paramount had remitted

US$974,870.09 and giving Paramount 2 days grace for the moneys to be received by Celestial.
 (4)  A Notice of Event of Default on 26 July 2007, there being a total of US$513,909.50 overdue.
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 (5)  A Notice of Continuing Event of Default and Warning on 1 August 2007 on account of the failure to pay the amounts
demanded in the Notice of 26 July and advising that the total amount outstanding was US$737,656.24.

 (6)  A Notice of Event of Default on 23 August 2007, Paramount having failed (a) to pay rent and supplemental rent
when due, there being US$498,816.06 overdue and (b) to renew the confirmed letters of credit provided in respect of
Aircraft 137 and Aircraft 147.

 (7)  A Warning Notice on 30 August 2007 on account of Paramount's failure (a) to pay the rent in the sum of US
$217,768.30 for Aircraft 126 (due on 9 August 2007); and (b) to renew the confirmed letters of credit for Aircraft 137
and Aircraft 147. It was made clear in this Notice that Celestial reserved the right, given that these matters were Events
of Default under the relevant ASLAs, to draw down on the existing letters of credit and to terminate the leases. Attached
to this document was a copy of Paramount's ‘Delinquency Trend’ over the previous 12 months which document showed,
‘your payment record has been consistently poor and has been getting worse.’

 (8)  A Default Notice on 18 September 2007, on account of Paramount's failures (a) to pay rent totalling US$433,120.30,
(b) to provide monthly utilisation reports (as *194  required by clause 8.2(a) of the CTA ) and to pay estimated
supplemental rent totalling US$150,000, (c) to pay late payment interest in the sum of US$5,161.68 and (d) to renew the
confirmed letter of credit in respect of Aircraft 147.

 (9)  A Notice of Continuing Event of Default and Warning on 21 September 2007 on account of the failure to pay all of
the amounts set out in the notice dated 18 September 2007.

 (10)  A Warning Notice on 28 September 2007 advising that despite all previous warnings Paramount continued to be
delinquent in its payments and advising that any further payment events of default would result in a draw down on the
letters of credit.

 (11)  A Notice of Event of Default on 19 October 2007, there being a total of US$268,649.83 overdue.
 (12)  A Notice of Event of Default on 25 October 2007, there being a total of US$208,458.50 overdue.
 (13)  A Notice of Event of Default on 1 November 2007, there being a total of US$408,301.70 overdue.
 (14)  A Notice of Continuing Default and Warning on 5 November 2007 on account of the failure to pay all of the amounts

set out in the notice dated 1 November 2007 and further amounts becoming overdue. The total amount which Paramount
had failed to pay Celestial amounted to US$624,736.54.

 (15)  A Grounding Notice on 7 November 2007 on account of the failure of Paramount to pay in full the outstanding
amounts owed to Celestial.

 (16)  A Notice of Event of Default on 3 December 2007, there being a total of US$465,881.74 overdue and Paramount
having failed to provide technical reports (in accordance with clause 8.2(a) of the CTA ) by the 10th day of the month.

 (17)  A Notice of Event of Default on 12 December 2007, there being a total of US$436,217.48 overdue.
 (18)  A Notice of Default and Warning on 7 January 2008, there being a total of US$1,090,993.10 overdue.
 (19)  A Notice of Continuing Event of Default on 14 January 2008, Paramount having failed to cure the defaults identified

in the Notice of 7 January 2008 (a total of US$587,732.33 remaining due to be paid). *195
 (20)  A Further Notice of Continuing Event of Default and Warning on 21 January 2008, Paramount still having failed

to pay all amounts overdue (a total of US$519,964.03 remained due to be paid).
 (21)  An Event of Default Notice on 22 December 2008, there being a total of US$721,160.82 overdue.

98.  Further, as set out in the Schedules attached to Celestial's Statement of Case, since August 2008:

 (1)  Paramount had never paid Rent on time for any of the Aircraft. This is notwithstanding the fact that it was provided
in each case with an invoice prior to the due date under each of the ASLAs. Each payment of rent was made on average
almost two weeks (14 days) late.

 (2)  Paramount had never provided a Utilisation Report for any of the Aircraft on time (i.e. by the 10th day of each
calendar month).

 (3)  Paramount had never paid Supplemental Rent on time for any of the Aircraft (save for a single occasion with respect
to Aircraft 147). The average delay in making this payment was more than 18 days.

99.  The defaults giving rise to the Termination Notice have to be viewed against this background of persistent default.
Paramount stressed that all these historic defaults were cured and that interest was paid on late payments, but that does not
explain or excuse the breaches. Paramount's attitude, as borne out by this history and by Mr Thiagarajan's oral evidence,
appears to have been that it does not much matter if they are in default of their obligations, provided that they put that right
within a reasonable time. This involves a ‘cavalier disregard’ of their contractual obligations, and moreover of obligations
which are stated to be of the essence (cl.15.6) and to involve a repudiation if breached (cl.13.1).

100.  Further, Paramount was given ample warning of the consequences of continuing default. Aside from the warnings given
in Celestial's various Notices, including in particular the Notice of 5 October 2009, in a letter from Mr Sonawala of GECAS
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on 13 August 2009 had set out the various points that needed to be addressed by Paramount (including the need for prompt
payment going forward and the renewal of the letter of credit) and concluded,

‘Mr Thiagarajan, as you can see we are at a very important juncture here and we need your focus and commitment
behind the Airline. The continuous late payments to us and several of your vendors is concerning and we need to be
assured that in order to support [to] you there is adequate commitment and equity being deployed to the Airline by
its promoters. There are many ways we can support you and help you to grow. However, Paramount needs to ensure
that *196  fulfilment of its obligations to GECAS in whatever respect are fulfilled on a timely basis and within the
timeframes set out in the Lease Agreements.’

101.  This background of persistent default despite warnings makes the defaults which led to Celestial's Notice of Termination
on 14 October 2009 all the more difficult to justify and excuse and is a further compelling reason for refusing relief.

102.  In considering Paramount's conduct it is also important to have regard to what has happened since the operative defaults
and whether they have been, can be or will be cured. The fact of the matter is that those sums have still not been paid, nor
have any further sums due been paid, even though Paramount has had continuing use of the Aircraft pursuant to the Order
of Teare J and despite the Court Order that further sums be paid.

103.  Paramount contended that were it not for the draw down under the two letters of credit issued by State Bank of India
(confirmed Deutsche Bank AG) on the 15 of December 2009, Paramount would have paid the sums due. They said that this
drawdown resulted in Paramount's bankers refusing to make payment of the sums due on that date and thereafter payment
cannot be made because of the bank's view of its obligations under the Foreign Exchange Management Act 1999 . This
requires the bank to be satisfied that the payments can be made. The bank, which is the certifying authority for exchange
control purposes, is treating the demand on the letter of credit as a discharge of the sums that would otherwise be paid, and
in any event refusing to make further lease payments as Celestial asserts the leases have been terminated.

104.  Further, the bank has confirmed that it would make the payments, and reconstitute the letter of credits, if the drawdown
sums were returned, but Celestial has indicated that it would not return the drawdown sums. They submitted that the evidence
therefore demonstrates that Paramount had sufficient funds, notwithstanding the drawdown of the letters of credit, to make
the payments and that it is prevented from doing so by virtue of the position taken by the bank and Celestial's unwillingness
to help break the logjam.

105.  I accept that the evidence shows that Paramount did have sufficient funds to make the payments and that, since the
drawdown sums exceed the sums outstanding, if Celestial co-operated a means could be found whereby those payments are
made. However, Celestial is under no obligation so to do. It is standing on its strict contractual rights, as it is entitled to do,
and might reasonably be expected to do in the adversarial situation which now exists between the parties.

106.  Moreover, the difficulty in which Paramount now finds itself could have been avoided had it not left arrangements for
making the payments until the very end, the evidence of Mr Thiagarajan being that it was left to 15 December 2009. Further,
the risk of being unable to make payment due to lack of bank authorisaton is not only a *197  risk which Paramount assumed
under the ASLAs but the failure to obtain the requisite authorisation is itself an Event of Default ( Schedule 9(f)(i) ).

107.  Although this further breach was not intentional it does therefore involve both fault on the part of Paramount and an
inability to perform for reasons for which they are contractually responsible. This further breach, and the fact that it involves
a breach of the Court Order, is a further reason for refusing relief.

Disparity

108.  Paramount's essential point in relation to the exercise of discretion is the disparity between the damage caused by their
breach and the damage which termination will cause.

109.  Lord Wilberforce's description of the relevant disparity to be considered focuses on the value of the proprietary and/
or possessory rights which will be lost, rather than the factual consequences of their loss. However, I am prepared to have
regard to these wider considerations, as Knox J did in the Transag case (p. 102 at (g)).

110.  Paramount's evidence was that the loss of the Aircraft would be catastrophic for them. The Aircraft comprise 3/5 of
its fleet. There are no replacements available in the market. It would lose its DGCA licence as its number of aircraft would
fall below the minimum number required. This would result in the aircraft being grounded, significant inconvenience to
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thousands of passengers who have bookings with Paramount and the crippling of the air transportation system in Southern
India in which Paramount is a market leader. Paramount itself would be unlikely to survive and may well go into liquidation.
That would mean the jobs of 2,200 direct and indirect employees being threatened.

111.  This evidence was not sought to be challenged and I accept that there is a real risk of very serious consequences for
Paramount, its employees and its customers if they lose the Aircraft. There was an issue as to how long it would take to find
replacements but it would appear that these specialised aircraft cannot be easily or speedily replaced.

112.  Paramount submitted that that is to be contrasted with the lack of prejudice which will be suffered by Celestial if relief
is given. Celestial will get paid the outstanding amounts due and Paramount is willing and able to perform the ASLAs going
forwards. Further, on Celestial's own evidence the replacement leases that it has conditionally arranged are on less favourable
Rent terms.

113.  Paramount further submitted that Celestial would receive a windfall unless relief was given as they would keep all the
Rent and Supplemental Rent so far *198  paid under the ASLAs, which amounts to about US$9 million and US$4.5 million
respectively which is close to 50% of the capital cost of the Aircraft.

114.  As already explained, I do not accept that any windfall is involved. The Rent was agreed based on market considerations
and reflects the agreed consideration for Paramount's use to date of the Aircraft. The Supplemental Rent is to a fund to cover
major maintenance costs and does not involve a profit or windfall.

115.  Nor do I accept that the prejudice to Celestial in being held bound to continue with the ASLAs is negligible, as Paramount
submitted. The background of persistent default by Paramount suggests that the claim made of compliant performance
hereafter should be approached with some scepticism. Whilst Paramount says it presently has the financial resources to
perform, past history indicates that that is no guarantee of performance. Further, the financial difficulties which it claims
it suffered through loss of the use of one Aircraft suggests shallow financial foundations which could again be shaken if
anything similar recurs.

116.  It is clear that Celestial has run out of patience with Paramount's persistent defaults and is determined, if it can, to
recover its Aircraft and let them out to more reliable contractual partners. This is borne out by the fact that it would prefer to
let the Aircraft out to another party at an appreciably lower Rent than continue with the ASLAs.

117.  Given that this is Celestial's preferred course of action, and given Paramount's history of default, I consider that the
most likely outcome if relief is granted is that the parties will be back in Court in a few months time arguing about relief again
in the context of different defaults. Indeed such a hearing is already scheduled to take place in April at which Paramount's
alleged defaults in relation to the operation and maintenance of the Aircraft will be addressed.

118.  This is not one of those cases where performance of the contract is essentially complete and all that is required is an
identified further payment or payments. The ASLAs have four more years to run and I consider that there is a very real
prejudice to Celestial in granting relief which obliges them to carry on in a long term contract with a contractual partner
who they do not, with good reason, trust to perform and with whom they wish to sever relations, in accordance with the
agreed contract terms.

119.  As stated in the Goker case in which Lloyd LJ approved the following passage from the first instance judgment as
follows (at p. 3):

‘Indeed, even if as at today the Plaintiff's past failures to make the payments due under his agreement could be
compensated sufficiently as a condition of obtaining relief by the payment now of principal, interest and costs, that
fails to take into account the full extent of any future risk–a risk which has been demonstrated already by the Plaintiff's
unreliability and poor financial circumstances, and  *199  which depends for security upon such a chattel as a car
which, as contrasted with land, is easily moved, easily concealed and easily sold, is liable to rapid depreciation and may
require considerable expenditure to maintain. Thus, as it was put by Sir Godfray, when a hirer has shown himself to be
a defaulter, to oblige the owner of goods to forego his contractual rights and to return the goods to the hirer, would be
to oblige the owner to accept a risk far greater than that contemplated when the contract was made.’

120.  Many of those comments are at least as applicable here, and an aircraft is a chattel of much greater sophistication and
value than a car, and one in respect of which continual maintenance of a high standard is required.
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Conclusion on discretion

121.  I have reached the clear conclusion that, notwithstanding the serious consequences which Paramount may suffer if
the Aircraft are redelivered to Celestial, this is not an appropriate case for relief. In particular, the operative defaults were
knowingly committed and there is no excuse or even explanation for them. They were committed against a background of
persistent defaults evidencing a cavalier disregard by Paramount for its contractual obligations and despite clear warnings
of the consequences of continuing default. The defaults have still not been cured and Paramount has been in further default
as well as in breach of a Court Order. There is real prejudice to Celestial if relief is given and they are compelled to carry
on with the ASLAs.

122.  Even if the exercise of discretion was finely balanced, which it is not, it is well established that considerations of
commercial certainty are relevant to the exercise of the Court's discretion and those considerations would lead me to the
conclusion that relief should not be granted.

Conclusion

123.  I refuse the equitable relief sought by Paramount on both jurisdictional and discretionary grounds. I shall hear the parties
as to the terms of the relief to which Celestial is entitled in the light of that conclusion.

(Order accordingly) *200
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*155  On Demand Information plc and another v Michael
Gerson (Finance) plc and another

Negative Judicial Consideration

Court
Court of Appeal (Civil Division)

Judgment Date
31 July 2000

Report Citation
[2001] 1 W.L.R. 155

Court of Appeal

Pill , Robert Walker LJJ and Sir Murray Stuart-Smith

2000 June 21, 22; July 31

Equity—Relief from forfeiture—Finance leasing agreement—Claimants leasing equipment from defendants—Claimants going
into receivership and defendants terminating leases—Receiver obtaining order for sale of leased equipment and applying for
relief from forfeiture—Jurisdiction to grant relief

Between September 1994 and May 1995 the claimant entered into four finance leases with the defendant of video and editing
equipment. Each lease was for a primary period of 36 months during which the claimant paid a substantial rent, so that by
the end of that period the defendant had recouped the cost of the equipment with interest, costs and profit. Thereafter the
claimant could continue the lease for one or more periods of 12 months for a single modest payment on the first day of the
period. The leases provided that the appointment of a receiver would constitute a repudiatory breach rendering the claimant
liable to pay a termination sum. The claimant went into administrative receivership on 12 February 1998, and on 19 February
the defendants gave notice terminating the leases. The primary period of two of the leases had expired, the third was within
a few weeks of the expiry of its primary period and the fourth had about three months of the primary period still to run. The
claimant's business had very little value save as a going concern. The receiver sold off part of the business, but the sole offer
for the rest was conditional on the purchaser being able to take over the leased equipment. The receiver therefore sought, and
on 5 March 1998 was granted, an order allowing the equipment to be sold free from any claim of the defendants provided
the proceeds were held in escrow. After the sale the claimants issued a notice of motion seeking relief from forfeiture of the
finance leases. The judge held that, although the court had jurisdiction to grant relief from forfeiture in the case of a finance
lease while the leased asset remained unsold, there was no jurisdiction to grant relief after it had been sold.

On appeal by the claimants—

Held , dismissing the appeal, that a finance lease was in principle capable of attracting relief from forfeiture provided the
object of the forfeiture provision in the lease was to secure the payment of money or to attain a specific and attainable result,
namely security for the lessor's financial interest in the lease; that the fact that relief from forfeiture could not undo the
appointment of the receiver was not decisive or even material provided that the terms on which relief was granted provided
full protection for the lessor's financial interest; but that, although equity was willing to make adjustments in money, and had
developed machinery for taking accounts to do so, the equitable jurisdiction was to relieve against the forfeiture of property
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and not to rewrite bargains, especially commercial bargains; and that, accordingly (Sir Murray Stuart-Smith dissenting), since
the object of relief from forfeiture was the continuation of the lease, not its extinction, the court could not grant relief in
relation to a sum of money after the equipment had been sold (post, pp 174E–175E, H–176B , 179C–F , 181B–C , 183B–D ).

Transag Haulage Ltd v Leyland DAF Finance plc [1994] 2 BCLC 88 approved .

Decision of George Laurence QC sitting as a deputy judge of the Chancery Division [1999] 2 All ER 811 affirmed .

The following cases are referred to in the judgments:

 BICC plc v Burndy Corpn [1985] Ch 232; [1985] 2 WLR 132; [1985] 1 All ER 417, CA *156
 Bank of Tokyo Ltd v Karoon (Note) [1987] AC 45; [1986] 3 WLR 414; [1986] 3 All ER 468, CA
 Barrow v Isaacs & Son [1891] 1 QB 417, CA
 Fuller v Judy Properties Ltd (1991) 64 P & CR 176, CA
 Goker v NWS Bank plc (1990) [1999] GCCR 1507, CA
 Helby v Matthews [1895] AC 471, HL(E)
 Hill v Barclay (1811) 18 Ves 56
 Inland Revenue Comrs v Duke of Westminster [1936] AC 1, HL(E)
 Jobson v Johnson [1989] 1 WLR 1026; [1989] 1 All ER 621, CA
 Lancashire Waggon Co Ltd v Nuttall (1878) 42 LT 465, CA
 Larner v Fawcett [1950] 2 All ER 727, CA
 McEntire v Crossley Bros Ltd [1895] AC 457, HL(I)
 Mardorf Peach & Co Ltd v Attica Sea Carriers Corpn of Liberia (The Laconia) [1977] AC 850; [1977] 2 WLR 286; [1977]

1 All ER 545, HL(E)
 Scandinavian Trading Tanker Co AB v Flota Petrolera Ecuatoriana (The Scaptrade) [1983] QB 529; [1983] 2 WLR 248;

[1983] 1 All ER 301, CA ; [1983] 2 AC 694; [1983] 3 WLR 203; [1983] 2 All ER 763, HL(E)
 Securities and Investments Board v Pantell SA (No 2) [1993] Ch 256 ; [1991] 3 WLR 857; [1991] 4 All ER 883 ; [1993]

Ch 256; [1992] 3 WLR 896; [1993] 1 All ER 134, CA
 Shiloh Spinners Ltd v Harding [1973] AC 691; [1973] 2 WLR 28; [1973] 1 All ER 90, HL(E)
 Sport Internationaal Bussum BV v Inter-Footwear Ltd [1984] 1 WLR 776 ; [1984] 1 All ER 376 ; [1984] 2 All ER 321,

CA and HL(E)
 Transag Haulage Ltd v Leyland DAF Finance plc [1994] 2 BCLC 88; [1994] BCC 356
 Vaughan (Alf) & Co Ltd v Royscot Trust plc [1999] 1 All ER (Comm) 856
 Whiteley Ltd v Hilt [1918] 2 KB 808, CA

The following additional cases were cited in argument:

 Barton Thompson & Co Ltd v Stapling Machines Co [1966] Ch 499; [1966] 2 WLR 1429; [1966] 2 All ER 222
 Belvoir Finance Co Ltd v Stapleton [1971] 1 QB 210; [1970] 3 WLR 530; [1970] 3 All ER 664, CA
 Bristol Airport plc v Powdrill [1990] Ch 744; [1990] 2 WLR 1362; [1990] 2 All ER 493, CA
 Hill v Bentco Leasing Inc (1986) 708 SW 2d 608
 National Provincial Bank Ltd v Hastings Car Mart Ltd [1965] AC 1175; [1965] 3 WLR 1; [1965] 2 All ER 472, HL(E)
 Shepherd v North West Securities Ltd 1991 SLT 499
 Starside Properties Ltd v Mustapha [1974] 1 WLR 816; [1974] 2 All ER 567, CA
 Stockloser v Johnson [1954] 1 QB 476; [1954] 2 WLR 439; [1954] 1 All ER 630, CA
 Tulsa Port Warehouse Co Inc, In re (1982) 690 F 2d 809
 Union Eagle Ltd v Golden Achievement Ltd [1997] AC 514; [1997] 2 WLR 341; [1997] 2 All ER 215, PC
 Wickham Holdings Ltd v Brooke House Motors Ltd [1967] 1 WLR 295; [1967] 1 All ER 117, CA

APPEAL from George Laurence QC sitting as a deputy judge of the Chancery Division
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By a notice of appeal dated 15 June 1999 the claimants, On Demand Information plc and On Demand Information
International plc, appealed with the leave of Robert Walker LJ granted on 6 June 1999 from the order of George Laurence
QC sitting as a deputy High Court judge on 5 March 1999 dismissing their action against the defendants, Michael Gerson
(Finance) plc and Michael Gerson (Investments) Ltd, seeking relief from forfeiture of *157  certain equipment leases granted
by the defendants. By the time the action had come on to be heard the equipment had been sold pursuant to an order made
by Harman J on 5 March 1998.

The grounds of appeal were, inter alia, that the judge was wrong (1) to hold that (i) where equipment subject to finance leases
had been sold pursuant to a court order as an interim measure to preserve the value of the equipment pending the hearing
of an application for relief from forfeiture the court inexorably lacked jurisdiction to grant relief and (ii) in such cases relief
from forfeiture would not make sense; (2) to construe the claimant's application for relief as an application to validate the
sale by recourse to the equitable doctrine of relief from forfeiture, to refuse to grant relief on the basis that the sale could not
be so validated and to hold that the equitable jurisdiction to relieve against forfeiture did not enable the court to rewrite to any
extent the terms of the bargain between the parties; (3) to hold that the sale of the equipment deprived the court of jurisdiction
to grant relief; (4) not to consider the claimant's alternative submissions that, as finance lessees, they had a proprietary interest
in the equipment and the sale proceeds; (5) to hold that, even where there was a forfeiture of proprietary or possessory interest
in property, the existence of jurisdiction to grant relief depended on a requirement that the primary object of the bargain was
to secure a stated result which could still be effectively attained when the matter came before the court and the forfeiture
provision had been added by way of security.

By a respondent's notice dated 7 July 1999 the defendants contended that the judge had been wrong to hold that but for the sale
of the equipment the court had jurisdiction to grant relief from forfeiture. They contended that the court had no jurisdiction
to grant relief from forfeiture in ordinary commercial cases unconnected with interests in land, and in the alternative that, if
there was jurisdiction in relation to contracts other than those involving interests in land, it was confined to cases where there
was a grant of a proprietary and not merely a possessory interest.

The facts are stated in the judgment of Robert Walker LJ.

Representation

 Fidelis Oditah for the claimants.
 Sir Roy Goode QC and Hugh Tomlinson for the defendants.

Cur adv vult
ROBERT WALKER LJ

31 July. The following judgments were handed down.

Introductory

This appeal is concerned with the court's jurisdiction to grant relief from forfeiture of a lease of tangible moveable property,
and the circumstances in which that jurisdiction can or should be exercised. It is an appeal from an order made on 5 March
1999 by Mr George Laurence QC sitting as a deputy judge of the Chancery Division of the High Court [1999] 2 All ER 811
. The deputy judge dismissed an action by the claimants, On Demand Information plc (“ODI”) and On Demand Information
International plc (“ODII”), against the defendants, Michael Gerson (Finance) plc (“MGF”) and Michael Gerson (Investments)
Ltd (“MGI”). ODII is a wholly-owned subsidiary of *158  ODI. Both companies are now in administrative receivership
and for most purposes they can be referred to together as “On Demand”. Similarly MGF and MGI can for most purposes
be referred to together as “Michael Gerson”.

The finance leases
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The case is concerned with four finance leases of equipment (used for purposes such as making and editing videos) granted by
Michael Gerson to On Demand. The deputy judge quoted a passage from a statement published by the Institute of Chartered
Accountants, SSAP 21, which provides a convenient explanation of how a finance lease differs from an operating lease:

“ Background Leases and hire-purchase contracts are means by which companies obtain the right to use or purchase
assets. In the UK there is normally no provision in a lease contract for legal title to the leased asset to pass to the lessee.
A hire-purchase contract has similar features to a lease except that under a hire-purchase contract the hirer may acquire
legal title by exercising an option to purchase the asset upon fulfilment of certain conditions (normally the payment of
an agreed number of instalments). Current tax legislation provides that in the normal situation capital allowances can
be claimed by the lessor under a lease contract but by the hirer under a hire-purchase contract.

“ Forms of lease Leases can appropriately be classified into finance leases and operating leases. The distinction between
a finance lease and an operating lease will usually be evident from the terms of the contract between the lessor and
the lessee. An operating lease involves the lessee paying a rental for the hire of an asset for a period of time which is
normally substantially less than its useful economic life. The lessor retains most of the risks and rewards of ownership
of an asset in the case of an operating lease. A finance lease usually involves payment by a lessee to a lessor of the full
cost of the asset together with a return on the finance provided by the lessor. The lessee has substantially all the risks
and rewards associated with the ownership of the asset, other than the legal title. In practice all leases transfer some
of the risks and rewards of ownership to the lessee, and the distinction between a finance lease and an operating lease
is essentially one of degree”

The deputy judge also referred to a passage in Chitty on Contracts , 27th ed (1994), vol 2, para 32–056 which has reappeared
in substantially the same form in the latest edition, 28th ed (1999), vol 2, para 33–078.

The four finance leases were in the same terms, except for the details of the equipment and the financial terms. The form of
lease is set out in an appendix to the deputy judge's judgment [1999] 2 All ER 811 , 827–832. The terms can therefore be
summarised fairly briefly. Each lease was for an initial period (the primary period) of 36 months. During the primary period
the lessee paid a substantial rent which by the end of the primary period (as Mr Michael Gerson accepted in his affidavit
evidence) recouped Michael Gerson for the cost of the equipment (which was specified in a schedule to the agreement) with
interest, costs and profit. This rent was payable monthly but with an initial payment of three month's rent so that during
the primary period rent was in effect being paid three months in advance. *159  Thereafter the lessee could continue the
lease for one or more periods of 12 months (a secondary period) for a single modest payment made on the first day of the
secondary period. The lease could be determined by not less than 60 day's notice to expire on the last day of the primary
period or any secondary period.

Schedule 2 to the agreement contained a variety of conditions, of which the most important for present purposes were in
paragraph 9 (headed “default”) and paragraph 12 (headed “sales agency appointment”). Paragraph 9(A) provided that, on
a repudiatory breach by the lessee, Michael Gerson might accept the breach as a repudiation of the agreement and, at its
option, all or any other lease agreements between the same parties. By paragraph 9(B)(iv) the appointment of a receiver of the
lessee's undertaking or assets constituted a repudiatory breach. Paragraph 9(C) provided that on acceptance of a repudiatory
breach the lessee should pay an amount (the termination sum) including any arrears of rent, any rent to become due during
any unexpired part of the primary period, and compounded interest on arrears, but with a possible credit (the terms of which
are obscure, and can be ignored for present purposes).

Paragraph 12(A) was in the following terms (with one obvious error corrected):

“Sales agency appointment (A) Subject to the lessee having duly performed its obligations under this agreement and
any other lease agreement upon termination of the leasing of the equipment at the end of the primary period or at any
time thereafter by notice from the lessee in accordance with the provisions of this agreement, the lessee is appointed
the sales agent of the owner to negotiate a sale of the equipment to a third party (not being a parent, subsidiary or
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associated company of the lessee) at the best price available, such price to be [communicated] to and approved by the
owner prior to the sale”

Sub-paragraphs (B) and (C) dealt with the terms of sale, and provided that the agency appointment should continue for six
months after the termination or expiry of the lease. Sub-paragraphs (D) and (E) were in the following terms:

“(D)  In the event of any breach by the lessee of the terms of this appointment or of this agreement (including without
limitation the occurrence of any of the events specified in paragraph 9 above) or any other lease agreement then the
authority of the lessee to act as agent in relation to any equipment shall cease forthwith. (E) In the event that the lessee
is successful in negotiating a sale of the equipment the owner agrees to allow the lessee by way of rebate of rental a
sum equal to 95% of the sale proceeds in respect of the equipment after deducting any value added tax thereon and any
reasonable expenses incurred by the lessee in negotiating the sale.”

The general effect of the conditions (especially paragraphs 2, 4 and 6 was to allocate all risks and responsibilities in respect
of the equipment (including its selection, use, maintenance and insurance) to the lessee. The four leases were entered into on
dates between September 1994 and May 1995, so that the four primary periods were to expire between *160  September 1997
and May 1998. The equipment comprised in the leases was all installed at On Demand's premises at 2 Burley Road, Leeds.

On Demand goes into receivership

On 12 February 1998 On Demand went into administrative receivership under debentures in favour of Lloyds Bank entered
into on 16 October 1995. On 19 February 1998 Michael Gerson gave notice to On Demand terminating all four lease
agreements on the ground that receivers had been appointed. The position under the four leases at that date was summarised
by the deputy judge as follows. (1) The first and second leases (dated 5 September 1994 and 20 October 1994 respectively)
had continued beyond the primary period and were in the first secondary period. Michael Gerson had received primary rentals
totalling about £295,000 (plus VAT) and secondary rentals totalling about £2,500 (plus VAT) in respect of equipment which
had cost about £242,000 (plus VAT). (2) The third lease (dated 31 March 1995) was very close to the end of its primary period
and all the primary rentals had been paid (about £377,000 plus VAT in respect of equipment which had cost about £310,000
plus VAT). It was not clear whether the secondary rent had been paid in advance. (3) The fourth lease dated 17 May 1995
had about three months of its primary period still to run. On Demand had paid primary rentals totalling about £120,000 (plus
VAT) in respect of equipment which had cost about £100,000 (plus VAT) but about £3,000 (plus VAT) for future primary
rental became due under paragraph 9(C) of the conditions.

On Demand's business was organised in two divisions, called Creative Convergence (which used the leased equipment) and
New Media Publishing. The receivers sold New Media Publishing very quickly, the sale being made on 20 February 1998.
The other division, Creative Convergence, had 78 employees. The receivers were faced with the dilemma that its business
was (as Mr Edward Klempka, one of the receivers, deposed) “heavily reliant on its people, their contacts and their expertise”,
so that it had very little value except as a going concern; but the continuing liability for salaries and wages was very heavy.
In his affidavit sworn on 4 March 1998 Mr Klempka stated: “as the position presently stands, unless a sale can be concluded
within the next 24 hours and at the very latest by Friday this week”—6 March 1998—”it is highly likely that the business
will have to close”

The receivers had only one serious offer for the business of Creative Convergence. That offer was not only approved by the
employees but involved the participation of a number of senior employees. It would be feasible only if the proposed purchaser
could take over the premises and the leased equipment which was installed there. In these circumstances the receivers decided
to make an application to the Chancery Division. The application was prepared at very short notice. Michael Gerson and
its lawyers were informed of the application but had even less time to consider it. Decisions were taken in haste, possibly
without sufficient time for all their implications to be considered.
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On 2 March 1998 the receiver's solicitors, Walker Morris, wrote to Michael Gerson referring to the termination of the leases
and pointing out that but for the appointment of receivers: *161

“the economic benefit which [MGF] could expect to derive from the lease agreements would amount to the unpaid
[primary rent under the fourth lease], together with 5% of the net sale proceeds upon a sale being negotiated by [On
Demand].”

The letter stated that the equipment had a material value, possibly exceeding £130,000. It referred to Transag Haulage Ltd v
Leyland DAF Finance plc [1994] 2 BCLC 88 and to paragraph 12(A) and (E) of the conditions. It indicated that the receivers
were considering an urgent application to the court. A second letter on the same day recorded that Michael Gerson's valuers
had inspected the equipment and valued it, on a going-concern basis, at about £300,000. The letter made an open offer of
£30,000 out of the sale proceeds, in full and final settlement, if Michael Gerson would agree to an immediate sale. However
a third letter, also on the same day, indicated that the parties had been unable to reach agreement.

That was the background to a letter from Mr Gerson to Mr Klempka which was written on 2 March but not received by fax
until just after 8 am on 3 March. Apart from a paragraph referring to some missing items of equipment, Mr Gerson's letter was:

“I confirm our conversation of this morning when I put forward the suggestion that without prejudice to the terms and
conditions of our four leases and the rights existing under those leases, that in order to enable the best realisable price to
be negotiated, in the interest of saving jobs at the company, and to preserve any goodwill, you should negotiate a sale to
any interested party with which we will co-operate as owner (but without our conferring any warranty as to condition
or use of the goods) subject to agreement on price with our valuer and that the proceeds of sale should be paid into
an escrow account giving you the option to apply to the court in accordance with the principles set out in the Transag
Haulage case to which you referred, within a period of 60 days and with you bearing all the costs of the action in order
to obtain clarification of the law. As I advised you, our own legal advice is that the circumstances are not comparable in
any way and particularly because under the terms of our finance lease agreement, at no time whatsoever would a lessee
obtain rights of ownership or have a proprietary interest capable of being protected by a claim for relief from forfeiture.
We have spoken subsequently and the figures to which you refer fall so far short of the expert valuation which we have,
that I see no alternative but for us to endeavour to dispose of the goods as best we can. I am however willing to hear
from you with any further proposal you have to make… I reserve our company's rights generally under the leases. I
have instructed Royds Treadwell to accept service of any writ”

The judge did not refer to this correspondence in his judgment, probably because it did not at the hearing before him receive
as much attention as it has in this court, where Dr Fidelis Oditah (for On Demand) has gone through it in detail.

The hearing before Harman J

The outcome was that On Demand issued a writ on 4 March 1998 claiming relief from forfeiture (and other relief) and issued
two notices of *162  motion, one ex parte and the other on notice. The former sought an order for sale of the equipment free
from any claim of Michael Gerson on terms that the net proceeds were to be held in an escrow account. The latter sought
relief from forfeiture of the finance leases, and other relief. In the event the ex parte motion was heard by Harman J on notice
on 5 March 1998 and was for practical purposes disposed of by consent, although the order was not formally a consent order.
The other motion was heard by Mr Laurence QC and was by consent treated as the trial of the action. This was possible
only because On Demand conceded a number of factual issues which could not have been resolved without oral evidence:
see [1999] 2 All ER 811 , 818.

In an affidavit sworn on 5 March 1998 Mr Gerson deposed:
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“[Michael Gerson] do not accept that [On Demand] have any right to ‘relief from forfeiture’ of the leases. However,
solely for the purpose of [On Demand's] application for interlocutory relief being made on 5 March 1998, [Michael
Gerson] will accept that there is an arguable case on this point. I understand that the receivers wish to sell [On Demand's]
business as a matter of extreme urgency and that they believe that the equipment is a vital part of that sale. In these
circumstances, [Michael Gerson] are prepared to consent to an order for the sale of the equipment and will agree that
good title shall pass to the purchaser. In order to hold the position pending a full hearing of the motion, the proceeds
of sale should be paid into an escrow account as contemplated by the notice of motion. However, [Michael Gerson]
wish to reserve their rights in relation to such sales. In my respectful submission, it should be clear on the face of the
order that it is made without prejudice to [Michael Gerson's] contention that it is entitled to the full value of the goods
at the date of sale.”

He went on to make clear that Michael Gerson did not accept that the part of the total sale proceeds apportioned by the
receivers to the equipment (£131,500 if some upgraded equipment was excluded) would necessarily reflect the true sale value
of the equipment. That was one of the points which On Demand later conceded.

That was the background to Harman J's order of 5 March 1998, the substantive part of which was:

“The plaintiffs and each of them be at liberty to sell or otherwise dispose of the equipment the subject of the finance
lease agreements specified in the schedule hereto and give a good and valid title to the purchaser or disponee free from
any claim by the defendants or either of them upon the terms that the net proceeds of the said sale or disposition be held
in an escrow account pending the hearing of the inter partes motion on notice in this action, provided that the defendants
shall be at liberty hereafter to contend that the break-up value of the said equipment was more than £130,500.”

As already noted, much more attention was directed to these events on the hearing of the appeal than had been directed to
them before the deputy judge. Indeed in this court Dr Oditah began to formulate a very late amendment so as to plead that
these events amounted to an estoppel preventing Michael Gerson from contending that the sale prejudiced On Demand's
claim to relief from forfeiture, if such a claim existed before the  *163  sale. Dr Oditah rightly did not press his application
for an amendment. It had no solid foundation in any findings of fact made by the deputy judge. On Demand's advisers seem
to have thought (or hoped) that an immediate sale would not prejudice their claim for relief, and to have taken this view as a
matter of law (rather than because of any agreement or estoppel). Michael Gerson's advisers seem to have formed no view on
the point, while aware (as was accepted by Mr Tomlinson, who appeared for Michael Gerson before Harman J) that Harman
J's order was not the end of the matter, and that the claim for relief from forfeiture was going to be pursued. That is reflected
in the deputy judge's summary of the position before him [1999] 2 All ER 811 , 817:

“it was common ground before me that Harman J's order did not prevent the defendants from contending that there was
no jurisdiction in the court to grant relief from forfeiture of the leases of the equipment or from contending, when the
plaintiff's motion came on substantively, that if there was such jurisdiction it ought not to be exercised in this case.”

The deputy judge therefore proceeded to consider the general question of the court's jurisdiction to grant relief from forfeiture
in the case of a lease of this sort, where the equipment remained unsold. He then went on to consider the effect of the sale.
On the general issue he concluded that the court had jurisdiction to grant relief from forfeiture, but on the narrower issue he
concluded that just as he had no jurisdiction to rewrite the finance leases so as to remould condition 12, so

“there can be no jurisdiction, in the events which have happened, to make an order granting relief which would have
precisely the same effect. [On Demand] took their chance when asking the court in March 1998 to sanction a sale, that
it would later turn out to be impossible to persuade the court to validate such a sale by recourse to the equitable doctrine
of relief from forfeiture”: see p 826.
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In this court Dr Oditah has challenged the narrower conclusion and Sir Roy Goode (appearing with Mr Tomlinson for Michael
Gerson) has by a respondent's notice challenged the wider conclusion. Both raise issues of some general interest and some
difficulty.

Relief from forfeiture

The principles of the modern law as to non-statutory relief from forfeiture (that is, relief under the court's inherent equitable
jurisdiction) are to be found principally in three decisions of the House of Lords made between 1972 and 1984, that is Shiloh
Spinners Ltd v Harding [1973] AC 691 , Scandinavian Trading Tanker Co AB v Flota Petrolera Ecuatoriana (The Scaptrade)
[1983] 2 AC 694 and Sport Internationaal Bussum BV v Inter-Footwear Ltd [1984] 1 WLR 776 , and in the decision of
this court in BICC plc v Burndy Corpn [1985] Ch 232 . Those and other authorities were closely examined in the course of
argument. But before embarking on these authorities it will be useful to identify briefly some basic themes to which counsel
drew attention in their reviews of the authorities and in the submissions which they based on them. These are the commercial
nature of the finance leases; the fact that the subject matter of the leases was not a permanent asset (land) but chattels which
were depreciating rapidly and *164  whose useful life was expected to be short; and the nature of the economic interests
under the leases of the lessor and the lessee respectively, including the likely effect of the agency created by condition 12.

Dr Oditah urged that the lessor's real interest in the equipment was a purely financial interest. Its “reversion” to the equipment
on termination of the leases was unlikely to be of any value and might simply be a nuisance, as was demonstrated by the low
level of the secondary rents and the terms of condition 12. Possession and control of the equipment, and all the risks which
attended it, were the lessee's from the inception of the transaction. The lessor was owner of the equipment only because that
was essential to its claim to capital allowances for tax purposes. Because the lessor's interest was purely financial, the leases
were in the nature of a security. The deputy judge took too narrow a view of the remedial flexibility of the jurisdiction, and
in granting relief it was not necessary for the court to reconstitute precisely the lessor-lessee relationship.

Sir Roy Goode addressed the same points, but with very different aims in view. He relied on the commercial character of
the finance leases and on the importance of certainty in commercial transactions. He submitted that although the finance
leases were referred to as leases, the rights (in respect of chattels, not land) which they conferred on On Demand were purely
contractual, and so outside the scope of relief for forfeiture, which is concerned with proprietary rights. Moreover chattels
of this type are precarious and wasting assets and the court should not interfere with the terms of a commercial bargain for
their hire. As to Dr Oditah's submissions about the partie's economic interests and the substance of the transaction, Sir Roy
referred to the decisions of the House of Lords in McEntire v Crossley Bros Ltd [1895] AC 457 and Helby v Matthews [1895]
AC 471 (he might also have referred to Inland Revenue Comrs v Duke of Westminster [1936] AC 1 , 20, where Lord Tomlin
cited Helby v Matthews ). Finally Sir Roy submitted that what Dr Oditah termed remedial flexibility would amount to an
impermissible rewriting of the partie's contracts.

With those themes and submissions in mind I turn to the authorities. Shiloh Spinners Ltd v Harding [1973] AC 691 is of
outstanding importance for Lord Wilberforce's survey of the development of the law and his statement of the principles to be
derived from it (on which the House of Lords had heard from eminent leading counsel submissions which occupy over 20
pages of the report). The case was unusual in that, although it concerned a leasehold interest, it did not concern relief from
forfeiture by exercise of a landlord's right of re-entry. The right of re-entry had been reserved on the assignment (and not on the
initial grant) of a term of years in order to reinforce covenants (to support, fence and repair) which were taken for the benefit
of other retained land of the assignor. That gave rise to conveyancing issues not connected with relief from forfeiture. It also
meant that relief from forfeiture had to be considered in relation to the inherent equitable jurisdiction, without modifications
and extensions effected by statutes applying as between landlord and tenant.
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Lord Wilberforce made a broad statement of principle, at p 722:

“There cannot be any doubt that from the earliest times courts of equity have asserted the right to relieve against the
forfeiture of property. The jurisdiction has not been confined to any particular type of case. The *165  commonest
instances concerned mortgages, giving rise to the equity of redemption, and leases, which commonly contained re-entry
clauses; but other instances are found in relation to copyholds, or where the forfeiture was in the nature of a penalty.
Although the principle is well established, there has undoubtedly been some fluctuation of authority as to the self-
limitation to be imposed or accepted on this power”

He then identified two well-recognised heads of the jurisdiction. The first is “where it is possible to state that the object of
the transaction and of the insertion of the right to forfeit is essentially to secure the payment of money”. The second is a case
of fraud, accident, mistake or surprise. Lord Wilberforce continued:

“Outside of these there remained a debatable area in which were included obligations in leases such as to repair and
analogous obligations concerning the condition of property, and covenants to insure or not to assign.”

Covenants of that sort cannot be viewed as being essentially a security for the payment of money, because they are concerned
with the condition of the leased property and its value to the landlord when his reversion falls into possession. (That is why Dr
Oditah has made a virtue of the impermanence of the subject matter of the finance leases, arguing that the lessor's reversion
is illusory and its only substantial interest is financial.)

After discussing a number of old authorities (including the well known judgment of Lord Eldon LC in Hill v Barclay (1811)
18 Ves 56 and also Barrow v Isaacs & Son [1891] 1 QB 417 , which he described as “a high-water mark of the strict doctrine”
Lord Wilberforce said [1973] AC 691 , 723:

“it remains true today that equity expects men to carry out their bargains and will not let them buy their way out by
uncovenanted payment. But it is consistent with these principles that we should reaffirm the right of courts of equity in
appropriate and limited cases to relieve against forfeiture for breach of covenant or condition where the primary object
of the bargain is to secure a stated result which can effectively be attained when the matter comes before the court, and
where the forfeiture provision is added by way of security for the production of that result.”

So to find that a forfeiture provision is security for the production of “a stated result which can effectively be attained” on
the hearing of an application for relief is a third head under which the jurisdiction may be exercised. The rest of the House
of Lords agreed with Lord Wilberforce, Lord Simon of Glaisdale, at pp 726–727, showing some inclination towards a more
liberal view of the jurisdiction (as he was to do in Mardorf Peach & Co Ltd v Attica Sea Carriers Corpn of Liberia (The
Laconia) [1977] AC 850 , 873–874).

In The Scaptrade [1983] 2 AC 694 the House of Lords unanimously rejected the proposition that relief from forfeiture was
available when a shipowner exercised a contractual right to withdraw a vessel hired under a time charterparty. It was critically
important to the decision that the hiring was by time charter and was not a demise charter or a lease (see the argument of
the shipowner's counsel, at the invitation of their Lordships, *166  at p 698, and the speech of Lord Diplock at pp 700–
702 and again at p 704). Lord Diplock quoted Lord Wilberforce's general statement of principle in the Shiloh Spinners case
[1973] AC 691 and said that it was clear

“That this mainly historical statement was never meant to apply generally to contracts not involving any transfer of
proprietary or possessory rights, but providing for a right to determine the contract in default of punctual payment of a
sum of money payable under it”: see [1983] 2 AC 694 , 702.

Case 2:19-ap-01383-SK    Doc 259-3    Filed 06/03/21    Entered 06/03/21 15:47:43    Desc
Exhibit B to Phelps Declaration    Page 115 of 293



On Demand Information Plc (In Administrative Receivership)..., [2001] 1 W.L.R. 155...

© 2021 Thomson Reuters. 10

This reflected Lord Diplock's earlier observation, at p 700, that a time charter confers on the charterer no interest in or right of
possession of the vessel, but is a contract for services to be rendered to the charterer by the shipowner through the shipowner's
employees (that is the master and crew). Lord Diplock also quoted with approval a fairly lengthy passage from the judgment of
Robert Goff LJ [1983] QB 529 , 540–541 in this court as to the importance of certainty to the parties to a commercial contract.

The third decision of the House of Lords, Sport Internationaal Bussum BV v Inter-Footwear Ltd [1984] 1 WLR 776 , was
concerned with a contractual licence to use names and trademarks for sports shoes. An earlier action between the parties had
been stayed on the terms scheduled to a Tomlin order, which provided for Inter-Footwear to pay £105,000 in three instalments
and to have a licence (partly exclusive and partly non-exclusive) to use the names and marks. If any instalment was not paid
on the due date, the whole unpaid balance became due at once and the licensor could determine the licence. There was a
delay in payment of the second instalment and the licensor terminated the licence. Staughton J, this court and the House of
Lords all held that the court had no jurisdiction to grant relief from forfeiture.

Oliver LJ, delivering the judgment of this court, said, at p 786, that taken at its narrowest The Scaptrade [1983] 2 AC 694 :

“may be said to establish no more than this: that the equitable jurisdiction to relieve against forfeiture does not extend
to a time charter not being a charter by demise. There is, however, the more general proposition to be derived from it,
that, even where the primary object of the insertion of a forfeiture clause may be said to be to secure the payment of
money or the performance of some other obligation, the equitable jurisdiction does not extend to contracts which do not
involve the transfer or creation of proprietary or possessory rights.”

Oliver LJ referred to the need for certainty in commercial contracts and expressed doubt as to whether the licensor's right
to terminate the licence in the event of default could be regarded as being primarily a security for the payment of money.
Oliver LJ went on, at p 789:

“This is sufficient to dispose of the appeal but, in fact, there appears to us to be another reason why the equitable
jurisdiction to grant relief could not apply to a case such as this. The case is one of contract only and, in so far as there
were any rights created or transferred which could be described as ‘proprietary’, they were rights which rested only in
contract and to that extent distinguishable from the legal estate created by the grant of a lease or a mortgage. Assuming
that relief were capable of being *167  granted, effectively it could be granted only by compelling the plaintiffs to
regrant the permission which had been revoked. An exclusive licence to use a trade mark creates no estate, although it
enables the licensee to obtain an injunction if the licensor, in breach of contract, seeks to use the mark in competition
with him. Thus, effectively, the licensee applying for relief from forfeiture is in exactly the same position as the charterer
in [ The Scaptrade ]”

In the House of Lords the leading speech was given by Lord Templeman. After referring to what Lord Diplock said in The
Scaptrade about proprietary or possessory rights Lord Templeman continued, at p 794:

“Mr Wilson submitted that in the present case the licences to use the trade marks and names created proprietary and
possessory rights in intellectual property. He admits, however, that so to hold would be to extend the boundaries of the
authorities dealing with relief against forfeiture. I do not believe that the present is a suitable case in which to define the
boundaries of the equitable doctrine of relief against forfeiture. It is sufficient that the appellants cannot bring themselves
within the recognised boundaries and cannot establish an arguable case for the intervention of equity. The recognised
boundaries do not include mere contractual licences and I can see no reason for the intervention of equity.”

A few days after the decision of the House of Lords in the Sport Internationaal case this court heard an appeal in BICC plc v
Burndy Corpn [1985] Ch 232 . BICC and Burndy had been co-owners of a joint venture company, BICC-Burndy, to exploit
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know-how and other intellectual property rights. In 1979 they entered into a complex series of agreements intended to wind
up the joint venture and disentangle their commercial association. There was a particular problem about new patent rights
which were vested in BICC-Burndy. There was no obvious way of unscrambling these rights and so (as Dillon LJ explained,
at pp 241–242) the part of the contractual arrangements referred to as the assignment provided for the continued exploitation
of what were called the joint rights, with a provision (in clause 10(iii) of the assignment) for either party (if in default as to
its financial obligations) to be required to assign the relevant rights to the other party. It is not necessary to go further into the
rather complicated facts; the case is important for what Dillon LJ (with the concurrence of Kerr and Ackner LJJ) said about
relief from forfeiture. Falconer J had held that he had no jurisdiction to grant relief from forfeiture because clause 10(iii) was
part of a commercial arrangement between parties bargaining at arm's length. Dillon LJ said, at pp 251–252:

“The judge decided, in reliance especially on the judgment of the Court of Appeal in Scandinavian Trading Tanker Co
AB v Flota Petrolera Ecuatoriana (The Scaptrade) [1983] QB 529 , that the court had no such jurisdiction, because
the assignment was a commercial agreement between commercial parties. The decision of the Court of Appeal in The
Scaptrade was, as the judge noted, affirmed by the House of Lords [1983] 2 AC 694 . As I understand the decision of
the House of Lords, however, and the decision of the House of Lords in the subsequent case of Sport Internationaal
Bussum BV v Inter-Footwear Ltd [1984] 1 WLR 776 , *168  their effect was to confine the court's jurisdiction to grant
relief against forfeiture to contracts concerning the transfer of proprietary or possessory rights: see the speech of Lord
Templeman in the latter case at p 794. The present case, however, is distinguishable from those cases in that clause 10(iii)
of the assignment is concerned with a transfer of property rights. In Shiloh Spinners Ltd v Harding [1973] AC 691, the
House of Lords held that the court had jurisdiction to grant relief against forfeiture of proprietary rights in circumstances
outside the ordinary landlord and tenant relationship; but the case was concerned with a claim for relief against a right
of re-entry on land, and the speeches do not cast light on the extent to which jurisdiction exists to grant relief against
forfeiture of property other than an interest in land. In Barton Thompson & Co Ltd v Stapling Machines Co [1966] Ch
499 , 509, Pennycuick J considered it to be arguable that relief could be granted against forfeiture of a lease of chattels.
That view seems to have been approved by Edmund Davies LJ in Starside Properties Ltd v Mustapha [1974] 1 WLR
816 , 822; and in Stockloser v Johnson [1954] 1 QB 476 , 502, Romer LJ apparently considered that the court would
have power in an appropriate case to grant relief by way of extension of time to a purchaser of a diamond necklace
who had failed to pay the final instalment of the price in due time. There is no clear authority, but for my part I find it
difficult to see why the jurisdiction of equity to grant relief against forfeiture should only be available where what is
liable to forfeiture is an interest in land and not an interest in personal property. Relief is only available where what is in
question is forfeiture of proprietary or possessory rights, but I see no reason in principle for drawing a distinction as to
the type of property in which the rights subsist. The fact that the right to forfeiture arises under a commercial agreement
is highly relevant to the question whether relief against forfeiture should be granted, but I do not see that it can preclude
the existence of the jurisdiction to grant relief, if forfeiture of proprietary or possessory rights, as opposed to merely
contractual rights, is in question. I hold, therefore, that the court has jurisdiction to grant Burndy relief”

Moreover the court would if necessary have exercised its discretion to grant relief (differing from Falconer J on that point
also). It was not necessary because Burndy succeeded on another point as to equitable set-off.

In Jobson v Johnson [1989] 1 WLR 1026 this court was concerned primarily with the issue of whether an unusual provision
in a contract for the sale of shares in a private company, the purchase price being payable by instalments, amounted to a
penalty clause. Nicholls LJ, at p 1043, observed, and Kerr LJ, at p 1047, agreed, that the provision in question was something
of a hybrid, in that, although having the essential characteristics of a penalty clause, it also resembled a forfeiture clause.
That influenced the relief which this court decided to furnish, after considering various alternatives to meet the unusual
circumstances of the case: see Dillon LJ, at pp 1037–1038, Nicholls LJ, at pp 1045–1046, and Kerr LJ, who took a different
view on this point, at pp 1048–1050.

The next case to be decided (although only recently reported) is Goker v NWS Bank plc (1990) [1999] GCCR 1507 . The
claimant had entered into a deferred purchase agreement to buy a Mercedes convertible for a total of *169  £45,690 payable
over three years. He repeatedly defaulted in his obligations but, when the car was repossessed, he claimed relief from
forfeiture. Eminent counsel for the defendant conceded that there was jurisdiction to grant relief, but it was refused as a matter
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of discretion. The case is of interest mainly for the observations of Lloyd and Nicholls LJJ as to the different considerations
which apply depending on whether the subject matter is land or chattels. Lloyd LJ said, at p 1510:

“In the case of land the underlying security remains intact and is not impaired; in the case of a chattel the underlying
security is likely to be much more vulnerable. Thus, in the case of a car, it may be sold; it may be taken abroad; it
may be damaged as the result of a road accident, or it may be stolen. Furthermore, it requires continuing expenditure
on insurance and on maintenance and above all it will continue to depreciate. None of those factors applies to land, or
if they do apply only to a limited extent. If authority is needed for the proposition that different results may flow in
different types of case, it is to be found in the judgment of Dillon LJ in the case of BICC plc v Burndy Corpn [1985] Ch
232 , 252, where he said: ‘The fact that the right to forfeiture arises under a commercial agreement is highly relevant
to the question whether relief against forfeiture should be granted.”

Nicholls LJ made similar observations, at p 1512.

The next case is Transag Haulage Ltd v Leyland DAF Finance plc [1994] 2 BCLC 88 , a decision of Knox J. Indeed the
deputy judge started his discussion of the law with Knox J's citation of a passage from Snell's Equity , 29th ed (1990), para
1, pp 541–542; the corresponding passage in the 30th ed (2000), para 36–14, p 599 is in identical terms except for some
additions to the footnotes.

Sir Roy has submitted that the Transag case was wrongly decided and should be overruled. It was concerned with hire-
purchase agreements for the hire of three lorries entered into by Transag, a haulier, between January and May 1991. The total
purchase price for the three lorries was £177,333, with down payments totalling £69,333 and the balance (for each vehicle)
due by 36 monthly payments of £1,000. Transag went into administrative receivership in November 1993, when only about
£14,000 remained to be paid and the lorries were worth about £67,000. The agreements were in standard form and contained
provision (clause 13) for termination by the owner after an event of default, which included receivership; provisions (clause
14) spelling out the consequence of termination, including return of the vehicles to the owner and an immediate liability for
outstanding instalments; and (clause 24):

“If the hirer (having duly observed and performed all the terms and conditions of this agreement whether expressed or
implied, and having paid all sums due under this agreement) shall pay to the owner the sum of £5 the hiring thereby
constituted shall determine and the hirer shall become the absolute owner of the goods but until such time the goods
shall remain the sole property of the owner and the hirer shall be a mere bailee thereof.”

Transag sought a declaration that the relevant provision of clause 13 was a penalty (a claim which failed) and alternatively
relief from forfeiture. *170  Knox J held that he had jurisdiction to grant relief, and that the case was “one of those rare
cases” where it would be right for the court to exercise its discretion and grant relief on terms that the outstanding instalments
were to be paid within seven days. It does not appear from the report (or from another report [1994] BCC 356 ) whether the
order accelerated (or otherwise referred to) the clause 24 option.

Sir Roy's attack on the Transag case was directed mainly to Knox J's observation [1994] 2 BCLC 88 , 99 that Transag's
contingent right to exercise its option under clause 24 (and buy each lorry for £5) could properly be described as a proprietary
right. Sir Roy submitted that it was a purely contractual right, and referred on that point to the decision of this court in Whiteley
Ltd v Hilt [1918] 2 KB 808 (and especially to what Warrington LJ said at pp 819–820). Sir Roy went on from there to point out
that On Demand's rights under the agency provision in condition 12 were even less proprietary in character, being simply a
right to 95% of the net proceeds after an approved sale (which necessarily vested ownership of the equipment in a third party).
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I have to say that I do have difficulty with the part of Knox J's judgment to which criticism is directed. But my difficulty
is not so much with Knox J's conclusion as with the narrow terms in which he seems to have seen the issue when he said,
[1994] 2 BCLC 88 , 99, immediately after his citation of Snell :

“The only forfeiture that I can discern in the case before me where no claim is being made in respect of past payments
by the company is the loss of the contingent right to buy the goods for £5 under clause 24.”

I find this puzzling because Knox J had already referred in detail, at pp 92–93, to the receiver's evidence that continued
possession and use of the three lorries was essential to the conduct of Transag's business, which the receivers hoped to sell as
a going concern. I think that Knox J could have based his decision on Transag's possessory rights during the currency of each
of the hire-purchase agreements, as well as on its option to purchase under clause 24 once the agreement had run its course.

Those possessory rights arose under contracts but I cannot accept the submission that those rights, or the rights of On
Demand under the finance leases, were purely contractual rights if that intensitive implies that they had insufficient possessory
character to meet the principles which emerge from the authorities considered above.

What was said in Whiteley Ltd v Hilt seems to me to be well in line with those principles. Whiteleys and Miss Nolan entered
into a hire-purchase agreement for the hire of a piano, which Miss Nolan purported to sell to the defendant. Whiteleys sued
the defendant for detinue or conversion, and the real issue was as to the measure of damages. Warrington LJ said [1918]
2 KB 308 , 819–820:

“The nature of the interest taken by the hirer under the agreement appears to me to be this: First, a right to retain
possession of the chattel so long as she performed the conditions of the agreement. Secondly, an option to purchase
the chattel exercisable by payment of the instalments provided for by the contract.”—The third right was a right of
reinstatement after default under a special provision of the contract— *171  “That, in my opinion, was the interest of the
hirer. The general property in the chattel no doubt remained in the plaintiffs, but that general property in it was qualified
and limited by the contractual interest conferred by the agreement upon the hirer. Now, was that interest assignable?
In my opinion it clearly was”

Contractual rights which entitle the hirer to indefinite possession of chattels so long as the hire payments are duly made, and
which qualify and limit the owner's general property in the chattels, cannot aptly be described as purely contractual rights.

For these reasons I consider that the Transag case [1994] 2 BCLC 88 was correctly decided (although I respectfully think that
Knox J might have based his decision on broader grounds) and that a finance lease is in principle capable of attracting relief
from forfeiture provided that the provision occasioning forfeiture satisfies one or other of the two relevant conditions stated
by Lord Wilberforce in the Shiloh Spinners case [1973] AC 691 (security for payment of money, or security for attaining
a specific and attainable result). The fact that a finance lease is a commercial contract of a very familiar sort and the fact
that its subject matter is chattels (not land) may be very material to the question whether relief should be granted (as this
court recognised in BICC plc v Burndy Corpn [1985] Ch 232 and Goker v NWS Bank plc [1999] GCCR 1507 , and as Knox
J recognised in the Transag case) but that goes to the exercise of discretion, not to jurisdiction. (It may also be noted, as
Millett LJ has pointed out in his lecture “Equity's Place in the Law of Commerce” (1998) 114 LQR 214 , that land is also a
subject of commerce and leases of land and buildings are commercial transactions.) Moreover the impermanence of chattels
such as video equipment and motor vehicles (as compared with land and buildings) does not to my mind go all one way. I
recognise the points made in Goker v NWS Bank plc , but the absence (in most likely circumstances) of any “reversion” of
significant value, after the termination of On Demand's finance leases, gives force to Dr Oditah's submission that Michael
Gerson's real interest in the finance leases was a financial interest. To say that is not to disregard legal rights and obligations
in favour of economic substance (as to which see Robert Goff LJ in Bank of Tokyo Ltd v Karoon (Note) [1987] AC 45 ,
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64). It is a legitimate consideration if On Demand is to satisfy one or other of the conditions stated by Lord Wilberforce in
the Shiloh Spinners case.

For these reasons I consider that the deputy judge was right in his first general conclusion on jurisdiction [1999] 2 All ER 811
, 822. Indeed, but for Sir Roy's spirited attack on the Transag case (which the deputy judge took as his point of departure) I
would have dealt with the point much more shortly by saying that I agree with the deputy judge for the reasons which he gave.

I consider that he was also right in his conclusion that the “security” requirements were satisfied. I can give my reasons quite
shortly, since most of the ground has been covered already. It is not to disregard the legal substance of the finance leases to
accept (as I do) the submission that Michael Gerson's real interest in the leases was a financial one. The terms of the leases
demonstrate that and it is confirmed by Michael Gerson's reaction to the receivership, which was that the equipment should
be sold (there may have been in this some element of altruism and wanting to save jobs, but at *172  the lowest it cannot
be said that Michael Gerson was pressing to have the equipment removed from the Burley Road premises in order to put
it on the market). Mr Gerson's second affidavit did not cast doubt on this conclusion, for the reasons stated by the deputy
judge, at p 824.

Sir Roy has submitted that the deputy judge went wrong on this point because he confused the “stated result” (in Lord
Wilberforce's phrase in the Shiloh Spinners case [1973] AC 691 , 723) with the purpose of the whole transaction, and so
emptied the requirement of all content. That submission calls for serious consideration, but I cannot accept it. I can see its
force in a lease of land and buildings, where the landlord is interested not only in the rent but also in the condition and
use of the premises both during the term and on the reversion falling into possession. But, if the lessor's only real interest
is in securing the prompt and regular payment of rentals under a finance lease, any provision for forfeiture on any act of
default (including the appointment of receivers) can readily be seen as a security to attain that end. The fact that relief against
forfeiture cannot undo the appointment of the receivers is not decisive or even material provided that the terms on which relief
is granted provide full protection for the lessor's financial interest. If the lessee is insolvent, it will generally be impossible
to provide full protection for the lessor, and so relief will not be granted. But the facts of this case, and those of the Transag
case [1994] 2 BCLC 88 , show that the amount of the outstanding instalments due to the lessee when receivers are appointed
may be quite modest, and the windfall to the lessor (if relief is not granted) correspondingly large. My feeling that equity
should be able to give relief in such circumstances does not depend on Dr Oditah's wider submissions (on which I express
no view) as to the need to promote a “rescue culture” in insolvency law.

The effect of the sale

Here at last I come to the subject matter of On Demand's notice of appeal (as opposed to Michael Gerson's respondent's
notice). The court's conclusion (in relation to a finance lease of the type now under consideration) that relief from forfeiture
can in principle be granted leads on to the question, what form can that relief take? In particular, can the court in any way
accelerate the time, or modify the conditions, at or on which the lessee can exercise an option to acquire ownership of the
hired goods (as in the Transag case) or to become contractually entitled to a sum little less than their sale proceeds (as in this
case)? And on the unusual facts of this case, could the court grant any relief after the sale under the order of Harman J?

The deputy judge addressed these questions at two points in his judgment [1999] 2 All ER 811 , 819–820, 826–827. In the
first passage he stated the terms on which On Demand was seeking relief:

“there should be paid to [Michael Gerson] such a sum as [Michael Gerson] would have been entitled to if sale of the
equipment under condition 12(A) had taken place, assuming for this purpose a sale at £251,617 and tax advantages
totalling £15,897.”
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(Those figures were agreed by On Demand in order to have the motion treated as the trial of the action. The deputy judge
must also have had in *173  mind that any outstanding sums for primary or secondary rentals would be paid.)

The practical effect of granting relief on those terms would have been, as I understand it, that the actual sale proceeds of
the equipment (about £132,000) would have been divisible (very roughly) as to one-quarter to Michael Gerson and as to
three-quarters to On Demand. Sir Roy described that as On Demand obtaining relief by paying Michael Gerson some of its
(Michael Gerson's) own money.

The deputy judge then went on (under the heading “Alleged jurisdiction to amend terms of agreement”) to consider the
implications of the terms of the finance leases: that the sale agency under condition 12 arose only after the termination of the
lease (and “subject to the lessee having duly performed its obligations under this agreement and any other lease agreement”),
and that the lease could be terminated only by at least 60 day's notice expiring at the end of the primary period, or on a later
anniversary. He said [1999] 2 All ER 811 , 819–820:

“If no receivership had arisen (and if there had been no other breaches of the agreements), I cannot see that there would
have been any right to ask the court to intervene to authorise a sale of the equipment while the leases were still on foot
in circumstances where [Michael Gerson] had acquired no right, and might never have acquired the right, to sell under
condition 12. Such an intervention could be justified only on the basis that the court possesses a general jurisdiction to
rewrite contracts. I have no doubt that there is no such general jurisdiction.”

The deputy judge then considered what he called an example, that is a hypothetical situation in which a lessee on the same
terms as the finance leases was simply seeking reinstatement of the lease, so that the lessee could proceed to give a 60-day
notice to terminate the lease, sell under the agency in condition 12 and claim a sum equal to 95% of the net proceeds. After
considering the law, including the Transag case, the deputy judge concluded that, had the equipment not been sold, he would
have granted relief. In view of his observations about not rewriting contracts it seems clear that that would have meant no
more than the reinstatement of the finance leases, not the acceleration of the opportunity to sell the equipment and obtain
the financial advantage of the sale.

That is confirmed by what the deputy judge said when he returned from the hypothetical example to the actual facts [1999]
2 All ER 811 , 826:

“In the present case, the equipment is no longer in the possession of the plaintiff lessees. It has been sold. Relief from
forfeiture would therefore not make sense: first, a lease of equipment cannot meaningfully be restored if the equipment
is gone; second, the possession of the lessee of the equipment cannot be restored to the lessee if there is no longer any
equipment to possess. If the plaintiffs had confined themselves before Harman J to asking for the finance leases to be
restored as if they had never been forfeited, the court might well have been prepared to grant relief, perhaps on terms.
They asked instead for leave to sell the equipment, all the defendant's rights being reserved. One of the defendant's rights
in my judgment is to argue that as the grant of relief could not now restore the status quo, there cannot be jurisdiction
to grant *174  it. Restoration of the status quo includes restoration of a state of affairs whereby the lessee has either:
(i) to pay the secondary rentals and abide by the other terms of the agreement if it wishes to continue to use and possess
the equipment; or (ii) to comply strictly with the 60-day notice provision and the terms of condition 12 if it wishes to be
entitled to sell as the owner's agent. Neither of those possibilities would any longer exist if relief from forfeiture were
now purportedly granted. Accordingly, in my view, there can be no jurisdiction to grant it”

Dr Oditah has submitted that the deputy judge was wrong in that conclusion. There were three main strands in his argument:
that the jurisdiction to relieve from forfeiture is very wide and did not depend on the precise reconstitution of the relationship
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of lessor and lessee; that the acceleration of the opportunity for sale under condition 12 did not amount to rewriting the
contract; and that the sale under the order of Harman J should be seen as purely facultative and “merits-neutral”. On the first
of these points Dr Oditah referred to the observations of Steyn LJ in Securities and Investments Board v Pantell SA (No 2)
[1993] Ch 256 , 283, citing Birks, An Introduction to the Law of Restitution (1985), p 423. On the second point he cited the
decision of this court in Lancashire Waggon Co Ltd v Nuttall (1878) 42 LT 465 and that of Judge Rich QC in Alf Vaughan &
Co Ltd v Royscot Trust plc [1999] 1 All ER (Comm) 856 . On the third point he cited Larner v Fawcett [1950] 2 All ER 727 .

As to the first point, I readily accept that (as Professor Birks puts it) equity does not insist on exact counter-restitution but is
willing to make adjustments in money, so long as the results are practical and just. The Court of Chancery, unlike common
law courts, had the machinery for taking accounts on which such adjustments could be based. But Dr Oditah's beguiling
formulation of “precise reconstitution” not being required tends to obscure the fact that (as Sir Roy Goode put it) there would
be nothing left of the finance leases except for a few lines of condition 12(A). The decisions of the House of Lords discussed
at length earlier in this judgment all insist that the equitable jurisdiction is to relieve against the forfeiture of property , not
to rewrite bargains (especially commercial bargains). The money paid into the escrow account might be regarded as a clean
substitution for the equipment (though that is open to argument, since Michael Gerson contended for a sale at an undervalue,
and On Demand accepted that contention). But I cannot see how the court could then grant relief from forfeiture in relation
to a sum of money after the equipment had gone. As Dillon LJ said in Fuller v Judy Properties Ltd (1991) 64 P & CR 176 ,
184, the object of relief against forfeiture is the continuation of a lease, not its extinction.

As to Lancashire Waggon Co Ltd v Nuttall 42 LT 465 , it establishes that the court will permit accelerated payment by the
hirer (or deferred purchaser) if the provision for periodical payments was solely for the hirer's (or purchaser's) benefit. In
view of the importance of the tax element in finance leases, and in the absence of any finding on this point by the judge (who
did not, I think, hear argument on it), I would not assume that the relevant provisions of the finance leases were inserted
solely for the benefit of On Demand.

*175

In Larner v Fawcett [1950] 2 All ER 727 the owner, F, of a thoroughbred filly agreed to lease the filly to D, who placed
her with a trainer, L. D failed to pay for the filly's keep and L obtained judgment against him. The issue was whether, as
between L and F, L was entitled to a common law lien (which gave no right of sale). This court upheld an order for sale of
the filly (under what became RSC, Ord 29, r 4 and is now CPR, r 25.1(c)(v) ) on the footing that the lien, if established,
would attach to the proceeds of sale. That order was “merits-neutral”. In this case, by contrast, the sale inevitably altered
the court's power to grant relief.

I reach this conclusion with some regret, but I am not convinced that the result is as deplorable as some commentators have
suggested. The finance leases were familiar commercial transactions between substantial companies in which the court would
not assume transactional inequality. Michael Gerson may have obtained a windfall but the receivers achieved their larger
objective, that is the sale of On Demand's Creative Convergence division as a going concern. The deputy judge (who was
closer to the economic and tactical realities of the matter than this court can be, although not so close as Harman J was on 5
March 1998) said [1999] 2 All ER 811 , 826 that On Demand “took their chance” in asking the court to sanction a sale. Dr
Oditah is correct in pointing out that the risk was not that the court might not “validate” the sale, but that relief from forfeiture
(so as to enable On Demand to benefit from condition 12) would no longer be possible.

In my judgment that risk has proved fatal to On Demand's case. To hold otherwise would to my mind require the court to
extend the doctrine of equitable relief from forfeiture in an unprecedented way, and moreover in a way which would introduce
unacceptable uncertainty into commercial transactions. I would therefore dismiss this appeal.
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SIR MURRAY STUART-SMITH

I gratefully adopt the statement of facts set out in the judgment of Robert Walker LJ. The judge held that but for the sale
of the equipment the court would have had jurisdiction to grant relief from forfeiture and, in the exercise of its discretion,
would have done so on payment of the outstanding primary rental on lease No 4, namely £3,892.54, 5% of the sale price
which was taken to be £251,617 (£12,580) and any sum to which the respondents, Michael Gerson, were entitled by way of
tax relief, which seems to have been taken at £15,897 (but as to which there is some dispute between the parties as to the
correct figure). In this appeal the appellants, On Demand, contend that the judge was wrong in holding that the sale defeated
the claim for relief from forfeiture.

But Michael Gerson in their respondent's notice contend that the judge was wrong in holding that, but for the sale, the court
had jurisdiction to grant relief from forfeiture. Two principal arguments have been advanced by Sir Roy Goode on their
behalf: (i) that the court has no jurisdiction to grant relief from forfeiture in ordinary commercial contracts unconnected with
interests in land; (ii) that, if the court does have jurisdiction in relation to contracts other than those involving interests in
land, it is confined to cases where there is a grant of a proprietary interest; a possessory interest is not sufficient.

I propose to deal with these points shortly because I am in agreement with the views of the judge on them: I have also had
the advantage of reading in *176  draft the judgments of Robert Walker and Pill LJJ and I agree with them on these issues.
In my view the first submission is not open to Michael Gerson in this court. In BICC plc v Burndy Corpn [1985] Ch 232 it
was held by this court that the jurisdiction to grant relief from forfeiture arose in relation to a proprietary or possessory right
in personal property, in that case intellectual property. Secondly, while it may be true, as Sir Roy asserts, that there is no case
where a purely possessory right has been held to be sufficient, there are now a number of statements of authority that either
a proprietary or possessory interest is enough: see Scandinavian Trading Tanker Co AB v Flota Petrolera Ecuatoriana (The
Scaptrade) [1983] 2 AC 694 , 702 per Lord Diplock and the Court of Appeal in BICC plc v Burndy Corpn [1985] Ch 232 ,
252a per Dillon LJ, the other members of the court agreeing with his judgment.

In my judgment the real question in this appeal is whether the judge was right to hold that the sale of the equipment defeated
On Demand's claim for relief from forfeiture because On Demand could not be restored to the position before the leases were
terminated. In my opinion the answer to the question depends on the proper construction and effect of the order of Harman
J made on 5 March 1998. This has to be determined in the light of the facts and circumstances known to the parties and the
judge at the time. By their writ On Demand sought relief from forfeiture and an order for sale; the same relief was sought
on the notice of motion; the order for sale being sought was an interim order pursuant to the provisions of RSC Ord 29, r
4 . That rule provides:

“(1)  The court may, on the application of any party to a cause or matter, make an order for the sale by such person, in
such manner and on such terms (if any) as may be specified in the order of any property (other than land) which is the
subject matter of the cause or matter or as to which any question arises therein and which is of a perishable nature or
likely to deteriorate if kept or which for any other good reason it is desirable to sell forthwith.”

It was never in dispute that there was good reason why it was desirable to sell the equipment forthwith. Both On Demand and
Michael Gerson were anxious to sell to the management buyout, since the price thereby obtained was substantially higher
than that obtainable on a breakup.

It seems to me to be plain that the object of the rule is to substitute for the property itself the proceeds of sale so that the parties
can argue their rights as they existed at the time of the application on the basis of what the position would then have been. It is
certainly to my mind a bizarre result that the very sale itself defeats one of these partie's rights. But this is what the judge held.
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That this never occurred to the parties or the judge at the time of the making of the order seems to me to be equally plain. In
his letter of 2 March 1998 Mr Gerson wrote on behalf of Michael Gerson:

“I confirm our conversation of this morning when I put forward the suggestion that without prejudice to the terms and
conditions of our four leases and the rights existing under those leases, that in order to enable the best realisable price
to be negotiated, in the interest of saving jobs at the company, and to preserve any goodwill, you should negotiate a sale
to *177  any interested party with which we will co-operate as owner (but without our conferring any warranty as to
condition or use of the goods) subject to agreement on price with our valuer and that the proceeds of sale should be paid
into an escrow account giving you the option to apply to the court in accordance with the principles set out in [ Transag
Haulage Ltd v Leyland DAF Finance plc [1994] 2 BCLC 88 ] to which you referred, within a period of 60 days and
with you bearing all the costs of the action in order to obtain clarification of the law”

In his affidavit sworn on 5 March 1998 Mr Gerson made it clear:

“(i)  that [Michael Gerson] wished to sell the equipment at the best achievable price” (para 3);

(ii)  “that while [Michael Gerson] did not accept that [On Demand] had any right to relief from forfeiture. They accepted
that there was an arguable case that they did” (para 4);

(iii)  “that in order to hold the position pending a full hearing of the motion, the proceeds of sale should be put into
an escrow account as contemplated by the notice of motion. However [Michael Gerson] wish to reserve their right in
relation to such sales… It should be clear on the face of the order that it is made without prejudice to [Michael Gerson's]
contention that it is entitled to the full value of the goods at the date of sale” (para 5).

Michael Gerson consented to an order for sale which “did not prejudice their rights to raise arguments as to the true value
of the equipment in due course”.

The dispute between the parties was whether the sale price, on which the 5% was to be calculated, was that attributed to it in
the proposed management buyout, namely £130,500 (or £132,839.96) or £251,617—the value attributed on a going-concern
basis by Michael Gerson's valuers. The order of Harman J reflected that; it was in these terms:

“The plaintiffs and each of them be at liberty to sell or otherwise dispose of the equipment the subject of the finance
lease agreements specified in the schedule hereto and give a good and valid title to the purchaser or disponee free from
any claim by the defendants or either of them upon the terms that the net proceeds of the said sale or disposition be held
in an escrow account pending the hearing of the inter partes motion on notice in this action, provided that the defendants
shall be at liberty hereafter to contend that the breakup value of the said equipment was more than £130,500.”

The order is not expressed to be without prejudice to Michael Gerson's right to contend that there was no right to relief from
forfeiture at that time. But Dr Oditah on behalf of On Demand accepts, rightly in my view, that this is implicit in the order.
Both Dr Oditah and Mr Tomlinson have made it plain that neither of them ever contemplated at that time that the sale of itself
could defeat the application for relief from forfeiture. There is nothing to suggest that the judge contemplated the possibility.
Such a result was wholly antithetical to what was sought, what was consented to and what was ordered. Had the point been
raised, the judge would have had to determine the application for relief from forfeiture before making any order for sale.
Assuming that Harman J would have decided the matter at that *178  time in the way Mr Laurence QC said he would have
done but for the sale, relief would have been granted on terms. In my judgment it is amply borne out by what happened before
Harman J, the transcript of which we have now seen. In his short judgment Harman J makes it plain that in his view “relief
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from forfeiture is obviously available”. Had he in fact granted relief there and then, there would have been no problem. Had
that been done, it is apparent, it seems to me, that Michael Gerson would have consented to the sale on the same terms that
they in fact did. They obviously they would not have insisted on a 60-day notice, since they too were anxious to sell to the
only purchasers in the market. In the unlikely event that Michael Gerson had insisted on a 60-day notice, it would I think
have been possible to agree a sale with the purchaser, contingent on the giving of the notice and payment of the price on
expiry of the notice. But that was not what either party wanted.

The order is wholly silent on the question of the partie's rights in relation to relief from forfeiture. But in the same way that I
accept that it is implicit in the order that Michael Gerson could maintain on the final hearing of the motion that as at the date of
the application there was no right to relief—because for example relief only related to interests in land and not to possessory
interests in personal property—so it seems to me to be implicit in the order that the rights of the parties were to be considered
as at that date and not be affected by the order for sale itself. In the light of hindsight, it would have been better had this been
spelt out in the order itself. But I see no reason why the court should not so construe the order that this is implicit in it. At the
time, had the matter been raised, it seems to me both parties and the judge would have said, “Of course that is what we mean”

That this is the purpose and intent of Ord 29, r 4 is I think borne out by Larner v Fawcett [1950] 2 All ER 727 . The facts of
the case are that F agreed with D that D should take F's filly on lease for a certain period on terms that money won on racing
should be shared between them. D was responsible for the upkeep and he should have a right to buy at any moment. D agreed
with L that L should train the horse. F learnt that L had the horse and that D owed money for its upkeep for which L was suing
D. F wrote to L asking him to “hold the filly on behalf of” F and that he would be responsible for my expenses in connection
therewith. But F later withdrew this. L started an action against F for a declaration that he was entitled to a lien on the filly in
respect of her upkeep. He also sought an order for sale of the filly pending determination of his right to a lien against F. The
order was sought under RSC (1883) Ord 50, r 2 , which is in substantially the same terms as RSC (1965) Ord 29, r 4 . The
Court of Appeal upheld the judge's order for sale. L had only a possessory lien; once he lost possession of the horse, he could
no longer exercise his lien. It would have been absurd and defeated the whole object of the order if it had had the effect of
putting an end to the lien so that he could not maintain his claim when the case came to trial. It is clear that, when the court
came to consider whether L had a lien, it was to do so as at the time of the application and not at the time of the trial hearing.

Sir Roy Goode submitted that this argument was in the nature of a plea of estoppel, and there was no such plea in the reply
and defence to counterclaim. I do not think there is any question of estoppel. Rather it is a question of construing the order
of the court in the light of the facts known *179  to the parties and the court at the time it was made. The judge's decision
seems to me to be very unjust to the claimants. It is common ground that the rentals payable over 36 months cover the cost
of the equipment, interest and profit, so that apart from the final instalment on the fourth lease of £3,892.54 (which would
be payable if relief is granted) Michael Gerson had already recovered their full outlay plus profit. Once the primary period
is over, the lessee has a valuable right, albeit a contractual and not a proprietary right, to continue leasing at a nominal rental
or to sell as agent for the lessor and retain 95% of the purchase price. If relief is granted on the terms proposed by the judge,
Michael Gerson get everything they are entitled to under the leasing agreements. Indeed they get accelerated payment, but,
provided no attempt is made to obtain a discount for accelerated payment, that does not prevent relief. Michael Gerson cannot
insist on the letter of the agreement if they suffer no detriment: Lancashire Waggon Co Ltd v Nuttall 42 LT 465 .

If the law requires the court to reach a conclusion which confers a substantial windfall on Michael Gerson and this injustice
on the claimants, so be it. But for the reasons which I have endeavoured to explain, I do not think it does.

PILL LJ

Case 2:19-ap-01383-SK    Doc 259-3    Filed 06/03/21    Entered 06/03/21 15:47:43    Desc
Exhibit B to Phelps Declaration    Page 125 of 293



On Demand Information Plc (In Administrative Receivership)..., [2001] 1 W.L.R. 155...

© 2021 Thomson Reuters. 20

I agree with the conclusion of Robert Walker LJ on the first issue and for the reasons he gives. That there is jurisdiction to
grant relief from forfeiture in the case of finance leases emerges from the speech of Lord Wilberforce in Shiloh Spinners Ltd
v Harding [1973] AC 691 , 723, cited by Robert Walker LJ:

“it remains true today thatequity expects men to carry out their bargains and will not let them buy their way out by
uncovenanted payment. But it is consistent with these principles that we should reaffirm the right of courts of equity in
appropriate and limited cases to relieve against forfeiture for breach of covenant or condition where the primary object
of the bargain is to secure a stated result which can effectively be attained when the matter comes before the court, and
where the forfeiture provision is added by way of security for the production of that result.”

A finance lease is in principle capable of attracting relief from forfeiture. Michael Gerson's real interest in these leases was
a financial one and the forfeiture provision was added by way of security for the production of that result.

That conclusion gives rise to a series of questions as to the circumstances in which relief can arise and as to the form that
relief can take. Submissions have also been made upon the different but related question as to the rights of the lessee during
the currency of the lease. Dr Oditah relies upon the flexible approach adopted by the courts when the interest of the vendor or
lessor is only financial. In Lancashire Waggon Co Ltd v Nuttall 42 LT 465 it was held that a contract on what was described
as the “sale on hire system” was in effect one of sale and the provision for payment by instalments was a provision solely
in favour of the purchaser. In these circumstances, the purchaser was entitled to anticipate the time fixed for the transfer of
the property in the wagons by anticipating the time for payment. In the case of a finance lease on the present terms, it is
submitted, the court *180  should permit the lessee to terminate the agreement and, upon a forfeiture, to grant relief and
permit sale, provided the financial interests of the lessor are protected.

The somewhat elaborate provisions for termination in the agreement including clause 12 (A to E) should not be used to
curtail or obstruct the exercise of the lessee's rights. The lease makes detailed provision for the sale of the equipment upon
termination of the lease. It is sufficient for present purposes to set out clause 12(A):

“Subject to the lessee having duly performed its obligations under this agreement and any other lease agreement upon
termination of the leasing of the equipment at the end of the primary period or at any time thereafter by notice from
the lessee in accordance with the provisions of this agreement, the lessee is appointed the sales agent of the owner to
negotiate a sale of the equipment to a third party (not being a parent, subsidiary or associated company of the lessee) at
the best price available, such price to be negotiated to and approved by the owner prior to the sale”

The lease also requires, as Robert Walker LJ has pointed out, 60 day's notice of termination by the lessee.

Sir Roy Goode relies on the principle that equity expects men to carry out their bargains. The terms of the contract, including
clause 12, are framed to meet the interests of both parties which include that of achieving the most favourable treatment for
the purposes of tax. The lessee is not entitled to buy out the interest of the lessor as and when it sees fit. Nor, upon obtaining
relief against forfeiture, if the court has power and does grant relief, can the lessee as a matter of course circumvent the
provisions of the lease to achieve a sale.

It is not necessary for the determination of this appeal to resolve the more general questions which arise. That is because a
sale of the equipment to a third party was proposed by On Demand. Their solicitor's letter of 2 March 1998 referred to the
“purported” forfeiture and stated:
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“In those circumstances, but for the appointment of joint administrative receivers to the company, the economic benefit
which Michael Gerson (Finance) plc could expect to derive from the lease agreements would amount to the unpaid
rent referred to above, together with 5% of the net sale proceeds upon a sale being negotiated by the company. We
understand that the assets the subject of the lease agreements have a material value, possibly exceeding £130,000. In
those circumstances, we have advised our clients that, on the basis of the equitable principles outlined in the recent case
of Transag Haulage Ltd v Leyland DAF Finance plc [1994] 2 BCLC 88 , our client is entitled to make application to
the court for relief from the forfeiture of the lease agreements and an order that the company may exercise its rights
as your agent to sell the assets the subject of the lease agreements in accordance with the provisions of clause 12(A)
and 12(E) of the lease agreements, thereby preserving the company's clear interest in the proceeds of sale of the leased
equipment. As you are aware, our client is seeking purchasers of the company's business as a going concern and would
seek to include the assets the subject of the leased agreements within any such  *181  transaction. Could you please
confirm by return of fax and in any event by 3pm this afternoon that our clients may proceed to negotiate such a sale as
envisaged by clause 12 of the lease agreements, failing which our clients will make application to the court for the relief
referred to above and an order that you pay the costs of such application, without any further notice to you whatsoever”

The proposed sale had the urgent and larger object of keeping the business going. Michael Gerson agreed to the sale and
Harman J made an order authorising the sale. A proviso to the order left Michael Gerson free to contend that the value of the
equipment was more than the £130,500 for which it was to be sold.

That sale having occurred, I agree with Robert Walker LJ that the court cannot grant relief from forfeiture in relation to the sum
of money obtained on the sale. On Demand are no longer lessees claiming relief. Whatever flexibility may be shown by the
courts in granting a lessee relief from forfeiture, it does not in my judgment extend to a claim upon a sum of money obtained
on sale of the leased equipment following a resolution of the matter by sale of the equipment at the request of the lessee.

The argument which, as I understand it, has commended itself to Sir Murray Stuart-Smith is that the order for sale in this
particular case reserved to On Demand the right to apply for relief against forfeiture, notwithstanding the sale, as if they
were still lessees. It was an implied term of the order, it is suggested, that the rights of the parties were, upon a subsequent
application for relief against forfeiture, to be considered as at the date of and unaffected by the order for sale.

To the extent that the argument turns upon the construction of the order made by Harman J, I agree with Sir Murray Stuart-
Smith. It would be open to parties to agree that, notwithstanding a sale, their rights should be determined as if a sale had
not occurred. I do not exclude the possibility that the circumstances might be such that an agreement to that effect could
be implied. I am, however, unpersuaded that such an agreement can be implied in present circumstances. It would have
been open to On Demand to seek from Harman J relief against forfeiture. Questions could then have arisen, for example,
as to whether the contractual requirement of 60 day's notice to terminate was a bar to immediate sale. On Demand took an
alternative course for what appeared to them to be good commercial reasons. In the absence of agreement by Michael Gerson,
they could not have both the sale they sought and the right to claim relief against forfeiture as if they had not taken that course.

On Demand argue, and Dr Oditah has done so forcefully on their behalf, that sale is not as a matter of law a bar to their money
claim but that is quite different from the argument that relief can be sought as if there had not been a sale. I find nothing to
justify a finding that Michael Gerson agreed to the latter arrangement.

By agreeing that On Demand retained the “option to apply to the court in accordance with the principles set out in the Transag
Haulage case” Michael Gerson were not agreeing that the point could be argued as if no sale had occurred. Had that suggestion
been made at the hearing before Harman J, which it was not, Michael Gerson would have been startled. Consideration of
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the transcript of the hearing before Harman J in my view *182  supports the conclusion that there was no such agreement.
There is no record of a suggestion by Dr Oditah at that hearing that there was any such agreement. The submissions to the
judge were directed mainly to whether the proviso to the proposed order which Michael Gerson were seeking (“provided
that [Michael Gerson] shall be at liberty hereafter to contend that the break-up value of the said equipment was more than
£130,500”) was necessary or appropriate. Mr Tomlinson, for Michael Gerson, initially submitted that:

“the position is this that, on the face of the matters, we are the owners of the equipment, entitled to possession, subject
to an arguable right to relief from forfeiture. The effect of this order is to transfer, against our will, the ownership of
goods that is presently vested in us. My Lord, we can see the common sense of that in the circumstances that have arisen,
but what we say is simply this—that no order should be made which has the effect of definitively depriving us of our
rights in relation to those goods.”

He added that: “what [the order for sale] would have the effect of doing is transferring our rights from the goods to the
proceeds of sale that they say they have.” He went on to argue for the proviso. Dr Oditah's submissions were directed to the
same point. In the course of argument, the judge stated:

“How does that prejudice you Dr Oditah? You will have in your hands, as receivers, the whole of this fund, you will
be able to seize the running loss of the wages and loss in the business which is one of the things you will urgently need
to do, I understand that. You will be entitled to retain the fund until this was determined as against your appointing
back the debenture holder.”

Dr Oditah opposed the insertion of the proviso.

In his judgment, the judge stated:

“This is an ex parte application on notice in an action which I think has now been started but was an intended action
when brought before me yesterday. The intended defendants”—Michael Gerson—”have appeared. They say that the
matter is coming on with extreme speed and that they are not in a position to definitively establish their position. That
seems to me a perfectly reasonable attitude. The order sought by the ex parte application is that the plaintiffs”—On
Demand—”who are two companies in administrative receivership, be at liberty to sell equipment, the subject of financial
disagreements which are specified, and to give a good and valuable title to the purchaser or disponee, free from any
claim by the defendants or either of them. So far, no opposition is made to the follow-up from the order upon the terms
that the net proceeds of the said sale be held in an escrow account pending the hearing of the inter partes motion.”

In the course of considering the differing evidence as to value, and concluding that the difference was very small, the judge
did say that “relief from forfeiture is obviously available”. I read his comment as indicating that in his view relief was at that
stage available and not as indicating a view, still less an agreement, that it would survive the sale.

*183

Finding that it was appropriate to make the order, Harman J stated:

“It seems to me the order will enable the plaintiffs to sell and to give good title, to put an end to the running liability
for wages which is causing loss to the debenture holder, eventually, the creditors eventually of the companies and will
effectively discharge the difficulty which they are facing at the moment. On the other hand, the defendants will be
protected by the insertion of the proviso and it seems to me the plaintiffs are not caused any substantial prejudice thereby.”
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Agreement by Michael Gerson that On Demand could sell but must be treated as if they were still lessees would have involved
a substantial concession. It would have been a most unexpected concession in circumstances in which it was On Demand
who were making the running towards achieving a sale. I have found nothing to suggest that Michael Gerson entered into
any such agreement or that such an agreement can be implied in the circumstances.

On Demand had recourse to the court and invited the court to exercise its power, as an interim remedy, to order the sale of
relevant property. The existence of that power is not doubted but its exercise does not in my judgment bear upon the question
whether, in subsequent proceedings, the parties are to be treated as if their relationship was as it existed at the date of the
interim order and as if the order had not been made.

For these reasons, as well as those stated by Robert Walker LJ, I would dismiss this appeal.

  J R S

Representation

 Solicitors: Walker Morris, Leeds; Royds Treadwell .

Appeal dismissed. Defendants to have 60% of their costs. Interim order for costs in sum of £12,000, subject to assessment, to
be paid within seven days. Permission to appeal refused.

(c) Incorporated Council of Law Reporting for England & Wales
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*621  Orion Finance Ltd v Crown Financial Management Ltd

Positive/Neutral Judicial Consideration

Court
Court of Appeal (Civil Division)

Judgment Date
21 December 1995

Report Citation
[1996] B.C.C. 621

Court of Appeal (Civil Division)

Sir Stephen Brown P , Millett , Otton , Swinton Thomas and Pill L JJ.

Judgment delivered 21 December 1995, and 29 July 1996

Assignment of book debts—Whether assignment was by way of charge and registrable—Whether avoidance of assignment for
non-registration meant assignee had no claim against lessee— Companies Act 1985, s. 395 .

This was an appeal against a decision of Vinelott J ( [1994] B.C.C. 897 ) that an assignment of book debts forming part of
complex financing arrangements was by way of security and was registrable as a charge on book debts and not having been
registered was void against administrative receivers and liquidators.

The appellant, Orion Finance Ltd (‘Orion’), sued the respondent, Crown Financial Management Ltd (‘Crown’) for rent
payable under a lease of computer equipment made between Atlantic Computer Systems plc (‘Atlantic’) and Crown and
assigned to Orion. After the assignment to Orion had taken place it was agreed between Atlantic and Crown that Crown
should have the right to terminate the lease without penalty before the full period of the lease had expired. Crown later
exercised its option to terminate the lease. Orion claimed payment from Crown of the rent which fell due after it had done
so. This raised the question whether the right to terminate the lease was a term of the lease binding on Orion or was part of a
separate arrangement between Atlantic and Crown under which on the exercise of the option Atlantic undertook to discharge
Crown's liability to pay the remaining rentals due under the unexpired term of the lease to Orion. The question was important
to Crown because Atlantic was unable to meet its obligations being in administrative receivership and liquidation.

Vinelott J held that Crown's right to terminate the lease was not binding on Orion and that the assignment to Orion constituted
a charge over book debts of Atlantic which was registrable under s. 395 of the Companies Act 1985 and, not being registered,
was void against the administrative receivers and liquidators of Atlantic. He held further that this provided a complete defence
to Orion's claim under the lease and dismissed the action.

The questions on appeal were (1) whether the assignment of the rent to Orion was by way charge, and if so (2) whether
the invalidity of the assignment against the administrative receivers and liquidators of Atlantic afforded Crown a defence
to Orion's claim.

Held , dismissing the appeal:
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1.  The structure of the financing arrangements and the language in which they were expressed compelled the conclusion
that the assignment was by way of security. The acquisition of the equipment by Atlantic was financed by hire-purchase, not
by the sale of rents to fall due under the lease. The principal document was the hire-purchase agreement of which Atlantic's
obligation to assign the lease rentals formed an integral part. The purpose of the assignment was not to finance the purchase
of equipment but to provide the mechanism by which Orion's right to receive the instalments of hire was without recourse to
Atlantic. If Atlantic was regarded as financing the acquisition of the equipment by means of the outright sale of the rents, it
was difficult to see what function was performed by the hire-purchase agreement.

2.  The assignment was made in consideration of the hire-purchase agreement and because the hire-purchase agreement
required it, the hire-purchase agreement described Orion as ‘the owner’ at a time when the assignment had not been made. It
assumed that Orion had acquired the equipment outside the financing arrangements which it embodied. The structure of the
transaction was of a hire-purchase agreement coupled with a non-recourse charge of the lease rentals to secure the payment
of the instalments of hire.

*622

3.  The assignment of the lease rentals was registrable as a charge of Atlantic's book debts and not having been registered
was void against the administrative receivers and liquidators of Atlantic.

4.  The inevitable concession that the administrators and liquidators were entitled to the rent before the expiry of the fifth
year of the term, when Crown had the right (the ‘walk option’) to terminate the lease, was fatal to Orion's case. There was
no material distinction between the rent due before and after that date. It might at first sight appear curious that s. 395 could
operate for the benefit of a lessee and not the insolvent estate, but that was the result of the invalidity of the assignment once
Crown exercised the right to terminate the lease, and not the effect of the section.

The following cases were referred to in the judgment of Millett LJ:

 Inglefield (George) Ltd, Re [1933] Ch 1 .
 Lloyds & Scottish Finance Ltd v Cyril Lord Carpets Sales Ltd [1992] BCLC 609 .
 Paul & Frank Ltd v Discount Bank (Overseas) Ltd [1967] Ch 348 .
 Saunderson & Co (in liq.) v Clarke (1913) 29 TLR 579 .
 Stein v Blake [1995] B.C.C. 543; [1996] 1 AC 243 .
 Welsh Development Agency v Export Finance Co Ltd [1992] B.C.C. 270 .

Representation

 John Martin QC and James Ayliffe (instructed by Berwin Leighton ) for Orion Finance Ltd.
 Jules Sher QC and Christopher Pymont (instructed Simmons & Simmons ) for Crown Financial Management Ltd.

Millett LJ:

JUDGMENT

(Delivered 21 December 1995)

This appeal raises a familiar question which has caused problems before and no doubt will cause problems again. It is whether
an assignment of book debts forming part of complex financing arrangements is by way of security or should be characterised
as an outright sale with an option to repurchase.
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By the action the appellant, Orion Finance Ltd (‘Orion’), sued the respondent, Crown Financial Management Ltd (‘Crown’)
for rent payable under a lease of computer equipment made between Atlantic Computer Systems plc (‘Atlantic’) and Crown
and assigned to Orion. After the assignment to Orion had taken place it was agreed between Atlantic and Crown that Crown
should have the right to terminate the lease without penalty before the full period of the lease had expired. Crown later
exercised its option to terminate the lease. Orion claimed payment from Crown of the rent which fell due after it had done
so. This raised the question whether the right to terminate the lease was a term of the lease binding on Orion or was part of a
separate arrangement between Atlantic and Crown under which on the exercise of the option Atlantic undertook to discharge
Crown's liability to pay the remaining rentals due under the unexpired term of the lease to Orion. The question was important
to Crown because Atlantic is unable to meet its obligations. It is in administrative receivership and liquidation.

Vinelott J held ( [1994] B.C.C. 897 ) that Crown's right to terminate the lease was not binding on Orion. There is no
appeal from this part of his decision. But he also held that the assignment to Orion constituted a charge over book debts of
Atlantic which was registrable under s. 395 of the Companies Act 1985 and, not having been registered, was void against the
administrative receivers and liquidators of Atlantic. He held further that this provided a complete defence to Orion's claim
under the lease and accordingly dismissed the action. Orion appeals from these parts of the judge's decision.

Two questions arise on this appeal:

 (1)  whether the assignment of the rent to Orion was by way of charge; and if so *623
 (2)  whether the invalidity of the assignment against the administrators and liquidators of Atlantic affords Crown a defence

to Orion's claim.

We have heard argument on the first question only, and have adjourned the appeal for argument on the second question should
it become necessary.

The facts

The facts are fully set out in the judgment of Vinelott J. They may be summarised as follows. Atlantic was prominent in the
business of leasing computers. It would buy or contract to buy the equipment which its customer wanted and would negotiate
the terms of a lease of the equipment to the customer. At the same time it would approach a number of parties to finance the
transaction. They would be asked to quote the price which they would pay to take over the benefit of the rental stream, either
with or without recourse to Atlantic. One of the funders which provided finance to Atlantic was Orion, an indirect subsidiary
of the Royal Bank of Canada. If Orion was the selected funder it would make an offer conditionally on being satisfied as to
the financial standing of the customer. If it accepted the transaction it would acquire the equipment (either direct from the
supplier or more frequently from Atlantic), enter into a hire-purchase agreement with Atlantic and pay the agreed sum to
Atlantic on production of the necessary documents. These included the lease to the customer, an acceptance note signed by
the customer confirming that the equipment had been delivered, an assignment by Atlantic to Orion of the rents due under
the lease, and a copy of the notice of the assignment given to the customer.

There were two principal categories of hire-purchase agreement which were in use between Orion and Atlantic. If Orion
was satisfied with the financial standing of the customer it would accept the assignment of the rents in satisfaction of the
instalments payable by Atlantic under the hire-purchase agreement. An agreement of this kind was known as a ‘non-recourse
agreement’. Under it Orion would bear the risk that the customer might be unable to meet the rental payments under the
lease and would have no recourse against Atlantic for the hire-purchase instalments in the event of the customer's default. If
Orion was not satisfied with the financial standing of the customer it would not accept the assignment of the rents under the
lease as discharging Atlantic's liabilities under the hire-purchase agreement. It would then retain a right of recourse against
Atlantic for the hire-purchase rentals if the customer failed to pay the lease rentals. An agreement of this kind was known
as a ‘full recourse agreement’.

There was, however, a third kind of agreement known as a ‘limited recourse agreement’. This was a refinement of the non-
recourse agreement. Under it the hire-purchase agreement would provide for the amount of the hire-purchase instalments to
be varied if the market rate of interest measured by an agreed formula varied from the rate of interest which had been assumed
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by Orion in valuing the stream of rental payments. In such a case Orion retained a right of recourse to Atlantic for any sums
which might become due it as a result of changes in interest rates, but in all other respects the agreement was without recourse.

The hire-purchase agreement

The hire-purchase agreement in the present case took the form of a limited recourse agreement. It is a very elaborate document.
It covers equipment leased to another customer as well as equipment leased to Crown. It is unnecessary to refer to all its
terms. It is made between Orion, described as ‘the owner’, and Atlantic, described as ‘the hirer’. The total purchase price
of the equipment is given as £1,898,459 plus VAT. The term of the hiring by Atlantic is the same as the term of the lease
to the customer, that is to say seven years, and the equipment is described by reference to the lease. The first instalment
*624  of hire is £31,137.63 and the subsequent instalments match precisely in amount and date the rentals payable under

the lease. There is provision for the adjustment of the quarterly instalments by reference to the difference between 11.5 per
cent and a market rate ascertained by a given formula. Orion consents to Atlantic sub-letting the equipment to Crown on the
terms of the annexed lease; the annexed lease is a copy of the lease to Crown and signed by Crown but without the option
to terminate during the term.

Clause 7 provides for the assignment of the rentals payable under the lease. It is in the following terms:

‘7. Assignment:

The hirer, as security for its obligations hereunder , shall assign to the owner under the terms of a deed of assignment
all moneys now or hereafter to become payable to the hirer under the lease to the intent that they be charged with
the payment of all moneys now or hereafter owing to the owner under this agreement except that such security and
assignment will not encumber or 'extend to:

(I)  any moneys payable under the lease in respect of VAT; or

(II)  any amounts payable under the lease on voluntary termination in excess of any amounts payable by the hirer on
voluntary termination of this agreement.

To the extent that the owner receives any such excepted payments the owner shall forthwith pay them to the
hirer.’ (emphasis added.)

Clause 8 contains the limited recourse provisions. It is in the following terms:

‘8.  Liability for hire purchase instalments

(A)  Subject as set out below, the hirer shall pay the owner the instalments set out in Pt. II of the Schedules hereto,
adjusted as necessary by the application of Pt. III thereof.

(B)  The owner hereby acknowledges that the moneys assigned under the security granted to the owner under cl. 7 hereof
shall be in satisfaction of the hirer's obligations in respect of the instalments set out in Pt. II of the Schedules save that
nothing in this cl. 8(B) shall be taken as satisfying the hirer's obligations to pay the difference between the rentals under
the lease and the hire purchase instalments set out herein but so that the obligation of the hirer to pay such difference
shall continue only for so long as the rental payments are duly paid under the lease.’

Clause 14 contains elaborate provisions for the termination of the hire-purchase agreement. It is sufficient for present purposes
to summaries them. Clause 14(A) deals with the voluntary termination of the agreement by the hirer; cl. 14(B) with the

Case 2:19-ap-01383-SK    Doc 259-3    Filed 06/03/21    Entered 06/03/21 15:47:43    Desc
Exhibit B to Phelps Declaration    Page 134 of 293



Orion Finance Ltd v Crown Financial Management Ltd (No.1), [1996] B.C.C. 621 (1995)

© 2021 Thomson Reuters. 5

consequences of total loss of the equipment; cl. 14(C) with termination on default by the hirer; and cl. 14(D) with termination
on default by the sub-lessees.

Clause 14(A) gives the hirer the right at any time after the first anniversary of its commencement to terminate the hire-
purchase agreement by giving the owner not less than three months' notice of its intention to do so. Upon the hirer's voluntary
termination of the agreement the hirer is to purchase the equipment from the owner. The purchase price payable by the hirer
to the owner for the equipment is the sum of any instalments due under the hire-purchase agreement and unpaid at the date of
termination together with interest thereon and the discounted value of future instalments which have not yet fallen due. On
payment of the purchase price by the hirer to the owner the owner is to remit to the hirer the amount of any sum which may
have been received by the owner from the sub-lessees on the termination of the lease. Since it was in practice impossible to
exclude the latter sum from the scope of the assignment in accordance with the provisions *625  of cl. 7, and the assignment
does not attempt to do so, any sum which the sub-lessees will have paid on termination of the lease is likely to have been
received by the owner.

The most likely occasion on which the hirer would wish to avail itself of its right to terminate the hire-purchase agreement
voluntarily would be the premature termination of the lease by the sub-lessees. In this event, the termination sum payable by
the sub-lessees would usually be greater than the purchase price payable by the hirer to the owner.

Clause 14(B) provides that in the event of the total loss or destruction of the equipment the same consequences are to follow
as would follow the voluntary termination of the hire-purchase agreement by the hirer, save that the owner is to account to
the hirer for the lower of the purchase price and the termination sum payable by the sub-lessees whether it has received the
termination sum or not.

Clause 14(C) provides that on termination of the hire-purchase agreement by reason of the hirer's default the hirer is to ‘assign
absolutely to the owner’ all the rights to which it is entitled under the lease without prejudice to the owner's right to recover
damages from the hirer for breach of the agreement. Clause 14(D) provides that on termination of the lease by reason of the
sub-lessees' default then (broadly speaking) the same consequences are to follow as if there has been a total loss.

The effect of these provisions is that, unless the termination of the hire-purchase agreement is by reason of the hirer's default,
the owner is to account to the hirer for any termination sum which it may have received from the sub-lessees; and, unless
the hire-purchase agreement is terminated prematurely by the hirer, the owner is to bear the risk of the sub-lessees' failure to
pay the termination sum. They thus carry into effect the provisions of cl. 7 (which excludes from the assignment the amount
by which the termination sum payable by the sub-lessees exceeds the purchase price payable by the hirer) and cl. 8 (which
places the risk of default by the sub-lessees on the owner).

Part II of the Schedule contains the provisions for the adjustment of the hire-purchase instalments. The adjustments are to
be made quarterly in arrears but paid annually at the same time as the fourth quarter's instalment would fall due for payment
if it were not franked by the rental due under the lease.

The lease

It is not necessary to refer to the terms of the lease save to say that the rental payments under the lease could differ from
the instalments under the hire-purchase agreement in the event of changes in the rates of annual writing down allowances
or in corporation tax.
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The assignment

Nor is it necessary to refer in any detail to the terms of the assignment of the benefit of the lease by Atlantic to Orion. It
does not mention the purchase price of the equipment. It is expressed to be in consideration of Atlantic entering into the
hire-purchase agreement and contains nothing which is inconsistent with its being an absolute assignment except a clause
in the following terms:

‘It is hereby agreed that s. 93(1) of the Law of Property Act 1925 (relating to the right of consolidation) and s. 103 of the
Law of Property Act 1925 (regulating the exercise of power of sale) shall not apply to this security .’ (Emphasis added).

References to either of those sections would be wholly out of place in an absolute assignment.

The approach of the court

The proper approach which the court adopts in order to determine the legal category into which a transaction falls is well
established. The most recent case on the subject is *626  Welsh Development Agency v Export Finance Co Ltd [1992] B.C.C.
270 . The first task is to determine whether the documents are a sham intended to mask the true agreement between the
parties. If so, the court must disregard the deceptive language by which the parties have attempted to conceal the true nature
of the transaction into which they have entered and must attempt by extrinsic evidence to discover what the real transaction
was. There is no suggestion in the present case that any of the documents was a sham. Nor is it suggested that the parties
departed from what they had agreed in the documents, so that they should be treated as having by their conduct replaced
it by some other agreement.

Once the documents are accepted as genuinely representing the transaction into which the parties have entered, its proper
legal categorisation is a matter of construction of the documents. This does not mean that the terms which the parties have
adopted are necessarily determinative. The substance of the parties' agreement must be found in the language they have used;
but the categorisation of a document is determined by the legal effect which it is intended to have, and if when properly
construed the effect of the document as a whole is inconsistent with the terminology which the parties have used then their
ill-chosen language must yield to the substance.

Unhappily there is no single objective criterion by which it is possible to determine whether a transaction is one of sale
and repurchase or security. In a well-known passage in Re George Inglefield Ltd [1933] Ch 1 at p. 27 Romer LJ explained
the essential differences between a transaction of sale and a transaction of mortgage or charge. They are threefold. (1) In a
transaction of sale the vendor is not entitled to recover the property sold; in the case of a mortgage or charge the mortgagor is
entitled to redeem the mortgage and recover the mortgaged property. (2) If a purchaser sells the property he has purchased, he
may keep any profit he has made on the transaction; if a mortgagee does so, he must account for the profit to the mortgagor.
(3) If a purchaser sells the property he has purchased and makes a loss on the transaction, he cannot recover his loss from
the vendor; if a mortgagee realises the mortgaged property for less than he is owed, he may recover the balance from the
mortgagor.

The difficulty is that no single one of these features may be determinative. The absence of any right in the transferor to recover
the property transferred is inconsistent with the transaction being by way of security; but its existence may be inferred, and
its presence is not conclusive. The transaction may take the form of a sale with an option to repurchase, and this is not to
be equated with a right of redemption merely because the repurchase price is calculated by reference to the original sale
price together with interest since the date of the sale. On the other hand, the presence of a right of recourse by the transferee
against the transferor to recover a shortfall may be inconsistent with a sale; but it is not necessarily so, and its absence is not
conclusive. A security may be without recourse. Moreover the nature of the property may be such that it is impossible or at
least very unlikely that it will be realised at either a profit or loss. Many financing arrangements possess this feature. The
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fact that the transferee may have to make adjustments and payments to the transferor after the debts have been got in from
the debtors does not prevent the transaction from being by way of sale.

In Lloyds & Scottish Finance Ltd v Cyril Lord Carpets Sales Ltd [1992] BCLC 609 Lord Wilberforce commented on the
difficulty of distinguishing between a sale and a security by reference to the financial results which the transaction achieved.
He said at p. 617F:

‘My Lords, the fact that the transaction consisted essentially in the provision of finance, and the similarity in result
between a loan and a sale, to all of which I have drawn attention, gives to the appellants' arguments an undoubted force. It
is only *627  possible, in fact, to decide whether they are correct by paying close regard to what the precise contractual
arrangements between them and the respondents were.’

In that case Lord Wilberforce was able to hold that even a ‘right of redemption’ was not inconsistent with the transaction
being one of sale. After taking all factors into account which were urged in favour of the transaction being by way of security,
Lord Wilberforce nevertheless held that it was what it purported to be, viz: a transaction of sale.

The legal classification of a transaction is not, therefore, approached by the court in vacuo . The question is not what the
transaction is but whether it is in truth what it purports to be. Unless the documents taken as a whole compel a different
conclusion, the transaction which they embody should be categorised in conformity with the intention which the parties have
expressed in them.

Sale or security

Counsel for Orion submitted that despite the terms of cl. 7 of the hire-purchase agreement Atlantic was left with no equity of
redemption and that the assignment was accordingly incapable of taking effect as a security. He relied on cl. 8(B) by which
Atlantic's obligation to pay instalments of hire was to be satisfied by the assignment of the lease rentals, and submitted that
the assignment was not a security for the instalments of hire but the means of paying them. He subjected the provisions of cl.
14 of the hire-purchase agreement to a detailed analysis designed to show that there were no circumstances in which the lease
rentals could provide security for any outstanding obligation of Atlantic. The judge rejected these arguments, even if well-
founded, by reference to the limited recourse provisions under the interest-rate adjustment provisions. While they remained
in operation, he pointed out, the instalments of hire might be more or less than the rent payable under the lease. He continued
( [1994] B.C.C. 897 at p. 913):

‘If less then Atlantic was entitled to be repaid annually the amount of the difference. Its entitlement reflects its right as
chargor to a surplus over the amount required to discharge its liability in the hands of Orion. [Counsel for Orion] pointed
out that Atlantic is entitled to be paid the amount of a difference in its favour under the express terms of the schedule
but that cannot, I think, be treated as a contractual right independent of its right as chargor.’

I do not find this reasoning persuasive. It is unsatisfactory to make the nature of the assignment depend upon the interest rate
adjustment provisions. These are by way of an additional refinement which is extrinsic to the main financing arrangements
and takes effect extraneously to the assignment.

If the adjustment at the end of the year results in a sum payable by Atlantic to Orion, Atlantic's obligation to make the
payment is not discharged by the non-recourse provisions of cl. 8. Accordingly this obligation is in theory at least one of the
obligations of Atlantic which is secured by the assignment. But, as counsel for Orion pointed out, when the sum becomes
due for payment there is nothing on which it can be secured. The subject-matter of the alleged security is the rental stream
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under the lease, and the obligation to pay the balance due in respect of the interest rate adjustment is an obligation to pay an
additional sum over and above that comprised in the security.

The judge took the converse case, where the balance payable at the end of the year is in favour of Atlantic. He described
Atlantic's entitlement to this sum as reflecting its right as chargor to a surplus over the amount required to discharge its
obligation to pay the hire-purchase instalments. This seems to me to beg the very question to be decided.

In my view the interest rate provisions must be taken as a whole and are extrinsic to the assignment. The consideration for
Atlantic's right to receive payment at the end of the year if interest rates have moved in its favour is its obligation to make a
payment to *628  Orion if they have moved the other way. Just as the latter cannot sensibly be regarded as secured on the
lease rentals, so the former cannot sensibly be regarded as reflecting a chargor's right to receive the surplus after discharging
its liabilities to the chargee. It is in any case an unusual provision to find in a security. A chargor is not normally entitled,
without redeeming the security, to have it valued and to be repaid the amount by which its value exceeds the amount of the
liabilities currently due and secured thereon.

Nevertheless I am in full agreement with the judge's conclusion that the assignment is by way of security. In my judgment
the structure of the financing arrangements and the language in which they are expressed compels this conclusion. The
acquisition of the equipment by Atlantic is financed by hire-purchase, not by the sale of the rents to fall due under the lease.
The principal document is the hire-purchase agreement of which Atlantic's obligation to assign the lease rentals forms an
integral part. The purpose of the assignment is not to finance the purchase of the equipment but to provide the mechanism
by which Orion's right to receive the instalments of hire is without recourse to Atlantic. If Atlantic is regarded as financing
the acquisition of the equipment by means of the outright sale of the rents, it is difficult to see what function is performed
by the hire-purchase agreement.

In analysing the transactions which the several documents carry into effect it is clearly necessary to begin with the hire-
purchase agreement, not with the assignment. The assignment is expressed to be made in consideration of the hire-purchase
agreement and is in fact made because cl. 7 of the hire-purchase agreement requires it. The hire-purchase agreement describes
Orion as ‘the owner’ at a time when the assignment has not yet been made. It assumes that Orion has acquired the equipment
by some transaction dehors the financing arrangements which it embodies.

It is in my view significant that the amount of the cost of the equipment is stated in the hire-purchase agreement and not in the
assignment; that the assignment is not expressed to be made in consideration of a purchase price; that cl. 14(A) of the hire-
purchase agreement gives Atlantic a right to terminate the hiring, not to repurchase the lease rentals; and that the purchase
price payable by Atlantic in the event of the termination of the hire-purchase agreement is calculated by reference to the
discounted value of future instalments of hire under the hire-purchase agreement and not of future rents under the lease. It
is also significant that, in the event of the termination of the hire-purchase agreement by reason of the default of Atlantic,
Atlantic is required to assign absolutely to Orion the very same rights which have previously been assigned to it. Whether
such a provision is strictly necessary or not, it appears to envisage Atlantic retaining an interest in the lease rentals after the
assignment required by cl. 7, and it is difficult to identify any interest other than a right of redemption.

It is not necessary to decide whether, if changes in corporation tax result in the amount of the rentals due under the lease
exceeding the amount of the instalments of hire due under the hire-purchase agreement, Orion is entitled to keep the difference.
Both parties relied on this feature of the arrangements. Counsel for Crown submitted that it was plainly not intended that
Orion should keep the excess; yet there was no mechanism, other than a redemption account, by which Atlantic could recover
it. Accordingly, he submitted, Atlantic must be treated as having a right to redeem, and this showed that the assignment was
by way of security. Counsel for Orion, by contrast, submitted that cl. 14 provided an exhaustive code for the account which
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was to take place on the termination of the arrangements. Orion, he submitted, was entitled to retain the excess; and this
showed that an absolute sale of the rentals was intended. I incline to the view that cl. 14 does provide an exhaustive code for
the accounting which is to take place in the event of termination of the hire-purchase agreement, and that Orion is entitled to
keep the excess. Whether this is due to an oversight, however, or whether it is part of the price which *629  Atlantic agreed
to pay for the non-recourse nature of the security, it is not necessary to decide. In my judgment, this singular feature of the
arrangements is insufficient to displace the overall effect produced by the documents.

The structure of the transaction, in my judgment, is that of a hire-purchase agreement coupled with a non-recourse charge
of the lease rentals to secure the payment of the instalments of hire. That this is the nature of the transaction is confirmed
by the language of the documents. Clause 7 of the hire-purchase agreement is unequivocal in requiring an assignment by
way of security; cl. 14(A) assumes that the assignment is not an absolute assignment; and the terms of the assignment itself
are consistent with the same assumption. Atlantic expressly undertakes an obligation to pay the hire instalments, even if the
obligation is satisfied by the assignment; the assignment purports to be security for payment of the instalments as well as the
means of paying them. There is nothing in the documentation which is inconsistent with the intention of the parties being to
create a charge, and I would construe the documentation in conformity with that intention.

I would dismiss Orion's appeal from the decision of the judge that the assignment of the lease rentals was registrable as a
charge of Atlantic's book debts and, not having been registered, is void against the administrative receivers and liquidators
of Atlantic. It thus becomes necessary to hear argument on the question whether this affords Crown a defence to Orion's
claim to rent.

Otton LJ: I have had the opportunity to assimilate the analysis and reasoning of Millett LJ. I agree wholly with his approach
and conclusion.

Central to the case for the appellant was the proposition that it was the intention of the three parties, Orion (funder), Atlantic
(lessor) and Crown (lessee), that once the contractual edifice was in place Atlantic would drop out of the picture. I am unable
to accept that proposition either from commercial reality or from what I regard to be the true construction of the documents
under consideration.

Atlantic were at the material time the largest leasers of computer equipment in the world. Orion was only one of the funders
Atlantic used. Crown was an Atlantic customer. Due to its dominant position in the particular market Atlantic could exploit
the equity in the lease on redemption. The predominant contractual relationship was the lease. The funding of the project
through a hire purchase agreement was secondary. Far from dropping out Atlantic retained a keen commercial interest in
whether the lease ran the full seven years or for a shorter period.

Computer equipment, by its very nature, is obsolescent on installation and Atlantic enabled the customer to trade in the
equipment and replace it with the latest state-of-the-art equipment. The seven-year lease did not permit the lessee to do this
without heavy financial penalty.

The management agreement gave the customer the opportunity to trade in during the currency of the lease; Atlantic undertook
to settle the lessee's obligations provided that the replacement equipment was again leased through Atlantic.

Clause 1 provided:
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‘Atlantic will arrange for the lease agreement to be terminated by the lessee after a period of five years has elapsed at
no penalty subject to the following terms and conditions–

…

These terms and conditions having been duly observed, Atlantic hereby undertakes to settle in full all further charges
due from the lessee to the lessor in respect of the lease agreement.’(This was known as the ‘WALK’ option.)

and Clause 2 provided: *630

‘At the request of the lessee, Atlantic will arrange for the machines leased – to be replaced by any alternative IBM data
processing machines of equivalent or greater capital value after a period of three years has elapsed at no penalty subject
to all the terms and conditions …

These terms and conditions having been duly observed Atlantic hereby undertakes to settle in full all charges due from
the lessee to the lessor arising out of the said replacement provided always that the alternative IBM data processing
machines are leased through Atlantic.’ (This was known as the ‘FLEX’ or ‘SWOP’ option.)

Thus far from dropping out of the picture Atlantic ensured that they were pivotal to the next replacement transaction. The
customer was tied to Atlantic. Once the customer had entered into the new lease Atlantic would then look for a favourable
funder.

Against this background it is inherently unlikely that once Atlantic granted such options and were prepared to take back the
lease they would have entered into an outright sale (i.e. an absolute assignment) of the lease to Orion.

It is common ground that the hire-purchase agreement is not a sham. Clause 7 speaks for itself:

‘The hirer (Atlantic), as security for its obligations hereunder, shall assign to the owner (Orion) under the terms of a
deed of assignment all moneys now or hereafter to become payable to the hirer under the lease to the intent that they be
charged with the payment of all moneys now or hereafter owing to the owner under this agreement except that such a
security and assignment will not encumber or extend to [excepted payments]’.

The critical phrases are ‘as security for its obligations hereunder’, ‘they be charged’, ‘such security’ and ‘encumber’. The
use of these phrases in this context is in my judgment only consistent with an assignment by way of security and inconsistent
with an absolute assignment.

That construction is not, to my mind, undermined by any of the other critical clauses in the hire-purchase contract. On the
contrary, they tend to emphasis the continuing interest of Atlantic.

The obligations of Atlantic secured by the assignment are set out in cl. 8 and Sch. 1 , namely, to pay the instalments or
adjusted instalments. The amount of the instalments matches what is due from Crown to Atlantic under the lease agreement.
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However, the instalments payable under the hire-purchase contract may turn out to be greater or less than the lease rentals
because of variations in rates of (i) interest, and (ii) capital allowances, writing down allowances and corporation tax.

In the event of movements in interest rates the instalments due to Orion are subject to adjustment whereas the lease rentals due
from Crown are not. The amount due from Atlantic to Orion may be more or less than what is due from Crown to Atlantic.
If more is due, Atlantic is liable to pay the difference to Orion. If less is due, Atlantic is entitled to the difference from Orion
subject to Orion's security. Thus Atlantic plainly has a continuing interest in the lease rentals.

Similarly, under cl. 23 of the lease agreement payments due from Crown to Atlantic are subject to adjustment in order to
maintain ‘the net after tax return to the lessor [Atlantic] in respect of its expenditure on the machines.’ This adjustment is
triggered by changes in the rates of capital allowances, writing down allowances or corporation tax. There is no equivalent
provision for adjustment under the hire-purchase contract. Accordingly, if the payments due from Crown are increased,
Atlantic is entitled to the difference. The purpose of cl. 23 is to preserve Atlantic's net after tax return. There is thus a potential
benefit to Atlantic which has nothing to do with Orion. This arrangement militates against an absolute assignment to Orion.

*631

Clause 14(A) of the HP contract entitles Atlantic on payment of the arrears of hire-purchase instalments and future instalments
(discounted) to discharge its outstanding obligations under the hire-purchase contract and in return, to receive title to the
computer equipment and the right to payment of any termination sum from Crown payable under the lease agreement. I
accept Mr Sher's submission that this right to redeem represents Atlantic's equity of redemption and that it would be nugatory
if all Atlantic's rights under the lease agreement have been assigned absolutely to Orion. On redemption by Atlantic any right
to receive the lease rentals must re-vest in Atlantic.

It follows that I too would find for the respondents on the construction issue.

Sir Stephen Brown P: I have had the opportunity of reading the judgments of Millett and Otton L JJ in draft. I agree that
for the reasons which Millett LJ gives, Orion's appeal from the decision of the judge that the assignment of the lease rentals
was registrable as a charge of Atlantic's book debts should be dismissed.

It will therefore be necessary to hear argument on the further issue identified by Millett LJ.

JUDGMENT

(Delivered 29 July 1996)

Millett LJ: This is the second stage of the appeal by Orion Finance Ltd (‘Orion’) from the dismissal of its action against
Crown Financial Management Ltd (‘Crown’). The facts are stated in the judgment of Vinelott J ( [1994] B.C.C. 897 ) and
in the judgments in this court at the earlier stage of the appeal to which reference may be made if necessary. For present
purposes they can be briefly summarised as follows.

The action is for rent due under a lease of computer equipment made between Atlantic Computer Systems plc (‘Atlantic’)
and Crown and assigned by Atlantic to Orion. The lease was for a period of seven years from March 1986. Shortly after the
assignment had taken place it was agreed between Atlantic and Crown that Crown should have the right (the ‘walk option’)
to terminate the lease after five years. The agreement provided that if Crown exercised the walk option Atlantic would make
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arrangements for the lease to be terminated without penalty at the end of the fifth year and would settle in full all further
charges due from Crown to the lessor in respect of the lease.

In February 1990 Crown exercised the walk option. Two months later Atlantic went into administration. Crown continued to
pay the rent to Orion pursuant to a direction by the administrators to that effect. The fifth year of the lease ended in March
1991, and Crown refused to pay any further rent under the lease. Two years later Atlantic was put into liquidation. Orion
brings the present Action against Crown to recover rent due during the last two years of the lease.

Vinelott J held that the walk option was separate from the lease and was not binding on Orion. There is no appeal from this
part of his decision. But he also held that the assignment to Orion constituted a charge over book debts of Atlantic which
was registrable under s. 395 of the Companies Act 1985 and, not having been registered, was void against the administrators
and liquidators of Atlantic. He held further that this provided a complete defence to Orion's claim to rent and accordingly
dismissed the action.

Two questions thus arose on the appeal: (1) whether the assignment of the rent to Orion was by way of charge; and if so
(2) whether the invalidity of the assignment against the administrators and liquidators of Atlantic affords Crown a defence
to Orion's claim. We heard argument on the first question last December and dismissed Orion's appeal in respect of it. We
now have to deal with the second question.

So far as material s. 395(1) of the Companies Act provides: *632

‘Subject to the provisions of this Chapter, a charge created by a company registered in England and Wales and being a
charge to which this section applies is, so far as any security on the company's property or undertaking is conferred by
the charge, void against the liquidator or administrator and any creditor of the company … ’ (my emphasis).

It is common ground that the charge was one to which the section applies.

Mr Martin QC, who appeared for Orion, submitted that the effect of the section is to avoid the assignment as between the
administrators and liquidators of Atlantic but not as between Crown and Orion. He relied on a short passage in the judgment
of Lush J in Saunderson & Co (in liq.) v Clarke (1913) 29 TLR 579 where he is recorded as saying:

‘He thought that s. 93 [the predecessor of s. 395] did nothing more than avoid the security as between the parties to
the transaction.’

The judge dealt with Mr Martin's submission as follows ( [1994] B.C.C. 897 at pp. 913H–914A):

‘… the short answer to Mr Martin's submission is that s. 395 clearly avoids the assignment as between the administrators
or liquidators of Atlantic and Orion. It follows that notice of the assignment would not afford any defence to Crown if
sued by the administrators in respect of a period prior to the exercise of the walk option. So, if Mr Martin's submission
were well founded, Crown might be faced by two claims for the same rent. It cannot, I think, make any difference that
the result of the avoidance of the assignment as between Atlantic and Orion was to put Crown in a position, when the
walk option became exercisable, to terminate the lease and so prevent Orion from recovering rent which could never
have been an asset of Atlantic …’

Before us Mr Martin conceded that Orion had no title to the rent which accrued due after the date of the administration order
and before the end of the fifth year of the term. The assignment was void as against the administrators, and accordingly they
were the persons entitled to receive the rent. Orion was entitled to it only because the administrators directed Crown to pay
it to Orion. But, Mr Martin insisted, the position was different in respect of the rent during the last two years of the term.
The walk option did not bind Orion, and accordingly Orion was entitled to the rent subject only to the operation of s. 395
. Atlantic, on the other hand, was bound by the walk option, and accordingly the administrators and liquidators were not
entitled to the rent and had no interest in enforcing the section. Section 395 , Mr Martin submitted, was enacted for the benefit
of the insolvent estate and the unsecured creditors of the chargor. It should be given a purposive construction and not one
the only effect of which is to benefit a third party such as Crown.
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Attractively as these arguments here put, I am not persuaded by them. The fact that s. 395 may operate for the benefit of
a lessee and not the insolvent estate is curious, at least at first sight; but this is the result, not of the effect of the section in
avoiding the assignment, but of the effect of the walk option once the assignment had been avoided. It would be far more
curious if Orion, which ex concessis would not have been entitled to any rent at all if Crown had not exercised the walk
option, should become entitled to the last two years' rent when it did. That would indeed be Alice in Wonderland.

In my judgment the concession, which was inevitable, that the administrators and liquidators were entitled to the rent before
the expiry of the fifth year of the term, is fatal to Orion's case. There is no material distinction between the rent due before
and after that date. In an attempt to persuade us that there is, Mr Martin put forward three arguments called respectively ‘the
property argument’, ‘the priority argument’ and ‘the estoppel argument.’ I shall deal with each in turn.

*633

The property argument

This argument was based on the fact that s. 395 avoids a charge only so far as it confers a security on property of the company.
The section does not operate to avoid the charge for all purposes or against the whole world. The charge remains valid against
the company itself, and the personal liability of the company is provable as an unsecured debt. Accordingly, Mr Martin
submitted, it is necessary to consider the effect of the section at the date of the commencement of the insolvency. At that date
Crown had already given notice exercising the walk option. The effect of this, he submitted, is that Atlantic thereafter had
no right to recover the last two years' rentals. Accordingly, it was said, that right cannot be regarded as property of Atlantic.

In so far as the submission took the commencement of the insolvency as the time at which the subject-matter of the charge
is to be ascertained I do not accept it. In my judgment it is clear that the relevant time for this purpose is when the security is
created: see Paul & Frank Ltd v Discount Bank (Overseas) Ltd [1967] Ch 348 at p. 362. Of course, if the subject-matter of
the charge has ceased to belong to the company before insolvency supervenes, the section will cease to have any operation,
but that is a different matter. In the present case the subject-matter of the charge was a seven-year lease. At the date of the
charge the benefit of the lease was an asset of Atlantic. The fact that in Atlantic's hands the lease was subject to the walk
option did not prevent it from being an asset of Atlantic.

In my judgment, however, the argument fails at the last stage. It is not correct to say that the right to receive the last two years'
rent did not form part of the property of Atlantic. The right to receive those rents was a right which belonged to Atlantic
and which was transferred by Atlantic to Orion by an assignment which statute afterwards made void. Thereafter it fell to be
dealt with as an asset of the insolvent estate. As Mr Sher QC, who appeared for Crown pointed out, the whole foundation of
Orion's case is that the lease was assigned to Orion free from the walk option so that the cross-claims of Crown and Atlantic
arising out of the exercise of the walk option would not affect Orion's entitlement to the rent due under the lease for the full
term of seven years. To argue at the same time that the right to receive the rent for the full seven years was not part of the
property or undertaking of Atlantic is inconsistent with the basis of Orion's claim.

It is essential to Orion's claim, not only that the right to receive the last two years' rent was assigned to Orion, but that the
exercise of the walk option did not determine the lease, for if it did Orion would not be entitled to rent thereafter. In fact
it did not determine the lease but merely gave Crown the right to demand that Atlantic pay the last two years' rent and to
prove in the liquidation if Atlantic failed to do so. Atlantic's right to the rent and Crown's right to damages for breach of
contract, which were equal and opposite, fell to be set off against each other. As Mr Martin accepted, the only reason why
the liquidators did not demand payment of the rent is that they would be met by a cross-claim in the same amount. But
Crown's cross-claim is premised on the avoidance of the assignment to Orion and its own continuing liability to pay the rent
to Atlantic. As Mr Sher pointed out in argument, Mr Martin's assertion by Orion that the liquidators' claim would be met by
a cross-claim is destructive of his argument.
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The matter can be put another way. The substance of the arrangements between Atlantic and Crown and between Atlantic
and Orion was that Crown should have the right to be relieved of liability for the last two years' rent but that Orion should
have the security of the rent for the full seven years. Crown's right was in effect subject to Orion's security. That security
being avoided, there is nothing to prevent full effect being given to Crown's right.

*634

The priority argument

This argument proceeded on the basis that s. 395 is concerned with questions of priority as between those asserting claims
to the charged asset rather than with the validity of the charge per se. Accordingly, Mr Martin submitted, the section merely
affected the priority of Orion's right to receive the last two years' rents as against any competing claim to the same rents by
the administrators or liquidators of Atlantic. They need not be considered, he said, because they are not asserting and have
no interest in asserting any claim to the rents in question. Given the limited effect of the section, the argument proceeded, it
merely produced a statutory reassignment to Atlantic. Unless and until the liquidators demanded payment, Crown remained
liable to pay Orion.

There are several fallacies in this argument. In the first place, even though the section may be concerned with priorities, the
way in which it affects them is by avoiding the assignment, i.e. Orion's title. In the next place, the section does not produce a
statutory reassignment, though if it did it would plainly deprive the assignee of title to the property assigned to it. The section
merely enables the liquidator to deal with the subject-matter of the unregistered charge as an asset in the liquidation. But the
real fallacy of the argument is that it assumes that the rents have not already been dealt with in the liquidation.

When it exercised the walk option Crown became entitled to call upon Atlantic to discharge its liability to pay the rent due
in respect of the last two years of the lease. In those cases where the assignment to Orion was duly registered, Orion was
entitled to the rent, and Crown was left to prove in the liquidation for damages for breach of Atlantic's obligation to pay the
rent. Where the assignment to Orion was not registered, it was void as against the administrators and liquidators of Atlantic,
with the result that the rent became payable to them and not to Orion. This is conceded as regards the rent due before the end
of the fifth year of the term; but it is equally true of the rent due during the last two years of the term with this difference,
that the liquidators' claim to the latter rent is extinguished by Crown's right to set off its own cross-claim against it.

Insolvency set-off is immediate and self-executing: see Stein v Blake [1995] B.C.C. 543; [1996] 1 AC 243 . In my judgment,
Atlantic must be taken to have received the rent for the last two years, albeit by set-off and not by payment. Not only has
Orion no title to the rent which it claims, the right to which formed part of the insolvent estate, but Crown's liability to pay
such rent has been satisfied by way of set-off in the liquidation.

The estoppel argument

Mr Martin's third argument was based on an alleged estoppel. Mr Sher objected to the point being entertained, since it was
not pleaded or argued below. We heard brief argument, from which it appeared that Mr Martin wished to rely exclusively on
the terms of the letter by which Crown acknowledged receipt of notice of the assignment of the lease to Orion. The letter was
dated after the last date for registration and addressed to Atlantic, and there was no evidence that it came to the attention of
Orion or that Orion relied on it in any way. But quite apart from these minor difficulties, the terms of the letter itself make
the estoppel argument hopeless.

By the letter Crown confirmed that it had been informed of the assignment of the lease to Orion and that it agreed to the terms
stated in the letter from Atlantic under reply. It may be possible to spell out of this correspondence acknowledgements by
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Crown that the lease was a valid lease for a term of seven years and that the lease had been validly assigned to Orion. But all
these facts were true. The lease was a valid lease for seven years; Crown does not rely on the walk option as against Orion.
Moreover the assignment was a valid assignment at the date of the letter, and even today it remains a valid assignment as
against Atlantic. It passed the right to receive the rent to Orion; the failure *635  to register it caused the right to receive
the rent to be treated as an asset in the liquidation of Atlantic, but that is all. It is quite impossible to spell out of the letter
any representation by Crown that the assignment had been registered or that it would be binding on the administrators and
liquidators of Atlantic in the event of its insolvency. It is to be observed that if the estoppel argument prevailed, it would have
entitled Orion to the rent before as well as after the end of the fifth year of the term.

Conclusion

For the reasons which I have stated, I am of the opinion that Orion has no title to the rent which it claims, and the appeal
must be dismissed.

Swinton Thomas LJ: I agree.

Pill LJ: I also agree.

(Appeal dismissed) *636
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*1913  School Facility Management Ltd and others v Governing
Body of Christ the King College and another

No Substantial Judicial Treatment

Court
Queen's Bench Division (Commercial Court)

Judgment Date
7 May 2020

Report Citation
[2020] EWHC 1118 (Comm)
[2020] P.T.S.R. 1913

Queen's Bench Division

Foxton J

2020 March 2-5, 9–12; May 7

Local government—Powers—Financial transactions—Maintained school entering into hire contract for construction and hire
of new sixth form building—School and council providing letter to counterparty pre-contract as to school's capacity to enter
into contract—School failing to pay annual instalment under contract when due—Counterparties bringing claim against
school and council under contract, in misrepresentation or misstatement, and in unjust enrichment—School counterclaiming in
unjust enrichment—Whether school council's agent—Whether agency established by reason of legislation governing funding
relationship between maintained schools and councils—Whether contract “borrowing” subject to Secretary of State's consent
or contrary to council's scheme on financing of maintained schools and thereby ultra vires school—Whether contract void
—Whether claim in misrepresentation or misstatement barred by ultra vires finding—Whether counterparty able to defend
counterclaim in unjust enrichment on basis of anticipatory change of position— School Standards Framework Act 1998 (c 31)
(as amended by Education and Inspections Act 2006 (c 40), s 57 , Sch 5, para 3 and Local Education Authorities and Children's
Services Authorities (Integration of Functions) Order 2010 (SI 2010/1158)), ss 48 , 49(5)(6) — Education Act 2002 (c 32), s
19(6) , Sch 1, para 3(3)(a) (4)(a) — School and Early Years Finance (England) Regulations 2012 (SI 2012/2991), reg 22

The college, a voluntary aided school maintained by the council, obtained permission from the council to expand its age range
and open a sixth form. It subsequently entered into a hire contract for the construction and hire of a building and associated
equipment to accommodate the additional numbers. The building was provided and assembled by B, which subsequently sold
the building to the second claimant, which in turn entered into the contract to lease the building to the college. Subsequent
assignments led to the first claimant and then the third claimant obtaining the right to payments made by the college under
the contract. The college failed to pay an annual instalment under the contract when it fell due, and the claimants commenced
proceedings against the governing body of the college and the council (together “the defendants”) for debt and damages
under the contract. The claimants contended that the contract was binding on both the college and the council as the college's
principal, agency being established as a matter of fact and/or by application of regulation 22 of the School and Early Years
Finance (England) Regulations 2012 1 , containing the council's duty to fund maintained schools in its area, and/or by *1914
application of section 49(5) and (6) of the School Standards Framework Act 1998 2 , which provided for local authorities to
provide maintained schools with a delegated budget and provided that such a budget was spent as the council's agent except in
certain defined circumstances. The defendants defended the claim, asserting that the contract was ultra vires the college with
the result that the claim had to fail. The grounds on which they alleged that the contract was ultra vires were, inter alia, that it
was a “finance lease” amounting to “borrowing” and thus, in so far as the Secretary of State's consent to such borrowing had
not been obtained, outside the college's capacity by reason of paragraph 3(3)(a) and (4)(a) of Schedule 1 to the Education Act
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2002 3 ; or that, by reason of section 48 of the 1998 Act, the council was required to issue a scheme dealing with such matters
connected with the financing of maintained schools, and the contract did not comply with the terms of the scheme so issued.
In the alternative, the claimants advanced a claim in misrepresentation and/or misstatement, relying on pre-contractual letters
from the college and the council to the effect that the college had capacity to enter into the contract and contending that, but
for the representation, they would have entered into an equivalent contract with a counterparty who did have capacity. In the
further alternative, the claimants advanced a claim in unjust enrichment. The defendants defended those further claims and
the college also brought a counterclaim in unjust enrichment against the first claimant, which the first claimant defended on
the basis of change of position, it having paid for the acquisition and construction of the building, and despite some of the
payments sought to be recovered having been made after the last amount which the first claimant had paid to B.

On the claims and counterclaim—

Held , dismissing the claims in contract against the college and the council, (1) that since the contract clearly identified the
parties to the contract as B and the college, and made no reference to the council, and the contemporaneous documents all
referred to the college as B's counterparty, as a matter of fact the college was not the council's agent; that an agency was not
implicit in the local authority's duty to fund maintained schools under regulation 22(1) of the School and Early Years Finance
(England) Regulations 2012 , especially in circumstances where the contracting college incurred expenditure relating to the
provision of sixth form education which the council was not legally obliged to, and did not, fund; that section 49(5) and (6) of
the School Standards Framework Act 1998 did not operate so as to render the local authority the principal under any contract
into which the maintained school entered under which it would be liable to pay money; and that, accordingly, if the contract
was valid the putative contracting party was the college and not the council and the claim against the council failed for that
reason (post, paras 84–85, 86–87, 92, 93, 95, 97, 100–101, 102, 103, 105, 106, 108, 250).

Dictum of Zacaroli J in Brent London Borough Council v Davies [2018] EWHC 2214 (Ch) at [344] applied.

Dictum of Underhill J in Coventry City Council v Special Educational Needs and Disability Tribunal [2008] ELR 1 , para
13 not applied.

(2) That a scheme issued by a council pursuant to section 48 of the School Standards Framework Act 1998 generally only
imposed obligations on the maintained school as to how it should conduct itself and did not define the legal powers of the
school, except that a particular provision within a scheme could impose a limit on the school's power to contract if that
provision made it sufficiently clear that compliance with it constituted a limitation on the extent of the school's power; that
the obligations in the council's scheme regulated only as between the college *1915  and the council how the college should
exercise its powers and did not constitute a legal limit on the college's vires; that, however, paragraph 3(4)(a) of Schedule
1 to the Education Act 2002 imposed a statutory condition precedent to the power of a governing body to borrow money,
namely obtaining the consent of the Secretary of State, which limited the governing body's power to borrow rather than simply
imposing a requirement as to the manner of its exercise; that that requirement applied both when money was borrowed and/or
when security was granted in respect of such borrowing, and not only when both things were done together; that “borrowing”
for the purposes of paragraph 3(4)(a) could encompass a hire contract, and what constituted “borrowing” turned not on how
the transaction was structured or labelled but involved consideration of the economic substance of the transaction; that since
the established accounting tests for identifying a finance lease involved an analysis as a matter of substance and not of form,
if they identified the contract as a finance lease, it would therefore constitute “borrowing” so as to engage paragraph 3(3)
(a) and (4)(a); that, applying the applicable accounting standards, the contract was a finance lease and therefore involved
“borrowing”; and that, since the contract was entered into without the permission of the Secretary of State, the contract was
accordingly ultra vires the college and void, and the claims against both the college and the council failed for that reason
(post, paras 172–173, 174–175, 176–181, 249, 250, 271, 278, 281, 284, 287, 289, 292, 507).
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Dicta of Harman J in Rhyl Urban District Council v Rhyl Amusements Ltd [1959] 1 WLR 465 , 473–474, 475 and of Neill
LJ in Crédit Suisse v Allerdale Borough Council [1997] QB 306 , 317, 332–333, CA applied.

Dismissing the claim in misrepresentation and/or misstatement but allowing the claim in unjust enrichment against the college
and the council, (3) that the rule that a public body could not make a legally enforceable promise that it had the capacity
which it in fact lacked, or could not be held by a doctrine of estoppel to a representation it had made that it had the capacity
which it lacked, was not confined to cases where the claimant sought to place itself in the same position as if the defendant
had had vires, but could also extend to cases where the claimant sought only to assert a reliance interest; that a distinction
between a representation by the public body that the transaction was valid and a representation that it had or would obtain
power to enter into a transaction was also not on its own decisive; that, given that the substance of the claimants’ case was
that they had been led to believe that they could and had entered into a valid contract with the college and the representation
in question was based on a letter from the college shortly before the contract was signed, and given further that the loss
sought by the claimants was one which protected their expectation interest, the finding of ultra vires in relation to the contract
accordingly barred any misrepresentation or misstatement claim against the college but not against the council, which was not
a party to the contract and had not established that it would have been outside its own capacity to enter into the contract; that,
however, since the claimants had not established that, but for the contract, they would have entered into a contract with a third
party on essentially similar terms, and further since the defendants’ representations were only expressions of opinion and
were true when made and there was no reliance as a matter of fact on the statements, any misrepresentation or misstatement
claim failed; but that the college and the council had been unjustly enriched at the expense of the first claimant, which was
accordingly entitled to recover in unjust enrichment for the period subsequent to the missed annual instalment payment (post,
paras 362, 363, 364, 365, 366, 368, 369, 371–373, 385–386, 387, 398–400, 407–412, 423, 431, 433–434, 440, 507).

Dicta of Harman J in Rhyl Urban District Council v Rhyl Amusements Ltd [1959] 1 WLR 465 , 473 and of Clarke J in South
Tyneside Metropolitan Borough Council v Svenska International plc [1995] 1 All ER 545 , 565 applied. *1916

Salmon Harvester Properties Ltd v Metropolitan Police Authority [2004] EWHC 1159 (QB) considered.

Dismissing the college's counterclaim, (4) that, on the facts, the college was entitled to bring an unjust enrichment claim in
respect of certain of the invoices it impugned; that, however, the defence of change of position to a claim brought by a public
body to recover monies paid out under an ultra vires contract was available even where the change of position occurred before
rather than after the receipt in question; and that that defence being established on the facts and there being no surviving asset
to defeat that defence, the counterclaim failed (post, paras 453, 468–469, 475, 478, 481–482, 486, 493–494, 499, 507).

Dicta of the Privy Council in Dextra Bank and Trust Co Ltd v Bank of Jamaica [2002] 1 All ER (Comm) 193 , para 38, PC
and of Cranston J in Charles Terence Estates Ltd v Cornwall Council [2012] PTSR 790 , para 98 applied.

Dictum of Clarke J in South Tyneside Metropolitan Borough Council v Svenska International plc [1995] 1 All ER 545 , 565
not applied.

Per curiam . If a public body lacks statutory power to enter into a contract of a particular kind, it does not have contractual
capacity to do so as a matter of private law. However, where a public body has capacity to enter into a contract of a particular
kind but the way in which it takes the decision to do so can be impugned on public law grounds, the nullity, as a matter of
public law, of its decision to contract does not, without more, equate to a lack of contracting capacity as a matter of private
law. Public law unlawfulness provides a defence to a private law claim in contract only when the facts which give rise to
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that public law unlawfulness also give rise to a private law defence. Relief is discretionary and can be upheld on various
grounds intended to avoid injustice to the defendant or third parties, such as if the contract was entered into with a person
acting in good faith who would be prejudiced by the declaration of invalidity, particularly where there was delay in bringing
the challenge. Accordingly, a decision by a public body to enter into a contract which it did not have power to conclude gives
rise to a private law defence of lack of contracting capacity; but if the public body had power to enter into contracts of the
relevant type but is alleged to have acted unlawfully in reaching its decision to contract, the consequence of such public law
unlawfulness in private law depends both on the nature of the unlawfulness and on whether the counterparty had notice of
the relevant breach of public law duty (post, paras 150, 153–155, 159, 162).

Dicta of Hobhouse LJ in Crédit Suisse v Allerdale Borough Council [1997] QB 306 , 350E–G, CA and of Maurice Kay LJ
in Charles Terence Estates Ltd v Cornwall Council [2013] PTSR 175 , para 37, CA applied.

R (WL (Congo)) v Secretary of State for the Home Department [2012] 1 AC 245 , SC(E) considered.

The following cases are referred to in the judgment:

 Adrian Alan Ltd v Fuglers [2002] EWCA Civ 1655; [2003] 4 Costs LR 518 , CA
 Allsop v North Tyneside Metropolitan Borough Council [1992] ICR 639; 90 LGR 462 , CA
 Anisminic Ltd v Foreign Compensation Commission [1969] 2 AC 147; [1969] 2 WLR 163; [1969] 1 All ER 208 , HL(E)
 Associated Provincial Picture Houses Ltd v Wednesbury Corpn [1948] 1 KB 223; [1947] 2 All ER 680 , CA
 Atlantic Lines and Navigation Co Inc v Hallam Ltd (The Lucy) [1983] 1 Lloyd's Rep 188
 Auckland Harbour Board v The King [1924] AC 318 , PC
 Australian Financial Services & Leasing Pty Ltd v Hills Industries Ltd [2014] HCA 14; 253 CLR 560
 *1917  Bankers Trust International plc v PT Dharmala Sakti Sejahtera [1996] CLC 518
 Bedfordshire County Council v Fitzpatrick Contractors Ltd [2001] LGR 397; [2001] BLR 226
 Benedetti v Sawiris [2013] UKSC 50; [2014] AC 938; [2013] 3 WLR 351; [2013] 4 All ER 253; [2013] 2 All ER (Comm)

801 , SC(E)
 Benzline Auto Pte Ltd v Supercars Lorinser Pte Ltd [2018] SGCA 2; [2018] 1 SLR 239 , Singapore CA
 Brent London Borough Council v Davies [2018] EWHC 2214 (Ch)
 Bristol and West Building Society v Mothew [1998] Ch 1; [1997] 2 WLR 436; [1996] 4 All ER 698 , CA
 Bromley London Borough Council v Greater London Council [1983] 1 AC 768; [1982] 2 WLR 62; [1982] 1 All ER 129;

80 LGR 1 , HL(E)
 Calder Gravel Ltd v Kirklees Metropolitan Borough Council (1989) 60 P & CR 322
 Campbell Discount Co Ltd v Bridge [1962] AC 600; [1962] 2 WLR 439; [1962] 1 All ER 385 , HL(E)
 Caparo Industries plc v Dickman [1990] 2 AC 605; [1990] 2 WLR 358; [1990] 1 All ER 568 , HL(E)
 Cavendish Square Holdings BV v Makdessi [2015] UKSC 67; [2016] AC 1172; [2015] 3 WLR 1373; [2016] 2 All ER 519;

[2016] 2 All ER (Comm) 1 , SC(E)
 Central Tenders Board v White [2015] UKPC 39; [2015] BLR 727 , PC
 Charles Terence Estates Ltd v Cornwall Council [2011] EWHC 2542 (QB); [2012] PTSR 790; [2011] LGR 813; [2012]

EWCA Civ 1439; [2013] PTSR 175; [2013] 1 WLR 466; [2013] LGR 97 , CA
 Commerzbank AG v Price-Jones [2003] EWCA Civ 1663 , CA
 Coventry City Council v Special Educational Needs and Disability Tribunal [2007] EWHC 2278 (Admin); [2008] ELR 1
 Cozens v Brutus [1973] AC 854; [1972] 3 WLR 521; [1972] 2 All ER 1297 , HL(E)
 Crédit Suisse v Allerdale Borough Council [1995] 1 Lloyd's Rep 315; [1997] QB 306; [1996] 3 WLR 894; [1996] 4 All

ER 129; [1996] 2 Lloyd's Rep 241; 94 LGR 628 , CA
 Deutsche Morgan Grenfell Group plc v Inland Revenue Comrs [2006] UKHL 49; [2007] 1 AC 558; [2006] 3 WLR 781;

[2007] 1 All ER 449; [2007] STC 1 , HL(E)
 Dextra Bank and Trust Co Ltd v Bank of Jamaica [2001] UKPC 50; [2002] 1 All ER (Comm) 193 , PC
 Dimond v Lovell [2002] 1 AC 384; [2000] 2 WLR 1121; [2000] 2 All ER 897; [2000] RTR 243 , HL(E)
 EH v Kent County Council [2011] EWCA Civ 709; [2011] LGR 798 , CA
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 Eastbourne Borough Council v Foster (unreported) 20 December 2000, Colin Mackay QC; [2001] EWCA Civ 1091; [2002]
ICR 234; [2001] LGR 529 , CA

 Första AP-Fonden v Bank of New York Mellon SA/NV [2013] EWHC 3127 (Comm)
 Gibb v Maidstone & Tunbridge Wells NHS Trust [2010] EWCA Civ 678; [2010] IRLR 786 , CA
 Grupo Torras SA v Sheikh Fahad Mohammed Al-Sabah [1995] CLC 1025; [1996] 1 Lloyd's Rep 7 , CA
 Guinness Mahon & Co Ltd v Kensington and Chelsea Royal London Borough Council [1999] QB 215; [1998] 3 WLR 829;

[1998] 2 All ER 272; 96 LGR 735 , CA
 Haugesund Kommune v Depfa ACS Bank (Wikborg Rein & Co, Part 20 defendant) [2009] EWHC 2227 (Comm); [2010]

Lloyd's Rep PN 21; [2010] EWCA Civ 579; [2012] QB 549; [2012] 2 WLR 199; [2012] Bus LR 1; [2011] 1 All ER 190;
[2011] 1 All ER (Comm) 985 , CA

 Hazell v Hammersmith and Fulham London Borough Council [1992] 2 AC 1; [1991] 2 WLR 372; [1991] 1 All ER 545;
89 LGR 271 , HL(E)

 Hedley Byrne & Co Ltd v Heller & Partners Ltd [1964] AC 465; [1963] 3 WLR 101; [1963] 2 All ER 575 , HL(E)
 Hillsdown Holdings plc v Pensions Ombudsman [1997] 1 All ER 862
 Hinckley and Bosworth Borough Council v Shaw [2000] LGR 9 *1918
 Hoffmann-la Roche (F) & Co AG v Secretary of State for Trade and Industry [1975] AC 295; [1974] 3 WLR 104; [1974]

2 All ER 1128 , HL(E)
 Holyoake v Candy [2017] EWHC 3397 (Ch)
 Howell v Falmouth Boat Construction Co Ltd [1951] AC 837; [1951] 2 All ER 278 , HL(E)
 Investment Trust Companies v Revenue and Customs Comrs [2017] UKSC 29; [2018] AC 275; [2017] 2 WLR 1200; [2017]

3 All ER 113; [2017] STC 985 , SC(E)
 Janred Properties Ltd v Ente Nazionale Italiano per il Turismo (unreported) 14 July 1983 , CA
 Kleinwort Benson Ltd v Lincoln City Council [1999] 2 AC 349; [1998] 3 WLR 1095; [1998] 4 All ER 513; [1999] LGR

1 , HL(E)
 LNOC Ltd v Watford Association Football Club Ltd [2013] EWHC 3615 (Comm)
 LS v Oxfordshire County Council [2013] UKUT 135 (AAC); [2013] ELR 429 , UT
 Lipkin Gorman v Karpnale Ltd [1991] 2 AC 548; [1991] 3 WLR 10; [1992] 4 All ER 512 , HL(E)
 London & South Eastern Railway Ltd v British Transport Police Authority [2009] EWHC 460 (Admin); [2009] Po LR 157
 MWB Business Exchange Centres Ltd v Rock Advertising Ltd [2018] UKSC 24; [2019] AC 119; [2018] 2 WLR 1603; [2018]

4 All ER 21; [2018] 2 All ER (Comm) 961 , SC(E)
 Macmillan Inc v Bishopsgate Investment Trust plc (No 3) [1995] 1 WLR 978; [1995] 3 All ER 747
 McNaughton (James) Paper Group Ltd v Hicks Anderson & Co [1991] 2 QB 113; [1991] 2 WLR 641; [1991] 1 All ER

134 , CA
 NRAM Ltd (formerly NRAM plc) v Steel [2018] UKSC 13; [2018] 1 WLR 1190; [2018] 3 All ER 81 , SC(Sc)
 Newbold v Leicester City Council [1999] ICR 1182; [2000] LGR 58 , CA
 Offer-Hoar v Larkstore Ltd (Technotrade Ltd, Part 20 defendant) [2006] EWCA Civ 1079; [2006] 1 WLR 2926; [2007]

1 All ER (Comm) 104 , CA
 One Step (Support) Ltd v Morris-Garner [2018] UKSC 20; [2019] AC 649; [2018] 2 WLR 1353; [2018] 3 All ER 659;

[2018] 2 All ER (Comm) 769 , SC(E)
 Padfield v Minister of Agriculture, Fisheries and Food [1968] AC 997; [1968] 2 WLR 924; [1968] 1 All ER 694 , HL(E)
 Patel v Mirza [2016] UKSC 42; [2017] AC 467; [2016] 3 WLR 399; [2017] 1 All ER 191 , SC(E)
 Pitt v Holt [2013] UKSC 26; [2013] 2 AC 108; [2013] 2 WLR 1200; [2013] 3 All ER 429 , SC(E)
 Playboy Club London Ltd v Banca Nazionale del Lavoro SpA [2018] UKSC 43; [2018] 1 WLR 4041; [2019] 2 All ER 478;

[2019] 1 All ER (Comm) 693 , SC(E)
 Pro-Vision Systems (UK) Ltd v United Lincolnshire Hospital NHS Trust (unreported) 21 February 2014 , Judge Waksman

QC
 Prudential Assurance Co Ltd v Revenue and Customs Comrs [2016] EWCA Civ 376; [2017] 1 WLR 4031; [2017] 1 All ER

815, CA; [2018] UKSC 39; [2019] AC 929; [2018] 3 WLR 652; [2019] 1 All ER 308; [2018] STC 1657 , SC(E)
 R v Hammersmith and Fulham London Borough Council, Ex p Beddowes [1987] QB 1050; [1987] 2 WLR 263; [1987] 1

All ER 369; 85 LGR 270 , CA
 R v Inland Revenue Comrs, Ex p National Federation of Self-Employed and Small Businesses Ltd [1982] AC 617; [1981]

2 WLR 722; [1981] 2 All ER 93 , HL(E)
 R v Secretary of State for the Environment, Transport and the Regions, Ex p Spath Holme Ltd [2001] 2 AC 349; [2001]

2 WLR 15; [2001] 1 All ER 195 , HL(E)
 R (Hemmati) v Secretary of State for the Home Department [2019] UKSC 56; [2019] 3 WLR 1156; [2020] 1 All ER 669

, SC(E)
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 R (Structadene Ltd) v Hackney London Borough Council [2001] 2 All ER 225; [2001] LGR 204
 R (Transport and General Workers Union) v Walsall Metropolitan Borough Council [2001] EWHC Admin 452; [2002]

ELR 329 *1919
 R (WL (Congo)) v Secretary of State for the Home Department [2011] UKSC 12; [2012] 1 AC 245; [2011] 2 WLR 671;

[2011] 4 All ER 1 , SC(E)
 Rhyl Urban District Council v Rhyl Amusements Ltd [1959] 1 WLR 465; [1959] 1 All ER 257; 57 LGR 19
 Roberts v Hopwood [1925] AC 578 , HL(E)
 Rolled Steel Products (Holdings) Ltd v British Steel Corpn [1986] Ch 246; [1985] 2 WLR 908; [1985] 3 All ER 52 , CA
 Royal British Bank v Turquand (1855) 5 E & B 248
 Saba Yachts Ltd v Fish Pacific Ltd [2006] NZHC 1452; 3 NZCCLR 963
 Salmon Harvester Properties Ltd v Metropolitan Police Authority [2004] EWHC 1159 (QB)
 Smith v East Elloe Rural District Council [1956] AC 736; [1956] 2 WLR 888; [1956] 1 All ER 855 , HL(E)
 South Tyneside Metropolitan Borough Council v Svenska International plc [1995] 1 All ER 545
 Street v Mountford [1985] AC 809; [1985] 2 WLR 877; [1985] 2 All ER 289 , HL(E)
 Test Claimants in the FII Group Litigation v Revenue and Customs Comrs (formerly Inland Revenue Comrs) [2014] EWHC

4302 (Ch); [2015] STC 1471
 Thompson (WL) Ltd v Robinson (Gunmakers) Ltd [1955] Ch 177; [1955] 2 WLR 185; [1955] 1 All ER 154
 Wandsworth London Borough Council v Winder [1985] AC 461; [1984] 3 WLR 1254; [1984] 3 All ER 976; 83 LGR 143

, HL(E)
 Zurich Insurance Co plc v Hayward [2016] UKSC 48; [2017] AC 142; [2016] 3 WLR 637; [2016] 4 All ER 628; [2016]

All ER (Comm) 755 , SC(E)

The following additional cases were cited in argument or referred to in the defendants’ skeleton arguments:

 BV Nederlandse Industrie van Eiprodukten v Rembrandt Enterprises Inc [2019] EWCA Civ 596; [2020] QB 551; [2019] 3
WLR 1113; [2019] 4 All ER 612; [2019] 2 All ER (Comm) 501; [2019] 1 Lloyd's Rep 491 , CA

 Bitumen Invest AS v Richmond Mercantile Ltd FZC [2016] EWHC 2957 (Comm); [2017] 1 Lloyd's Rep 219
 Bolam v Friern Hospital Management Committee [1957] 1 WLR 582; [1957] 2 All ER 118
 Bristol Airport plc v Powdrill [1990] Ch 744; [1990] 2 WLR 1362; [1990] 2 All ER 493 , CA
 Customs and Excise Comrs v Barclays Bank plc [2006] UKHL 28; [2007] 1 AC 181; [2006] 3 WLR 1; [2006] 4 All ER

256; [2006] 2 All ER (Comm) 831 , HL(E)
 Daewoo Shipbuilding & Marine Engineering Co Ltd v Songa Offshore Equinox Ltd [2018] EWHC 538 (Comm); [2019]

All ER (Comm) 161; [2018] 1 Lloyd's Rep 443
 Dunlop Pneumatic Tyre Co Ltd v New Garage and Motor Co Ltd [1915] AC 79 , HL(E)
 Edgington v Fitzmaurice (1885) 29 Ch D 459 , CA
 Flora v Wakom (Heathrow) Ltd [2006] EWCA Civ 1103; [2007] 1 WLR 482; [2006] 4 All ER 982 , CA
 Gran Gelato Ltd v Richcliff (Group) Ltd [1992] Ch 560; [1992] 2 WLR 867; [1992] 1 All ER 865
 HSH Nordbank AG v Intesa Sanpaolo SpA [2014] EWHC 142 (Comm)
 Hartlelid v Sawyer & McClockin Real Estate Ltd [1977] 5 WWR 481
 Huddersfield Police Authority v Watson [1947] KB 842 , DC
 Inner London Education Authority v Brunyate [1989] 1 WLR 542; [1989] 2 All ER 417; 87 LGR 725 , HL(E)
 Letang v Ottawa Electric Railway Co [1926] AC 725 , PC
 Minister of Agriculture and Fisheries v Matthews [1950] 1 KB 148 *1920
 Ministry of Housing and Local Government v Sharp [1970] 2 QB 223; [1970] 2 WLR 802; [1970] 1 All ER 1009; 68 LGR

187 , CA
 Moyna v Secretary of State for Work and Pensions [2003] UKHL 44; [2003] 1 WLR 1929; [2003] 4 All ER 162 , HL(E)
 N v Poole Borough Council [2019] UKSC 25; [2020] AC 780; [2019] 2 WLR 1478; [2019] 4 All ER 581 , SC(E)
 Nettleship v Weston [1971] 2 QB 691; [1971] 3 WLR 370; [1971] 3 All ER 581; [1971] RTR 425 , CA
 North West Leicestershire District Council v East Midlands Housing Association Ltd [1981] 1 WLR 1396; [1981] 3 All

ER 364; 80 LGR 84 , CA
 O’Reilly v Mackman [1983] 2 AC 237; [1982] 3 WLR 1096; [1982] 3 All ER 1124 , HL(E)
 Pepper v Hart [1993] AC 593; [1992] 3 WLR 1032; [1993] ICR 291; [1993] 1 All ER 42 , HL(E)
 Prescott v Birmingham Corpn [1955] Ch 210; [1954] 3 WLR 990; [1954] 3 All ER 698 , CA
 R v Chief Constable of Sussex, Ex p International Trader's Ferry Ltd [1999] 2 AC 418; [1998] 3 WLR 1260; [1999] 1

All ER 129 , HL(E)
 R v Hull University Visitor, Ex p Page [1993] AC 682; [1992] 3 WLR 1112; [1993] ICR 114; [1993] 1 All ER 97 , HL(E)
 R v Parliamentary Comr for Administration, Ex p Balchin [1998] 1 PLR 1
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 R (Cart) v Upper Tribunal (Public Law Project intervening) [2009] EWHC 3052 (Admin); [2010] PTSR 824; [2011] QB
120; [2010] 2 WLR 1012; [2010] 1 All ER 908 , DC

 R (Edison First Power Ltd) v Central Valuation Officer [2003] UKHL 20; [2003] 4 All ER 209 , HL(E)
 R (Jackson) v Attorney General [2005] UKHL 56; [2006] 1 AC 262; [2005] 3 WLR 733; [2005] 4 All ER 1253 , HL(E)
 R (Miller) v Prime Minister (Lord Advocate intervening) [2019] UKSC 41; [2020] AC 373; [2019] 3 WLR 589; [2019]

4 All ER 299 , SC(E & Sc)
 R (Privacy International) v Investigatory Powers Tribunal [2019] UKSC 22; [2020] AC 491; [2019] 2 WLR 1219; [2019]

4 All ER 1 , SC(E)
 R (Shropshire and Wrekin Fire Authority) v Secretary of State for the Home Department [2019] EWHC 1967 (Admin);

[2019] PTSR 2052
 Racal Communications Ltd, In re [1981] AC 374; [1980] 3 WLR 181; [1980] 2 All ER 634 , HL(E)
 Rashdall v Ford (1866) LR 2 Eq 750
 Resolute Maritime Inc v Nippon Kaiji Kyokai [1983] 1 WLR 857; [1983] 2 All ER 1; [1983] 1 Lloyd's Rep 431
 Smith v Land and House Property Corpn (1884) 28 Ch D 7 , CA
 Swynson Ltd v Lowick Rose llp (formerly Hurst Morrison Thomson llp) [2017] UKSC 32; [2018] AC 313; [2017] 2 WLR

1161; [2017] 3 All ER 785 , SC(E)
 Wallersteiner v Moir (No 2) [1975] QB 373; [1975] 2 WLR 389; [1975] 1 All ER 849 , CA
 Westdeutsche Landesbank Girozentrale v Islington London Borough Council [1994] 1 WLR 938; [1994] 4 All ER 890; 92

LGR 405, CA; [1996] AC 669; [1996] 2 WLR 802; [1996] 2 All ER 961; 95 LGR 1 , HL(E)
 Wisniewski v Central Manchester Health Authority [1998] PIQR P324 , CA
 Wooldridge v Sumner [1963] 2 QB 43; [1962] 3 WLR 616; [1962] 2 All ER 978 , CA
 X (Minors) v Bedfordshire County Council [1995] 2 AC 633; [1995] 3 WLR 152; [1995] 3 All ER 353; 94 LGR 313 , HL(E)
 Yarmouth v France (1887) LR 19 QBD 647 , DC

CLAIM and COUNTERCLAIM

On 30 April 2013, the first defendant, the Governing Body of Christ the King College (“the college”), entered into a hire
contract with the second *1921  claimant, BOSHire Ltd, for the construction and hire of a modular building and associated
equipment over a 15-year period, which building was to house a sixth form at the college, the request to expand the age range
of the college having been approved by the second defendant, the Isle of Wight Council (“the council”). By assignments dated
5 June and 4 July 2013, the first claimant, School Facility Management Ltd, and then the third claimant, GCP Asset Finance
1 Ltd, obtained the right to payments made by the college under the contract. On 5 September 2017, the college failed to pay
the annual instalment under the contract then falling due.

By a claim form issued on 8 November 2018, the first claimant brought claims for debt and damages under the contract against
the college and the council. The second and third claimants were added as claimants by later amendments. The defendants
alleged that the contract was beyond the capacity of the college and outside the authority of those who signed the contract, and
that the council was not party to the contract, and therefore that the claimants’ claim against them should fail. The college also
sought by a counterclaim to recover the amounts already paid under the contract in unjust enrichment, less a sum representing
fair market rental value of the building. The claimants contended that the contract was binding on both the college and council as
the college's principal, and in the alternative advanced claims in misrepresentation under section 2(1) of the Misrepresentation
Act 1967 , negligent misstatement at common law and unjust enrichment. They also pleaded a change of position defence in
relation to the restitution counterclaim. The college and the council brought contingent claims against each other under CPR
Pt 20 for a 100% indemnity/contribution.

Following the hearing and at the request of the court, on 1, 7 and 8 April and 4 and 5 May 2020, the parties made additional
written submissions on the change of position defence.

The facts are stated in the judgment, post, paras 1–4, 6–12, 22–54.

Timothy Straker QC and Pia Dutton (instructed by Stephenson Harwood llp ) for the claimants.

Peter Oldham QC and Christopher Knight (instructed by Stone King llp ) for the college.

Daniel Stilitz QC and Rupert Paines (instructed by DAC Beachcroft llp ) for the council.

The court took time for consideration.
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7 May 2020. FOXTON J

handed down the following judgment.

Introduction

1.  On 10 February 2009, the Isle of Wight Council (“the Council”) approved a request by the Governing Body of Christ the
King College (“the College”) to expand its age range and open a sixth form. This decision fell to be implemented against the
background of the budgetary constraints which impacted the public sector in the wake of the financial crisis, which significantly
reduced the funds available for capital projects. The solution which the College ultimately adopted in the face of that dilemma
was to enter into what was described as a hire contract (“the Contract”) for the *1922  construction and hire of a modular
building and associated equipment (“the Building”).

2.  The Building was provided and assembled by a company called Built Offsite Ltd (“BOS”), a specialist in modular
construction. The transaction was structured so that BOS sold the Building to BOSHire Ltd (“BOSHire”) (a joint venture
company in which BOS held a 50% interest), who in turn entered into the Contract to lease the Building to the College.
Subsequent assignments led to School Facility Management Ltd (“SFM”) and then GCP Asset Finance 1 Ltd (“GCP”) obtaining
the right to payments made by the College under the Contract.

3.  Against the background of an increasing budget deficit, the College failed to pay the annual instalment under the Contract
which fell due in September 2017. The present proceedings followed a year later, in the course of which the legal characteristics
of the Contract, and the process by which it came to be entered into, came under much greater scrutiny within the College
and the Council than they had received when the College signed the Contract, and the Council signed a letter supportive of
the Contract, back in 2013.

4.  Both the College and the Council now allege that the Contract was beyond the capacity of the College and outside the
authority of those who signed the Contract on a wide range of grounds. The College resists the claims for debt and damages
under the Contract, and seeks to recover the amounts it has already paid in unjust enrichment. In response, the claimants contend
that the Contract was binding on both the College and the Council as the College's principal, but in the alternative advance
claims in misrepresentation, misstatement and unjust enrichment. The College and the Council also bring contingent claims
against each other.

5.  In Crédit Suisse v Allerdale Borough Council [1995] 1 Lloyd's Rep 315 , 373, Colman J noted that the case before him:

“demonstrates that banks and other lending and credit-providing institutions that deal with local authorities are exposed
to the major risk of finding that their contracts are unenforceable in circumstances not encountered when dealing with the
directors and officers of companies.”

This case shows that this may be equally true of those who lease equipment, goods or buildings to local authorities, or the
schools they maintain.

The parties

6.  BOSHire is the joint vehicle of two companies, BOS and Summit Asset Management Ltd (“SAM”). As noted above, BOS
designs, manufactures and installs modular buildings, principally (but not exclusively) for customers in the education and
healthcare sectors. SAM was involved in asset finance, raising finance for transactions for the sale or hire of assets under various
forms of asset finance agreement.

7.  BOSHire was originally formed in 1993, its role being to put together finance packages for customers who wished to acquire
modular buildings from BOS, under an arrangement whereby BOSHire would purchase a building from BOS and then enter into
a lease contract with the customer under which regular payments of hire would be made. BOSHire procured external financing
for these transactions (which provided the means to *1923  pay BOS and a profit element for BOSHire) by selling the income
stream constituted by the payments due under the hire contracts.
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8.  Mr Timothy Spring, a director of both SAM and BOSHire, described BOSHire's “strategic business model” as being:

“to supply modular buildings to customers in the public sector—principally health and education—where end-user
customers are predominantly NHS Trusts, schools or colleges that are subject to statutory restrictions on incurring capital
expenditure.”

9.  It will be apparent that BOSHire is one of a number of companies who operate in the commercial space which has come into
existence as a result of limitations on the monies available to public bodies for capital expenditure (whether from allocated or
borrowed funds), a space which has been increasingly filled by structured transactions intended to allow the cost of equipment
and buildings to be met from periodic payments which, for regulatory and accounting purposes, the public body can treat as
revenue expenditure.

10.  In circumstances which I describe in greater detail below, on 30 April 2013 BOSHire entered into the Contract with the
College for the supply of the Building for a 15-year period. On 5 June 2013, BOSHire assigned the benefit of the Contract
to SFM, a subsidiary of BOSHire created for the purpose of raising finance for the Contract. By a receivable sales agreement
(“RSA”) dated 4 July 2013, SFM assigned its rights, title and interest in rental income under the Contract to GCP, a third party
funder from whom BOSHire had raised debt finance for the transaction.

11.  The College is a voluntary aided school maintained by the Council. It was formed in 2008 from the merger of two middle
schools—one Anglican and one Roman Catholic—and its mission is to provide Christian secondary education on the Isle of
Wight. At the times material to the dispute before the court, the College's governing body (“the Governing Body”) was chaired
by David Lisseter, its principal was Mrs Pat Goodhead and its business manager was (and still is) Ms Kathrin Williams.

12.  The Council is the unitary local authority for the Isle of Wight. Its functions include the provision of maintenance and
funding to voluntary aided schools on the island. The Council is not responsible for the funding of sixth form education. Between
April 2010 and March 2012, sixth form funding was the responsibility of the Young People's Learning Agency (“YPLA”), and,
thereafter, the Education Funding Agency.

The witnesses

The claimants’ witnesses

13.  The claimants called evidence from Mr Timothy Spring and Mr Richard Pierce.

14.  Mr Spring is a director of both SFM and BOSHire, with principal responsibility within BOSHire for co-ordinating the
financing of transactions and the contractual arrangements between BOSHire and the end user. I found him a careful and
honest witness, who was clearly well informed about the ultra vires risk which arises in dealing with public authorities, and
who had sought to manage that risk in relation to the Contract. Mr Spring candidly recognised that the more conservative the
approach taken to managing the  *1924  vires risk, the less profitable the Contract would be for BOSHire, and the less attractive
BOSHire's funding proposal would be when seeking to attract financing in the secondary debt market. He was understandably
keen to defend the efficacy of the risk management steps which had been taken.

15.  Mr Pierce is the chairman and director of BOS, which is a family business, and which specialises in the manufacture and
supply of modular buildings. Modular buildings are assembled from prefabricated sections manufactured off site. In some cases,
it is feasible to disassemble a building when it is no longer needed, and use the modules elsewhere (the practicality of doing so
in this case is an issue on which I have heard evidence, and to which it will be necessary to return). Mr Pierce was also an honest
and careful witness. He was very knowledgeable about the technical aspects of modular building construction, and was able to
deploy this knowledge to his advantage in the course of his cross-examination. He understood the regulatory sensitives which
attached to the BOSHire business model, and was careful in his dealings with the Council to describe the transaction and its
legal incidents appropriately. While Mr Pierce left the detail of the financial and contracting issues to Mr Spring, he was clearly
alive to the legal implications of issues canvassed with him in evidence such as the potential resale market for the Building if the
College stopped using it at the end of the Contract. For reasons I explain below, I have concluded that the prospects of marketing
the Building to a third party purchaser at the end of the Contract were distinctly bleaker than Mr Pierce's evidence suggested.
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The College's witnesses

16.  The College called two witnesses: Mrs Patricia Goodhead, who was the principal of the College from its foundation in
2008 until she retired in 2018, and Ms Kathrin Williams, who was and remains the College's business manager.

17.  Both Mrs Goodhead and Ms Williams were honest witnesses, whose evidence about contemporary events had not been
coloured in any way by the dispute which had subsequently arisen. It was clear that they found themselves in a difficult position
in 2013, with strong pedagogical reasons for wanting to provide sixth form accommodation, and with considerable pressure
from the students, parents and the school's stakeholders to do so. The decisions taken by the College were taken on a collective
basis with strong support from the members of the Governing Body, and not by Mrs Goodhead or Ms Williams alone. As I
explain below, the strength of the Governing Body's conviction that a sixth form building should be provided, coupled with
their view that the College had not been treated fairly by the Council in the provision of funding when compared with other
island schools, contributed to what proved to be an unduly optimistic assessment of the College's ability to meet the payments
due over the 15-year life of the Contract.

The Council

18.  The Council called evidence from Mrs Janet Giles, who was the Council's head of education finance from 1983 to 2014.
Once again Mrs Giles was an honest and careful witness, whose evidence I found to be reliable. *1925

The expert witnesses

19.  I heard expert accountancy evidence from Mr Christopher Jackson of PwC for the claimants and from Mr Adam Smith
from BDO for the defendants. Both experts were fully qualified and doing their best to assist the court in their oral evidence. To
a significant degree, their evidence depended on the assumptions and inputs used which they were not in a position to speak to
from their own expertise. As I explain below, on the basis of Mr Jackson's own evidence I have concluded that the 5·6% average
retail price index (“RPI”) rate which Mr Jackson used in his calculations was unrealistic and unduly generous to the claimants.

20.  Finally, I heard valuation evidence from Mr Peter Dodson of Liquidity Services for the claimants, and from Mr Jonathan
Manley and (on construction costs and state of repair) Mr David Pincott of Lambert Smith Hampton for the defendants. Once
again, I have concluded that the experts were appropriately qualified and doing their best to assist the court. While submissions
were directed by the parties to the issue of whether it was experience in valuing plant (of which Mr Dodson had more) or
traditional buildings (where Mr Manley was undoubtedly the better qualified) that was more relevant to the task at hand, I
have concluded that the Buildings under the Hire Contract were essentially a hybrid of these categories, meeting a demand
which would traditionally have been fulfilled by conventional building construction through a form of supply which could more
quickly deliver the desired end product, and do so in a way which offered the potential benefit of an accounting classification
more conducive to the transaction proceeding. Both kinds of experience were of value.

21.  Where the experts had material differences of view on significant issues, I have resolved those issues on their merits, having
regard to the cogency of the justifications offered by the respective experts and their inherent and practical logic, rather than by
relying on any predisposition to regard the evidence of any one expert as being more likely to be reliable than that of another.

The facts

22.  As I have stated, the College was formed in September 2008 as a result of the amalgamation of two existing voluntary
aided schools, one Roman Catholic and one Anglican. In 2009, the College's permitted age range was extended, which gave it
the option to create a sixth form (something which the Roman Catholic and Anglican dioceses had long supported). However,
the College did not have sufficient accommodation to house a sixth form.

23.  It had been the College's original intention to address this need through funding from a central government programme
called “Building Schools for the Future” (“BSF”). However BSF was cancelled in 2010. The College held discussions with
two other potential providers of sixth form accommodation, McAvoy Group Ltd and an organisation called “Building Schools
for Nothing”. The College also sought to raise money from the Anglican and Roman Catholic dioceses for a building and
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equipment which it originally estimated would involve a capital cost of £4,514,000. The dioceses were unable to meet this
funding requirement, but the Roman Catholic diocese suggested that the College approach BOS, with whom it had had previous
dealings. *1926

24.  Discussions between the College and BOS began towards the end of 2011. BOS was represented in those discussions by
its sales director (and Mr Pierce's son-in-law), Mr Neil Blow. BOS soon became the College's preferred candidate to provide
a sixth form building, because the College believed it would complete the project more quickly in circumstances in which the
first sixth form entry was arriving in September 2012. It was originally anticipated that the Building would be contracted for
in stages, reflecting the fact that in the first year, there would only be one year of sixth formers to accommodate. Ms Williams
explained BOS's offering to the Governing Body in a letter of 10 February 2012 as follows:

“This can be done over a period of 15 years; the building would then be rented by the College for that time with
the responsibility for the refurbishment of the building remaining with the hirer (Built Off Site), hence reducing the
maintenance costs for the College during the rental period. This option would enable the College to use its own revenue
budget to cover the rental payments and we have produced a revised budget plan that shows that this is possible within the
same budget recovery that has currently been licensed by the local authority.”

25.  The proposal was discussed at a meeting of the Governing Body on 21 February 2012, at which Mr Blow was present.
The governors were told that “the initial value of the building would be in the region of £2·2m” and that “the cost of seven
years’ rent approximately equates to the value of the building, obviously making the hire agreement much more expensive
over the full term of the agreement”. It was also stated that “the hire agreement is not a loan of any kind” and “sits outside
of public sector borrowing”.

26.  Some of the aspects of the proposed transaction which Mr Blow described to the College were either imperfectly conveyed
or understood (for example as to responsibility for maintenance, whether the College would have a legal right to purchase the
Building during or at the end of the lease term and who would be responsible for removing the Building from the site at the
end of the Contract) but before the Contract was concluded, I find that Mr Pierce had accurately explained the position and
corrected any previous misunderstandings in these respects.

27.  The College had operated with a budget deficit from its creation in 2008, and required the Council's permission to do so.
On 22 February 2012 the College sought the Council's permission to extend that deficit so as to allow the College to enter
into the 15-year hire agreement with BOS in respect of the first phase of the Building. The proposal which the College put
forward envisaged the deficit being paid off by 2014/2015, with the College having the option to purchase the Building during
the term of the agreement. The Council expressed some concern about the amounts involved. Janet Newton, the Council's
head of commissioning for education services, commented on 22 February 2012 that “their case has more holes in it than
Gouda cheese”. Other Council communications noted (correctly) that the Council had no responsibility for funding sixth form
education. Nonetheless, in March 2012, Mr Beynon, the Council's chief executive, informed the College that the Council was
willing to extend the College's deficit to meet the costs of hire.

28.  As would be expected for a public body, the College is subject to a number of statutory restrictions as to the financial
commitments it can undertake. I will consider the precise nature of the particular restrictions in *1927  issue in this case (and
whether they impact on the ambit of the College's contractual capacity) in due course. The understanding of Mr Spring in 2012
in relation to this issue was as follows:

“The statutory scheme in which maintained schools operate prohibits them from entering into borrowing arrangements
without the approval of the Secretary of State for Education. I was very well aware that a finance lease is considered to
constitute borrowing, so a maintained school cannot enter into such an agreement without the consent of the Secretary of
State … I briefly discussed with Richard the possibility that the College could be persuaded to seek the consent of the
Secretary of State to enter into a borrowing arrangement but we ruled this out as impracticable and likely to result in a
self-defeating delay to the project.”

29.  Central to Mr Spring's approach in addressing this issue was ensuring that the Contract would, in accounting classification
terms, be an operating lease and not a finance lease. I received expert accounting evidence on the differences between operating
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and finance leases, which I address below, but a crucial and essential aspect of the distinction is whether the usual risks and
rewards of ownership are substantially transferred to the lessee. On 6 March 2012 Mr Spring prepared a draft letter for the
College setting out BOSHire's likely requirements to address “the operating lease/intra vires” question. The draft letter (which
was not, in the event, sent) referred to a “statutory constraint” that “the College does not have the power to enter into a ‘finance
lease’ of assets (which, for accounting purposes, is regarded as a loan arrangement) without the consent of the Secretary of
State for Education”. The draft letter continued:

“We are confident, given the nature and explicit terms of the hire contract and the financial terms contained in and
surrounding it, that the hire contract is an ‘operating lease’, so does not require SoS approval. However, in order to satisfy
our lenders that is indeed the case, we envisage that we will be required to seek the following:

• Minutes of the meeting of the Board of Governors of the College approving the project, the terms of the hire
contract, confirming the Governors’ opinion that the hire contract is an ‘operating lease’ and authorising you to
sign the hire contract on behalf of the College.

• Confirmation from the Isle of Wight Council, as the funding [local education authority (‘LEA’)], of approval of
the hire contract and confirmation that it is, in the Council's view, an operating lease; accordingly that it is within
the powers of the College to enter into and perform the hire contract.”

30.  In order to give further consideration to this issue, Mr Spring engaged Ms Sam Yardley, a partner in Watson Farley &
Williams llp specialising in asset finance, to advise on the transaction.

31.  In the event, there were difficulties in obtaining planning permission for the Building, with the result that no contract
had been signed, and no Building was available, by September 2012. For this reason, the College's first sixth form entry had
to be accommodated in less than satisfactory *1928  circumstances using various sites across the College, something which
placed the College under further pressure to ensure that the issue was resolved by the time the second sixth form entry arrived
in September 2013. In the meantime, and with the encouragement and support of the College, BOS began the ground works,
erecting the foundations on which the Building would stand.

32.  The planning issues were resolved by December 2012. By this date the College had decided to contract for the Building
in one phase, with a view to having it available by September 2013 when the College would have to accommodate two sixth
form years. In the course of renewed exchanges between BOS and the College, on 17 January 2013, Mr Pierce explained the
position so far as any option to purchase and maintenance were concerned in the following terms:

“We acknowledge that an undertaking has been given to redecorate the facility internally at the five-year period, this
redecoration would be confined to painted surfaces and floor coverings and would not cover the replacement repair or
redecoration of any areas or items affected by accidental damage, misuse or vandalism albeit I am sure the latter two would
be highly unlikely. Should you wish to purchase the building after a period of time then that is an option we would consider
and not unreasonably reject. It is not possible or practicable at this stage to list out what the likely costs would be as we
would need to approach the funding partners at the stage you are considering purchase to have them calculate the current
replacement value of the facility and then dependent upon the length of time you have had the facility on hire for a discount
against the replacement value would be given. Clearly the further through the term you are the higher discount would be.
Additionally as I am sure you will recall we did discuss that we cannot write the option to purchase into the agreement as
it would substantially change the legal status and tax treatment of the transaction.”

33.  The vagueness in this communication as to the price at which the College might be able to purchase the Building at the
end of the 15-year period was not resolved in subsequent communications during the life of the Contract, or indeed in the
course of the trial.

34.  In January 2013, Mr Pierce also pushed the College for payment of the £400,000 BOS had already incurred on preparatory
works. Mrs Goodhead, after speaking to Mr Pierce, explained in an e-mail of 21 January 2013 that “it was obvious during the
conversation that Richard's real fear is still the [local authority] stopping this going ahead and the money his firm would lose
if that happened”. In exchanges in the course of the evening of 21 January 2013, Mrs Goodhead and Ms Williams noted how
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difficult it would be to find this money from the College's 2012/2013 budget, with Mrs Goodhead signing off at 22.17 with the
suggestion that they “sleep on it and see what we can sort tomorrow”. She concluded “we can’t not let this happen, obviously”.

35.  BOSHire provided the College with a draft of the Contract which the College sent to its legal adviser Mr Guthrie McGruer
of Blake Lapthorn. Mr McGruer made contact with Mr Pierce in January 2013 to discuss the terms of the proposed Contract,
and the provision of a side-letter which would record BOSHire's willingness to give favourable consideration to a request by
the College to purchase the Building during the 15-year lease. *1929

36.  A representative of the Catholic Diocese involved with the College, Ms Hilary Foley, e-mailed Mr Pierce suggesting that
the proposal would have to be considered at a further meeting of the Governing Body before the Contract could be approved.
Apparently frustrated at the time it was taking to sign off on the Contract, particularly given the £400,000 of work BOS had
already undertaken, Mr Pierce sent an e-mail to the College on 28 January 2013 stating:

“I have forwarded Guthrie's and Hilary's e-mails to our funding partners for comment and this has resulted in them
determining that they will need undertakings from both the council and the Board of Governors that they are satisfied that
the contract meets the requirements of classification as an operating lease. Whilst this should not be a problem to acquire
as it is a fairly straightforward event it will further delay all the necessary paperwork being in place. I have instructed our
funding partner to assemble the necessary undertaking as soon as possible as a matter of extreme urgency so that we can
present the Authority and the Board with documents to approve and sign.”

37.  Mr Spring and Mr Pierce had exchanges about the draft of the proposed side-letter which Mr Guthrie had prepared, and
also about the documented assurances they should seek from the College and the Council with regard to the College's ability to
enter into the Contract. Draft documents were prepared, which at that stage envisaged a certificate from the College confirming
that it had discussed the classification of the Contract with its auditors who had confirmed it was an operating lease.

38.  A meeting took place between Mr Pierce, Mr Spring, Mrs Goodhead, Mr Lisseter and Mr McGruer in Oxford on 4 February
2013 to address a number of topics: the level of comfort which could be given by BOSHire on the subject of the College's ability
to purchase the Building during the life of the Contract; what provision should be made for the possibility that the College
might cease to be a maintained school but assume academy status during the life of the Contract; and what statements would be
made to BOSHire by the College and/or the Council in relation to the vires issue. The College made it clear that it was reluctant
to approach the Council for some form of written reassurance for BOSHire and, as will be seen, the final form of assurances
provided in both directions were diluted versions of those originally requested.

39.  The possibility that the College might acquire academy status was addressed in an additional clause in the Contract which
I set out below. The College's desire for an option to acquire the Building during the Contract was the subject of a side-letter
which did not give the College a legal right to purchase, but confirmed that BOSHire would look favourably on such a request.
So far as the vires issue was concerned, amendments were made to the letter to be sought from the College, but the issue of
what the Council would be asked to provide remained open. On 13 February 2013 Mr Spring informed Mr Guthrie that:

“We have deliberated at considerable length on how best to secure the reassurance needed. Our suggestion is that the
governing body (or Pat Goodhead on its behalf) should write to the Council/Steve Beynon requesting confirmation on
certain matters.” *1930

A draft letter was prepared by BOSHire, with input from its solicitors Watson, Farley & Williams llp, for Mrs Goodhead to
send to the Council.

40.  The suite of transaction documents was considered and approved by the College finance committee. A meeting of the
Governing Body was then convened on 13 February 2013, at which Mr Lisseter is recorded as having stated:

“The governing body has been on a very long journey with this building project and there has been much scrutiny. The
governors have been supported with legal advice at all stages from the [local authority], Built Offsite and independently
from Blake Lapthorne [sic] …
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“The Finance Committee has scrutinised these documents following legal advice. Janet Giles of the [local authority]
confirmed in a meeting with PGO [Mrs Goodhead] this morning that she is very happy with the College's budget recovery
and the hire contract.”

41.  It is clear on the evidence that these statements, at least as recorded in the minutes, somewhat overstated the position. While
the College had benefited from information provided by BOS, and from legal advice from Blake Lapthorn, the College had not
received legal advice from the Council. Further, I accept Mrs Giles’ evidence that, while she had confirmed that the College's
paperwork for the budget extension requested by the College was in order, and that the extension would be granted, she had not
stated she was “happy” with the extension and had not seen or expressed any views on the Contract.

42.  The Governing Body took the decision to proceed, and Mr Lisseter signed the Contract and the letter of reassurance that
evening. I shall refer to the letter provided by the College—which Mr Lisseter signed on 13 February 2013—as “the College's
Letter”.

43.  At 12.54 the following day, Ms Goodhead sent a letter in the form BOSHire had prepared to the Council asking the Council
to provide a letter to the College which the College could show to BOSHire. At 15.14 on the same day, Mrs Giles informed Mrs
Goodhead that Mr Beynon had confirmed he was happy to sign a letter in the requested terms, and the signed letter was sent
out at 19.15 that evening. When Mr Spring saw the letter the next morning, he observed to Mr Pierce “that was really quick”.
I shall refer to the letter signed by the Council as “the Council's Letter”.

44.  Armed with the College's and the Council's Letters, BOSHire set about raising the necessary funding. Gravis Capital
Partners llp agreed “in principle” to provide funding on 28 March 2013. Meanwhile, the College was already running into
financial difficulties, exacerbated by Blake Lapthorn's costs, the higher than expected payment to BOS and a lower than expected
contribution from the dioceses by way of locally co-ordinated voluntary aided programme payments. On 18 March 2013, the
College asked the Council for a contribution of £200,000 towards the Contract. The request was refused, but on 5 April 2013
the Council's acting chief executive, Mr Burbage (who had replaced Mr Beynon) confirmed that the Council would approve an
increase to the College's budget deficit “in order to allow the College to meet the costs from its revenue budget”.

45.  With funding in place, Mr Pierce signed the Contract for BOSHire on 30 April 2013. On the same day, BOSHire assigned its
rights under the *1931  Contract to SFM, which had been incorporated on 22 April 2013, and the College acknowledged that
assignment in writing on 5 June 2013. On 4 July 2013 SFM entered into a further assignment with GCP on the terms of the RSA.

46.  In assembling the Building it became apparent that various further works were necessary to address matters such as the
electricity supply and sockets, the need for a fire hydrant and a boost to the water supply. In the absence of funding alternatives
the amounts due under the Contract were increased by two variations: the first, dated 5 June 2013, increased the initial payment
from £915,000 to £950,579, the second payment from £305,000 to £316,000 and the annual payments thereafter from £610,000
to £633,719. The second, dated 5 September 2013, increased these amounts to £1,001,762, £333,920 and £667,851 respectively
(exclusive of VAT).

47.  The College took possession of the Building on 5 September 2013. It is apparent from the technical specification prepared
by BOS that in addition to providing prefabricated modules, external cladding, roofing, electrics and plumbing, the Contract
also covered the provision of internal lining and wall finish for the modules, platform lifts, units, power and gas (but not the
equipment) for the kitchen, art teaching, resistant materials and graphics rooms and the science laboratories.

48.  The payments made under the Contract led to a substantial increase in the level of the College's deficit. While the College
had filed a budget report with the Council in September 2013 projecting a return to surplus by 2016/2017, on 10 October
2013 Mrs Williams wrote to the Council stating that the College's previous budget was no longer achievable, “mainly but not
exclusively due to the additional expenditure with the sixth form centre”, and confirming that the College wanted to extend its
deficit. In February 2014 the Council's education finance team carried out a full review of the College's budgeted income and
expenditure and concluded that “the sixth form centre is not affordable through the current funding formula”.

49.  On 6 May 2014 the College informed the Council that it could not prepare a budget plan showing a full recovery from its
current deficit without financial support from the Council, and the College sought an additional contribution from the Council
of £200,000 a year for a five-year period. The College's consistent financial reporting to the Council for the year 2013/2014
forecast a deficit of £1,045,686·16 at the year end.
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50.  Matters did not improve thereafter. On 8 June 2016 the Council served a formal notice of concern on the College. This stated:

“As a result of the deficit the College is completely reliant on cash flow support from the Isle of Wight Council and support
for debt. It is unacceptable to expect the local council taxpayer to support an increased College deficit going forward.

“We understand that the majority of the current [circa] £2m (and rising) overspend has been caused by the decision by
the College in 2012/2013 to lease the sixth form units, a highly expensive financial arrangement that has, to date, proved
impossible to service from the school's revenue budgets.

“However, in addition to the lease arrangement, the College has struggled to set and keep to a balanced in-year revenue
budget since 2008/2009. Successive three-year budget forecasts have proven to be *1932  overly optimistic and the school
has been unable to halt or in any way reverse the spiralling debt it now faces.

“Various conversations have suggested consensus between the College and the local authority that this situation is not
sustainable, but, as yet, the College has found no solution and the position continues to worsen.”

51.  The notice of concern imposed a number of requirements, including that “the College prepares a recovery plan (lease costs
included) with detailed actions, timescales and governance arrangements which results in a surplus position within five years”.
It also imposed a requirement that no purchases over £5,000 were to be made without the approval of the Council's director
of finance.

52.  In September 2017 the College submitted a budget plan which involved increasing its existing budget deficit of £2·6m by
a further £650,000. The Council refused to authorise any further advances of funds to the College, and communicated this to
the College on 8 September 2017. A final warning to return to a balanced budget was served on the College on 8 January 2018.

53.  The College failed to make the annual payment of £667,841 payable under the Contract on 5 September 2017. There were
attempts at meetings and in correspondence over the following two months to resolve matters, but by 22 November 2017,
matters between the claimants and the College had entered pre-litigation mode.

54.  On 22 November 2017 SFM sent the College a formal notice of default under the Contract. On 9 April 2018 the College
made it clear that it had no intention of paying any further amounts, and it articulated its ultra vires defence for the first time. On
11 April 2018 SFM sent a letter terminating the Contract, and informed the College that it was no longer in lawful possession of
the Building with its consent and should cease using it. The claim form was issued by SFM on 8 November 2018, with BOSHire
and GCP being added as claimants by later amendments.

The contract

55.  The key provisions of the Contract were as follows:

 (i)  The College requested BOSHire to purchase the Building (described as “a double storey sixth form teaching
accommodation block constructed from 81 relocatable units”) from BOS.

 (ii)  The College agreed to take the Building on hire in return for paying the hire charges to which I have already referred
for a minimum period of 180 months (15 years).

 (iii)  Hire was payable even if the Building “was not fully operational”, with interest at 4% over Barclays base rate
(compounded monthly) in the event of late payment.

 (iv)  It was the College's responsibility to ensure that the Building complied with applicable statutes and regulations so far as
use was concerned, and to maintain the Building in good and substantial repair and condition (fair wear and tear excepted).

 (v)  On termination, it was the College's responsibility to return the Building to BOSHire, with the College being liable
“for all costs of *1933  inspection, loading, unloading and transportation”. The equipment was to be returned in good
and reasonably clean condition. Failing redelivery in this condition, the College was liable to pay BOSHire the costs of
restoration, with hire continuing to be payable until contractual redelivery took place.

 (vi)  The College bore all risk of loss and damage, and was obliged to insure the Building for £6,953,000.
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56.  There are certain clauses in the Contract which have featured extensively in the course of argument and which merit more
extended quotation.

57.  First, clause 2.6.2 addressed termination for the College's repudiatory breach and provided that in that eventuality:

“2.6.2.1  the Customer [the College] will no longer be in possession of the equipment with BOSHire's consent and if the
customer has not redelivered the equipment in accordance with clause 2.3.6, BOSHire or its agent may enter the customer's
site without further permission and take possession of the equipment; and

“2.6.2  the Customer will immediately pay to BOSHire, as an agreed pre-estimate of the loss suffered by BOSHire as
a consequence of termination, an amount equal to the aggregate of all Hire Charges then due but unpaid together with
interest due under clause 2.2.5; plus all costs incurred by BOSHire in enforcing or seeking to enforce this contract and in
locating and recovering the equipment; plus the sum of all further charges which, but for termination, would have fallen
due during the minimum hire period, each discounted at 3% per annum for accelerated payment; plus all other sums due
under this Contract.”

58.  Second, clause 2.6.3 addressed what was to happen if the College was converted to academy status (which would have
the effect that the Council was no longer obliged to maintain it). It provided that if the College began taking steps towards
such a conversion it would:

“notify BOSHire and shall provide such information as BOSHire may reasonably require in connection therewith. BOSHire
shall consider such information in good faith with a view to novating this Contract to the Academy entity (‘the Academy
Trust’) on such terms as the Customer, the Academy Trust and BOSHire may agree. If the parties fail to reach agreement,
then the Customer may give not less than three months’ written notice to BOSHire to terminate the hiring of the equipment
and may require BOSHire to sell the equipment to the Academy Trust. Upon such termination (‘the termination date’) the
Customer shall pay to BOSHire the amount that would be due pursuant to clause 2.6.2.2 upon termination under clause 2.6
and BOSHire shall sell the equipment to the Academy Trust on terms to be agreed between the parties acting in good faith.”

59.  Third, clause 2.7.1 allowed BOSHire to assign “the benefit of this Contract or the right to receive payment of Hire Charges
and other sums payable under this Contract” to another party.

60.  Finally, although this document was not contractual in effect, the side-letter provided by BOSHire, and later SFM, to the
College (“the Side-Letter”) stated: *1934

“You have requested that we provide an indication of our position should you wish to terminate the Contract and to purchase
the equipment …

“We would be willing to consider such a request (without any obligation to accept) and, in our current opinion, acceptance
of such a request by us would likely require you to pay to us: (a) a sum equal to the aggregate of all the hire charges (as
defined) remaining to be paid up to the expiry date, discounted at a percentage rate to be agreed between us for accelerated
payment; plus (b) a sum as may be agreed between us that represents the anticipated value of the equipment as at the
expiry date, discounted at a percentage rate to be agreed between us to reflect early receipt; plus all applicable VAT, costs
and expenses.”

The statutory scheme

61.  Educational provision by the Council and the College takes place within a complex statutory and regulatory framework. In
this section, I set out the key enactments and provisions on which the Council and the College found their ultra vires defence,
and also their contingent claims against each other.
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The SSFA and the Education Act 2002

62.  Provision for the legal status of the governing bodies of maintained schools was made in section 36 of and Schedules 9
and 10 to the School Standards Framework Act 1998 (“the SSFA”). Section 36 provided: “Each maintained school shall have
a governing body, which shall be a body corporate constituted in accordance with Schedule 9 ”, and that Schedule 10 would
have effect in relation to the general powers of the governing body and other matters relating to it as a body corporate.

63.  Those provisions were essentially repeated in section 19(1) of the Education Act 2002 , which provided that each maintained
school “shall have a governing body which shall be a body corporate in accordance with regulations”. References in this case
to the capacity or vires of the College are, therefore, a shorthand for references to the capacity of the body corporate established
by statute and constituted in the form of the Governing Body. Section 19(6) provides that “ Schedule 1 (which contains general
provisions relating to the governing body as a body corporate) shall have effect”, and it is in that Schedule that the capacity
of the Governing Body is principally to be found.

64.  Paragraph 3 of Schedule 1 (as amended by paragraph 11(3) of Schedule 2(1) to the Local Education Authorities and
Children's Services Authorities (Integration of Functions) Order 2010 ) provides:

“(1)  The governing body may do anything which appears to them to be necessary or expedient for the purposes of, or in
connection with— (a) the conduct of the school …”

“(3)  The powers conferred by [sub-paragraph (1)] … include, in particular, power— (a) to borrow such sums as the
governing body think fit and, in connection with such borrowing, to grant any mortgage, charge or other security over any
land or other property of the governing *1935  body, (b) to acquire and dispose of land and other property, (c) to enter
into contracts, (d) to invest any sums not immediately required for the purposes of carrying on any activities they have
power to carry on, (e) to accept gifts of money, land or other property and apply it, or hold and administer it on trust, for
any of those purposes …

“(4)  The power to borrow money and grant security mentioned in sub-paragraph (3)(a) may only be exercised with the
written consent— (a) of the Secretary of State (in relation to England) or the National Assembly for Wales (in relation to
Wales) … and any such consent may be given for particular borrowing or for borrowing of a particular class.”

“(7)  Where the school is a foundation, voluntary aided or foundation special school, the power to enter into contracts
mentioned in sub-paragraph (3)(c) includes power to enter into contracts for the employment of teachers and other staff,
but no such contracts may be entered into by the governing body of a community, voluntary controlled or community
special school or of a maintained nursery school.

“(8)  Sub-paragraphs (1) to (3) have effect subject to— (a) any provisions of the school's instrument of government, and
(b) any provisions of a scheme under section 48 of the 1998 Act (local authorities’ financial schemes) which relates to
the school.”

65.  In addition to specifying the capacity of the Governing Body, the SSFA also contains numerous provisions addressing the
financial relationship between the Council and the College.

66.  By section 22 of the SSFA , the Council is under a duty to fund the maintained schools in its area. For voluntary aided
schools such as the College, section 22(5)(a) of the SSFA provides that the Council's duty to maintain includes: “the duty of
defraying all the expenses of maintaining it, except any expenditure that by virtue of paragraph 3 of Schedule 3 is to be met
by the governing body …”

67.  Paragraph 3 of Schedule 3 (as amended by section 184 of and paragraph 1 of Schedule 18(6) to the Education and Inspections
Act 2006 and paragraph 10(2) of Schedule 2(1) to the 2020 Order), provides:
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“(1)  In the case of a voluntary aided school, the governing body of the school are responsible for meeting all capital
expenditure in relation to the school premises subject to sub-paragraph (2) below.

“(2)  The duty in sub-paragraph (1) does not extend— (a) to capital expenditure in relation to playing fields or any building
or other structure erected thereon in connection with the use of playing fields, but does extend to capital expenditure
in relation to boundary walls and fences; (b) to capital expenditure necessary in consequence of the use of the school
premises, in pursuance of a direction or requirement of the [local authority], for purposes other than those of the school;
(c) to capital expenditure on the provision of any new site which the [local authority] is to provide by virtue of paragraph
4 of this Schedule.”

68.  Paragraphs 9A–9B of Schedule 3 provide, in broad terms, that capital expenditure is expenditure which “falls to be
capitalised in accordance with proper accounting practices”. *1936

69.  The mechanism by which the Council provides the funding which it is obliged to provide to maintained schools is through
allocating a budget share for each funding period ( section 45 of the SSFA ), which is the amount the Council decides to allocate to
the school out of its individual schools budget for that funding period ( section 47 of the SSFA ). In most circumstances, reflecting
the autonomy which maintained schools are intended to have, the budget share is to be made available to the maintained school
as a delegated budget ( sections 49–50 of the SSFA ) meaning, in effect, that that part of the budget is managed by the governing
body of the maintained school and not the Council.

70.  Section 48 (as amended by section 57 of and paragraph 3 of Schedule 5 to the Education and Inspections Act 2006 ),
provides that each local authority “shall maintain a scheme dealing with such matters connected with the financing of the schools
maintained by the authority” as are required to be dealt with by regulations made by the Secretary of State or any provision
of the relevant part of the SSFA .

71.  Section 49 (as amended by section 215 of and paragraph 100(2)(3) of Schedule 21 to the Education Act 2002 , section 99
of and paragraph 19(7) of Schedule 5(2) to the School Standards and Organisation (Wales) Act 2013 and paragraph 10(2) (8)
of Schedule 2 to the 2010 Order) provides: *1937

“(1)  Every maintained school shall have a delegated budget.”

“(4)  Subject to— (a) section 50 (right of governing body to spend budget share where school has a delegated budget),
(b) paragraph 4 of Schedule 15 (power of governing body to spend amounts out of budget share where delegation of
budget suspended), (c) section 489(2) of the Education Act 1996 (education standards grants), and (d) any provisions of
the scheme, a local authority may not delegate to the governing body of any maintained school the power to spend any
part of the authority's non-schools education budget or schools budget.

“(5)  Any amount made available by a local authority to the governing body of a maintained school whether under section
50 or otherwise— (a) shall remain the property of the authority until spent by the governing body or the head teacher; and
(b) when spent by the governing body or the head teacher, shall be taken to be spent by them or him as the authority's agent.

“(6)  Subsection (5)(b) does not apply to any such amount where it is spent— (a) by way of repayment of the principal
of, or interest on, a loan, or (b) (in the case of a voluntary aided school) to meet expenses payable by the governing body
under paragraph 3(1) or (2) of Schedule 3 , paragraph 14(2) of Schedule 6 , or paragraph 8 of Schedule 8 to the Education
Act 2002 section 75(2)(b) of, or paragraph 4 of Schedule 3 to, the Schools Standards and Organisation (Wales) Act 2013 .

“(7)  In this Part— (a) references to a school having a delegated budget are references to the governing body of the school
being entitled to manage the school's budget share; and (b) where a school has a delegated budget the governing body are
accordingly said to have a right to a delegated budget.”

72.  Section 50 (as amended by section 117 of and paragraph 8 of Schedule 18 to the Education Act 2005 ) provides:
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“(1)  Where a maintained school has a delegated budget in respect of the whole or part of a funding period the local
authority shall secure that in respect of that period there is available to be spent by the governing body— (a) where the
school has a delegated budget in respect of the whole of that period, a sum equal to the school's budget share for the period,
or (b) where the school has a delegated budget in respect of only part of that period, a sum equal to that portion of the
school's budget share for the period which has not been spent.

“(2)  The times at which, and the manner in which, any amounts are made available by the authority to the governing body
in respect of any such sum shall be such as may be provided by or under the scheme.

“(3)  Subject to any provision made by or under the scheme, the governing body may spend any such amounts as they
think fit— (a) for any purposes of the school; or (b) (subject also to any prescribed conditions) for such purposes as may
be prescribed.”

“(6)  The governing body may delegate to the head teacher, to such extent as may be permitted by or under the scheme,
their powers under subsection (3) in relation to any amount such as is mentioned in that subsection.

“(7)  The governors of a school shall not incur any personal liability in respect of anything done in good faith in the exercise
or purported exercise of their powers under subsection (3) or (6).”

SEYFER 2012

73.  Further and more detailed provision for the financing of maintained schools was made under Regulations issued under the
SSFA in the form of the School and Early Years Finance (England) Regulations 2012 (“SEYFER 2012”). These Regulations
were issued by the Secretary of State for Education pursuant to various provisions of the SSFA and also section 24(3) of the
Education Act 2002 .

74.  There are two particular provisions of SEYFER 2012 which are relied upon by the College and the Council as further
limiting the capacity or vires of the College.

75.  First, regulation 6 prescribes the contents of the schools budget as follows:

“(1)  The classes or descriptions of local authority expenditure specified in sub-paragraphs (a) to (e) and Schedule 2
are prescribed for the purposes of section 45A(2) of the 1998 Act and the determination of a local authority's schools
budget, subject to paragraph (2) and the exceptions in regulation 7— (a) expenditure on the provision and maintenance of
maintained schools and on the education of pupils registered at maintained schools …”

76.  Regulation 7 then sets out matters which cannot form part of a local authority's schools budget as follows:

“A local authority's non-schools education budget or schools budget must not include the following classes or descriptions
of expenditure— (a) capital expenditure … (b) expenditure on capital financing, other than expenditure incurred— (i) on
prudential borrowing …” *1938

77.  Regulation 1(4) provides that “capital expenditure” means “expenditure of a local authority which falls to be capitalised in
accordance with proper practices, or expenditure treated as capital expenditure by virtue of any regulations or directions made
under section 16 of the Local Government Act 2003 ”. Proper practices are in turn defined as:

“those accounting practices which a local authority are required to follow by virtue of any enactment, or which, so far as they
are consistent with any such enactment are generally regarded, whether by reference to any generally recognised published
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code or otherwise, as proper accounting practices to be followed in the keeping of the accounts of local authorities, either
generally or of the description concerned.”

The Scheme

78.  As I have mentioned, section 48 of the SSFA provided for each local authority to maintain a scheme “dealing with such
matters connected with the financing of the schools maintained by the authority” as are required to be dealt with by regulations
made by the Secretary of State or the SSFA itself.

79.  The Council's 2012 Scheme (“the Scheme”) provided at para 1.1:

“The financial controls within which delegation works are set out in a scheme made by the authority in accordance with
section 48 of the Act and approved by the Secretary of State … Subject to the provisions of the Scheme, governing bodies
may spend budget shares for the purposes of their school … An authority may suspend a school's right to a delegated budget
if the provisions of the school financing scheme (or rules applied by the scheme) have been substantially or persistently
breached, or if the budget has not been managed satisfactorily.”

80.  Para 1.2 identifies the purpose of the Scheme as follows: “This scheme sets out the financial relationship between the
authority and the maintained schools which it funds. The requirements of the Scheme in relation to financial management and
associated issues are binding on both parties.”

81.  The College and the Council relied upon a number of provisions of the Scheme as limiting the vires or capacity of the
College. These are considered below.

82.  Before considering the College and the Council's various vires challenges, it is first necessary to consider whether, if there
was or had been a valid contract concluded, it was between BOSHire and the College, or BOSHire and the Council.

Did the College act as the agent of the Council?

83.  The conflicting interests in multi-party litigation can sometimes give rise to strange bedfellows. One issue on which the
claimants and the College found themselves unlikely allies was in the suggestion that, in purporting to enter into the Contract
with BOSHire, the College was acting as the Council's agent such that it was the Council, and not the College, which was
liable on the Contract if it was valid. That conclusion was not pushed by the College to its logical conclusion: for example the
College relies on its own public law limitations, rather than on limitations on the Council's ability to contract, to establish that
the Contract is not binding, and the College seeks to recover *1939  the monies which it says were mistakenly paid under the
Contract in its own name and for itself, and not for its alleged principal.

84.  Any suggestion that the College was the Council's agent as a matter of fact in this case can be immediately discounted. From
BOSHire's perspective, the Contract clearly identifies its contractual counterparty as the College, and the Contract contains no
reference to the Council. The letter of 14 February 2013 which the College provided to the claimants, in terms agreed between
the legal representatives of both parties, specifically referred to a contract to be entered into by the College, and contained no
hint that the Council was the contracting party. Further the letter drafted by BOSHire which the Council signed on 14 February
2013, which was addressed to the College, and, with the Council's knowledge, provided by the College to BOSHire, was wholly
inconsistent with any suggestion that the College would be entering into the Contract on the Council's behalf. Para 2 of that
letter stated that:

“the Council agrees that the expenditure to be incurred by the Governing Body under the Hire Contract and otherwise in
connection with the project falls within the delegated budget and is not the responsibility of the Council under the Schools
and Standards Framework Act 1998 or otherwise .” (Emphasis added.)
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85.  There are numerous other contemporary documents disclosed by BOSHire, the College and the Council which make it clear
that everyone was proceeding on the basis that the College, and not the Council, was the contracting party, and which are wholly
inconsistent with any suggestion that the Council held the College out as authorised to conclude a contract on the Council's
behalf. The pre-action correspondence of the claimants and the College did not involve the Council or contain any suggestion
that the Council was the contracting party. The only contemporaneous document said to point the other way was the draft letter,
prepared by BOSHire to go to the College but not sent, which referred to the College as “the de facto agent of the Council as
the funding [local education authority]”. However, far from supporting the agency case, the draft letter effectively accepts that
the College was not the Council's de jure agent. The other terms of the draft make it clear that it was the College, and not the
Council, which would be the contracting party, and the statement relied upon does no more than reflect the College's financial
dependence on the Council. In any event, this unsent draft letter cannot carry the day against the weight and clear effect of the
documents which did cross the line. The reality of the position was accurately captured in the evidence of Mrs Giles who said:

“It was made very clear to the school right from the start of these discussions that this was—the contract was entered into
by the governing body on behalf of the school and not on behalf of the local authority. Because the school was an aided
school, the local authority was very clear that they would not provide funding for this, could not provide funding for this,
and that the contract was entered into by the school independently.”

86.  The argument that, nonetheless, the College was acting as the Council's agent was advanced on two bases. The first,
which I can deal with relatively briefly, was the suggestion that such an agency was implicit in the local authority's duty to
fund maintained schools under section 22(1) of the SSFA , *1940  and that the assumption that maintained schools acted
as agents had been received wisdom since the Education Act 1944 . I was not pointed to any legal material in existence in
advance of the SSFA which provides any support for the view that a maintained school always contracted as the agent of the
maintaining authority. There is an obvious distinction between one party having an obligation under a statute (the mechanisms
for enforcement of which were not subject to any significant discussion before me) to fund the activities of another, and one
party concluding contracts on behalf of another.

87.  In any event, monies coming from a local authority are far from the only source of funds available to a maintained school.
Most pertinently, given that the present dispute arises from the College's desire to open a sixth form, funding for sixth form
education comes not from local authorities but centrally, from the YPLA. The difficulties with the argument that a college,
in incurring expenditure relating to the provision of sixth form education, contracts as agent of the local authority, which is
not legally obliged to and does not fund that education, are obvious. I note there was no suggestion that the funding provided
to the College by the YPLA for sixth form education had the effect that the College contracted as agent for the YPLA when
spending those funds.

88.  The second, and the principal ground, relied upon to establish the agency was section 49(5) and (6) , as amended, of the
SSFA which it is convenient to set out once again here:

“(5)  Any amount made available by a local authority to the governing body of a maintained school whether under section
50 or otherwise— (a) shall remain the property of the authority until spent by the governing body or the head teacher; and
(b) when spent by the governing body or the head teacher, shall be taken to be spent by them or him as the authority's agent.

“(6)  Subsection (5)(b) does not apply to any such amount where it is spent— (a) by way of repayment of the principal
of, or interest on, a loan, or (b) (in the case of a voluntary aided school) to meet expenses payable by the governing body
under [various provisions concerned with capital expenditure].”

89.  On its own, the language of section 49(5) lends only limited support for the view that, outside the exceptions in section 49(6)
, a maintained school contracts as the agent of its maintaining authority. The language addresses the characterisation of money
spent, with no reference to contracting at all, and it does so in such a way as to suggest that the provision applies a “deemed”
character to such payments (“shall be taken to be spent”) which may differ from the legal character in which they were made.
The focus in section 49(5) on the way in which payments are “taken to be spent” does not readily offer an answer to the logically
and chronologically anterior question of “who are the parties to the contract under which the payments fall to be made?”.
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90.  There are also various practical difficulties with the College's argument. I posited the hypothesis to Mr Peter Oldham QC in
closing submissions of what would happen if a maintained school entered into a contract with a contractor without any settled
intention as to the funds which it would use to meet its payment obligations, but used local authority funds to make the first
payment one year later. Mr Oldham said that in such *1941  a case, section 49(5) would have the effect that the local authority
would retrospectively be deemed the contracting party once the payment had been made, thereby changing the identity of the
contracting party. It would seem to follow from the College's argument that at a stage when no amounts had been paid by the
College under such a contract, the claim to recover a debt would be a claim against the College, but once some payment had
been made, the Council would become liable.

91.  The difficulties with the College's argument do not end here. I received no satisfactory explanation as to what would happen
if funds from more than one source were used to effect payments under the same contract, only one of which was local authority
funding. These difficulties do not arise if section 49(5) is treated as a provision which allows payments made by a maintained
school to benefit from the authority's ability to recover VAT, without rendering the local authority the contracting party in all
contracts entered into by the maintained school.

92.  Finally, the effect of the construction advanced by the claimants and the College would be to expose local authorities to
liabilities vastly in excess of the funding they had in fact allocated, or were legally liable to allocate, to maintained schools, it
being the effect of Mr Oldham's submissions that any (presumably non de minimis) application of funds from the maintained
school's designated budget under a contract rendered the local authority the principal under that contract, and liable for the full
extent of any amounts due. This course would, as it seems to me, entirely subvert the regulatory system both for proper financial
controls within education funding and the fair allocation of resources between different schools. While the maintained school
may have authority to spend its delegated budget “as it sees fit” ( section 50 of the SSFA ), that is very far removed from it
having the legal power to commit its local authority to liabilities vastly in excess of the amount of its delegated budget.

93.  For these reasons, the construction of section 49(5) advanced by the claimants and the College is one which finds little
support in the language of section 49(5) , and would give rise to insuperable practical difficulties in its application. Mr Oldham
advanced five reasons why I should nonetheless adopt it.

94.  The first was to seek to adduce evidence from Hansard as to the reasons why section 49(5) (which was then clause 49(7) of
the SSFA Bill) came to assume the form it did. The evidence relied upon was a passage from the speech of Lord Whitty, a Lord-
in-Waiting and a Government spokesperson in the House of Lords, when introducing the amendment, reported in Hansard (HL
Debates) 4 June 1998, vol 590, cols 551–558. Mr Oldham in particular relied upon the passage at col 553 which provides:

“Finally, there are two further technical amendments … These relate to clause 49(7), which provides that, in spending
its delegated budget, the governors and heads of a maintained school are ordinarily deemed to be acting on behalf of the
LEA. That is to say, they are in law acting as agents, not as principals. This is not intended to change the law. It frankly
reflects what the department has always understood to be the legal position. However, for the avoidance of doubt, it seemed
advisable to put this express provision in the Bill. One reason for that is that it removes any doubt as to whether VAT can
properly be reclaimed by *1942  LEAs under section 33 of the VAT Act in respect of purchases made by schools from
their delegated budgets and other funds provided by the LEA.”

95.  Lord Bingham of Cornhill in R v Secretary of State for the Environment, Transport and the Regions, Ex p Spath Holme Ltd
[2001] 2 AC 349 , 391 specified three conditions for the admissibility of passages from Hansard as a guide to the interpretation
of statutory materials: first, the legislation must be ambiguous, obscure or lead to an absurdity; second, the material relied
upon must consist of one or more statements by a minister or other promoter of the Bill together, if necessary, with such
other parliamentary material as might be necessary to understand such statements and their effect; and third, the effect of such
statements must be clear. While the second of these conditions is satisfied, it is debatable whether the first condition is met, and
the third most certainly is not. In particular, there is nothing in Lord Whitty's speech which addresses the status of contracts
entered into by maintained schools, as opposed to the characterisation to be given (particularly for VAT purposes) to payments
once they have been made. Accordingly, the passage from Hansard relied upon does not cause me to alter my preliminary
interpretation of section 49(5) .

96.  Second, Mr Oldham relied upon certain authorities which, he said, had adopted a clear and consistent interpretation of
section 49(5) to the effect he contends for. The first is the decision of Underhill J in Coventry City Council v Special Educational
Needs and Disability Tribunal [2008] ELR 1 (“ SENDIST ”), Administrative Court proceedings concerning a decision as to
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whether the funding of a particular form of education for a child with dyslexia would involve an additional burden for the local
authority. In rejecting the argument that there would be no such impact because the cost in question would not come from the
local authority but from the delegated budget of a maintained school, Underhill J stated, at para 13:

“Mr Wolfe submits that those provisions [ section 49(5) ] show that notwithstanding the power given to the school to
spend the money under the delegated arrangements, the expenditure remains ultimately that of the Council. In my view
that submission is well-founded.”

97.  It will be apparent that this decision was not addressing the identity of a contracting party at all, but making the practical
point that, for the purposes of determining whether a particular form of education would involve an “additional burden … on
the LEA's annual budget”, there was no relevant distinction between funds which came directly from the local authority, and
the use of funds which the local authority had placed into a maintained school's delegated budget.

98.  The second decision is EH v Kent County Council [2011] LGR 798 . That case was concerned with essentially the same
question as the SENDIST case—whether the distinction between local authority funding paid directly from its own pockets
and that paid to maintained schools under delegated arrangements was relevant in considering whether a particular educational
option involved an increased financial burden for the authority. At para 15, Sullivan LJ quoted the passage from Underhill J's
judgment which I have set out above. At para 25 he noted that there could be said to be public expenditure both when a local
authority allocated money to a *1943  maintained school's budget, and when that money is spent, and observed that it would
be wrong to treat the dicta of Underhill J as “though they were enactments of general application, rather than responses to the
particular circumstances” (para 26). I do not think that the decision lends any support to Mr Oldham's section 49(5) argument.

99.  The third decision was LS v Oxfordshire County Council [2013] ELR 429 , a decision of the Upper Tribunal which was
once again concerned with educational provision for a child with special needs. The issue for the Tribunal was the significance
of the local authority's failure to tell the first instance tribunal of a pending change in the status of a school from a maintained
school to an academy, which would have changed the nature of the school's funding. In the course of argument, it was noted
that “under section 49(5) of the [SSFA] the local authority remains the owner of funds delegated to a maintained school and the
governing body or head teacher simply acts as the authority's agent”, whereas academies received a grant from the Secretary
of State for Education (para 54). Beyond noting the difference in the source of funding of maintained schools and academies,
the Upper Tribunal did not otherwise discuss section 49(5) or consider what implications (if any) it had for contracts entered
into by the school. In my view, this decision does not take matters further.

100.  By contrast, I have found the decision of Zacaroli J in Brent London Borough Council v Davies [2018] EWHC 2214
(Ch) of real assistance. The case was concerned with the recovery of unlawful payments from members of the teaching and
non-teaching staff of a maintained school. One of the grounds on which repayment was sought was that the payments had
been made in breach of fiduciary duty, a case advanced on the basis that, by reason of section 49(5) , funds advanced by the
local authority to the maintained school remained the property of the local authority until spent. In resisting this argument, the
defendants contended that the agency created by section 49(5) was of a very limited kind, and one which did not give rise to
fiduciary duties. In the course of the case, Zacaroli J was shown the same extract from Hansard which the College relies upon
here. He concluded, at para 344:

“So far as [counsel for the first defendant's] reliance on the limited scope of the agency is concerned, while I accept that
there are significant differences between the deemed agency created by section 49(5) and the paradigm case of an agent,
in that neither the [governing body] nor the headteacher is authorised to contract on behalf of the claimant and that once
the money is spent any property acquired with it belongs absolutely to the school , what remains is a clear statement that
until the money is spent, property in it remains with the claimant, such that this is a case where the agent has the power
to dispose of property belonging to the principal.” (Emphasis added.)

101.  I accept that the reference to the agent's inability to contract on behalf of the local authority as principal is obiter, but
it reflects what I have concluded is the proper interpretation of section 49(5) . Further, the fact that, as Zacaroli J noted, the
statute provides for the local authority to have ownership of funds before they are spent, but not of any property acquired with
those funds (a conclusion which the College did not challenge) is itself highly significant. It must be a very rare agent who
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contracts on behalf of its *1944  principal, using its principal's funds to acquire property, but where property under the contract
in question passes to and remains with the agent and not the principal.

102.  Third, Mr Oldham suggests that it would not be possible to achieve the intended effect of the local authority being able to
recover VAT on payments made by a maintained school under section 33 of the Value Added Tax Act 1994 unless the payments
in question are payments which the local authority is legally liable to make which, in the case of payments under a contract,
entails that the local authority is the contracting party. I do not accept this argument. While that would ordinarily be the position
when it comes to seeking a VAT rebate, in this case, the local authority does not need to establish its right to recover VAT as a
matter of conventional contractual analysis because it has the benefit of a statutory deeming provision treating the payments,
for VAT purposes, as payments it has made.

103.  Fourth, Mr Oldham submitted that the Accounts and Audit (England) Regulations 2011 (SI 2011/817), which required
the Council to account for delegated budgets in its own accounts, would “be inexplicable unless the College's interpretation of
section 49(5) were correct”. However, the accounting regime which applies as between maintained schools and a local authority,
and in particular the need for the latter to reflect spending from the schools’ delegated budgets in its own accounts, does not
require the authority to be the contracting party in respect of contracts entered into by a school (any more than the consolidation
of wholly-owned or controlled subsidiaries into group accounts has this effect).

104.  Finally, Mr Oldham relies on the terms of the Secretary of State for Education's statutory guidance ( Schemes for Financing
Schools, Statutory Guidance for Local Authorities (December 2015) as to the content of local authority schemes for the funding
of schools issued under section 48 of the SSFA . Paragraph 2.11 of that guidance provides:

“Application of contracts to schools

“The scheme should contain a provision which makes clear the right of schools to opt out of authority arranged contracts.

“The scheme should include a provision which makes clear that although governing bodies are empowered under paragraph
3 of Schedule 1 of the Education Act 2002 to enter into contracts, in most cases they do so on behalf of the authority as
maintainer of the school and the owner of the funds in the budget share. (This is the main reason for allowing authorities
to require authority counter-signature of contracts exceeding a certain value.)

“The provision should also however make it clear that other contracts may be made solely on behalf of the governing body,
when the governing body has clear statutory obligations—for example, contracts made by aided or foundation schools for
the employment of staff.”

105.  In so far as the guidance was describing what might be the factual position in many cases, I have already explained why
that factual position did not apply here. In so far as the guidance suggests that, as a matter of law, spending funds emanating
from the local authority under a contract entered into by the school will have the effect of making the local authority, and not
the school, the contracting party, I do not believe that this states the law correctly for the reasons I have set out above. *1945

106.  For all of these reasons, I reject the contention that the Council is a party to the Contract if the Contract is valid. Had I
concluded otherwise, I would in any event have accepted Mr Daniel Stilitz QC's submission that payments under the Contract
fell within one or both of the exceptions set out in section 49(6) to the deeming provision in section 49(5) . Given my conclusion
reached below that the Contract involved borrowing because it was in the nature of a finance lease, it follows that payments
under the Contract involve the repayment of borrowing under section 49(6)(a) , and, as a matter of the relevant accounting
classification, that the expenditure under the Contract was in the nature of capital rather than operating expenditure under section
49(6)(b) (something Mr Jackson, the claimants’ accounting expert, confirmed in cross-examination would inevitably follow if
the Contract was properly to be classified as a finance lease).

107.  Mr Oldham's response to these points was to suggest that the Council's liability for a debt or damages due in respect
of failure to repay a loan or to make a payment in respect of capital expenditure was (or might) be different in nature to its
liability for the repayments under a loan or the incurring of capital expenditure itself because “the liability is, as I say, for debt
and damages and not capital expenditure”. I found the argument that if the College had voluntarily repaid a loan or made a
payment in respect of capital expenditure, section 49(6) applied, but if it refused to pay such that it became liable for an overdue
debt or damages in an action, section 49(6) ceased to apply, wholly unpersuasive. The essential character of the obligation
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does not change merely because it is necessary for the creditor to go to court to enforce it. It has been noted that “the essential
nature and real foundation of a cause of action are not changed by recovering judgment upon it” ( Dicey, Morris & Collins
on the Conflict of Laws , 15th ed (2018), para 14-002), and the position of pre-judgment causes of action must be a fortiori.
If Mr Oldham's argument was correct, the College would have a ready means of circumventing the section 49(6) restriction
by refusing to repay any loans or pay for any capital expenditure voluntarily and requiring its creditors to commence court
proceedings to recover their due.

108.  Having established, therefore, that the putative contracting party is the College, not the Council, it is necessary to turn to
the issue of whether the Contract is binding on the College.

The vires defence: the law

The problem stated

109.  When determining the status of decisions of public bodies, administrative law once distinguished between unlawfulness
“on the face of the record” which rendered a decision void, and unlawfulness within the exercise of powers, which rendered
a decision voidable. That distinction was swept away by the decision of the House of Lords in Anisminic Ltd v Foreign
Compensation Commission [1969] 2 AC 147 . At p 171, Lord Reid stated:

“It has sometimes been said that it is only where a tribunal acts without jurisdiction that its decision is a nullity. But in
such cases the word ‘jurisdiction’ has been used in a very wide sense, and I have come to the conclusion that it is better
not to use the term except in the narrow and original sense of the tribunal being entitled to enter on the inquiry in question.
But there are many cases where, although the tribunal had *1946  jurisdiction to enter on the inquiry, it has done or failed
to do something in the course of the inquiry which is of such a nature that its decision is a nullity. It may have given its
decision in bad faith. It may have made a decision which it had no power to make. It may have failed in the course of the
inquiry to comply with the requirements of natural justice. It may in perfect good faith have misconstrued the provisions
giving it power to act so that it failed to deal with the question remitted to it and decided some question which was not
remitted to it. It may have refused to take into account something which it was required to take into account. Or it may
have based its decision on some matter which, under the provisions setting it up, it had no right to take into account. I do
not intend this list to be exhaustive. But if it decides a question remitted to it for decision without committing any of these
errors it is as much entitled to decide that question wrongly as it is to decide it rightly.”

110.  Lord Dyson JSC in R (WL (Congo)) v Secretary of State for the Home Department [2012] 1 AC 245 , para 66 summarised
the effect of Anisminic in the following terms:

“A purported lawful authority to detain may be impugned either because the defendant acted in excess of jurisdiction (in
the narrow sense of jurisdiction) or because such jurisdiction was wrongly exercised. Anisminic … establishes that both
species of error render an executive act ultra vires, unlawful and a nullity. In the present context, there is in principle no
difference between (i) a detention which is unlawful because there was no statutory power to detain and (ii) a detention
which is unlawful because the decision to detain, although authorised by state, was made in breach of a rule of public law.
For example, if the decision to detain is unreasonable in the Wednesbury sense, it is unlawful and a nullity. The importance
of Anisminic is that it established that there was a single category of errors of law, all of which rendered a decision ultra
vires …”

111.  The result is that, as a matter of public law, a decision of a public body may be void not simply because the body exceeded
the letter of its powers, but also if the decision was taken for an improper purpose, or was substantively irrational (in the
Wednesbury sense ( Associated Provincial Picture Houses Ltd v Wednesbury Corpn [1948] 1 KB 223 )), or because the decision
was reached taking into account irrelevant considerations or failing to take into account relevant considerations, or because
the process by which the decision was arrived at was unfair. Set against the wide range of grounds on the basis of which a
decision of a public body might be found to be a nullity are various procedural protections embedded within the judicial review
procedure for the benefit of those who have acted on the basis of a decision of a public body which, as Lord Radcliffe noted in
Smith v East Elloe Rural District Council [1956] AC 736 , 769, “bears no brand of invalidity upon its forehead”. Those seeking
to challenge the lawfulness of decisions of public bodies must bring their challenge promptly and, in the ordinary course, within
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the three-month time limit provided by CPR r 54.5 . They must obtain the court's permission under CPR r 54.4 to bring the
challenge. Finally, the court has a discretion as to whether, and in what form, to provide relief ( section 31 of the Senior Courts
Act 1981 and, e g, R v Inland Revenue Comrs, Ex p National Federation of Self-Employed and Small Businesses Ltd [1982]
AC 617 , *1947  656), in the exercise of which the impact of relief on third parties is a relevant consideration.

112.  Where, as in this case, the allegedly ultra vires nature of a public law decision is invoked by the public body itself as an
answer to a private law claim asserted against it, the important public law policies of ensuring the legality and accountability
of the decisions of public bodies, and the proper use of public funds, may come into conflict with the policies underlying the
relevant field of private law. The law of contract (with its historical roots in the law merchant) has traditionally placed a premium
on parties being able to rely on objective appearances when transacting (e g through the objective test for the conclusion and
construction of contracts, the doctrine of ostensible authority and the various exceptions to the nemo dat principle). It regards
the upholding of agreements intended to have legal force as a policy goal in its own right (a policy often expressed in the maxim
pacta sunt servanda).

Public law defences to private law claims

113.  It is clear that a public law error can be relied upon either to found, or to answer, a private law claim. In Wandsworth
London Borough Council v Winder [1985] AC 461 , a defendant to the council's claim for repossession of a council flat for non-
payment of rent challenged the validity of the council's rent demand on public law grounds. The House of Lords rejected the
suggestion that such an argument could only be deployed by way of a separate challenge for judicial review of the council's
decision brought in compliance with the strictures of the then RSC Order 53, rather than by way of a defence to the council's
private law claim.

114.  Winder was a case in which the public authority had to rely upon the validity of its own public law decision setting the
level of rent in order to establish its private law claim for contractual relief for the failure to pay rent when due. The tenancy
in question had been granted under Part V of the Housing Act 1957 , section 113(1A) of which (in combination with section
40 of the Housing Act 1980 ) gave the council a statutory public law power unilaterally to vary the level of rent during the
tenancy. The council had purported to exercise that power to increase the rent, but the tenant disputed his liability to pay rent at
the enhanced rate (while continuing to pay rent at the original level). In those circumstances, it is scarcely surprising that it was
open to the tenant to contend, by way of defence, that the exercise of the power to increase his rent was a nullity as a matter
of public law so that rent at the enhanced rate was not due.

115.  In that respect there are similarities between Winder and the position in cases such as R (WL (Congo)) v Secretary of
State for the Home Department [2012] 1 AC 245 and R (Hemmati) v Secretary of State for the Home Department [2019] 3
WLR 1156 , in which the claimants brought proceedings for the tort of false imprisonment, and where the only answer of the
Home Secretary to such a claim was that she had validly exercised a public law power of detention. Once again, it is scarcely
surprising that it was open to the claimant in a private law tort claim to contend that the public law decision to detain him was
a nullity as a matter of public law. Similarly, in a case in which a claimant seeks to rely on a public law decision to found its
private law claim against a public body (for example to recover a grant awarded by a public body in the exercise of public law
powers which, *1948  properly exercised, creates a statutory debt in the claimant's favour), it ought to be open to the public
body to defend the claim on the basis that its decision was a nullity as a matter of public law so that no debt arose.

116.  In the present case, the claimants’ claims are founded on their private law rights of contract, and the defendants raise a
private law defence to those claims, namely that they lacked the capacity to enter into the contract in question which, accordingly,
is not binding. That defence is one which, if valid, operates as a matter of entitlement rather than discretion, and would have the
effect in private law that the Contract was never binding upon any of the parties, regardless of when the point was first raised
by the defendants and regardless of the consequences to the claimants or any third parties of the Contract being void. The issue
which arises for determination is whether any public law ground of challenge to a decision to contract suffices to render the
contract void ab initio as a matter of private law, or whether only some grounds of public law unlawfulness have this effect.

The decision in Crédit Suisse v Allerdale Borough Council

117.  The first case to give detailed consideration to this issue was Crédit Suisse v Allerdale Borough Council [1995] 1 Lloyd's
Rep 315 , in which a bank sought to recover a substantial sum pursuant to a guarantee which a local council had purported
to execute in order to support a financing arrangement under which a limited company created by the council would build a
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leisure pool and timeshare units. At first instance, Colman J found the council's decision to grant the guarantee to be a nullity
as a matter of public law on three distinct and independently sufficient grounds:

 (i)  The council had no statutory power to enter into the guarantee (“the lack of statutory power ground”).
 (ii)  If the council had otherwise had statutory power to enter into the guarantee it did not have such power in this case

because it was seeking to use the guarantee as part of a scheme to facilitate the doing by the company of things which the
council itself had no power to do, namely (a) borrowing and spending amounts of money which exceeded its borrowing and
spending limits and (b) carrying on a trade in timeshare accommodation for profit (“the improper purpose ground”).

 (iii)  The decision of the council to enter into the guarantee was Wednesbury unreasonable because it was entered into
when the council had given no or no proper consideration to the likelihood of having to pay under the guarantee and the
consequences of any such payment (“the Wednesbury ground”).

118.  It was argued before Colman J that while lack of statutory power would automatically have the result that the guarantee
was outside the council's contractual capacity as a matter of private law, this was not so of the improper purpose or Wednesbury
grounds. It was argued that, in respect of those grounds, it was first necessary to obtain an order quashing the decision to provide
the guarantee in judicial review proceedings before they would provide a basis for defending a private law claim to enforce the
guarantee. At p 351 Colman J rejected that argument:

“The reason why a transaction entered into beyond the powers of a public body is properly described as a nullity is because
such a body has no capacity in law to act beyond the powers given to it by statute. Those *1949  powers comprehend
not only what the subject matter of its decisions may be, but, by implication, how its decisions on the permissible subject
matter should be taken.”

119.  He further held (at pp 356–357) that the remedies available in a private law action where such lack of capacity was
established were available as of right, and were not discretionary in the way that the remedies available in public law proceedings
would be. Colman J held that the discretionary nature of relief in public law proceedings was a consequence of the terms in
which the statutes empowering the court to grant such relief had been framed rather than something intrinsic to the nature of the
invalidity established, and that those statutory provisions had no application when the issue arose in private law proceedings as
a defence to a private law claim. Colman J did not regard that outcome as satisfactory, but concluded that it was for Parliament
to provide a solution:

“Whatever the answer to that question, there is clearly a real and urgent need in the interests of the continuation of dealings
between banks, credit providing institutions and local authorities for a solution to this problem to be found. Whether that
solution should be one analogous to the principles which apply to third parties dealing with the directors of companies
but in ignorance of their excess of actual authority, as identified in [ Rolled Steel Products (Holdings) Ltd v British Steel
Corpn] [1986] Ch 246 , or one which is based on the flexibility of remedy available in judicial review proceedings, or
some other solution, may be a matter for debate, but, as English law on the exercise of powers by public bodies has now
developed, it is certainly a matter for Parliament and not for the courts.”

120.  In the Court of Appeal [1997] QB 306 there was a division of opinion on this issue between Neill and Hobhouse LJJ (Peter
Gibson LJ expressing no opinion), albeit the court's observations were obiter as Colman J's decision on the lack of statutory
power ground was upheld.

121.  Neill LJ and Hobhouse LJ referred to the important judgment of Browne-Wilkinson LJ which has brought a welcome
clarity to the use of the concept of ultra vires in private law when dealing with the issue of corporate capacity in Rolled Steel
Products (Holdings) Ltd v British Steel Corpn [1986] Ch 246 . Browne-Wilkinson LJ stated at pp 302–304:

“In my judgment, much of the confusion that has crept into the law flows from the use of the phrase ‘ultra vires’ in different
senses in different contexts. The reconciliation of the authorities can only be achieved if one first defines the sense in which
one is using the words ‘ultra vires’. Because the literal translation of the words is ‘beyond the powers’, there are many
cases in which the words have been applied to transactions which, although within the capacity of the company, are carried
out otherwise than through the correct exercise of the powers of the company by its officers; indeed, that is the sense in
which the judge seems to have used the words in this case. For reasons which will appear, in my judgment, the use of the
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phrase ‘ultra vires’ should be restricted to those cases where the transaction is beyond the capacity of the company and
therefore wholly void. A company, being an artificial person, has no capacity to do anything outside the objects specified in
*1950  its memorandum of association. If the transaction is outside the objects, in law it is wholly void. But the objects of

a company and the powers conferred on a company to carry out those objects are two different things … If the concept that
a company cannot do anything which is not authorised by law had been pursued with ruthless logic, the result might have
been reached that a company could not (ie had no capacity) to do anything otherwise than in due exercise of its powers.
But such ruthless logic has not been pursued and it is clear that a transaction falling within the objects of the company is
capable of conferring rights on third parties even though the transaction was an abuse of the powers of the company: see,
for example, In re David Payne & Co Ltd [1904] 2 Ch 608 . It is therefore established that a company has capacity to carry
out a transaction which falls within its objects even though carried out by the wrongful exercise of its powers.

“If the transaction is beyond the capacity of the company it is in any event a nullity and wholly void: whether or not the
third party had notice of the invalidity, property transferred or money paid under such a transaction will be recoverable
from the third party. If, on the other hand, the transaction (although in excess or abuse of powers) is within the capacity of
the company, the position of the third party depends upon whether or not he had notice that the transaction was in excess
or abuse of the powers of the company.”

122.  Neill LJ considered whether, in the context of private law claims against public bodies,

“a distinction can be drawn, similar to that drawn in the Rolled Steel Products case … between decisions and acts which
are beyond the capacity of a public authority and decisions and acts which involve a misuse of power by those controlling
the authority”: pp 339–340.

His answer was no (see pp 343–344):

“I know of no authority for the proposition that the ultra vires decisions of local authorities can be classified into categories
of invalidity. I do not think that it is open to this court to introduce such a classification. Where a public authority acts
outside its jurisdiction in any of the ways indicated by Lord Reid in Anisminic Ltd v Foreign Compensation Commission
[1969] 2 AC 147 , 171 the decision is void. In the case of a decision to enter into a contract of guarantee the consequences in
private law are those which flow where one of the parties to a contract lacks capacity. I see no escape from this conclusion.
Furthermore this conclusion seems to me to accord with the decision of the House of Lords in Wandsworth London Borough
Council v Winder [1985] AC 461 .”

“I do not consider the present law to be satisfactory. I say nothing about the merits of this case which have not been
investigated. But there may be cases where it is beyond argument that a third party has entered into a contract with a public
body in ignorance of any procedural defect which may later entitle the public body to claim that the contract was made
ultra vires and so reject liability under it. But if, as I believe there to be, there is only one category of ultra vires decisions
where a local authority is concerned I see no room for a judicial discretion.” *1951

123.  Hobhouse LJ was of a different view. So far as the “no statutory power” ground was concerned, he noted that there was
“no conflict between public law and private law principles” because

“the role of public law is to answer the question: what is the capacity of the local authority to contract? The role of private
law is to answer the question: when one of the parties to a supposed contract lacks contractual capacity, does the supposed
contract give rise to legal obligations?” (p 350).

He continued:

“When a plaintiff is asserting a private law right—a private law cause of action, typically a claim for damages for breach
of contract or tort—the plaintiff must establish his cause of action. Any defence raised by the defendant must be one which
is recognised by private law. Lack of capacity to contract is a defence recognised by private law.”
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124.  Hobhouse LJ held that the other grounds of invalidity raised by the council—the improper purpose and Wednesbury
grounds—did not amount to a lack of capacity in private law, even if they constituted grounds of nullity in public law (pp
355–357):

“Before using the phrase ‘ultra vires’ or the words ‘void’ and ‘nullity’, it is necessary to pause and consider the breadth of
the meaning which one is giving them. It is not correct to take terminology from administrative law and apply it without the
necessary adjustment and refinement of meaning to private law. Where private law rights are concerned, as in the present
case, the terminology must be used in the sense which is appropriate to private law …

“Private law issues must be decided in accordance with the rules of private law. The broader and less rigorous rules of
administrative law should not without adjustment be applied to the resolution of private law disputes in civil proceedings.
Public law, that is to say, the law governing public law entities and their activities, is a primary source of the principles
applied in administrative law proceedings. The decisions of such entities are the normal subject matter of applications
for judicial review. When the activities of a public law body, or individual, are relevant to a private law dispute in civil
proceedings, public law may in a similar way provide answers which are relevant to the resolution of the private law issue.
But after taking into account the applicable public law, the civil proceedings have to be decided as a matter of private law.
The issue does not become an administrative law issue; administrative law remedies are irrelevant.”

At p 357 he concluded:

“It remains necessary to ask what amounts to a defence to a private law cause of action. Want of capacity is a defence to
a contractual claim; breach of duty, fiduciary or otherwise, may be a defence depending upon the circumstances.”

125.  Mr Stilitz for the Council argued that Hobhouse LJ's analysis “founders on the clear words” of Lord Diplock in F Hoffmann-
la Roche & Co AG v Secretary of State for Trade and Industry [1975] AC 295 , *1952  365 where he stated:

“It would, however, be inconsistent with the doctrine of ultra vires as it has been developed in English law as a means
of controlling abuse of power by the executive arm of government if the judgment of a court in proceedings properly
constituted that a statutory instrument was ultra vires were to have any lesser consequence in law than to render the
instrument incapable of ever having had any legal effect upon the rights or duties of the parties to the proceedings.”

126.  However, that case was concerned with the status of delegated legislation, the enactment of which is an inherently public
law activity, and the binding effect of which depends entirely on the valid exercise of the public law power to pass delegated
legislation. Hoffmann-la Roche did not consider the status of a private law contract which a public body enters into pursuant to
an internal decision which could be impugned on public law grounds, and which had then sought to resist a claim in contract
by reference to the private law defence of lack of contractual capacity. In private law, it is the act of contracting itself, not the
decision of a putative contracting party to enter into a contract, which is legally significant. If public law unlawfulness is to
provide an answer to a claim in contract, it must be because of the effect of that unlawfulness on the legal act of concluding
the contract.

127.  The rival views of Neill and Hobhouse LJJ have each attracted judicial support in subsequent case law, but the conflict
remains essentially unresolved.

128.  In Bedfordshire County Council v Fitzpatrick Contractors Ltd [2001] LGR 397 , 407 Dyson J stated that it was not clear
to him “to what extent in practice the approaches of Hobhouse LJ and Neill LJ differ, but to the extent that they differ” he found
“the reasoning of Neill LJ more compelling”.

129.  In Charles Terence Estates Ltd v Cornwall Council [2012] PTSR 790; [2013] PTSR 175 Cornwall Council was sued as the
statutory successor to Penwith and Restormel Borough Councils. Cranston J at first instance found that the councils had taken
out leases in breach of their Roberts v Hopwood public law duty ( Roberts v Hopwood [1925] AC 578 ). The issue then arose
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of whether the councils could rely upon that breach as a defence to a claim in private law for the rent. Cranston J suggested
that bad faith, improper motive or a breach of the Roberts v Hopwood duty on the part of a public body entering into a contract
would all give rise to a lack of capacity as a matter of private law, but not “failure to act for, or take account of, a non-statutory
purpose or consideration” or “making a contract in breach of internal rules and procedures” ([2012] PTSR 790, para 64).

130.  The Court of Appeal reached a different conclusion on the issue of whether the Roberts v Hopwood duty had been breached,
with the result that its observations on the effect of such a breach on the council's capacity to contract were obiter. Maurice
Kay LJ at [2013] PTSR 175, para 37 held:

“In my judgment, the approach of Hobhouse LJ is to be preferred. I do not think that the assimilation of the various types
of public law error in the Anisminic case [1969] 2 AC 147 had the effect of imposing a rule which extends inexorably
to public law error as a defence to a private law claim. There is no logical reason why it should and this *1953  case
demonstrates why it should not. It would be highly undesirable if, years after time expired for the making of a prompt
public law challenge by a person with a sufficient interest, the fact of a historic breach of fiduciary duty should inevitably
lead to the defeat of a private law claim brought by a party who acted throughout in good faith. The Crédit Suisse case
was a clear case of lack of legal capacity. Here, however, Penwith and Restormel were doing what they were empowered
to do by section 17(1)(b) of the 1985 Act in order to meet their onerous statutory duties. I would respectfully adopt the
words of Hobhouse LJ [1997] QB 306, 357D: ‘breach of duty, fiduciary or otherwise, may be a defence depending on
the circumstances.’ I am satisfied that the breaches in this case (if there were any) simply did not go to legal capacity. At
some point, it will be desirable for there to be judicial consideration of the territory between the extremes of the Crédit
Suisse case and the present case. I have come to the conclusion that we have not heard sufficient argument to enable us
to articulate more comprehensive guidance.”

131.  Etherton LJ expressed a similar view at paras 44–47:

“44.  … There was much debate before us, however, on the wider point of principle about the relationship between private
law and public law concepts of ultra vires.

“45.  In my view, the principled approach to that issue is clear. If a transaction is beyond the capacity of a statutory
corporation, it is void: that is, it was always a nullity.

“46.  A corporation can only act by its agents. If its agent enters into a transaction with a third party which is beyond
the agent's actual or apparent authority, the transaction is a nullity since the act of the agent was never binding on the
corporation. Apparent authority depends upon whether the principal made a representation to the third party about the
agent's authority and whether the third party had knowledge of any limitation on the existence or scope of that authority.

“47.  If the transaction with the third party was within the capacity of the statutory corporation and was within the actual
or apparent authority of its agent, then, even if the transaction was a breach of duty by the corporation or by its agent, the
transaction is not void. Depending on the facts, the corporation may have legal or equitable rights against the third party,
such as for mistake, unjust enrichment or as a constructive trustee, but the transaction itself is not a nullity.”

132.  Referring to the “critical distinction” as a matter of private law between acts done in excess of the capacity of a company
on the one hand and an act done in excess or abuse of the powers of the company on the other, he continued at para 49:

“I can see no sound reason why the position should be any different where what is in issue is the validity of a commercial
private law transaction between a corporation which is a public body and a third party. The existence of public law remedies
for breach of public law duties should make no difference to the private law consequences of ultra vires (want of capacity),
on the one hand, and breach of duty in respect of a transaction within the capacity of the corporation, on the other hand.”
*1954

At para 51, he too indicated his preference for the reasoning of Hobhouse LJ over that of Neill LJ in Crédit Suisse .
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133.  In Pro-Vision Systems (UK) Ltd v United Lincolnshire Hospital NHS Trust (unreported) 21 February 2014 , Judge
Waksman QC, in a passage which was once again obiter, held at para 176:

“As to the law, for myself I will adopt the views expressed by Etherton LJ in the Charles Terence Estates case, such that
a rigid demarcation should be maintained between (a) a public law challenge to a public body decision to enter into a
contract; (b) the scope of any private law defence to a claim to enforce it so that the ability to allege something short of
pure ultra vires, for example, actual incapacity, must at best be very exceptional. On that footing the allegations made here
must surely fall on the wrong side of the line, even if true. Although Maurice Kay LJ may have left the point slightly more
open, I have no doubt he would have taken the same view on the facts of this case.”

134.  However, the observations in the case, and the view of Hobhouse LJ, do not find support in the current edition of Chitty
on Contracts , 33rd ed (2019), para 11-038.

The cases on “irrationally generous” payments

135.  There are a number of decisions in private law litigation to enforce contracts entered into by local authorities with their
employees which were said to be inappropriately generous, in which the courts have generally proceeded on the assumption
that if a decision by a public body to enter into a contract can be impugned on any ground of public law, there is no binding
contract as a matter of private law.

136.  The first is Newbold v Leicester City Council [1999] ICR 1182 in which street cleaning drivers employed by the council
sued for breach of contract, when the council refused to implement the agreed payment of lump sum bonuses in return for a
variation in the terms of employment (after receiving advice that the payments might be vulnerable to challenge). The Court
of Appeal refused to uphold the Wednesbury challenge on the facts. It appears to have been common ground, and the court
certainly assumed, that if the challenge had been upheld, this would necessarily have entailed that the agreement to pay the
bonuses was void.

137.  However, Simon Brown LJ made some pertinent observations on the ability of a public body to pray in aid its own public
law unlawfulness in answer to a claim under a contract it had entered into. At p 1190, he noted that “it appears at first blush
a remarkable proposition that a public authority can escape what on its face is a clear contractual liability to employees by
asserting that the contract in question … was excessively generous … and thus outside its powers”. He distinguished Allsop
v North Tyneside Metropolitan Borough Council [1992] ICR 639 (discussed below) and Hazell v Hammersmith and Fulham
London Borough Council [1992] 2 AC 1 as cases involving proceedings by local authority auditors against the council for
rectification of the councils’ accounts under section 19 of the Local Government Act 1982 . At p 1191, he described Hazell
as a case “concerned only with the legality of the contracts in the public law sphere *1955  [which] did not deal with the
consequences to third parties of illegality”, and stated that: “It is arguable that the principle that ultra vires contracts are void
and unenforceable does not apply in relation to public authorities …”

138.  Whatever the true position, he suggested that:

“one may safely assume that no court is going to be astute to allow public authorities to escape too easily from their
commercial commitments. That should particularly be the case where, as here, legitimate expectations have been aroused
in the other party (who clearly entered the contract in good faith), where the relationship between the parties is essentially
of a private law character, where it is the authority itself which is seeking to assert and pray in aid its own lack of vires,
and where that lack of vires is suggested to result not from the true construction of its statutory powers but rather from its
own Wednesbury irrationality. The burden upon the authority in such a case must be a heavy one indeed. It does not seem
to me that the council came within measurable distance of discharging it here.”

139.  If, however, any ground of public law unlawfulness in a decision to contract deprives a public body of contractual capacity,
it is difficult to see how there can be a heavier burden in establishing Wednesbury unreasonableness when it has private law
as opposed to public law consequences, or why it would matter that the lack of vires rested on Wednesbury unreasonableness
rather than the absence of a statutory power.
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140.  The second decision is Hinckley and Bosworth Borough Council v Shaw [2000] LGR 9 , in which a local authority
agreed to increase the final year's salary of an employee specifically for the purpose of enhancing the employee's redundancy
and pension entitlements. That decision was taken against the background of the Court of Appeal's decision in Allsop v North
Tyneside MBC [1992] ICR 639 holding, as a matter of statutory construction, that a council did not have the power to make
redundancy payments exceeding those it was obliged to make under section 81 of the Employment Protection (Consolidation)
Act 1978 . Hinckley council's decision to increase Mr Shaw's salary was an attempt (to which Mr Shaw was a knowing party)
to effect indirectly the payment of higher redundancy payments which (on the basis of the Allsop decision) the council had
no power to pay directly.

141.  Bell J held that the agreement between the council and Mr Shaw was beyond the powers of the council and not binding
because it had been made “for the extraneous or collateral purpose of increasing the employee's redundancy or retirement
benefits beyond what the Acts and regulations would allow, but for the increase in pay” (at p 40). Bell J rooted the unlawfulness
in question in the Roberts v Hopwood principle. Allerdale [1995] 1 Lloyd's Rep 315; [1997] QB 306 was not cited. Given Mr
Shaw's knowledge of the council's improper purpose in varying his contract, it seems likely that the same outcome would have
followed whether Neill LJ or Hobhouse LJ's view in Allerdale was adopted. The decision could also be explained on the basis
that a decision taken with the improper purpose of evading a statutory limit on a council's powers has the same status in private
law as a decision taken outside of those powers. It may be for this reason that Laws LJ in Gibb v Maidstone & Tunbridge
Wells NHS Trust [2010] IRLR 786 , para 7 referred to Hinckley and another similar case, Eastbourne Borough Council v Foster
(unreported) 20 December 2000 *1956  (Colin Mackay QC), as “instances where a local authority unlawfully sought to set in
place arrangements which would allow it to make payments above a permitted statutory maximum”.

142.  The final decision is Gibb v Maidstone & Tunbridge Wells NHS Trust [2010] IRLR 786 , a case in which a National
Health Service Trust sought to resist a private law claim by its former chief executive for payment of the amounts due under a
compensation agreement the Trust had entered into, on the basis that the agreement was “irrationally generous” and hence ultra
vires as a matter of public law. It appears to have been common ground in the case that the Trust lacked contractual capacity, as a
matter of private law, to agree to make “irrationally generous” payments (para 4). Laws LJ was clearly unattracted by the Trust's
contention, suggesting that it had “a very steep hill to climb” (para 7). The court overturned the finding that the payments were
irrationally generous, and did not address the issue of whether such a finding led inexorably to a lack of contracting capacity.

The Administrative Court decisions

143.  There have also been a number of decisions in the Administrative Court which have addressed the consequences of
public law invalidity so far as the decisions by public bodies to enter into contracts were concerned, often in a situation where
the decision of the public body to enter into a contract with one entity was challenged by another, who contended that the
procurement or tender process was unlawful or unfair.

144.  In R (Structadene Ltd) v Hackney London Borough Council [2001] 2 All ER 225 the local authority refused to accept an
offer to purchase a number of industrial units from the applicant, and entered into a contract of sale with the existing tenants on
less advantageous terms. The applicant obtained permission to apply for judicial review, alleging that the sales involved a breach
of section 123(2) of the Local Government Act 1972 , being a sale of land for other than the best price without the Secretary of
State's permission, as well as being independently unlawful on Roberts v Hopwood and Wednesbury grounds. Section 128(2) of
that Act contained a saving for transactions entered into without ministerial consent with innocent third parties, but that saving
was held to apply only if the contracts had proceeded to completion (which the contracts with the tenants had not). Elias J held
that section 128(2) did not apply to the other heads of public law unlawfulness in any event. He found that the applicant was
entitled to have the contract with the tenants declared invalid, but there was no discussion of whether this outcome followed
inexorably as a matter of private law from the invalidity of the council's decision on public law grounds, or took the form of
discretionary relief afforded in public law.

145.  R (Transport and General Workers Union) v Walsall Metropolitan Borough Council [2002] ELR 329 was a case in which
a trade union whose members worked in the defendant council's catering department successfully challenged the council's
decision to award the contract for catering services to an outside contractor in judicial review proceedings. It is clear from
Harrison J's judgment that he did not regard the fact that the procurement decision was unlawful as automatically entailing that
the contract with the outside caterer was void, and that the decision whether or not to declare the contract void was a matter of
discretion. At para 43, he accepted that “he had a broad *1957  discretion in deciding whether or not [he] should grant relief”,
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but he decided in the circumstances that it was appropriate to grant relief not least because the evidence showed that the council
and the outside caterer “went into it with their eyes open” (para 45).

146.  The next decision I was referred to was London & South Eastern Railway Ltd v British Transport Police Authority [2009]
Po LR 157 . The facts of the case are complicated, but in short the defendant (“the BTA”) was a public body set up to maintain
the British Transport Police, and to recover the costs of doing so from users of the rail network (the train operating companies
“TOCs”). Each TOC entered into an agreement with the BTA known as a police services agreement or “PSA”. The BTA sought
to change the amounts payable under the PSAs in a way which advantaged some TOCs and disadvantaged others, leading to
an application for a judicial review by the disadvantaged TOCs. Collins J held that the BTA did not have the power to vary the
amounts payable by the disadvantaged TOCs, and accordingly that the amounts for which they had been invoiced were not due.
However, the advantaged TOCs contended that they had agreed their more favourable terms with the BTA as a matter of contract,
and that the status of their contracts was not affected by the public law unlawfulness established by the disadvantaged TOCs.

147.  The court held that if there was any such agreement, it was “tainted with the illegality” of charging the disadvantaged
TOCs more (para 46) and that the favourable contracts had, in Wednesbury terms, been entered into following a failure to have
regard to a material consideration. At paras 47–48, Collins J stated:

“47.  Mr Fordham submitted that such unlawfulness could not affect contractual obligations entered into by the Authority
if the effect would be to the detriment of the other party. He recognised that contracts which were entered into by public
bodies which were ultra vires were void and so their terms were unenforceable against or by the public body … Mr
Fordham submitted that it was only if the public body had exceeded its lawful powers that a contract could be declared
to be of no effect.

“48.  I see no good reason for the suggested limitation. An irrational act (to use the term as defined by Lord Diplock in
[ Council of Civil Service Unions v Minister for the Civil Service [1985] AC 374 ]) is unlawful and so if that act is the
entering into of a contract that contract cannot be valid. The usual public law requirement that action is taken to set aside
the contracts within at most three months will prevail, but, following the principles laid down by the House of Lords in
Wandsworth London Borough Council v Winder [1985] AC 461 , it would be possible for a party to raise the unlawfulness
as a defence to a claim based on the contract. Mr Fordham has to recognise that in R (Transport and General Workers
Union) v Walsall Metropolitan Borough Council [2002] ELR 327 a decision to enter into a contract was quashed and the
contract declared void and of no effect because of procedural improprieties in the decision. It follows that the variation
in favour of NMF cannot be valid.”

Collins J considered, but rejected, a submission by the advantaged TOCs that he should refuse relief as a matter of discretion
*1958

148.  Finally, it is worth noting the observations of the Privy Council in Central Tenders Board v White [2015] BLR 727 . In that
case, the Central Tenders Board of Monserrat raised an ultra vires defence to a claim to enforce a contract for the construction
of a school hall which the Board had awarded to Mr White. The Privy Council rejected the suggestion that the contract was
ultra vires the Board. They noted, at para 26:

“Ultra vires is not, of course, the only ground on which a court may quash an administrative decision, but it would be
wrong for a court to do so in such a way as to nullify a contract made between a public body pursuant to a legal power and
a person acting in good faith, except possibly on terms which adequately protect that person's interest.”

149.  Those observations lend some support to the suggestion that, even in public law proceedings, it may be appropriate to
distinguish between different grounds of public law unlawfulness when determining whether and on what terms to grant a
discretionary remedy which would impact on a third party which has contracted with the public body in good faith.

Analysis and conclusion

150.  It is clear that if a public body lacks statutory power to enter into a contract of a particular kind, then it will not have
contractual capacity to do so as a matter of private law. As Hobhouse LJ noted, public law (through the construction of the
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statutory regime) answers the question “what is the capacity of the public body to contract?”, and then private law provides that
the consequence of that lack of capacity is that no contract comes into existence.

151.  The difficulty comes when addressing cases in which the public body has capacity to enter into a contract of a particular
kind, but the way in which it has taken the decision to do so can be impugned on public law grounds. The authorities offer
conflicting views on that issue, and provide no answer which is binding on a first instance judge. In these circumstances, it is
necessary to approach the issue from first principles.

152.  So approached, if the nullity of a public body's decision to conclude a contract as a matter of public law was determinative
of the status of the contract for all purposes as a matter of private law, then the same consequences ought automatically to follow
from establishing that nullity, whether this occurs in public or private law proceedings.

153.  However, this is not the case. In Professor Burrows QC's terminology (“We Do This At Common Law But That In
Equity” (2002) 22 OJLS 1), we may do this in private law, but we do that in public law. In public law, the grounds for impugning
a decision to contract may (in Hobhouse LJ's words) be “broader and less rigorous”, but obtaining relief on the basis of those
grounds is subject to a heightened obligation of diligence in bringing a challenge promptly, and relief is discretionary and can be
withheld on various grounds intended to avoid injustice to the defendant or third parties. The approach more closely resembles
the legal method of equity than that of the common law.

154.  Thus, in public law proceedings, it is clear that the court may refuse to grant relief declaring a contract to be invalid as
a matter of discretion, and that one consideration which may well weigh strongly in a decision to do so is *1959  whether the
contract was entered into with a person acting in good faith who would be prejudiced by the declaration of invalidity, particularly
where there has been delay in bringing the challenge. For this reason, a party seeking to challenge a public law decision which
involves the entry into a contract with a third party will sometimes seek an injunction to prevent such a contract going ahead at
all, or allow it to proceed only if a term is included which cancels the contract if the public law challenge succeeds (as in R v
Hammersmith and Fulham London Borough Council, Ex p Beddowes [1987] QB 1050 ).

155.  It would appear to be implicit in a decision to refuse such relief as a matter of discretion in public law proceedings that the
court is acting to protect the private law rights and entitlements of the party who had contracted in good faith. That motivation
is sometimes expressly articulated (eg in Central Tenders Board v White [2015] BLR 727) . If the nullity of the decision to
contract as a matter of public law necessarily and inevitably entailed the invalidity of the contract as a matter of private law,
there would be no third party interest for the court to seek to protect when deciding what discretionary relief to grant. In any
event, any attempt to protect such an interest would be in vain, because whatever relief was or was not ordered in the public
law proceedings, the invalidity of the contract as a matter of private law would have been definitively established and would
remain for all time. In short, the public law decisions appear to acknowledge, at least to some extent, a legitimate interest in
protecting those who have acted on the basis of the apparent validity of a contract and in protecting settled states of affairs
which would be entirely undermined by a wholesale transportation of the scope of public law unlawfulness into the private law
issue of contractual capacity. This difficulty strongly suggests that the nullity, as a matter of public law, of a decision to contract
does not, without more, equate to a lack of contracting capacity as a matter of private law.

156.  Further support for the view that public law invalidity and private law incapacity are not co-extensive can be derived
from the fact that the taking of an ultra vires point in private law proceedings is not subject to any of the procedural safeguards
which apply in public law proceedings. I am conscious that this argument has strong echoes of the submission advanced by Mr
Michael Beloff QC but rejected by the Supreme Court in R (WL (Congo)) v Secretary of State for the Home Department [2012]
1 AC 245 . At para 67, Mr Beloff submitted that it should not be open to Mr Lumba, when advancing his claim for damages
for false imprisonment, to impugn the decision relied upon as the basis for his detention on public law grounds because this
would involve “a private law action without any of the procedural safeguards which apply in a judicial review application” such
as the tight time limit for bringing claims and the discretionary nature of relief. That argument was rejected by Lord Dyson
JSC at para 70, who stated:

“As for Mr Beloff's other points, such force as they have derives from the fact that the detention in these cases is unlawful
because it is vitiated by a public law error. The significance and effect of that error cannot be affected by the fortuity that it
is also possible for a victim to challenge the decision by judicial review proceedings (which are subject to tighter time limits
than private law causes of action) and that judicial review is a discretionary remedy. It is well established that a defendant
can rely on a public law error as a defence to civil proceedings and that he *1960  does not need to obtain judicial review
as a condition for defending the proceedings: see, for example, Wandsworth London Borough Council v Winder [1985]
AC 461 . The same applies in the context of criminal proceedings: see Boddington v British Transport Police [1999] 2 AC
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143 . Mr Beloff submits that the position of a claimant who relies on a public law error to found his cause of action and
a defendant can sensibly be differentiated. But it is difficult to see how or why.”

157.  However, as I have noted, R (WL (Congo)) v Secretary of State for the Home Department was a case in which the public
body was, in effect, deploying an exercise of its own public law powers to justify conduct (detaining Mr Lumba) which, in the
absence of the lawful exercise of public law powers, was tortious. Adapting Hobhouse LJ's analysis in Allerdale [1997] QB 306
, public law answered the question “was the imposition of a constraint on Mr Lumba's freedom of movement lawful?” (it being
a necessary ingredient of the private law tort of false imprisonment that it was not), and private law answered the question,
“what are the consequences if it was not?” (the tort of false imprisonment is committed).

158.  Finally, in a private law context, a test for contractual capacity which was essentially the same for private and public
law bodies might be thought a better fit with English law's traditional sensitivity on the issue of whether public bodies should
be legally privileged in their dealings with private bodies, save where a differential treatment is mandated by statute or well-
established prerogative powers (see e&VeryThinSpace;g Dicey's second aspect of the rule of law, namely “the equal subjection
of all classes to the ordinary law of the land administered by the ordinary law courts”: Introduction to the Study of the Law of the
Constitution 8th ed (1915), p 120). The fact that for companies, the legislative intervention of sections 39–42 of the Companies
Act has altered the consequences of ultra vires for one species of private law legal persons, just as the Local Government
(Contracts) Act 1997 has altered the consequences of an ultra vires contract for a certain class of public body where certain
requirements are met, does not itself provide a basis for applying a different common law test of what constitutes lack of
contractual capacity for private and public law entities (cf the criticism of Charles Terence Estates [2013] 1 WLR 466 advanced
in Chitty , para 11-038).

159.  In the present case, the claimants are bringing a private law claim in contract, to which the defendants’ private law
answer is that the contract is not binding. In this context, the analysis which best addresses the competing tensions and policy
considerations is that proposed (obiter) by Hobhouse LJ in Crédit Suisse [1997] QB 306 and endorsed (obiter) by the Court
of Appeal in Charles Terence Estates by effectively allowing public law unlawfulness to provide a defence to a private law
claim in contract when the facts which give rise to that public law unlawfulness also give rise to a private law defence. Thus a
contract will be void if a public body lacked power to enter into a contract of that type, in the same way as a contract entered
into by a private statutory corporation would be void, absent (in each case) the effect of saving legislation. In such a case, the
public law lack of power provides the basis for the private law defence of lack of capacity. Where the public body in question
has the power to enter into a contract of the relevant kind, but the exercise of that power is unlawful on public law grounds (for
example because the exercise is for an improper purpose or is unreasonable *1961  in the Wednesbury sense), then it will be
necessary for the facts giving rising to the public law unlawfulness to provide a basis for impugning the contract recognised
in private law. This might be because the body's power to enter into contracts has been abused, in which case (adopting the
words of Brown-Wilkinson LJ in Rolled Steel [1986] Ch 246 ) “the position of the third party depends on whether or not he
had notice that the transaction was in excess or abuse of the powers”. It is suggested that this is what Hobhouse LJ had in
mind in Allerdale when stating at p 357 that “breach of duty, fiduciary or otherwise, may be a defence depending upon the
circumstances ” (emphasis added).

160.  It is right to note that this distinction between the private law consequences of an absence of a public law power to enter
into a contract of the relevant kind (no capacity) and a case where the power has been exercised in breach of public law duties
(breach of duty) comes under particular strain when the abuse of power in question arises from it being exercised with the
improper purpose of seeking to do indirectly that which there is no power to do directly. In Allerdale , for example, the improper
purpose finding was made by Colman J (p 323) on the basis that:

“If the council would otherwise have statutory power to enter into the guarantee it did not have such power in this case
because it was purporting to use the guarantee as part of a scheme to facilitate the doing by the company of things which
the council itself had no power to do.”

161.  Similarly, many of the “irrationally generous” payment cases involved attempts to circumvent the lack of any statutory
power to pay redundancy other than at the approved or specified levels. It might be said that there is something unsatisfactory in
there being different private law consequences to a contract entered into which the council did not have power to conclude, and
a contract entered into for purpose of circumventing the lack of such a power. If, properly construed, the contractual disability
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resulting from the lack of statutory power extends to the circumventing acts as well as those directly prohibited, then there is
no difficulty in classifying both as involving lack of contractual capacity as a matter of private law. It may be for this reason
that in Allerdale [1997] QB 306 Neill LJ referred to the improper purpose point as raising “questions which are similar to those
which I have already considered under section 111 [ie the statutory power point]” (p 333), and note also Laws LJ's comment in
Gibb v Maidstone & Tunbridge Wells NHS Trust [2010] IRLR 786 , para 7 quoted above. Alternatively, in those cases where
the public body and the payee have worked together to structure the contract in an attempt to circumvent a statutory control,
the requirement of notice before an abuse of a power argument will avail against a third party in private law is likely to be met.

162.  In summary, therefore, I have concluded that a decision by the College to enter into a contract which the College did
not have power to conclude would give rise to a private law defence of lack of contracting capacity. If, however, the College
did have power to enter into contracts of the relevant type, but is alleged to have acted unlawfully in reaching its decision to
contract, the consequence of such public law unlawfulness in private law will depend both on the nature of the unlawfulness,
and on whether the counterparty had notice of the relevant breach of public law duty. *1962

The vires defence based on borrowing

163.  The College and the Council advanced a number of grounds on which it was said that the Contract was void. However,
their principal ground of attack, and the issue which consumed most time at the hearing, was the contention that the Contract
was void because it involved borrowing for the purposes of the Education Act 2002, Schedule 1, paragraphs 3(3)(a) and (4)(a)
, for which the Secretary of State's permission had not been obtained.

The parties’ submissions

164.  The defendants’ case can be summarised in three propositions: (i) the Contract was a “finance lease” under the relevant
applicable accounting standard; (ii) as such it amounted to “borrowing” within the meaning of paragraphs 3(3)(a) and (4)(a) of
Schedule 1 to the 2002 Act; and (iii) in the absence of the Secretary of State's consent to such borrowing, it was beyond the
College's capacity to enter into the Contract.

165.  Mr Timothy Straker QC, on behalf of the claimants, denied that it was unlawful for the College to enter into the Contract
on the basis of five alternative submissions.

166.  First, he contended that on a proper construction of the 2002 Act, paragraphs 3(1) and 3(3)(a) granted a power to the
College to borrow, the scope of which was not limited by paragraph 3(4)(a) which merely regulated the manner in which that
power was to be exercised. He contends that while exercising the power conferred by paragraph 3(3)(a) without the Secretary of
States’ consent might be in some sense be open to criticism, it would be intra vires (“the paragraph 3(1) and 3(3)(a) Argument”).

167.  Second, Mr Straker contended that even if paragraph 3(4)(a) does impose a limit on paragraphs 3(1) and 3(3)(a) of the
2002 Act, that limit was not engaged here. He submitted that paragraph 3(4)(a) only requires the Secretary of State's consent in
respect of a transaction which involves borrowing and the grant of security in conjunction (“the Security Argument”).

168.  Third, it was Mr Straker's case that the Contract did not in any event involve “borrowing” within the meaning to be
accorded to that word in paragraph 3(4)(a). He submitted that the ordinary meaning of the word “borrowing” does not extend
to a transaction such as the Contract, as evidenced by the fact that no one contemporaneously or for years after the Contract
was entered into suggested that the Contract involved borrowing. As the Contract did not amount to borrowing as a matter of
ordinary language, Mr Straker submitted that the technical question of whether the Contract was an operating or finance lease
was not relevant (“the Cozens v Brutus Argument” (see para 176 below)).

169.  Fourth, as a variation of the argument in the preceding paragraph, Mr Straker submitted that paragraph 3(4)(a) was only
engaged when a school borrowed “such sums” as it saw fit. In this case no sums were ever identified by the College as the sums
to be borrowed, so the College cannot have needed to obtain the Secretary of State's consent (“the Such Sum Argument”).

170.  Fifth, and finally, Mr Straker contended even if a finance lease would involve borrowing within the meaning of paragraph
3(4)(a), the Contract was an operating lease and not a finance lease. *1963
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Issues as to the interpretation of the Education Act 2002, Schedule 1, paragraphs 3(1), (3) and(4)(a)

171.  The first four submissions of the claimants raise issues which are matters of statutory interpretation and if any one of those
arguments succeeds, it would be unnecessary to consider the factual question of whether the Contract is a finance lease. Given
the threshold nature of these questions, I consider them first.

The paragraph 3(1) and 3(3)(a) Argument

172.  In my view it is clear that paragraph 3(4)(a) imposed a statutory condition precedent to the power of a governing body to
borrowing money, namely obtaining the consent of the Secretary of State:

 (i)  Paragraph 3(1) gave the College power to “do anything which appears to them to be necessary or expedient for the
purposes of, or in connection with, the conduct of the school”. However, as a matter of statutory interpretation, that power
is subject to the limitations appearing elsewhere in the same Schedule.

 (ii)  Paragraph 3(3)(a) identifies specific powers within paragraph 3(1), including “to borrow such sums as the governing
body think fit”. However, subject to the further arguments I will come to, this was a power to borrow with the written consent
of the Secretary of State rather than a general power to borrow. It is not possible to construe paragraph 3(1) as conferring a
power on the College untrammelled by the requirement for obtaining written consent for borrowing under paragraph 3(4)
(a). This would render the limitation imposed by paragraph 3(4)(a) entirely nugatory. It would seem to follow from Mr
Straker's argument that the limitation on the power to contract in paragraph 3(7) would be similarly nugatory because that
limit would not impact the width of the power afforded by paragraph 3(1).

 (iii)  The correct approach is to construe Schedule 1 as a whole giving proper weight to all its parts. Doing so, it is clear that
paragraphs 3(4)(a) and 3(7) limit the powers afforded to the College by paragraph 3(1) and illustrated in paragraph 3(3).

173.  Mr Straker's second argument was that paragraph 3(4)(a) did not limit the College's power to borrow, but imposed a
requirement as to the manner of its exercise. Once again, I am unable to accept this argument:

 (i)  Paragraph 3(4)(a) provides that the power “may only be exercised” (emphasis added) with the Secretary of State's
consent. This language strongly suggests that paragraph 3(4)(a) was imposing a limit on the power mentioned in 3(3)(a)
(as conferred by paragraph 3(1)).

 (ii)  Not only is this the natural construction as a matter of language, it is also supported by authority. In Rhyl Urban District
Council v Rhyl Amusements Ltd [1959] 1 WLR 465 Harman J considered the effect of section 177 of the Public Health Act
1875 which provided that “any local authority may, with the consent of the local government board, let for any term any
lands which they possess”. The council did not obtain the relevant consent. Harman J held at pp 473–474 that “the only
power of letting” which the council had was with the consent of the Ministry of Health and “if, therefore, the consent of
that body was not obtained, the lease was, in my opinion, ultra vires and void”. At p 475, he rejected the argument that
“the present was not a case of the plaintiff council having no power, but that *1964  they had a power if they obtained the
necessary consent” as “a quibble”. In my view, Mr Straker's attempt to distinguish the wording in that case from paragraph
3(4)(a) is similarly a “quibble”, and there is no material difference between the two provisions in this respect.

 (iii)  There are a number of authorities that make it clear that where a power of a public body is subject to a statutory
requirement of consent, the requirement of consent limits the vires of the body so far as that power is concerned. For
example, in Crédit Suisse [1997] QB 306 , 317 Neill LJ referred to local authority's power to borrow under section 172 of
and Schedule 13 to the Local Government Act 1972 for a purpose or class of purpose approved by the Secretary of State,
and noted that “a local authority's power to borrow was effectively constrained by the need to obtain the approval of the
Secretary of State”.

 (iv)  Further, as Neill LJ noted in Crédit Suisse , at pp 317 and 332–333, there is an important policy underpinning the
requirement that borrowing is only undertaken with the consent of the Secretary of State, namely, to ensure that central
government has control over public borrowing. That control would be undermined if the requirement for the Secretary of
State's consent did not limit the capacity of the public authority to borrow.

The Security Argument

174.  I was equally unpersuaded by this argument. The claimants’ heavy reliance on the word “and” in paragraph 3(4) is
misplaced. The provision is more naturally read as referring to the power to do two distinct things: first to borrow money, and
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second to grant security in respect of such borrowing, rather than a requirement which only applies power when both things
are done together.

175.  This analysis is supported by the wording of paragraph 3(3)(a) which plainly treats the borrowing of money and the granting
of security in respect of such borrowing as two distinct activities, both of which a governing body is distinctly empowered to
do. Paragraph 3(4)(a) is naturally to be read as imposing a limit on the entirety of the power referred to in paragraph 3(3)(a),
and not simply on those occasions when the power to borrow is exercised on terms whereby security is to be provided. In short,
both a decision to borrow, and a decision to provide security for borrowing, require the Secretary of State's written permission.

The Cozens v Brutus Argument

176.  As I understood this argument, it was that the word “borrowing” was to be interpreted as an ordinary English word, in
accordance with the approach set out in Cozens v Brutus [1973] AC 854 , it being contended that, as a matter of ordinary English
language, the Contract would not be described as a loan. Mr Straker submitted that “no money was taken on loan; equipment
was used on payment of a charge just as a ship may be hired for a time charter or a car may be hired on payment of the hire
charges. I borrow my friend's car; I hire a car from Avis”.

177.  I do not accept Mr Straker's submissions as to the ordinary meaning of the word “borrowing” in paragraph 3(4)(a).
Adopting Mr Straker's vehicular analogy, if a person wishes to purchase a car, but is unable to raise the money, and the dealer
offers a lease under which the hirer would assume substantially all of the risks and rewards of ownership in return *1965  for
periodic payments, with the amount payable being calculated on a basis which reflected the costs of financing being provided
to facilitate the transaction, I am satisfied that they would describe this as borrowing.

178.  Further, the issue of what constitutes “borrowing” for the purposes of paragraph 3(4)(a) cannot turn on how the transaction
is structured or labelled, but must involve consideration of the economic substance of the transaction. Transactions which
involve a credit element take a number of different legal forms. For example a common method of commercial borrowing is
a repo transaction (repurchase transaction). As Blair J noted in Första AP-Fonden v Bank of New York Mellon SA/NV [2013]
EWHC 3127 (Comm) at [290]:

“In simple terms, a repo is a transaction in which one party sells an asset (such as fixed-income securities) to another party
at one price, and commits to repurchase the asset at a different price in the future. Although a repo is structured legally as a
sale and repurchase of the securities, it behaves economically like a secured loan, with the securities acting as collateral.”

179.  Unless the issue of what constitutes borrowing is approached as a matter of substance, the control which paragraph 3(4)
(a) is intended to impose, and the policy which the requirement for the Secretary of State's consent is intended to serve, would
be readily capable of circumvention. The established accounting tests for identifying a finance lease involve an analysis as a
matter of substance and not of form. If, as a matter of accounting substance, the Contract is a finance lease, then I am satisfied
that it would constitute borrowing so as to engage paragraphs 3(3)(a) and 3(4)(a).

180.  By way of further explanation, under IAS 17 (which was the accounting standard used by both Mr Jackson and Mr Smith), a
finance lease is a lease which transfers substantially all the risks and rewards incidental to the ownership of an asset to the lessee.
The reasons why a finance lease is treated as borrowing as a matter of accounting substance are helpfully explained in notes to
the Chartered Institute of Public Finance & Accountancy (CIPFA) Code of Practice on Local Authority Accounting at F67:

“Where a lease is classified as a finance lease, then the substance of the transaction is considered to be the same as if the
authority had purchased the asset and financed it through taking out a loan. The authority therefore recognises its interest
in the asset together with a liability for the same amount. The lease payments are then treated in a similar way to loan
repayments, being split between the repayments of the liability and a finance charge.”

181.  I am comforted in my conclusion that entering into a finance lease constitutes borrowing for the purpose of paragraphs
3(3)(a) and 3(4)(a) of Schedule 1 by the fact that this is the received wisdom of those who deal regularly with this issue. The
statutory guidance issued by the Department for Education under Schedule 14 to the SSFA expressly identifies a finance lease
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as a form of borrowing for Schedule 1 purposes, as does the Council's Scheme. This was also the understanding of Mr Spring,
who had considerable experience in asset finance leases and dealings with public bodies, and who said that he was “very well
aware that a finance lease is considered to *1966  constitute borrowing”. This was also the effect of the legal advice on the
basis of which BOSHire and the College proceeded when entering into the Contract. While Mr Straker submitted that the best
evidence of the meaning of the word borrowing here was the fact that contemporaneously and for years, “no party described
what had occurred as borrowing”, this was not because, as a matter of ordinary English, they did not understand that a finance
lease constituted borrowing. On the contrary, they had the opposite understanding. It was because they did not understand the
Contract to be a finance lease.

The Such Sum Argument

182.  This argument proceeded on the basis that the power in paragraph 3(3)(a) to “borrow such sums as the Governing Body
think fit”, and the restriction on that power in paragraph 3(4)(a), only apply where it was possible to identify a specific sum which
the College had decided to borrow, which it was not possible to do in this case. Once again I am unable to accept this submission.
The words “such sums as the Governing Body think fit” were not intended to create a limitation on the operation of paragraph
3(4)(a), but to give the Governing Body a discretion as to the amount it borrowed provided the Secretary of State's permission
was obtained, making it clear it was for the Governing Body in the first instance to decide how much it wanted to borrow.

183.  Where, as in this case, the College chose to enter into a structured transaction which economically incorporates borrowing,
but did not choose to disaggregate the amounts it had agreed to pay into their constituent elements, that does not have the effect
that that the College has not, after all, purported to exercise its power to borrow. It has purported to exercise its power to borrow
that element of the total amount being paid which reflects the credit element of the transaction. The argument that the College
was freed from the limitation created by paragraph 3(4)(a) because, in Mr Straker's words, “the Governing Body does not appear
to have done any sums” is a wholly unattractive one, which would have the result that deficiencies in due diligence and financial
analysis would enlarge the contracting capacity of a public body. The argument has nothing to commend it.

Was the Contract a finance lease or an operating lease?

IAS 17

184.  As I have noted above, the parties’ accounting experts proceeded for the purpose of their evidence on the basis that the
accounting standard which falls to be applied in determining whether the Contract is a finance or operating lease is IAS 17
(which applies to the Council in accordance with the CIPFA Code of Practice on Local Authority Accounting).

185.  The key question under IAS 17 for the purposes of identifying an operating lease is whether the lease transfers substantially
all the risks and rewards incidental to ownership to the lessee. In order to answer that question IAS 17 provides as follows:

“10.  Whether a lease is a finance lease or an operating lease depends on the substance of the transaction rather than the
form of the contract. Examples of situations that individually or in combination would normally lead to a lease being
classified as a finance lease are: (a) the *1967  lease transfers ownership of the asset to the lessee by the end of the lease
term; (b) the lessee has the option to purchase the asset at a price that is expected to be sufficiently lower than the fair
value at the date the option becomes exercisable for it to be reasonably certain, at the inception of the lease, that the option
will be exercised; (c) the lease term is for the major part of the economic life of the asset even if title is not transferred;
(d) at the inception of the lease the present value of the minimum lease payments amounts to at least substantially all of
the fair value of the leased asset; and (e) the leased assets are of such a specialised nature that only the lessee can use
them without major modifications.

“11.  Indicators of situations that individually or in combination could also lead to a lease being classified as a finance
lease are: (a) if the lessee can cancel the lease, the lessor's losses associated with the cancellation are borne by the lessee;
(b) gains or losses from the fluctuation in the fair value of the residual accrue to the lessee (for example, in the form of a
rent rebate equalling most of the sales proceeds at the end of the lease); and (c) the lessee has the ability to continue the
lease for a secondary period at a rent that is substantially lower than market rent.

“12.  The examples and indicators in paras 10 and 11 are not always conclusive. If it is clear from other features that the
lease does not transfer substantially all risks and rewards incidental to ownership, the lease is classified as an operating
lease. For example, this may be the case if ownership of the asset transfers at the end of the lease for a variable payment
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equal to its then fair value, or if there are contingent rents, as a result of which the lessee does not have substantially all
such risks and rewards.”

The proper approach to lease classification

186.  There was much common ground between Mr Jackson and Mr Smith on the proper approach to classification of a lease
pursuant to this standard. They agreed that: (i) lease classification involves the exercise of judgment by an accountant; (ii) this
is a qualitative exercise which is informed by certain quantitative assessments; (iii) in order to classify a lease it is necessary for
an accountant to consider all the relevant circumstances before forming a view; and (iv) IAS 17 is split into primary indicators
(the first five indicators in para 10) and other indicators (those in para 11) and a practitioner would place more weight on the
five primary indicators rather than the three other indicators.

187.  There was a difference between the claimants and defendants as to the proper approach to the primary indicators. The
defendants contended that the statement that those five situations “ individually or in combination would normally lead to the
classification of a finance lease” (emphasis added) meant that if it was shown that just one of those factors was present, that
would be sufficient to make the lease a finance lease. In contrast, the claimants emphasised the point of agreement between the
experts that lease classification requires consideration of all the circumstances before reaching a conclusion. The claimants also
relied on the statement in the first sentence of para 12 of IAS 17 that the indicators are not always conclusive.

188.  It was Mr Smith's evidence that, generally, if any one of the primary indicators is present then the lease will be classified
as a finance lease. In cross-examination, *1968  Mr Jackson disagreed with this view. However, it is clear from the words
“individually or in combination” in IAS 17 that one indicator can be sufficient to cause a lease to be classified as a finance
lease, and the guidance issued by KPMG suggests that this will generally be the case. No doubt there will be cases where it will
not be appropriate to draw that conclusion on the basis of a single factor.

189.  The claimants argued that there was no distinction between primary and secondary indicators because the expressions
“primary” and “secondary” do not appear in IAS 17. However, this dual-classification was supported by both accounting experts
in their joint memorandum, which records that “the experts are agreed that IAS 17 is split into primary indicators and other
indicators” and that “an accounting practitioner would place more weighting in practice to the five primary indicators”. The
distinction was also reflected in guidance material produced by Deloitte, KPMG and CIPFA. I am satisfied that the terminology
fairly reflects the relative importance of the matters identified in paras 10 and 11 of IAS 17.

Who decides if a lease is a finance or operating lease and when?

190.  The issue of whether the Contract constituted borrowing is, in the final analysis, a question for the court on the evidence
before it, the status of the lease to be determined at the time it is concluded, rather than at the date of the hearing. That offers
the unattractive possibility of two different but equally reasonable judgments as to the status of the Contract being reached
at different points in time, something which would be wholly incompatible with commercial certainty and leave the parties’
dealings in a permanently unsettled state. The practical, rather than analytical, answer to that conundrum is that if the lease is
classified as a finance lease at the time, applying the correct principles and using inputs which fall within the range of reasonable
values, a court is likely be reluctant to disturb that classification at a subsequent hearing merely because the choice of other
values from the range of reasonable options would have led to a different conclusion.

191.  In this case, however, there is no evidence of the College performing any IAS 17 calculation at the time. I accept Mr
Stilitz's submission for the Council that the College “simply took on trust BOSHire's repeated assertions that the … Contract
was an operating lease”. Nor did the claimants seek to adduce evidence of expert consideration which was given to the issue
before the Contract was signed, nor to establish and verify the inputs to whatever contemporaneous calculations they may have
performed. Rather than putting forward and seeking to defend a contemporaneous assessment, the claimants have relied upon
a retrospective calculation performed by their experts for the purposes of the trial.

192.  IAS 17 distinguishes “between the inception of the lease (when leases are classified) and the commencement of the lease
term (when recognition takes place)”. The inception of the lease is the earlier of the date of the lease, or the date of commitment
by the parties to its principal provisions (para 13). In circumstances in which BOSHire kept its options open until signing the
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lease on 30 April 2013, while it worked out if it could finance the transaction, I am satisfied that the date of 30 April 2013 is
the relevant inception date for IAS 17 purposes. The lease term commenced in September 2013.

193.  The directions given by Knowles J for the trial on 30 April 2019 provided for the expert accountancy and valuation reports
to be served *1969  sequentially, with the claimants going first. The expert report prepared by Mr Jackson for the claimants
performed one of the calculations referred to in IAS 17—the so-called PVMLP calculation which I address further below—
using inputs for the value of the Building derived from the claimants’ valuation expert, Mr Dodson. Mr Dodson was instructed
to value the Building “at the date of practical completion, being 5 September 2013”, and Mr Jackson used that input in his
calculations. In his responsive valuation report, unsurprisingly, Mr Manley for the defendants was also instructed to and did
value the Building as at 5 September 2013. Again, unsurprisingly the defendants’ accounting expert Mr Smith used the two
competing 5 September 2013 valuations as inputs in his report. The accountancy experts’ joint meeting used the valuations
which the valuation experts had provided, agreeing that “if Mr Manley's valuation is preferred, then the PVMPL test would
be met for finance leasing classification”, and that “if Mr Dodson's valuation evidence is preferred, then the PVMLP test may
or may not be met for finance lease classification”. The experts’ consideration of the specialised use issue (another IAS 17
test which I address below) also expressed differing conclusions dependent on whether “Mr Manley's valuation evidence is
preferred” or “Mr Dodson's valuation is preferred”. There were a number of other references to the same effect. In short, the
expert evidence proceeded at all times on the basis that the value of the Building to be used in the present value of the minimum
lease payments (“PVMLP”) calculations was the value as at September 2013.

194.  However, in his cross-examination of Mr Smith, Mr Straker suggested that the correct date for classifying the lease was
either February 2013 (when the College signed the Contract) or April 2013 (when BOSHire signed the Contract). Mr Straker
then submitted in closing that the relevant inception date was in April 2013 and that there was no evidence of the proper
classification or value of the lease at that date. Until Mr Straker's cross-examination, there was no hint from the claimants that
they might seek to challenge 5 September 2013 as the appropriate classification date, or to suggest that the valuation evidence
had been prepared at the wrong date with the result that there was an evidential gap on the borrowing issue. As a result, the
defendants were unable to explore this issue with Mr Jackson in the course of his cross-examination, or to adduce evidence of
the value of the Building as at 30 April 2013.

195.  In circumstances in which it was the claimants themselves who selected September 2013 as the valuation date, to which
the defendants’ expert then responded, and in which the defendants were unable to adduce expert evidence-in-chief from Mr
Smith on this issue, nor to explore the issue with Mr Jackson in cross-examination, it was in my view too late for the claimants
to seek to take the point that the valuation evidence had been prepared at the wrong date.

196.  Further, para 13 of IAS 17 provides that where the parties agree to change the provisions of the lease in a manner that
would have resulted in a different classification of the lease, the revised agreement is to be regarded as a new agreement over its
term. If the Contract was already a finance lease as at 30 April 2013, then para 13 would not matter. But if one were to assume
in the claimants’ favour that the Contract would not have been a finance lease as at April 2013, then the effect of the variations
in the rent amount as at July and September 2013 would have to be considered, with any classification *1970  of the lease as
a finance lease as at September 2013 leading to the Contract being defined as a finance lease throughout its term. While this
aspect of IAS 17 was confirmed by Mr Smith in re-examination, this issue was not considered in the experts’ reports, and there
were no submissions as to how any reclassification of the Contract under para 13 of IAS 17 would impact on the operation of
paragraph 3(4)(a) of Schedule 1 . The fact that the defendants were deprived of a proper opportunity to explore the effect of
para 13 of IAS 17 in this respect because of the late stage at which the claimants sought to take this point is a further reason
why I have concluded that the point is not open to them.

197.  Finally, there was no evidence before me to suggest that there is likely to be any significant difference in the value of
the Building at April and September 2013. In circumstances, in which the defendants could not be criticised for preparing their
valuation evidence at this date, and doing the best I can on the evidence which I do have, I am not persuaded that there is any
difference in the value of the Building, whether determined as at April 2013 or September 2013, and certainly none sufficient
to affect the classification of the Contract for IAS 17 purposes.

Primary indicators (a) and (b): transfer of ownership and option to purchase

198.  I should record that it was common ground that two of the primary indicators of a finance lease—whether ownership of
the asset passed to the lessee at the end of the lease term, and whether the lessee had an option to purchase the asset at a price
that made it reasonably certain at inception that the option would be exercised—were not present in this case. The fact that
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the College wished to purchase the Building, and that BOSHire had stated—without committing itself—that it was likely to
respond favourably to such a request does not change the position.

199.  The defendants’ case focused on primary indicators (c), (d) and (e).

Primary indicator (d): Present value of minimum lease payments

200.  As I have stated, primary indicator (d) is “whether at the inception of the lease the present value of the minimum lease
payments [‘PVMLP’] amounts to at least substantially all of the fair value of the leased asset”. Mr Jackson described this factor
as the “key indicator” of lease classification.

“Substantially all”

201.  The first issue is what counts as “substantially all”. There is no express threshold percentage ratio stated in IAS 17.

202.  Mr Jackson's evidence was that this is generally taken to be a minimum of 90% although practitioners can apply different
percentages. Mr Smith's evidence was that some accountants use a 90% figure, but that since neither IAS 17 nor the guidance on
IAS 17 given by KPMG and Deloitte refer to the 90% figure, it should be approached with caution. In his view, there is no single
bright numerical line, rather an accountant must exercise his judgment by applying the test of “substantially all” according to
the ordinary meaning of those words.  *1971

203.  The Council's own accounting policy states:

“One of the key tests for classification of finance leases is that lease payments are substantially all of the fair value of the
asset. The council has defined substantial as being where minimum lease payments are at least 70% of the fair value of
the leased asset. All other leases are classified as operating leases.”

204.  Mr Jackson resisted the suggestion that the Council's policy involved classifying leases in which the minimum payments
were in excess of 70% of fair value as finance leases. However, it is clear that the Council were treating the primary indicator
of whether the PVMLP amounted to substantially all of the fair value of the leased asset as a “key test”, and one which would
be satisfied if the PVMLP exceeded 70% of fair value.

205.  In closing, the College and the Council submitted this 70% threshold should be applied for the purpose of classifying the
Contract because it was open to bodies to define “substantially all” in their accounting policies, the Council had done so at 70%
and, if the College had formed an assessment of finance lease classification, it should have done so using the Council's policies.
This argument gives rise to a number of potential issues:

 (i)  First, it would involve the application of paragraph 3(4)(a) varying depending on the accounting policies adopted in a
particular case rather than the court determining the issue by applying the “substantially all” test. That could produce what
might be thought to be the unattractive position that two identical transactions would fall to be treated differently depending
on the accounting policy adopted by the lessee.

 (ii)  Second, both the lessor and lessee can define their own accounting policies, raising the prospect that the transaction
might constitute borrowing from the perspective of the lessee but not from the perspective of the lessor.

 (iii)  Finally, the legal basis on which it was said that the Council's accounting policy should determine the status of the
Contract for the College, in circumstances in which I have found that the College was not acting as the agent of the Council,
was not the subject of any detailed submissions at the trial.

206.  In circumstances in which the issue of whether the 70% test applies does not affect my determination of the classification
of the Contract, I have decided to proceed on the basis of Mr Smith's evidence that “substantially all” is not defined by a single
numerical bright line, but falls to be applied in the light of other circumstances. As it happens, I have concluded that the Contract
constitutes a finance lease even using the 90% PVLMP test for which the claimants contends. However, this should not be
regarded as an endorsement of the 90% test for all purposes. There are a wide variety of assets which may be the subject of asset
leases, and in which the classification of the lease as an operating or finance lease is of critical importance to the commercial
viability of the transaction. Some of these are assets which are essentially fungible, eminently transportable and generally subject
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to lease terms of at most a few years (for example IT equipment or office furniture). By contrast, this case involves a modular
building, installed on site after substantial preparatory and groundwork, designed to meet the lessee's specialised requirements,
subject to a 15-year lease term and which it would involve a significant financial and logistical effort to relocate. These are
characteristics which might be thought to test the outer limits of the concept *1972  of an operating lease, and to make the
use of a lower PVMLP threshold more prudent.

The PVMLP ratio under the Contract

207.  The PVMLP ratio is a function of: (i) the fair value of the leased asset at inception; (ii) the interest rate implicit in the
lease (which in turn depends inter alia on the unguaranteed residual value of the asset); and (iii) the minimum lease payments.
While (iii) is set by the Contract, both (i) and (ii) are matters of assessment.

208.  In simple terms, the lower (i) and (ii) (as well as the unguaranteed residual value of the asset) were relative to (iii), the
more likely it was that the PVMLP amounted to substantially all of the value of the Building at inception.

209.  Mr Jackson and Mr Smith's analysis of the PVMLP under the Contract was therefore dependent on the expert evidence of
Mr Dodson and Mr Manley as to the value of the Building (i) at inception (which for the reasons set out above I have concluded
is to be taken as their valuations as at 5 September 2013) and (ii) the unguaranteed residual value of the asset at the end of the
lease. In this regard, it is important to note that Mr Jackson and Mr Smith were agreed that if Mr Manley's expert valuation
evidence was to be preferred, even just on (i), then the Contract was a finance lease.

210.  A major tension in the valuation evidence arises from the fact that the value of the Building is different in situ and ex situ.
An in situ valuation contemplates that the Building is fixed and so can cover works which would be non-recoverable were the
asset relocated such as preliminary works and groundworks. Conversely, an ex situ valuation conceives of the Building as a
chattel which is relocatable so that those non-recoverable works cannot form part of the valuation (because their value cannot
be realised ex situ, and indeed similar works would be required by any subsequent lessee of the Building).

211.  In the following sections, I review the evidence on each of the three inputs before explaining my overall conclusion on
the PVMLP.

(i) Fair value

212.  Mr Dodson adopted as his valuation in situ the cost of completion certified by the Bailey Partnership, namely £7,147,039.
This equated to around £2,400 per square metre. Importantly, this value included substantial sums for preliminaries and
groundworks.

213.  In contrast, Mr Manley valued the Building in situ on four different valuation approaches using guidance from the Royal
Institute of Chartered Surveyors (“RICS”). Applying a weighted analysis of the outputs of those four approaches, he valued the
Building at £4,540,000. This equated to £1,519 per square metre.

214.  I am satisfied that the valuation put forward by Mr Dodson is too high: (i) Mr Dodson cited a number of comparator
relocatable buildings used by other schools in his reports. Mr Manley calculated that the cost of build per square metre for these
comparables amounted to £1,543, around £800 less than the £2,400 per square metre figure which Mr Dodson used. I agree with
the defendants that Mr Dodson's own comparable suggest that his in situ valuation is significantly too high. (ii) Mr Dodson's
valuation on this basis is very substantially in excess of the quotation for a modular building which the College obtained from
McAvoy of under £4m plus VAT in *1973  March 2011, even allowing for the time interval between the two quotations. (iii)
Mr Dodson's approach assumes that the value of the Building was represented by the amount paid to BOS for the construction
of the Building. However, I do not believe that this is an appropriate assumption, particularly in circumstances (as I explain
below) in which the College made no real attempt to negotiate the hire figures down and in which BOS and BOSHire were
not dealing at arm's length.

215.  Mr Dodson's response to the suggestion that his valuation was out of line with his own comparables was to suggest that this
was not the case once non-recoverable costs such as preliminaries and groundworks were removed from the Bailey Partnership
figure. If just preliminaries and groundworks were deducted, then on Mr Dodson's approach the fair value at inception would
be £5,722,143. If all non-recoverable costs were deducted, that value would be £5·33m.

Case 2:19-ap-01383-SK    Doc 259-3    Filed 06/03/21    Entered 06/03/21 15:47:43    Desc
Exhibit B to Phelps Declaration    Page 189 of 293



School Facility Management Ltd v Governing Body of..., [2020] P.T.S.R. 1913...

© 2021 Thomson Reuters. 44

216.  I do not accept that this explains the discrepancy. Mr Dodson accepted that he did not know whether his comparables
included groundworks and preliminaries (he accepted that “we don’t know what is included in these costs”). In any event, Mr
Dodson's response reveals a further difficulty with the claimants’ analysis, namely that it involved assessing fair value on an
in situ basis (i e the Building as completed on site at the College), in circumstances in which the claimants’ residual value
calculation necessarily had to be done on an ex situ basis (its value as an asset capable of being disposed of to someone other than
the lessee at the end of the lease). This is the case because, for IAS 17 purposes, it was necessary for the claimants to establish
that at the end of the lease, the Building had a residual value on a third party disposal. In so far as the claimants sought to rely
on an ex situ valuation of the Building, such a valuation cannot include work the value of which is not capable of being enjoyed
at another location and which would therefore have no value to a subsequent lessee. In circumstances in which the claimants’
PVMLP case was heavily dependent on the Building being relocatable, such that it could be said to have a further significant
economic life at the end of the lease to the College, it was not appropriate for the claimants to conduct the PVMLP calculation on
a basis which included the value of non-transferrable work within the calculation of the fair value of the Building at inception.

217.  In addition to using Mr Dodson's valuation, Mr Jackson also used the insurance value of the Building, as stated in the
Contract of £6,953,000 which he uplifted by reference both to the cost of the variation works done between April and September
2013 (which came to £487,000) and interest costs. This produced a figure of £7,634,189. Mr Jackson then took the midpoint
between Mr Dodson's valuation and his own calculation as his fair value.

218.  I am unable to place reliance on this assessment of the Building's value:

 (i)  To the extent it depends on Mr Dodson's valuation, it suffers from the weaknesses I have identified above.
 (ii)  I do not regard the value for which the claimants required the Building to be insured at the College's expense as

a particularly satisfactory method of valuing the Building. It is certainly much less reliable than Mr Manley's weighted
valuation approach. *1974

 (iii)  The groundworks represented 30% of the insurance value defined in the Contract and used by Mr Jackson, raising
the same issue as that which arises on Mr Dodson's valuation using the Bailey Partnership figure. When those costs are
excluded, as the Council did when calculating the insurance value of the Building, the value was £4·9m.

 (iv)  Further, it is not appropriate to uplift the insurance value by £487,000 for additional work, in circumstances in which
the additional works did not lead to any increase in the required insurance value.

219.  In conclusion:

 (i)  Valued on an in situ basis, I am satisfied that the value of the Building was substantially less than the figures of in
excess of £7m used by both Mr Dodson and Mr Jackson. I have found the methodology by which Mr Manley's valuation
of £4,540,000 to be more reliable, but I accept that this might understate the value of the Building. However, I am satisfied
on the evidence before me that the in situ value of the Building did not on any view exceed £6m.

 (ii)  On an ex situ basis, on the claimants’ own figures, the value of the Building cannot have exceeded £5·35m (the Bailey
Partnership figure less non-recoverable costs). For reasons I explain below, I am satisfied that the ex situ value of the
Building as at September 2013 is very substantially less than that.

(ii) Residual Value

220.  It was common ground that at the end of the Contract, there were in principle four options for the future use of the Building:
either in situ sale or re-lease to the College; or ex situ sale or re-lease to a third party. Importantly, it was common ground that,
if an ex situ sale or re-lease were not economically viable, this would suggest that the Contract was a finance lease (because,
on an in situ basis, any money received in respect of residual value would have to be paid by the College).

221.  The claimants did not tender any expert valuation evidence as to the residual value at lease expiry (in 2028). This was
despite Mr Jackson explaining in his written evidence that assessing the residual value is the most judgmental part of the PVMLP
calculation. Mr Dodson stated that he had not been instructed to provide such a valuation. As there was no proper consideration
of this issue in Mr Dodson's report (to which Mr Manley would have had an opportunity to reply), I do not feel able to rely
on Mr Dodson's suggestion made for the first time in cross-examination (which I did not find it particularly easy to follow)
that the residual value of the Building was unlikely to change between 2019 and 2028, save to say that my initial reaction is
that this is implausible.
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222.  The claimants’ failure to proffer expert evidence on this issue meant that their case on residual value was entirely premised
on a set of assumptions adopted by Mr Jackson, whose expertise did not extend to the valuation of the Building. Mr Jackson
calculated residual value in two ways. First, on a “lessor return” model, he calculated an estimate of initial residual value of
£1,461,440. This represented the total cost of the Building (£7,580,730) less the initial payment under the Contract (£1,001,762)
and the sale of rights to SFM and subsequently GCP. He then uplifted that initial residual value by RPI (for which he used a
figure of 5·6%) on the assumption that an investor would hope to make a return on their investment at least equal to inflation.
*1975  Second, on a “building cost inflation” approach, he took the value of the building in 2013 and uplifted it to reflect

inflation by RPI (once again using a 5·6% figure). He then applied a 70% reduction to that figure, on the basis of a statement
in Mr Dodson's report that the ex situ value attributed to a modular building is 30% of the cost of a similar new building.

223.  Mr Jackson's calculations both used an RPI figure of 5·6%. Mr Smith's evidence was that this figure was inappropriate.
In Mr Smith's opinion, an appropriate RPI rate was around 3%, because the rate in 2013 was 3% and the five-year rate to 2013
was 3%. I have concluded that Mr Smith's criticisms of the RPI rate used by Mr Jackson are justified:

 (i)  Mr Jackson's 5·6% figure was arrived at by taking an average RPI for the period from 1949 to 2013. That included the
unusually high inflation of the 1970s and 1980s which had the effect of increasing the average RPI. It is for this reason that
the RPI figure used by Mr Jackson is considerably higher than the other RPI rates canvassed and above the average rate
from the early 1990s to 2013 which Mr Jackson explained in cross-examination, he had calculated to be 3·6%.

 (ii)  In justifying his approach, Mr Jackson relied on the “uncertain economic times” caused by Brexit. However, when
giving his oral evidence, it transpired that he had never previously calculated RPI in this manner and he said that it was “the
upper limit of what could be acceptable for an accountant”.

 (iii)  I am in no doubt that the RPI figure used in Mr Jackson's report was not one which it was appropriate to use. I have
concluded an RPI of 3% is appropriate, for the reasons which Mr Smith gave.

224.  In addition to the RPI issue, there are other obvious difficulties with Mr Jackson's “lessor return” model (ie assuming that
an investor would expect to make a return on their investment which was at least equal to inflation). Mr Jackson's assumes that
the transaction was undertaken with a view to a particular level of profit, rather than as a “reference project” to promote future
transactions. The assumption also fails to address the fact that the level of return the lessor hoped to achieve might depend on
achieving a sale or re-lease to the College, rather than a third party, at the end of the minimum lease period. Mr Spring gave
the following revealing evidence on this issue:

“We were taking a real risk on the future value and there was a lot of uncertainty with the lessor about whether it would
ultimately be barely profitable, or perhaps even a small loss or break-even, or whether it would actually be a lot more
profitable if you could actually achieve an in situ disposal which is always—the ambition of any operating lessor is to
make an in situ disposal because that's the way you actually make your return .” (Emphasis added.)

225.  Further, Mr Jackson's “lessor return” approach did not appear to have factored in the costs which would be incurred by the
College and SFM, in the event of an ex situ re-lease or resale, in refurbishing, reconfiguring and transporting the Building. These
were estimated by Mr Dodson at £1·2m. Mr Jackson confirmed that it would be appropriate to consider residual values net of
“selling costs”. That logic would dictate that the residual value in an ex situ scenario should be considered net of refurbishment,
reconfiguration and transport costs too. In cross-examination, Mr Jackson *1976  appeared to accept that residual value should
be considered net of these costs but suggested that he had done so by applying the 70% reduction referred to above. However,
the reduction appears to have been performed only on Mr Jackson's “building costs inflation” approach and not his “lessor
return” approach. There is nothing in Mr Jackson's report to show any part of the £1·2m figure was reflected in Mr Jackson's
lessor return calculation, and I am not persuaded that it was.

226.  So far as the Building cost calculation is concerned:

 (i)  The use of RPI of 5·6% per year is inappropriate for the reasons I have set out above.
 (ii)  The residual value was calculated by taking 30% of the initial residual value uplifted for inflation. However the 30%

figure which Mr Jackson relied upon was not put forward by Mr Dodson as an independent means of establishing the
proportion of ex situ value which survived at the end of the lease. Mr Dodson appears to have used the 70% figure as a
rough and ready way of testing his conclusions rather than a means of arriving at a reliable calculation of residual value
in its own right.

 (iii)  In short, this is an assessment of value entirely dependent on the use of assumptions, which I have held to be unreliable.
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227.  Mr Manley's assessment of the residual value in 2028 was that ex situ, the Building would be worthless. In situ, he valued
it at £1·54m. This was arrived at using the same valuation methodologies he had used when arriving at his valuation as at
November 2019, using what he referred to as an accepted convention to “take the current market circumstances and assume
that the building is pro-rata at that number of years older”, but with an appropriate reduction to reflect the current state of the
building and the cost of bringing it up to market standard. I accept the evidence of Mr Manley and Mr Pincott, who inspected
the Building and produced a detailed documentary and photographic record of that inspection, that some adjustment for the
state of the Building is required.

228.  As the only end-of-lease valuation I have, and given Mr Manley's clear expertise as a valuer, I accept Mr Manley's £1·54m
in situ valuation at the end of the lease. The question of residual value was necessarily a matter for valuation experts rather than
for accounting experts and Mr Jackson's assumption-based approach cannot fill the evidential lacuna resulting from the lack
of valuation evidence on this topic from Mr Dodson.

229.  I also accept Mr Manley's evidence that the ex situ valuation of the Building at the end of the lease is likely to have been
insignificant once the costs of dislocation, transport, reconditioning, marketing, reconfiguration to a new user's requirements,
and reinstallation are taken into account. There are a number of “sense checks” which tell strongly against any suggestion that
the Building had a significant ex situ value post-installation (and certainly by 2019):

 (i)  It was the evidence of Mr Pierce that BOS, and the modular building industry in general, wrote off any residual value
in leased modular buildings after five years.

 (ii)  In explaining why no credit was given in the calculation to be performed under the Contract for the residual value of
the Building following a repudiation of the Contract, Mr Spring explained: *1977

“It is highly uncertain whether the building could be sold or re-let on terms that would represent a value equivalent
to the lost income stream and, in any event, the lead time required to identify a subsequent user of modular buildings
to a compatible design, which would allow the building to be reutilised without major refurbishment, would be very
substantial, if it could be achieved at all .” (Emphasis added.)

 (iii)  Finally, it is striking that while the claimants wrote terminating the College's right to use the Building in April 2018, at
a much earlier point in the life of the Building than if the full 15-year term had run, they have made no effort to repossess it.
That inertia is consistent with the ex situ value of the Building already being insignificant, and it would only have reduced
after a further ten years.

(iii) Minimum lease payments under the Contract

230.  All parties and their experts assumed that the minimum lease payments remained constant, being the payments specified
under the Contract. However, the Contract required the College to pay a substantial additional sum at the termination of the
Contract because the College was responsible for returning the Building to BOSHire in good and reasonable clean condition,
with the College liable for all costs of inspection, loading, unloading and transportation.

231.  In his report, Mr Jackson stated:

“If [the College] was to bear the costs of dismantling then this would be expected to reduce risk from SFM's perspective,
and so increase the likelihood of it being a finance lease. If [the College] was to, say, bear £400,000 of the relocation
costs and this was considered to represent a minimum lease payment under the Hire Contract then this would increase the
PVMPLS ratio by approximately 0·6%.”

232.  Under IAS 17 minimum lease payments are “payments over the lease term that the lessee is or can be required to make”.
There was no discussion before me of whether payments the lessee could be required to make to third parties for dismantling,
transportation etc fell within this definition, and accordingly I have ignored any uplift in the minimum lease payments which
might result from including these costs. This may involve an element of conservativeness in the calculation, in the claimants’
favour.
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Conclusion on the PVMLP ratio of the Contract

233.  On the basis of these conclusions, I am satisfied at the inception of the lease the PVMLP amounted to “substantially all
of the fair value of the leased asset”:

 (i)  Even assuming in the claimants’ favour that the relevant threshold for “substantially all” is 90%, if even one of Mr
Jackson's inputs is adjusted in a manner adverse to the claimants, the 90% threshold is exceeded.

 (ii)  I have concluded that a number of adjustments to those inputs are required, each of which would increase the PVMLP
percentage above the 90% threshold.

 (iii)  First, the RPI used should be corrected from 5·6% to 3%. Even if Mr Jackson's alternative RPI figure of 4·5% was
used, then PVMLP would still be above 90%. *1978

 (iv)  Second I have accepted Mr Manley's evidence that the Building had a residual value in situ of £1,540,000 and concluded
that its ex situ residual value was insignificant.

 (v)  Third, I have concluded that the fair value in situ cannot have exceeded £6m, and that the fair value ex situ (which the
logic of the claimants’ position requires them to use) should not include the preliminaries and groundworks, on which basis
it cannot exceed £5·35m even on the claimants’ own figures.

234.  It is worth noting that, on Mr Jackson's analysis and using his RPI rate of 5·6%, the PVMLP ratio is 88%. Only on the
further assumption suggested by Mr Jackson—that SFM would expect to make a return of 8%—did Mr Jackson's calculation
of the PVMLP ratio fall to 84·6%. However, Mr Jackson accepted that the calculation of residual value premised on an ex
situ sale or re-lease could not (sensibly) be calculated using this assumption. Putting that assumption aside, even if all of Mr
Jackson's inputs were accepted, the PVMLP ratio does not fall below 88%. On the basis of Mr Smith's expert evidence, which
I have accepted, that there is no “bright line” test of 90% under IAS 17, that would in my view amount to “substantially all”
of the fair value of the Building.

Primary indicators (c) and (e): Specialised asset and economic life

235.  Primary indicator (c) provides: “the lease term is for the major part of the economic life of the asset even if title is not
transferred”. Primary indicator (e) provides: “the leased assets are of such a specialised nature that only the lessee can use them
without major modifications”.

What is “the asset”?

236.  A preliminary question arises as to the identification of the asset or assets to which these tests should be applied. It appeared
to be the claimants’ case that the relevant assets were the 81 relocatable units of which the Building was constructed, rather than
the Building per se. This classification was intended to facilitate the argument that reuse of “the asset” was possible without
major modifications. While the 81 relocatable units were of varying lengths and widths, at their most basic level they were
simply 81 homogeneous steel frames.

237.  In response, the defendants pointed to the Contract definition (which the claimants tended to quote only in part rather
than in full). The “Equipment Description” provided:

“Double storey sixth form teaching accommodation block constructed from 81 no relocatable units all in accordance with
Supplier's drawings re AQ194–06–2000=F and AQ194–06–2100-D and technical specification ref AO194–06–9000-F.”

238.  Those drawings make it clear that the Building comprised, inter alia, an assembly hall, classrooms, workshops, laboratories,
studios and a café, and was to be built, configured and finished, both internally and externally, according to a detailed and
bespoke plan.

239.  I have concluded that the defendants’ submissions are to be preferred and that the asset for the purposes of primary
indictors (e) and (c) is *1979  the Building as described in the full contract description. It is the cost of providing that Building
finished in accordance with the specification in the Contract, rather than the cost of 81 steel frames, which the fair value of the
Building represents, and which drove the size of the lease payments.
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Primary indicator (e)

240.  It was common ground between the parties that this was primarily a question for the valuation experts. It was agreed that
sale or re-lease of the Building to a third party would involve three steps: (i) dismantling the Building into units; (ii) refurbishing
and reconfiguring those units to a new design; (iii) installing those units on another location.

241.  Mr Manley's evidence, which Mr Dodson agreed with, was that disassembly would require, inter alia, cutting through the
existing bolts, and separating the slices and external cladding which currently connects the units in the Building. A 100 tonne
crane or equivalent (on Mr Pierce's evidence a number of smaller cranes were used to install the Building) would be needed
to move the units, and 81 separate lorry loads would be needed to transport the units to their new destination. If this location
was not on the Isle of Wight, a ferry crossing would be required.

242.  On Mr Dodson's evidence, the cost of refurbishment and reconfiguration would be £1·2m and the cost of installation
would be £2·55m. Mr Manley suggested that the figures would be substantially higher.

243.  On Mr Dodson's evidence alone, it is clear that the Building was of such a specialised nature that only the lessee could
use it without major modifications. In any event, I am not persuaded by Mr Dodson's evidence that there would have been any
demand for the restored and reconfigured Building at the end of the lease so as to make removal, restoration, reconfiguration
and reinstallation an economically viable proposition.

244.  I accept that there is a market for reused modular buildings. Mr Manley drew a distinction in this connection between
permanent modular buildings and temporary modular buildings, suggesting that while the latter have a generic character and
are frequently reused, the former are not. Mr Manley's evidence was that some modular buildings are intended to be permanent
and are built as such. Their design is generally more complex and not conducive to relocation. In contrast, temporary modular
buildings are designed with relocation in mind. The most familiar example of these are portacabins. Given these differences in
design, it was Mr Manley's opinion that the relocation of permanent modular buildings is more expensive and complex than
the relocation of temporary modular buildings. Mr Manley's evidence was that the Building was a permanent modular building
whose relocation, while technically feasible, was not economically viable.

245.  The claimants disputed the existence of a distinction between temporary and permanent modular buildings, contending
that it was both technically and economically feasible to relocate the Building and buildings like it. This issue was the subject
of evidence from Mr Pierce, and also Mr Dodson. To support his evidence that it was economically feasible to relocate the
Building at the end of the lease, Mr Dodson attached extracts from webpages or trade publications featuring a number of school
buildings built using modular construction. It was the claimants’ case, largely pursued through the cross-examination of Mr
Manley, that these buildings were comparable to the Building and that they were all relocatable. *1980

246.  There were two difficulties with this approach. First, the documents which Mr Dodson had exhibited, and on which
the cross-examination was based, contained relatively limited detail, often giving no information about the materials used, the
internal finish of the buildings and the wider context in which they had been built, other than that which could be discerned
from the photographs. Second, it was Mr Manley's evidence, which I accept, that these communications, as sales publications
with potential customers as their intended audience, were likely to emphasise the potential for relocation of modular buildings
without explaining that, depending on the design of such buildings, such relocation might be complex and expensive, to the
point of being uneconomic.

247.  I found a specific focus on the characteristics of the Building, rather than alleged comparisons with other buildings,
the most reliable means of determining whether the Building was relocatable and re-leasable once installed in situ. In cross-
examination, Mr Dodson confirmed that the 81 units, once configured to form the Building, were put to heterogenous uses,
with varied internal finishes. The electrical wiring, the plumbing and the partition walls were different in almost every unit.
Mr Dodson accepted that the Building was intended for permanent use and that the College expected to occupy the building
for its “natural life”. In my view, that reflects the reality of the situation. The Building was intended for permanent use on its
original site and was designed in accordance with that intention. The claimants themselves, in submissions filed on 1 April
2020, described the Building as having been “compiled to the specific and exact specifications of the College”. The dismantling,
refurbishment, reconfiguration and reinstallation, which Mr Dodson accepted would be necessary before the Building could be
used by a third party, not only amounted to “major modifications”, within any ordinary understanding of that term, but also
made any profitable third party disposal of the Building at the end of the 15-year term unlikely.
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Primary indicator (c)

248.  Mr Jackson and Mr Smith agreed that if Mr Manley's evidence is preferred, such that the primary indicator (e) specialised
asset test is met, then the Building will also meet the primary indicator (c) economic life test for finance lease classification,
as the economic life of the asset would be consumed by the College. As I have concluded that the specialised asset test is met,
it follows that primary indicator (c) is also satisfied.

Conclusion

249.  All of primary indicators (c), (d) and (e) point to the classification of the Contract as a finance lease. As explained above,
the proper approach to IAS 17 is that, if any of the primary indicators is present, a lease will generally be classified as a finance
lease. In this case, three of the primary indicators are satisfied. Whether one employs the qualitative approach emphatically
advocated by the claimants, or considers the weight to be accorded to each of these factors, the answer is clear: the Contract
was a finance lease.

250.  As the Contract is properly classified as a finance lease, it follows that the Contract involved borrowing. It is common
ground that the Contract was entered into without the permission of the Secretary of State, which I have *1981  found
constituted a limitation on the College's power to borrow. It therefore follows that the Contract was ultra vires the College
and was void.

251.  Before leaving this issue, I should refer to a matter much pressed by the claimants in argument: that BOSHire, the College
and the others routinely referred to the Contract as an operating lease, the Contract so described itself, and that no one disagreed
with that classification until April 2018.

252.  The parties’ own descriptions cannot be decisive of an issue which turns on the economic substance of the transaction.
Lord Templeman's observations in Street v Mountford [1985] AC 809 , 819 are very much on point:

“In the present case, the agreement dated 7 March 1983 professed an intention by both parties to create a licence and
their belief that they had in fact created a licence. It was submitted on behalf of Mr Street that the court cannot in these
circumstances decide that the agreement created a tenancy without interfering with the freedom of contract enjoyed by
both parties. My Lords, Mr Street enjoyed freedom to offer Mrs Mountford the right to occupy the rooms comprised in
the agreement on such lawful terms as Mr Street pleased. Mrs Mountford enjoyed freedom to negotiate with Mr Street to
obtain different terms. Both parties enjoyed freedom to contract or not to contract and both parties exercised that freedom
by contracting on the terms set forth in the written agreement and on no other terms. But the consequences in law of
the agreement, once concluded, can only be determined by consideration of the effect of the agreement. If the agreement
satisfied all the requirements of a tenancy, then the agreement produced a tenancy and the parties cannot alter the effect
of the agreement by insisting that they only created a licence. The manufacture of a five-pronged implement for manual
digging results in a fork even if the manufacturer, unfamiliar with the English language, insists that he intended to make
and has made a spade.”

253.  The question of what constitutes borrowing under paragraph 3(4)(a) of Schedule 1 is not a self-certification scheme, but
a matter to be determined on the objective facts. There is no evidence of anyone on the College or Council's side ever having
performed the in-depth analysis necessary to arrive at an informed application of IAS 17, and in the absence of such analysis,
the fact that individuals or entities were willing to treat the Contract as what it professed on its face to be is neither here nor
there. This also answers Mr Straker's points that none of the extensive powers capable of being invoked against the College
in the event of financial mismanagement were ever exercised. Unless and until the detailed analysis had been performed to
allow a meaningful conclusion on the question of the Contract's classification, there was simply no basis for any such powers
to be invoked, even assuming the political will had existed to do so. Now that that analysis has been performed, the proper
classification of the Contract admits of no real doubt.

254.  For the same reason, the claimants’ invocation of the presumption of regularity, and their reliance on the decision in
Calder Gravel Ltd v Kirklees Metropolitan Borough Council (1989) 60 P & CR 322 takes them nowhere. *1982  This is not
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a case in which the original facts are lost in the mists of time, and in which the court relies upon an evidential assumption as
to the original position based on the manner in which people have behaved subsequently. In this case, there is no evidential
void for the presumption to fill.

255.  In addition to the argument based on paragraph 3(4)(a), which I have upheld, the defendants ran a number of alternative
arguments as to why it was said that the College lacked capacity to enter into the Contract. While on the basis of the finding I
have reached on the borrowing issue, it is not necessary to resolve these alternative grounds of argument, in circumstances in
which the points were the subject of argument I address the alternative grounds below.

The vires defence based on regulations 6 and 7 of SEYFER 2012

256.  I have already referred to SEYFER 2012 , regulations made by the Secretary of State in exercise of the delegated legislative
power provided for in various of the sections of the relevant primary legislation. The College, supported by the Council,
submitted that it was ultra vires the school to spend funds from the Council's “school's budget” (for the purposes of section
45A(2) of the SSFA ) on capital expenditure.

257.  To the extent that the Contract was to be treated, for accounting purposes, as a finance lease, then I accept that it involved
capital expenditure for the purposes of SEYFER 2012 , and that use of the local authority's schools budget for that purpose
would not be in accordance with regulations 6 and 7 of SEYFER 2012 . I do not think Mr Straker for the claimants contended to
the contrary. The factual basis, therefore, for the defendants’ argument under regulations 6 and 7 of SEYFER 2012 could only
arise if, for some reason, the College did have capacity to take out a finance lease notwithstanding paragraph 3(4) of Schedule
1 to the Education Act 2002 , but then sought to meet payments due under that finance lease from monies emanating from
the school's budget. I shall assume, for the purposes of considering this argument, that Mr Oldham for the College is right to
contend that the restrictions on the use of funds in the delegated budget imposed by regulations 6 and 7 of SEYFER 2012 apply
to the College, even though SEYFER 2012 is not directed to the College but to the Council.

258.  Regulations 6 and 7 of SEYFER 2012 are concerned with the use of funds emanating from a particular source, not with
capacity to contract. The various statutory provisions under which the Regulations were enacted do not include those provisions
of primary legislation which directly address the capacity and powers of maintained schools or even of local authorities.
SEYFER 2012 was passed many years after those provisions which do clearly define the powers of maintained schools first
appeared in the SSFA in 1998 (such that, if any part of those Regulations did limit the capacity of maintained schools, this
occurred a number of years after those schools were first created and endowed with statutory capacity). Those matters have led
me to conclude that SEYFER 2012 does not impose limitations on the contracting powers of maintained schools, but, at best
for the College, on the manner in which contractual obligations may be performed.

259.  Further, the obligations imposed by SEYFER 2012 are placed on the Council and not on the College. The College's
position in closing submissions was as follows: *1983

“The College does not suggest that all the provisions of SEYFER 2012 impose restrictions on its vires, although they
certainly regulate the powers of the Council. As set out above, SEYFER is directly addressed to LAs [‘local authorities’]
and not GBs [‘governing bodies’]. They create a restriction on the vires of the GB only where the GB's actions constitute
a circumvention of the detailed scheme of budgetary allocation and control in SEYFER. Where an LA cannot allocate
in an individual delegated budget funds for capital expenditure, it cannot be permissible for the GB to use those funds
for capital purposes.”

260.  Traditionally, the prohibition on performing a contractual obligation in a particular way only rendered a contract illegal
as a matter of private law where the contract expressly required performance in that way, or where the shared intention of
both parties was to perform the contract in that unlawful way. It has become more difficult to repeat those old certainties with
confidence now that a factors-based approach to the issue of illegality falls to be applied following Patel v Mirza [2017] AC
467 , but the broader range of possible responses to illegality identified in that case would itself militate against treating the
illegal nature of one party's anticipated method of performance of a contract which can be performed lawfully in some other
way as something rendering the contract void for all purposes.
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261.  If an innocent intention (in the sense that there was no awareness of the illegality) to discharge contractual obligations
using funds which could not lawfully be used for that purpose is sufficient to render the decision to contract (rather than the use
of the funds) void as a matter of public law (an issue which was not the subject of submissions), in my view such a public law
ground of invalidity would not give rise to a defence of lack of capacity to contract as a matter of private law. If the College was
or became able to discharge its liabilities under the Contract using funds which were not subject to similar restrictions (such
as funds from the YPLA, the two supporting dioceses or its own commercial activities), I cannot see why it should be relieved
from liability merely because it could not use funds in the Council's schools budget for this purpose. Mr Oldham accepted in
closing submissions that if, the day after the Contract was signed, the College had received funds from the dioceses to cover all
of the hire payable, the Contract would not be outside the College's capacity to contract or void. That in itself strongly militates
against the suggestion that regulations 6 and 7 affect the College's capacity to contract.

262.  In the course of closing argument, it became apparent that the College had pleaded an alternative to its “no contract” case,
which asserted that even if the Contract was valid, the use of funds in the schools’ budget to make payments under the Contract
was not, such that these funds were said to be recoverable in unjust enrichment. In circumstances in which (on the evidence of
Ms Williams of the College) all funds received by the College from whatever source were paid into a single bank account from
which its expenditure was met, it is not clear how the factual predicate for this argument (that monies from the Council were
used for an unlawful purpose) can be made out. There are also issues as to what happens if funds which cannot be lawfully used
by the payer for a particular purpose (albeit this is unknown to the payee) are used to pay a debt arising under a valid contract.
Is there a defence to the claim in unjust enrichment that the sum has been paid *1984  to discharge a valid debt and hence
good consideration has been provided ( Goff and Jones, The Law of Unjust Enrichment , 9th ed (2016), chapter 29 , section 4
)? Or can a claim in unjust enrichment by the payer to recover the sums paid be defeated by a defence of set-off based on the
payee's debt claim? These issues were not the subject of submission and, in the light of my previous findings, it is not necessary
to decide them. I therefore say no more about them.

The vires defence based on the contravention of the Council's Scheme

263.  As I have mentioned, under section 48 of the SSFA the Council is required to issue the Scheme. The College and the
Council contend that the powers of the College are “subject to” the provisions of the Scheme, such that (in private law terms)
the College does not have contractual capacity to enter into a contract which does not comply with the terms of the Scheme.
It is said that there was a failure to comply with the terms of the Scheme here because in entering the Contract, the College
contravened the following provisions of the Scheme:

 (i)  Para 2.1 which required a maintained school to manage its delegated budget with due regard to the Council's standing
orders, contract standing orders and financial regulations, and to the exercise of budgetary and financial controls.

 (ii)  Para 2.4 which required a maintained school to seek to achieve efficiencies and value for money, to optimise the use of
its resources and to invest in teaching and learning, taking into account the authority's purchasing, tendering and contracting
requirements.

 (iii)  Para 2.10 which required a maintained school to abide by the Council's financial regulations and contract standing
orders (including obtaining at least three tenders for any contract with a value exceeding £10,000 a year).

 (iv)  Para 2.14 which required a maintained school to notify any use of its budget share for capital expenditure over £15,000
to the Council, and for decisions in relation thereto to take into account the advice from the director of finance or the director
for children and young people.

 (v)  Para 2.15 which provides that

“the authority may issue a notice of concern to the governing body of any school it maintains where, in the opinion
of the director of finance and the director for children and young people, the school has failed to comply with any
provisions of the scheme or where actions need to be taken to safeguard the financial position of the local authority or
the school. Such a notice will set out the reasons and evidence for it being made and may place on the governing body
restrictions, limitations, or prohibitions in relation to the management of funds delegated to it”.

 (vi)  Para 3.6 which provides that a maintained school is only permitted to borrow money with the written permission of
the Secretary of State.

 (vii)  Paras 4.5 and 4.9 which provide that any planned deficit budget is required to be approved by the Council and to be
subject to certain limits, including a maximum length of three years, and a maximum deficit of £150,000. *1985
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Is the College's capacity to contract in private law circumscribed by the terms of the Scheme?

264.  As I understand the position, schemes for financial delegation by local authorities to schools were first introduced by
Chapter III of the Education Reform Act 1988 (“the ERA”). The ERA provided for the Secretary of State to approve any
scheme, and authorised a local authority to suspend a school's delegated budget if the school's governing body had been guilty
of a “substantial or persistent failure to comply” with the requirements of the scheme ( section 37 ).

265.  At the times material to the present claim, the Scheme was issued by the Council pursuant to section 48 of the SSFA .
Section 48 provided that the Scheme would deal with “such matters connected with the financing of schools maintained by the
authority” as the SSFA or regulations issued by the Secretary of State required. The description of the purpose of the Scheme
is section 48 is not immediately suggestive of a document whose contents will define the legal powers of a maintained school.
However, Mr Oldham is able to point to other provisions of the SSFA and the Education Act 2002 which provide a better basis
for such an argument.

266.  First, section 50(3) of the SSFA provides that a maintained school may spend its delegated budget as it sees fit “subject to
any provision made by or under the scheme”. Those words are certainly capable of supporting an argument that compliance with
the Scheme is a limit on one of the College's powers (viz how it spends its delegated budget), albeit that would not constitute
a limit on the exercise of its power to contract (see the discussion of SEYFER 2012 above).

267.  Second, paragraph 3(8) of Schedule 1 of the Education Act 2002 —the Schedule which sets out the powers of the
statutory corporation constituted by a maintained school's governing body—refers to the paragraphs setting out the powers of
the governing body and states: “Sub-paragraphs (1) to (3) have effect subject to— (a) any provisions of the school's instrument
of government; and (b) any provisions of [the Scheme].”

268.  The argument that paragraph 3(8) imposes a limit on the College's powers is a formidable one, but one which (at least in
its fullest extent) I am unable to accept. In order to test the argument, I asked to see the College's instrument of government (a
document which I was told there is no duty to publish but which, on the College's argument, limited its powers). It provided,
inter alia:

“The school is to be conducted both as a Catholic school in accordance with the canon law and teachings of the Roman
Catholic Church, and as a Church of England School, in accordance with the Trust Deed of the school and in particular …
at all times the school is to serve as a witness of Our Lord Jesus Christ.”

269.  I put the example to Mr Oldham in argument of a contract by the College to hire a contraceptive dispenser. He did not
shrink from the suggestion that, if this was contrary to the teachings of the Roman Catholic Church, the contract would be void
on grounds of lack of capacity by reason of paragraph 3(8)(a) of Schedule 1 to the Education Act 2002 . However, I cannot
accept the suggestion that something as fundamental to a third party dealing with the College as the extent of the College's
contractual capacity  *1986  could turn on the resolution of theological disputes such as whether the Guelphs or the Ghibellines
had right on their side.

270.  There are similarly a number of provisions in the Scheme—a document which is 37 pages long—whose broad-textured and
disputable nature makes them inherently unsuitable as limitations on the College's contractual capacity. For example para 2.4
provides that “schools must seek to achieve efficiencies and value for money, to optimise the use of their resources and to invest
in teaching and learning” and that “it's important for schools to review their current expenditure, compare it to other schools and
think about how to make improvements”. Para 9.1 requires the school to demonstrate when buying insurance that “the cover is
relevant to the authority's interests and that it is at least as good as the relevant minimum cover arranged by the authority”.

271.  The argument that only some provisions of the instrument of government and the lease impose limits on the College's
power to contract, and not others, is itself an unattractive one, because of the uncertainty to which such an approach would
inevitably give rise when determining which provision do or do not impose such a limit. Unless a particular paragraph of the
Scheme itself makes it sufficiently clear that compliance with that provision constituted a limitation on the extent of the College's
power, I would not regard any provisions of the scheme as limiting the College's capacity, so much as imposing obligations
on the College vis-à-vis the Council as to how it should conduct itself. A distinction of this kind bears some relationship to
the distinction drawn in private law between “want of authority” and “abuse of authority” which was referred to by Millet J in
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Macmillan Inc v Bishopsgate Investment Trust plc (No 3) [1995] 1 WLR 978 , 984 or between validity and propriety referred
to by Stuart-Smith LJ in Grupo Torras SA v Sheikh Fahad Mohammed Al-Sabah [1995] CLC 1025 , 1033.

272.  Similarly, in private law, the courts have been reluctant to allow the internal procedures of a company to serve as a
constraint on the authority of the company's agents to enter into contracts which are of a kind permitted on the face of its
foundational documents (the rule in Royal British Bank v Turquand (1855) 5 E & B 248 ). A similar concern not to make the
validity of contracts between third parties and a public body over-dependent on the internal workings of the public body can
be seen in a number of cases involving public bodies. For example in Charles Terence Estates [2012] PTSR 790 , para 64
Cranston J directly invoked the Turquand principle when saying that “in general a public authority making a contract in breach
of internal rules and procedures should not be able to invoke these when they are not readily visible to the counterparty and
the counterparty has acted in good faith”.

273.  These matters suggest a degree of caution in approaching the College and the Council's argument that the terms of the
Scheme set limits on the College's capacity to contract. Further, the following provisions of the Scheme support the view that
it is generally concerned with the relationship of the Council and College inter se rather than the power of the College when
dealing with others:

 (i)  Under the heading “the role of the scheme”, the Scheme provides that “this scheme sets out the financial relationship
between the authority and the maintained schools which it funds” and that “the requirement of the  *1987  Scheme in
relation to financial management and associated issues are binding on both parties ” (emphasis added). This is consistent
with the view that the Scheme is generally concerned with setting out the rights and responsibilities of maintained schools
and maintaining authorities “inter se” rather than provisions which limit the power of a school to conclude contracts with
third parties.

 (ii)  The general sanction which the Scheme provides for non-compliance with its terms is (a) the issue of a notice of concern
by the Council in respect of a failure to comply with any provision of the Scheme, which allows the Council to impose
various requirements on the school's staff and governing bodies such as extra training (para 2.15), and (b) the suspension of
the school's right to a delegated budget in the event that the provisions of the Scheme “have been persistently breached or
if the budget has not been managed satisfactorily” (para 1.1). The stipulated consequences for non-compliance, therefore,
all involve consequences for the College rather than the invalidity of transactions.

274.  I will now review the specific paragraphs of the Scheme relied upon by the College and the Council in closing argument to
consider whether any of them are in such terms or of such a nature as to give rise to limits on the College's capacity to contract.
It is right to note that only limited time was devoted at the hearing to exploring these underlying complaints, whether in cross-
examination or submission.

Paras 2.1.1, 2.4 and 2.10: failure to comply with the Council's standing orders as to contracts

275.  Para 2.1.1 required the College to manage its delegated budget “with due regard to the instructions laid out under the local
authority's standing orders as to contracts” and para 2.4 provided that schools had to seek efficiencies “taking into account the
authority's purchasing, tendering and contracting requirements”. While I would not regard the phrases “with due regard to” and
“taking into account” as phrases limiting the College's capacity to contract, the language of para 2.10 is more emphatic. Para
2.10 states that the College is “required to abide by the authority's financial regulations, standing orders in respect of purchasing,
tendering and contracting matters” and that “all contracts let by a school for more than £10,000 in any one year must be subject to
at least three tenders”. For contracts with values of £3,834,411 and above (works) and £153,376 and above (goods and services),
the procurement process required invitations to tender to be issued in accordance with EU Procurement Directives.

276.  The contract standing orders document states that “this is an important document that forms part of the Council's
constitution. Compliance by all members and staff is therefore mandatory and contravention is a serious matter”.

277.  I accept that the College's decision to enter into the Contract did not comply with the Council's standing orders. Indeed
no attempt was made by the claimants to establish that it did. However, I do not accept that the effect of such non-compliance
was to render the Contract beyond the capacity of the College or otherwise void. Had the Contract in question been with the
Council, section 135(4) of the Local Government Act 1972 would have applied. This provides: *1988
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“A person entering into a contract with a local authority shall not be bound to inquire whether the standing orders of the
authority which apply to the contract have been complied with, and non-compliance with such orders shall not invalidate
any contract entered into by or on behalf of the authority.”

278.  I accept that, given my conclusion that ( section 49(5) notwithstanding) it was the College, and not the Council, which
was the putative contracting party, it might be said that section 135(4) does not apply to the Contracts on its own terms because
the claimants are not “a person entering into a contract with a local authority”. However, in circumstances in which the contract
standing orders do not limit the contractual capacity of the Council, it would be strange if they had this effect when applied to the
College through the Scheme. Taken together with the other matters I have referred to which have led me to reject the argument
that the Scheme operates generally as a limit on the College's vires, I have concluded that compliance with the standing orders
does not constitute a legal limit on the College's power to contract, albeit that as between the Council and the College inter se,
they regulate how the College should exercise its powers. As the College and the Council's defence based on the Scheme was
advanced solely on an ultra vires basis, and not, for example, on the basis that the claimants were aware of the College's non-
compliance with the standing orders, that is sufficient to reject this defence to the claim under the Contract.

Para 2.4: failure to manage the delegated budget with due regard to the financial regulations

279.  The Council's financial regulations are a 49-page document whose purpose is stated to be to “provide a framework for
managing the authority's financial affairs”. On their face, they do not apply to maintained schools. Para 1.1.5 provides that
“schools with delegated budgets are subject to a separate framework of regulation”. It is no doubt for this reason that the financial
regulations do not have direct application to the College, but are a matter to which College must have “due regard” by reason
of para 2.1.1 of the Scheme.

280.  The provision of the financial scheme relied upon by the College and the Council is para 1.3 which contains a “statement of
principles”. This records that the council “expects high standards of conduct from its members and officers”, and there follows
a series of high level statements of principle, including references to the Council's expectation of “high standards in financial
management and administration”, that “the planning, monitoring and control of the use of resources is of vital importance” and
that “value for money is at the core of the council's financial activity”. Finally, para 1.3.2 provides:

“The principles of sound financial management, proper exercise of responsibility, and accountability, as set out in financial
regulations, should be applied in all circumstances, even where any particular circumstance is not specifically referred to.”

281.  It will be apparent that the provisions relied upon are of uncertain and highly disputable scope. Taken together with the way
in which the financial regulations are referred to in the Scheme (“with due regard to”) and the *1989  factors I have identified
as tending against the suggestion that the Scheme generally operates as a limitation on the College's vires, I have concluded
that para 1.3 does not limit the College's capacity to enter into contracts. Rather it is one of a number of provisions which relate
to the College's exercise of that power as between the College and the Council inter se.

282.  I received relatively limited submissions on which aspects of the financial regulations it was said that the College had
failed to have “due regard” to. The sum total of what was said in the College's closing submissions on this topic was:

“Para 1.3 of the Council's financial regulations … sets out the general principles of sound financial management to
safeguard public funds … Seen as a whole, and for all the reasons advanced in these submissions, the Council fell well
short of those standards.”

283.  For reasons which I explain below when addressing the College and the Council's submissions on the Roberts v Hopwood
and Wednesbury duties I accept that the College proceeded with the Contract without any adequate attempt to ascertain the
affordability of the project from the College's resources, and without taking sufficient steps to seek to ensure that the Contract
represented value for money. If, therefore, I had concluded that the requirement to have “due regard to” the financial regulations
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gave rise to a limit on the College's capacity to contract, I would have concluded that that limit was not satisfied in relation
to the entry into the Contract.

Para 2.4: failure to seek efficiencies and value for money

284.  Para 2.4 of the Scheme provided that:

“Schools must seek to achieve efficiencies and value for money, to optimise the use of their resources and to invest in
teaching and learning, taking into account the Authority's purchasing, tendering and contracting requirements.”

Essentially for the same reasons which led me to conclude that the reference in the Scheme to the financial regulations did not
limit the College's power to contract, I have concluded that this provision does not create a limit of the College's contractual
vires, but that, if it did, that limit was not satisfied.

Para 2.14: failure to inform the Council of capital expenditure and related failures

285.  Para 2.14 provides:

“Governors are required to inform the authority if the expected capital expenditure to be met from the budget share is
likely to exceed £15,000, and to take into account any advice from the director of finance and director for children and
young people as to the merits of the proposed expenditure.”

286.  There is a brief suggestion in the Council's opening, and an even briefer reference back to that reference in the Council's
closing, that the College failed to comply with this provision, and that, in those circumstances, the College lacked capacity to
enter into the Contract. In circumstances in which the classification of the Contract as one of capital expenditure entails *1990
that the Contract constituted a finance lease and, hence, borrowing, it is not necessary to address the position if the Contract
had, notwithstanding its status as capital expenditure, been binding on the College apart from para 2.14.

287.  My provisional view is that a failure to inform the Council of the proposed expenditure in compliance with para 2.14
would not deprive the College of capacity to contract. Under the statutory scheme for funding secondary education, the incurring
of capital expenditure is principally a matter for the maintained school and not the Council. The purpose of the notification
provision appears to have been to allow the directors of finance and children and young people to give non-binding advice on
the merits of the proposal, and the Council's permission is not required for the College to proceed. These matters all militate
against para 2.14 constituting a limit on the College's power to contract.

288.  So far as the factual position is concerned while the College did inform the Council of the proposed expenditure under
the Contract, they did so expressly on the basis that this was not capital expenditure. I would not regard this as compliance
with the para 2.14 obligation.

Para 3.6: borrowing without the permission of the Secretary of State

289.  I have already addressed the substance of this complaint in the context of paragraph 3(4) of Schedule 1 to the Education
Act 2002 , and concluded that, as a finance lease, the Contract fell outside the contractual capacity of the College as a statutory
corporation because it involved borrowing without the permission of the Secretary of State. In my view, para 3.6 of the Scheme
is not intended to enlarge upon or vary the content of paragraph 3(4) of Schedule 1 , but simply to restate it. I note that the
guidance on the content of local authority schemes issued by the Secretary of State under section 48 of the SSFA , which the
Scheme tracks closely, provides that “the scheme should contain a provision reminding schools that governing bodies may
borrow money (which includes the use of finance leases) only with the written permission of the Secretary of State” (emphasis
added). Accordingly this paragraph of the Scheme adds nothing to paragraph 3(4) of Schedule 1 .
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Para 4.9 of the Scheme: the size and duration of the College's deficit

290.  Para 4.9 of the Scheme provides:

“The maximum length for which a deficit may last will be three years. The granting of a licensed deficit would normally
be in circumstances of an increasing pupil number base, or the financing of an approved development at the school. A
deficit will only be licensed if the school has a viable financial plan for repayment. The maximum deficit allowed will be
10% of the school budget share or £150,000, whichever is less.”

291.  The College and Council contend that this provision was not complied with because, when it entered into the Contract,
the College had been operating at a deficit since it was constituted in 2008/2009, and therefore for more than three years, and
because its deficit had exceeded £150,000 from the end of the 2009/2010 year and had reached £760,000 by 2011/2012. It is
not clear to me how the failure to comply with the deficit requirements in the Scheme (either as to duration or amount) is said
to impact *1991  the vires of the College to contract: for example whether it is said that once the budget deficit exceeds the
stipulated amount or duration, all contractual capacity ceases (or at least all contractual capacity to conclude contracts under
which it would fall to the College to make payments) until the budget has been eliminated (if it has continued for over three
years) and/or been brought back below £150,000. Nor was it clear to me what the College and Council alleged would be the
consequence if the College became non-compliant with the deficit provisions during the life of a contract.

292.  It is obvious that this provision cannot sensibly be treated as a limitation on the College's capacity to contract. The argument
becomes even more difficult in this case, in circumstances in which the Council licensed the College's deficit in an amount and
for a duration exceeding those specified in para 4.9 of the Scheme in January 2012 and thereafter. In circumstances in which
the role of the Scheme is said to be to “set out the financial relationship between the authority and the maintained schools
which it funds”, and in which para 4.9 provides that the Council is to license deficits, the suggestion that a deficit licensed
by the Council in duration and amount may nonetheless lead to contracts which the College purports to conclude being void
has little to commend it.

The allegation that the contract was entered into with an improper purpose

293.  It is clear that one ground of public law unlawfulness which may arise in respect of a decision of a public body (including
a decision to contract) will be where the decision was taken for the purpose of frustrating a statutory purpose or constraint
which applies to the public body. In Padfield v Minister of Agriculture, Fisheries and Food [1968] AC 997 a statute gave
the minister a discretion to refer complaints for investigation by a committee, the statutory purpose of that provision being to
provide a machinery for investigating complaints by farmers. The House of Lords rejected the argument that the minister had
an unfettered discretion not to refer complaints, on the basis that the discretion had been conferred to promote the policy and
objects of the Act. In that case, the discretion could not be exercised so as to prevent something happening which it was the
object and purpose of an Act of Parliament should happen in appropriate circumstances.

294.  The same issue can arise, in more acute form, where the purpose and effect of an Act of Parliament is that something should
not happen at all, and a public body seeks to exercise powers to achieve the same outcome by another route. In Crédit Suisse
[1995] 1 Lloyd's Rep 315 Colman J considered the position if, contrary to his decision, the council did have statutory powers
to do what it did, but had acted with the purpose of avoiding annual borrowing and spending limits on local authorities and so
as to be able to trade in timeshare units which a local authority did not have power to do. He held that this made the decision
to contract (and the contract) invalid, on the basis that the decision to contract had been taken on the basis of an irrelevant
consideration (viz the desire to evade those limits).

295.  That conclusion was upheld in the Court of Appeal [1997] QB 306. Neill LJ (at p 334) did not found his decision on this
issue on the fact that the council had taken account of improper considerations, but because, Parliament having put in place “an
elaborate structure to provide for and regulate the manner in which a local authority can obtain funds to *1992  carry out its
statutory functions”, it could not be a proper purpose for the Council “to circumvent the restrictions on borrowing and spending”.

296.  In this case, the College and the Council contend that even if it was within the power of the College to enter into the
Contract, its decision to do so was void as a matter of public law (with the consequence, it is said, that the College lacked
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capacity to contract as a matter of private law) because “the terms of the Contract were driven by the requirement of BOSHire
that they be precisely fashioned so as (as BOSHire thought) to avoid the bar on borrowing”. In closing, the College put its
case on this issue as follows:

“On the undisputed evidence the terms of the contract and the structure of the deal were generally fashioned by Mr Spring
so (as BOSHire thought) as to avoid the ban on the College borrowing. Mr Spring's evidence was that he sought to draft
the Contract to ‘satisfy all of the operating lease tests’ … If it is not borrowing, it is a circumvention of the restriction on
borrowing in the same way that Crédit Suisse was and it is, accordingly, ultra vires the College's power to agree it.”

297.  Some care is required when seeking to apply the improper purpose ground of public law challenge where it is alleged that
(in effect) the public body had wanted to do X but, having ascertained it had lacked the power to do so, had resolved to do Y as
the next best thing. If a school had wanted to provide transport for its students, and on ascertaining that it lacked the power to
borrow money to buy minibuses, had resolved to use its funds to hire them as and when needed instead, it could not be suggested
that this decision was ultra vires because it had been motivated, in part, by the desire to provide by an alternative method the
transport which the Council lacked the power to provide on its preferred approach. Similarly, if a public body could not enter
into a lease in excess of a certain duration because this would amount to capital expenditure, it could not be suggested that the
decision to enter into a lease of a sufficiently short duration not to be susceptible to that characterisation was an impermissible
attempt to evade the statutory limitation.

298.  In the present case, I have concluded that the prohibition on borrowing without the permission of the Secretary of State
requires a substantive test, such that a lease which is, for IAS 17 purposes, a financial lease will be caught by the prohibition.
IAS 17 is itself a provision which requires the determination of the nature of the lease to be undertaken as a matter of substance
and not form. If, contrary to my findings, I had reached the conclusion that the Contract was an operating lease, in circumstances
in which there is no relevant statutory restriction on the College's power to enter into an operating lease, the decision to enter
into such a lease could not fairly be characterised as an attempt to evade the statutory prohibition on borrowing or entering into
finance leases, because the transaction which the College had entered into would, ex hypothesi, be substantively different to
the transaction which the statutory scheme prohibited. Nor could it matter, for this purpose, if the terms of the Contract had
been drafted with a view to ensuring, as a matter of substance, that it was not a finance lease: for example making it clear that
it included no right of purchase for the College, or limiting the duration of the lease so that the lessor retained a significant
interest in the Building. On those facts, the decision to enter into the lease *1993  would not have been an attempt to achieve
indirectly the same substantive outcome which the College had no power to achieve directly, but a decision not to enter into a
type of transaction which statute prohibited, but to enter into a substantively different transaction which the statute allowed.

299.  Had I concluded, therefore, that the Contract was an operating lease and not a finance lease, I would have rejected the
College and the Council's submission that the decision to enter into the Contract was nonetheless unlawful because it was
undertaken for the improper purpose of circumventing the prohibition on entering into finance leases. In these circumstances, it
is not necessary to address, on the specific facts of this case, the legal issue which I have discussed above as to the circumstances
in which such an improper purpose may provide a basis for resisting a claim under a contract as a matter of private law.

Roberts v Hopwood and irrationality

300.  I can take these two defences together.

301.  It has been established since Roberts v Hopwood [1925] AC 578 that

“a local authority owes a fiduciary duty to the ratepayers from whom it obtains moneys needed to carry out its statutory
functions, and that this includes a duty not to expend those moneys thriftlessly but to deploy the full financial resources
available to it to the best advantage”: Bromley London Borough Council v Greater London Council [1983] 1 AC 768 ,
829 (Lord Diplock).

A decision to expend money in breach of that duty will be void as a matter of public law. The description of that duty as
“fiduciary” is not a direct invocation of the private law concept of fiduciary duty, but one which draws an analogy with the
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private law obligations of stewardship of a trustee, reflecting the fact that those approving expenditure by a public body are
not dispensing their own funds, but public funds.

302.  Breaches of that duty have been found when a local authority agreed to pay wages in excess of the market rate with a view
to providing employment ( Roberts v Hopwood itself), or to levy a supplementary rate to subsidise public transport ( Bromley
) or to accept a lower offer from tenants than from another potential buyer when selling public property ( R (Structadene Ltd)
v Hackney London Borough Council [2001] 2 All ER 225 ).

303.  In addition, it is, of course, well established that a decision will be invalid in public law if it is unreasonable in the
Wednesbury sense. This will often overlap with the issue of whether there has been a breach of the Roberts v Hopwood duty.
For example, in Structadene Elias J found that the council had acted in a Wednesbury unreasonable way “for essentially the
same reason” as he found that the Roberts v Hopwood duty had been breached, namely that “a rational council would not have
rejected an offer which was £100,000 more favourable than the offer which it in fact accepted” (p 235).

304.  The evidence on this aspect of the case developed in a somewhat unsatisfactory way. The witnesses relevant to the issue
of whether the College had acted irrationally and in breach of the Roberts v Hopwood duty were Mrs Goodhead, the principal
at the relevant time, and Ms Williams, the business manager. However, in circumstances in which the College was, in effect,
seeking to establish its own irrationality, the College had no incentive *1994  to seek to establish that those individuals or the
other members of the College staff and governing body had acted in accordance with the College's public law duties in this
respect. This forensic difficulty is inevitable in the unusual case in which a public body seek to establish the unlawfulness of its
own decision-making process. For that reason, I have carefully considered whether there are any matters, which did not emerge
during the oral evidence, which could be relied upon in support of the argument that the decisions were lawful. However, the
essential facts appear relatively clearly.

305.  It is clear that those acting for the College in decisions relating to the Contract did so from a profound personal conviction
that it was not simply desirable, but essential, to have a sixth form centre, both for the educational well-being of the College, and
more completely to fulfil the College's mission of providing Christian secondary education on the Isle of Wight. I also accept
that the same individuals held the strong view that the Council was, in effect, under a moral obligation to provide the funding
for the sixth form building, both to fulfil its original decision that the age range of the College should be expanded to include a
sixth form, and so as to treat the College fairly and equitably when compared with the treatment of other Isle of Wight schools.
I am not in a position to pass any comment on how far, if at all, these views were justified, but it was clearly a factor which was
a powerful driver of decision-making within the College at the relevant time.

306.  However, as custodians of public funds, it was not appropriate for the College to enter into and then enlarge the scope of this
very significant legal commitment without determining that it had or would have sufficient resources to meet its commitments
on the basis of a Micawberesque hope (or in this case conviction) that something would turn up. This was essentially the
approach which the College adopted.

307.  The process by which the Contract was concluded involved almost no effort by the College to ascertain whether the price
quoted by BOSHire represented good value. The College's own assessment appears to have been that the costs of the proposal
were high (as noted at a meeting of the finance committee on 2 February 2012), but that this represented the only means of
proceeding with the project within the desired timescale. Ms Williams confirmed in her evidence that “we felt it was a very
expensive way of obtaining a building. I certainly was very aware it was public money we were using and I felt it was a very
expensive way of going about it”.

308.  At no stage did the College consider whether the construction of the sixth form remained a viable proposition when
funding alternatives fell away (for example following the cancellation of the “Building Schools for the Future” programme in
2010). When the BOSHire proposal came in, the College did not revisit two earlier and significantly cheaper proposals for the
construction of modular buildings (from Building Schools for Nothing and the McAvoy Group). Ms Williams, giving evidence
for the College, stated that she knew of “no good reason the College did not go back” to those “significantly cheaper proposals”.
The documents before me offer no such explanation, and my conclusion is that having concluded that the BOSHire proposal
was likely to achieve a sixth form building more quickly than other options, the College decided to continue with BOSHire
come what may, even when planning permission issues delayed the construction of the Building until after September 2012,
and after it became apparent that the costs of the BOSHire proposal substantially exceeded those previously quoted. *1995

309.  The College's determination to proceed with BOSHire is manifest in a number of matters:
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 (i)  The absence of any serious attempt to reduce the cost of the BOSHire proposal in commercial negotiations, even when
it became apparent that terms which Mr Blow of BOS had originally indicated would feature in the final contract such as
a legally enforceable right to purchase would not form part of any deal.

 (ii)  The College's decision to move on 6 December 2012 from a phased implementation of the programme to the immediate
implementation of the full proposal in 2013, with limited consideration of the financial implications of such a significant
change beyond generalised assertions that the principal and business manager were confident that a whole build could go
ahead.

 (iii)  The College's decision that BOS should undertake substantial work on site not only before the Contract was signed
(by which point £484,000 of work had been done), but before planning permission had been obtained.

 (iv)  The failure to revisit the proposal as further costs not originally budgeted for emerged. This had happened even before
BOSHire had signed the Contract, when on 18 March 2013 the College informed the Council that “we are finding it very
difficult to provide the necessary finances from our budget to fully equip and refurbish the new building”. These and other
unbudgeted costs led to the two variations to the Contract when these amounts were rolled into higher annual payments
over the 15 years of the Contract's duration.

310.  In 2017, Ms Elizabeth Goodwin, the Council's chief internal auditor on secondment from PwC, produced a report which
provides a fair assessment of the contracting process undertaken by the College. Among other things, it concluded that:

 (i)  Key known or estimated costs for the sixth form were not included until the Contract was effectively committed to.
 (ii)  Assumptions were not stress-tested and there was no robust financial planning.
 (iii)  There was little questioning of the “prevailing view to provide sixth form education at the College initially, and thereafter

little evidence of scrutiny of the financial impact of doing so”.

311.  In effect, the College had “tunnel vision” in its determination to provide the sixth form centre it felt the College, its pupils
and the island community so badly needed, which led it to suspend any critical judgment so far as the value, affordability or
viability of the BOSHire proposal was concerned, and to keep going on its current path whatever further setbacks manifested
themselves. The attitude of the whole Governing Body is captured in the e-mail which Mrs Goodhead sent to Ms Williams
on 21 January 2013, a document frequently quoted by the defendants but nonetheless informative for that: “we can’t not let
this happen obviously”.

312.  The liabilities under the Contract as originally signed involved total payments over the 15-year term of £10,017,615,
something which was projected to result in a deficit at the end of the first year of £744,620. There was no evidence before me of
any serious attempt by the College to satisfy itself that the cost of the Contract could be met from its own resources. A finance
committee meeting of 6 February 2013 anticipated difficulty in meeting the lease payments, and it is not apparent what, other
than a Panglossian outlook, led to the conclusion at the full Governing Body *1996  meeting a week later that the Contract
could be signed and that the Council was “happy” with the budget recovery plan.

313.  The evidence of Ms Williams, the College business manager, in cross-examination was that from the outset, the College's
finances were looking “bleak and difficult” and that when the Contract was signed, it was already “unaffordable” from the
College's own resources. Mrs Goodhead explained that the Governing Body “believed all the way through that we would
eventually get support, they did feel that there was an unevenness in the local authority's support”. As she explained in another
passage in her evidence (when referring to funding another school had received): “It begins to explain why the governing body
continued to believe that the right—the truth would out, as it were, and we would receive appropriate funding, equal to other
schools.” She accepted that the matters which led the College to revise its budget in October 2013 were matters which the
College was well placed to know when the Contract was signed.

314.  The incurring of substantial liabilities with no realistic expectation of paying for them absent some significant change
in circumstances which there is no reason to suppose will occur is not consistent with the College's quasi-fiduciary duties in
respect of the expenditure of public funds, nor did it fall within the range of reasonable decisions which a body in the position
of the College might take. It follows that the College's decision to enter into the Contract, and to agree the two variations to the
Contract, was in breach of its Roberts v Hopwood duty and was also unreasonable in the Wednesbury sense.

315.  In making these findings, it is important to note the good faith with which the Governing Body and the relevant members
of the College staff acted throughout. It is also important to record the difficult position they found themselves in. The College
was under a duty to implement the statutory proposal to expand the College's age range under paragraph 40 of Schedule 3 to
the School Organisation (Prescribed Alterations to Maintained Schools) (England Regulations) 2007 (SI 2007/1289). To do so,
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and to meet the expectations of students, parents and staff, it concluded that a sixth form centre was required. However, it did
not have access to the funds necessary to fund and construct one. This was an unenviable dilemma.

316.  For the reasons I have set out above, I have concluded that the breaches of these two public law duties do not have the
effect that the College lacked capacity to enter into the Contract, which is the only private law defence advanced. In particular,
no case was advanced by the defendants that the claimants knew that the College was entering into the Contract in breach
of these public law duties, and it is not therefore necessary to determine what the private law consequences of these public
law breaches of duty might be. However, it is worth nothing that, to the extent that the public law duties reflect an obligation
of care, they would not equate to a private law fiduciary duty ( Bristol and West Building Society v Mothew [1998] Ch 1 ).
In Charles Terence Estates [2013] PTSR 175 , para 18 Maurice Kay LJ doubted that the findings of the breach of Roberts v
Hopwood duty in that case if “[transposed] to the private corporate sector … would be characterised as a breach of a company
director's fiduciary duties—more a matter of his duty of skill and care”. Knowledge that the servant or agent of the contracting
counterparty was not acting with reasonable skill and care when committing its principal to the contract does not provide a
basis *1997  for impugning a transaction ( LNOC Ltd v Watford Association Football Club Ltd [2013] EWHC 3615 (Comm)
at [64]). It is not necessary to decide whether a different consequence should follow where the counterparty is a public body,
but there does not appear to be any compelling reason why it should.

Lack of statutory authority

317.  The College advanced a further argument that the Contract, and the two variations to the Contract of June and September
2013, were not entered into in accordance with the College's Scheme of government with the result that the entry into the
Contract was unlawful and void.

318.  Regulation 16 of School Governance (Procedures) (England) Regulations 2003 (SI 2003/1377) empowers the governing
body to delegate any of its functions to a committee, a governor other than the head teacher or the head teacher (dependent
on the nature of the function). It does not provide any particular method of delegation, but does require the governing body to
review the exercise of delegated functions annually. With effect from 1 September 2013, provision to similar effect was made
by regulation 18 of the School Governance (Roles, Procedures and Allowances) (England) Regulations 2013 (SI 2013/1624).

319.  The College produced a document called The Statement of Roles and Responsibilities, Financial Terms of Reference and
Scheme of Delegation (“the Scheme of Delegation”) which set out the terms of reference and roles of various committees and
of the principal. It was not clear on the evidence whether this was a public document or not, but it was not suggested that it was
a document of which the claimants were or ought to have been aware.

320.  The Scheme of Delegation identified the key responsibilities of the Governing Body as including the “authorisation of non-
budgeted expenditure and virements subject to the limits in section 2 ”. The responsibilities of the finance committee included:
(i) “to review tenders received for contracts, up to the limits in section 2 ”, to agree on which contractors are to be awarded
contracts and to make recommendations to the full governors meeting; (ii) to authorise expenditure as per limits set out in
section 2 ; (iii) to receive requests for authorisation to vire expenditure between budget headings as per limits set out in section
2 ; and (iv) “to review these terms of reference annually and propose any amendments to the Governing Body”.

321.  The role of the principal as set out in this document included “[amending] the budget by virement between any budget
headings up to the limits set out in section 2 ” and “[authorising] the purchase of individual items up to the limits indicated in
section 2 ”. Section 2 sets out a series of activities, and the relevant levels of responsibility of different persons or bodies in
relation to those activities. The activity “authorisation of expenditure over £60,000” has an entry only against the full Governing
Body which says, “with the director of finance”. There is no reference to a single governor being able to exercise any particular
powers. Section 2 also states as follows:

“Authorisation of Revenue and Leasing Contracts
 

All revenue and leasing contracts should be entered and authorised
as per the LA Scheme for Financing Schools *1998
 

“ … At all times, the principles of best value will apply, as per the schools best value statement dated …”
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322.  Mr Oldham for the College submitted that the Scheme of Delegation was not complied with: (i) in relation to the signature
of the Contract in 2013, because there was no consultation with the director of finance; (ii) in relation to the June and September
2013 variations to the Contract, because they were signed by the chairman of the Governing Body without a decision being
taken by the full Governing Body; and (iii) because the Contract and the variations were not in accordance with the Scheme
and did not achieve best value.

The non-involvement of the director of finance

323.  It is clear that the director of finance of the Council was not involved in the College's decision to enter into the *1999
Contract. As I have set out above, the mutual understanding of the College and the Council was that the decision to enter into
the Contract was a matter for the College, and was not the responsibility of the Council.

324.  Does the fact that the decision to contract was taken without the involvement of the director of finance constitute a breach
of the Scheme of Delegation? I have concluded it does not:

 (i)  First, the words “with the director of finance” presuppose the involvement of the director of finance, but do not make the
approval of the director of finance a precondition to the Governing Body's authority to authorise expenditure over £60,000.

 (ii)  Second, if the involvement of the director of finance was a condition of the Governing Body's authority, it would
effectively disable the Governing Body from entering into contracts of this kind if, for any reason, there was no director of
finance for a period or if the director of finance took the view that the issue was a matter for the College. It would take clear
words to achieve this outcome, assuming it is possible to achieve it at all. In particular, neither regulation 16 of the School
Governance (Procedures) (England) Regulations 2003 nor regulation 18 of the School Governance (Roles, Procedures and
Allowances) (England) Regulations 2013 contemplate the Governing Body being able to delegate its functions to someone
outside the College or to provide a veto to such a person.

 (iii)  Third, it is clear from the terms of the Scheme of Delegation that the Governing Body can themselves amend or vary
the Scheme. In these circumstances, it must remain open to the Governing Body to dispense with the involvement of the
director of finance if it thinks fit, particularly where the position of the Council is that the decision to contract is a matter
for the College. The power to contract is a power of the Governing Body. It is not a power that the Governing Body should
too readily be assumed to have subjected to a third party veto. The position is different from that which arises when two
parties to a contract constrain their subsequent freedom to vary the terms of their contract without meeting certain formalities
(as considered in MWB Business Exchange Centres Ltd v Rock Advertising Ltd [2019] AC 119 ) because the Scheme of
Delegation was adopted, and could be varied, by the unilateral decision of the Governing Body.

 (iv)  Fourth, the Council (through Mr Beynon's letter of 14 February 2013) confirmed the Council's approval of the College's
decision to enter into the Contract. In circumstances in which the director of finance reported to the chief executive, it would
be particularly surprising if the Contract was not binding because the director of finance had not been consulted, when the
College had obtained the approval of a more senior executive within the Council.

325.  For these reasons, I reject the College's argument that the decision to enter into the Contract in its original form involved
a breach of the Scheme of Delegation.

The June and September 2013 variations

326.  For the purpose of addressing this part of the College's argument, it is convenient to repeat some of my findings on the
process by which the Contract and the two variations to it came to be signed.

327.  On 13 February 2013 a full meeting of the Governing Body approved the College's decision to enter into the Contract and
authorised Mr Lisseter to sign both the Contract and the College's Letter. The College's Letter confirmed that the Governing
Body had authorised the execution and performance of the Contract. It stated that Mr Lisseter was “duly authorised on behalf
of the Governing Body”. The Contract which Mr Lisseter was authorised to sign recorded that modifications of the Contract
would have to be in writing.

328.  As I have mentioned, it became apparent that the construction of the sixth form centre would involve additional costs
over and above those allowed for within the Contract signed on 30 April 2013. An e-mail from Ms Williams to Mr Pierce of
10 May 2013 asked “when would you need confirmation of whether or not governors would want this rolled into hire costs?”.
There is no record of the governors’ approving the decision to roll these costs into the Contract, but a variation to this effect
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was signed by Mr Lisseter on 5 June 2013. The minutes of the Governing Body meeting of 18 July 2013 do not refer to the
first variation, but do refer to “surprising additional requirements” for the Building “as already discussed”, and express the
hope that the Council would pay for them. These costs were covered by the second variation of the Contract which Mr Lisseter
signed on 5 September 2013.

329.  There was a meeting of the Governing Body of 3 October 2013 at which the College's licensed budget plan was approved.
No copy of the minutes of that meeting has been produced, nor of any of the papers which Mrs Goodhead confirmed were
circulated in advance of such meetings. However, a letter from Mrs Goodhead to Mr Burbage of the Council dated 21 October
2013 suggests that the revision to the budget reflected the increased cost of the Building. The letter stated:

“Regrettably, the College's previous plan is no longer achievable, mainly, but not exclusively, due to the additional
expenditure associated with the sixth form centre. Therefore, the College would like to accept the local authority's kind
offer to extend the licensed deficit.”

330.  Some of those costs featured in discussion with the Council on 4 April 2014 when the College's budget deficit came
under discussion.

331.  Mrs Goodhead gave evidence that, to the best of her recollection, she did not receive or was not aware of the June and
September 2013 variations to the Contract, and that they were not discussed with the College before *2000  Mr Lisseter signed
them. She was not cross-examined on this evidence. The College's other witness, Ms Williams, gave evidence that she was not
aware of legal advice being taken prior to the signature of the two variations, but other than that she said nothing about them.
She was not cross-examined on this topic.

332.  While I accept that her evidence was given in good faith and represented Mrs Goodhead's best recollection some six years
later, I have concluded that Mrs Goodhead's recollection is likely to be mistaken and that the full Governing Body are likely
to have become aware at some point that increased costs had arisen after the preparation of the budget, that attempts to raise
alternative funding for these costs had failed, and that they had been rolled into the Contract through the two variations as a result:

 (i)  Mrs Goodhead was clearly aware in 2013 that additional costs had arisen which needed to be provided for, and in my
view it is likely that she was aware of the decision to roll these into the Contract. Her own evidence was she worked closely
with Ms Williams as the business manager.

 (ii)  The revisions to the budget in October 2013, which resulted in part from the increase in costs reflected in the two
variations, are likely to have been considered by all of the governors. This would inevitably have involved some discussion
of the fact that the College had now agreed to pay larger hire instalments than when the budget was originally drawn up.

 (iii)  The decision communicated in the College's letter of 21 October 2013 to accept the Council's offer to increase the
amount of the licensed budget deficit is also likely to have been reached with the approval of the full Governing Body
after discussion.

 (iv)  The College have produced no minutes or evidence of what was discussed at that meeting, nor adduced any evidence
as to what was said at it.

 (v)  It would be very surprising if Mr Lisseter, who (as chairman of the Governing Body) had signed the two variations to
the Contract to accommodate unbudgeted costs which had contributed to the revision of the budget in October 2013, had
never mentioned that fact to the full Governing Body, not least at the October 2013 Governing Body meeting when the
revised budget was approved. Certainly I would not be willing to find that Mr Lisseter had not informed the full Governing
Body of these obviously material matters without a much more secure evidential base than Mrs Goodhead's uncorroborated
recollection some six years after the event.

 (vi)  Mrs Goodhead confirmed that in 2017, the Governing Body remained committed to honouring the Contract. In my
view it is highly unlikely that, by this date, the full Governing Body was not aware of the revisions to the amounts payable
under the Contract effected by the two revisions (and, as I have mentioned, no member of the Governing Body was called to
suggest otherwise). If Mr Lisseter (who remained on the Governing Body until February 2018) had signed the two variations
increasing the amounts payable under the Contract without this coming to the knowledge of, and being approved by, the
full Governing Body before 2017, it is inevitable that the issue would have surfaced and left its mark at this point.

 (vii)  Not only is there no evidence that it did so, but there was no suggestion in the College's pre-action correspondence that
Mr Lisseter had signed either variation without authority. The College's position was to the contrary effect: Stone King's
letter of 9 April 2018 stated “on 5 June 2013 *2001  and 5 September 2013, our client entered into two supplemental
contracts with you”.
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333.  In these circumstances, I find that it is not clear on the evidence whether Mr Lisseter had obtained the approval of the
full Governing Body at the time he signed the two variations to the Contract, but that the full Governing Body is likely to have
become aware of the signature of the two variations subsequently, in particular when the budget came to be revised, and to have
approved the decision to enter into the variations at that stage.

The failure to follow the Scheme and the principles of best value

334.  I have already dealt with the status of the Scheme. I do not accept that the reference in the College's Scheme of Delegation
to the Scheme was intended to or did have any effect greater than the Scheme itself did. These provisions served as an important
reminder to those taking decisions on behalf of the College as to the obligations they were under when exercising their functions,
but they did not define the scope of their authority.

335.  I have reached the same conclusion in relation to the principles of “best value”. However, the College's reliance upon this
provision suffers from the further difficulty that this was not intended to be a reference to the concept of “best value” at large (an
inherently vague concept), but to a specific document which was not identified, and which no one suggested was ever drawn up.

336.  In relation to both of these arguments, I have been fortified in my conclusions that they do not provide the College with a
defence to a claim under the Contract by the observations of the Privy Council in Central Tenders Board v White [2015] BLR
727 , para 25 when addressing the argument that the board's failure to follow a procedural precondition of its own making had
the effect that the resultant contract was void:

“For the court to invalidate a contract entered into between a public body and a party acting in good faith, by reason
of a procedural defect in the contractual process, and moreover to do so without compensation (for it is not obvious
what compensation would be available), would be a serious denial of that person's rights. It would offend against
orthodox principles of private law (contractual rights) and public law (the right not to be deprived of property without
compensation).”

The other contractual issues

337.  Two further defences were advanced to the claimants’ claim in contract, which I will deal with briefly.

The repudiation issue

338.  First, the College contends that if it was in repudiatory breach of Contract in ceasing to pay and announcing its intention
not to pay hire, only GCP could accept that repudiation, as the assignee of the right to the hire payments under the RSA, but
it was SFM who purported to do so.

339.  There is nothing in this point:

 (i)  The notice of assignment provided by SFM to the College on 12 September 2013 and countersigned by the College
stated that SFM “may not agree to amend, modify or terminate the Contract without the prior written consent of GCP” but
that the College “should continue to deal with *2002  [SFM] in relation to the Contract until you receive written notice
to the contrary from GCP”.

 (ii)  The notice thereby held SFM out to the College as being able to represent GCP for the purposes of the Contract. No
written notice to the contrary was ever served with the result that SFM was entitled to terminate the Contract as against
the College and did so.

 (iii)  In any event, clause 4.9.7 of the RSA allowed SFM to act on GCP's behalf in terminating the Contract, which provided
SFM with GCP's written consent to terminate the Contract.

 (iv)  Further, the claimants have at all times proceeded on the basis that SFM's termination of the Contract was valid as
between SFM and GCP with the result that if, contrary to the view I have reached, SFM's termination of the Contract was
not originally binding on GCP and for that reason ineffective as against the College, GCP has since approved and ratified
SFM's termination.
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The penalty issue

340.  The second issue is whether clause 2.6.2.2 of the Contract constitutes a penalty. By way of a reminder, this provides that
upon termination of the Contract for repudiation:

“The customer will immediately pay to BOSHire, as an agreed pre-estimate of loss suffered by BOSHire as a consequence
of the termination, an amount equal to the aggregate of all hire charges then due but unpaid together with interest due
under clause 2.2.5; plus all costs incurred by BOSHire in enforcing or seeking to enforce this Contract and in locating
and recovering the equipment; plus the sum of all further hire charges which, but for termination, would have fallen due
during the minimum hire period, each discounted at 3% per annum for accelerated payment; plus all other sums due under
this Contract.”

341.  It will be apparent that this provision gives the claimants the full value of the bargain lost, without requiring them to
give credit for any benefit which the claimants might obtain as a result of recovering the Building before the expiry of the 15-
year period.

342.  A failure to allow for benefits of this kind is capable of rendering an agreed damages clause penal in nature. In Campbell
Discount Co Ltd v Bridge [1962] AC 600 , 625 one of the grounds given by Lord Radcliffe for finding the clause in that case
penal was that “the compensation is paid immediately, and the vehicle comes back into the owner's possession with a realisable
value that, in many circumstances, may exceed the one-third balance of the price which the owner has not got in”.

343.  It was common ground before me that the approach which now falls to be adopted in determining whether a liquidated
damages clause is unenforceable as a penalty is that set out in the joint judgment of Lord Neuberger of Abbotsbury PSC and
Lord Sumption JSC in Cavendish Square Holdings BV v Makdessi [2016] AC 1172 , para 32, namely to ask

“whether the impugned provision is a secondary obligation which imposes a detriment on the contract-breaker out of all
proportion to any legitimate interest of the innocent party in the enforcement of the primary obligation. The innocent
party can have no proper interest in *2003  simply punishing the defaulter. His interest is in performance or in some
appropriate alternative to performance. In the case of a straightforward damages clause, that interest will rarely extend
beyond compensation for the breach.”

344.  However, in upholding the defendants’ argument that the Contract was ultra vires the College, I have found that the
Building was constructed to the College's individual specification, and that the prospects of realising value from the Building
in the event that the College no longer wanted it were remote. Against the background of those findings of fact, the failure
to make allowance for the remote possibility of some further re-letting of the returned Building cannot be said to involve a
benefit to the claimants or a detriment to the College “out of all proportion” to the claimants’ legitimate interest. For the same
reason, clause 2.6.2.2 cannot properly be described as penal or intended to punish. The failure to make provision for the benefits
of the claimants being able to re-let the Building was not an attempt to generate a windfall for the claimants or to punish the
College, but reflected the reality of the matter which was that the only commercially viable user of the Building as designed
and installed was the College itself.

345.  The College also suggested that the provision in clause 2.6.2.2 which required the College to indemnify BOSHire against
“all costs incurred … in enforcing or seeking to enforce this Contract and in locating and recovering the equipment” and the
right to recover interest on outstanding amounts at 4% over base were penal. However, there is nothing in this suggestion. Both
provisions protect legitimate interests on the part of the claimants (of being made whole in respect of the costs of enforcing its
rights following a breach, and in respect of the time value of money of debts which are outstanding, in circumstances in which the
failure to pay on time involves an enhanced credit risk). Provisions of this kind are routinely found in many kinds of contracts.

The misrepresentation and misstatement claims
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Introduction

346.  If (as I have found) the Contract is void, the claimants bring alternative claims under section 2(1) of the Misrepresentation
Act 1967 and in the tort of negligent misstatement based on what are alleged to be statements made in the College's and Council's
Letters of 13 and 14 February 2013.

347.  The College's letter provided:

“I certify to you as follows:

“1.  The school is a maintained school for the purpose of the School Standards and Framework Act 1998 (as from
time to time amended, varied or re-enacted) and has the power and capacity to enter into leases and lease assets of
the type represented by the asset on the terms set out in the lease by virtue of the budget delegated to it by The Isle
of Wight Council and the expenditure will fall within that budget.

“2.  The Governing Body has taken all necessary corporate and other action required by applicable law or regulations
to authorise the execution of and performance under the lease.

“3.  In my view and that of the Governing Body, the transaction embodied in the lease is not one which will result in
the school being  *2004  required, in accordance with proper practice, to recognise a fixed asset in any balance sheet,
the Governing Body having concluded that the lease is ‘an operating lease’ for the purposes of applicable guidance
and standards. Accordingly, the school will not by entering into and performing its obligations under the lease be in
breach of any restriction upon its power to incur capital expenditure or expenditure on capital financing.

“4.  So far as the Governing Body is aware, all relevant provisions in the Education Act 2002 and the Schools Finance
(England) Regulations 2012 (as from time to time amended, varied or re-enacted) and all other relevant legislation
and regulations, together with the Isle of Wight Scheme for Financing Schools (revised April 2012) have been and
are being complied with by the school;

“5.  To the extent applicable, all legislative and/or regulatory requirements relating to competition have been complied
with in approving the Lease; and

“6.  The leasing of the Asset under the Lease will facilitate or is conducive or incidental to discharge the statutory
function(s) of the school. I am sending you under cover of this certificate copies of the minutes of the Governing
Body authorising the execution and delivery on behalf of the school of the lease and certificate.

“I have made all inquiries and obtained all advice necessary to enable me to issue this certificate to you. I acknowledge
that if you enter into the lease you may do so in full reliance upon this certificate.”

348.  The Council's Letter provided:

“1.  The Council agrees that the expenditure to be incurred by the Governing Body under the hire contract and otherwise in
connection with the project falls within the delegated budget and is not the responsibility of the Council under the Schools
and Standards Framework Act 1998 , or otherwise.

“2.  The Council is satisfied that the Governing Body has complied with the requirements of the Council's Scheme for
Financing Schools in relation to the procurement of the project.

“3.  The Council accepts and agrees the Governing Body's assessment of the Hire Contract as an ‘operating lease’ for the
purposes of applicable guidance and standards.

“4.  The Council approves the entry into the hire contract by the Governing Body and agrees that the same will not cause
the Governing Body to be in breach of any restrictions or obligations stated in the Scheme for Financing Schools or exceed
any limitations on the powers of the Governing Body stated in the Schools and Standards Framework Act 1998 .”
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“The Council … have no objection to the Governing Body providing a copy of the letter to BOSHire Ltd.”

349.  The claimants’ claim that, if the defendants’ “no capacity” defence succeeds, these statements were untrue, that they
entered into the Contract in reliance upon them, and suffered loss as a result.

350.  The claimants’ pleaded reliance case is as follows: *2005

“But for the negligent representations which were made by the College and/or Council … BOSHire would not have entered
into the hire contract with the Council and/or College and would have sought to hire the equipment out to an entity with
legal capacity.”

351.  The case, therefore, was not that, but for the alleged misrepresentations and misstatements, BOSHire would not itself
have acquired the Building from BOS (avoiding whatever expenditure it incurred by doing so), nor that that it would not have
taken out financing. The case is that loss would have been avoided because BOSHire would have entered into an equivalent
contract with a counterparty who did have capacity.

352.  When the claim was amended to join BOSHire and GCP as parties, a further act of reliance was pleaded, namely they
would not have accepted the assignment but for the misrepresentation. However, no reliance case was formulated on the basis of
the loss suffered by SFM or GCP in entering into the assignment. The bare act of entering into the assignment (which involves
a transfer of rights, but, of course, not obligations), would not appear to involve any detriment to SFM.

353.  The nature of the claimants’ reliance case, as explained in the claimants’ supplemental opening argument, was that, absent
the alleged misrepresentations and misstatements, the position the claimants would have been in “is one of having had a valid
Hire Contract for, at least, its minimum term. This is the sum of £6,678,410”.

354.  By the time the case closed, the claimants put the case as follows:

“The claimants would have entered into an agreement for, substantially if not the exact, same value, as the agreement in
question. Asking the court to find that a commercial party whose very business is in the design, manufacture and funding
of relocatable modular hire, that it would simply have done nothing at all, flies in the face of commercial common sense
and reality. Obviously, BOSHire was ‘in the market’ to do a deal, in joint venture with built offsite, to the tune of the
value of the agreement.

“The claimants plainly suffer an evidential disadvantage in demonstrating that they would have entered into the agreement
with a party with capacity, because it did engage, for a lengthy period of time, with the College and so no evidence can
really be adduced that a third party was waiting in the wings, as business resources were directed towards the agreement.
Obviously, if that had not been the case and the College and Council had not been prepared to provide the relevant
assurances then BOSHire would have directed those resources to the hypothetical third party. This ought not to pose a
difficulty for the court. The notion of a ‘fair wind’ is now well-established in the case law. The basic justification for the
fair wind principle is that, because it is the defendants’ fault that the claimants have lost the opportunity of entering into the
agreement, the burden falls to them to demonstrate that no loss is really caused thereby. This works to give the claimants
a fair wind in terms of the value of what they have lost. It is submitted that, in this case, that fair wind should operate such
as to encompass the lost hire charges that would have been recovered over the minimum hire period from the defendants.
That is what would have been recovered had the *2006  claimants not relied upon the defendants’ misrepresentations,
albeit that the specific quantum looks like an expectation measure …”

Are the misrepresentation and misstatement claims barred by the ultra vires finding?

Case 2:19-ap-01383-SK    Doc 259-3    Filed 06/03/21    Entered 06/03/21 15:47:43    Desc
Exhibit B to Phelps Declaration    Page 212 of 293



School Facility Management Ltd v Governing Body of..., [2020] P.T.S.R. 1913...

© 2021 Thomson Reuters. 67

355.  Clearly, if creatures of statute (be they public or private bodies) could make legally enforceable promises that they had
the capacity they lacked, there would be little room for the ultra vires doctrine to operate. The same would be true if the public
body could be held, by a doctrine of estoppel, to a representation it had made that it had the capacity it lacked.

356.  When an attempt was made to advance an estoppel argument in response to a local authority's lack of capacity in Rhyl
Amusements [1959] 1 WLR 465 , 473 Harman J observed:

“It would destroy the necessity of ever obtaining consent if a statutory body omitting to obtain it could thereafter be held
estopped. Such a body could by these means confer on itself a power which it had not got, and the ultra vires doctrine
would be reduced to a nullity.”

357.  The rationale of that rule, as summarised in a passage from Halsbury's Laws of England which was cited with approval
by the Court of Appeal in Janred Properties Ltd v Ente Nazionale Italiano per il Turismo (unreported) 14 July 1983 , is that “a
party cannot by representation, any more than by other means, raise against himself an estoppel so as to create a state of things
which he is legally disabled from creating” (vol 16, para 1596).

358.  A similar rule must apply where the claimant seeks to enforce a promise that a transaction is intra vires, so as to require
the defendant to put it in the same position as if the transaction had been intra vires. Once again, such a promise, if enforceable,
would create the very state of things which the promisor is legally disabled from creating. For this reason, Rix LJ in Eastbourne
Borough Council v Foster [2002] ICR 234 , para 32, when referring to an agreement which the Council had purported to enter
into which it was agreed was ultra vires, observed that “no reliance can be placed on any promise or representation that merely
reflects an alternative legal foundation for binding the council to an undertaking it had no power to give”.

359.  Is the rule confined to cases where the claimant seeks to place itself in the same position as if the defendant had had vires
(ie when a claimant seeks to vindicate a performance interest eg by claiming an expectation measure of damages?) In South
Tyneside Metropolitan Borough Council v Svenska International plc [1995] 1 All ER 545 , 565 Clarke J had to consider a claim
in unjust enrichment to recover sums paid under an interest rate swap which was ultra vires the claimant council. The bank
defended those claims on the basis that it had changed its position, claiming the cost of closing out hedging transactions which
had been entered into at or about the same time as the swap to manage the bank's exposure. At p 565, Clarke J rejected the
bank's contention that it could rely upon a representation or assumption that the transaction was valid:

“Mr Mann submits that in so far as he relies upon the representation or assumption the only defence available to him would
be one of estoppel. However he submits that both in principle and on the *2007  authorities a plea of estoppel would
fail. The reason is that the representation or promise that the transaction was valid and any assumption to the same effect
would be void. Since … the transaction is ultra vires and void, it follows that any promise, representation or assumption
to the contrary is also void. I accept that submission. It appears to me that in principle the one follows from the other. The
submission is also in my judgment supported by the authorities …”

“In my judgment in circumstances such as these the bank is not entitled to rely upon the underlying validity of the
transaction either in support of a plea of estoppel or in support of a defence of change of position. That is because the
transaction is ultra vires and void. It is for that reason that in a case of this kind, save perhaps in exceptional circumstances,
the defence of change of position is in principle confined to changes which take place after receipt of the money. Otherwise
the bank would in effect be relying upon the supposed validity of a void transaction.”

360.  Svenska , therefore, is a case in which it was held that the bank could not advance a change of position defence on the basis
that it had entered into a further transaction in reliance on a representation made by a public body that the initial transaction
was valid, because the representation was also void.

361.  In Salmon Harvester Properties Ltd v Metropolitan Police Authority [2004] EWHC 1159 (QB) , Owen J heard a strike-
out application in a case in which the claimant brought a claim for damages for a misrepresentation and negligent misstatement
that the defendant “had or would obtain, power to enter” an agreement with the defendant to redevelop Bow Street police
station which the defendant was later advised was ultra vires. The defendant sought to strike out the claim on the basis that
any misrepresentation or misstatement as to its ability to enter into the transaction was also caught by the ultra vires rule and
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therefore void. In response, the claimant submitted that it was not seeking to claim “the loss of profit that the claimant would
have made had the relevant representations been true and the agreement been valid and enforceable (expectation loss)” but
“expenditure wasted as a consequence of the representations being made (reliance loss)” (para 11). Owen J refused to strike out
the claim on the basis that it was “clearly arguable” that Svenska and Rhyl Amusements [1959] 1 WLR 465 could be distinguished
in the manner suggested because “[the] critical point is that the claim is not based upon a representation or assumption that the
transaction in question was a valid and enforceable contract” (para 12).

362.  The arguments in Salmon Harvester disclose two possible grounds of distinction between the facts of that case and the
decision in Svenska . The first is between expectation loss and reliance loss. However, as I have indicated, the decision in
Svenska , although not concerned with a claim to recover loss, did involve a failed attempt to assert a reliance interest. If an
attempt to rely on an additional transaction concluded in reliance on a representation by a public body as to the validity of the
first fell foul of the ultra vires doctrine, I find it difficult to see why reliance constituted by the failure to enter into an alternative
transaction with a third party in reliance on such a representation should be any different. Indeed the argument that, if a claimant
had not been led to believe it could contract and had contracted with the public body, *2008  it would have done the same
or similar deal with someone else might be thought to come even closer to an attempt to visit on the public body the very
responsibilities it did not have legal capacity to undertake than the argument advanced before, but rejected by, Clarke J.

363.  The second potential ground of distinction is between a representation that the transaction was valid, and a representation
that the public body had or would obtain power to enter into a transaction. On its own, this distinction cannot be decisive: it
might be said to be implicit in any representation by a public body that it was entering into a valid transaction that it had power
to enter into that transaction. However, the facts of Salmon Harvester involved a case in which the transaction which would
have been ultra vires was never entered into, but the claimant was led some way down the garden path on the basis that it could
and would be concluded, incurring expenditure along the way. I can well understand why Owen J thought that was a factual
scenario in which the application of the principle in Rhyl Amusements and Svenska merited consideration after the facts had
been found at a trial.

364.  In the present case, I do not believe that it is possible to distinguish Rhyl Amusements and Svenska so far as the statement-
based claims against the College are concerned. The substance of the claimants’ case is that it was led to believe that it could
and had entered into a valid contract with the College. The fact that the representation in question was based on a letter provided
by the College at or around the same time as the College signed the Contract cannot provide a meaningful distinction from those
cases where the representation is as to the validity of the contract itself, and I do not think that the decisions in Rhyl Amusements
and Svenska can be circumvented by this simple drafting device. Further, the form of reliance loss which the claimants seek, and
which is the only claim advanced under the misrepresentation and misstatement heads, is one which protects their expectation
interest, and which visits the cost of fulfilling those expectations on a public body which lacked capacity to create and fulfil
those expectations in a legally relevant sense.

365.  However, the statement-based claims against the Council , in relation to a transaction to be entered into (as I have found)
by the College, does not give rise to this difficulty. While there are likely to be circumstances in which enforcing a claim against
one public body on the basis of a representation or promise by it that a transaction to be concluded by a different public body
was intra vires might fall foul of the ultra vires doctrine (eg two public bodies, each lacking the capacity to transact and each
promising or representing that the other had it), in this case the Council did not seek to establish that it would have been outside
its own capacity to enter into a transaction of this type. There was no attempt to argue that it would have been ultra vires for
the Council itself to enter into the Contract by reference to the statutory provisions applicable to it, nor to establish that the
Council's decision to sign the 14 February 2013 letter was unlawful as a matter of public law.

366.  For these reasons, my finding that the Contract was ultra vires the College precludes the statement-based claim advanced
against the College by reference to the terms of the College's Letter, but does not preclude a statement-based claim against the
Council by reference to the terms of the Council's Letter. *2009

The claim under the Misrepresentation Act 1967

367.  I can deal with this claim briefly because there are two threshold difficulties with it.

368.  First, the claimants advance this claim on the premise that the Contract is void. However, if there is no contract, there
can be no claim under the Misrepresentation Act 1967 . I shall not labour the point by extensive reference to the Act, but its
provisions make it absolutely clear that it only applies between parties to a contract which is entered into after one contracting
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party has made a misrepresentation to the other. None of these preconditions to its application can be satisfied if, as I have
found and as this part of the claimants’ case assumes, no contract was ever concluded. This is also fatal to a section 2(1) claim
against the College.

369.  Second, I have found that the Council was not the actual (or putative) contracting party, which is itself fatal to a claim under
the 1967 Act against the Council: Atlantic Lines and Navigation Co Inc v Hallam Ltd (The Lucy) [1983] 1 Lloyd's Rep 188 .

The claimants’ case on loss

370.  I am going to take the remaining elements of the misrepresentation and misstatement claims out of their logical order,
because I have concluded that the claims face insuperable evidential difficulties in relation to the sole basis on which it is
asserted that loss was suffered, with the result that I will be able to deal more briefly with the “upstream” issues of what duties
were owed, what representations were made, whether any duties were breached and whether there was reliance.

371.  The claimants have adduced no evidence capable of supporting the claim that it would, but for the alleged misrepresentation
by the Council, have entered into an alternative transaction on the same or substantially the same terms with a third party.
Neither Mr Pierce nor Mr Spring gave any evidence to this effect. The only evidence given by Mr Spring was that if the Council
had not provided its letter, BOSHire would not have entered into the Contract.

372.  The suggestion that, but for this transaction, BOSHire would have entered into a contract with a third party on essentially
similar terms, is inherently unlikely:

 (i)  As I have set out above, I am satisfied that to a significant extent, the Building was constructed to the bespoke
requirements of the College. The suggestion that another entity would have leased the same structure on the same terms
is implausible.

 (ii)  On the evidence, the Contract represented an unprecedented and unusual transaction for BOSHire. Mr Spring stated that
“the value of the project was significantly greater than the projects we usually engaged in”, BOSHire's previous experience
being of transactions which “ranged from £250,000 to £1·5m”. The claimants have not begun to establish the likely existence
of an available alternative transaction of a similar kind.

 (iii)  Further, the reliance case presupposes not simply the existence of another opportunity of this unprecedented size, with
a counterparty able to enter into a Contract on the same economic terms without facing the same capacity issue, but also
that, had such an opportunity existed, it was one which the entry into the Contract foreclosed. However, I heard no evidence
*2010  to substantiate that, had any such opportunity existed, BOS and BOSHire would not have been able to enter into it

in any event (cf the position in contract damages in WL Thompson Ltd v Robinson (Gunmakers) Ltd [1955] Ch 177 ).

373.  Against this background, it would take considerably more than a “fair wind” to lift the claimants’ quantum case on
its misrepresentation and negligent misstatement claims off the ground. I find that the claimants have failed to establish this
essential element of their statement-based claims.

The factual background to the College's and Council's Letters

374.  There can be no doubt that BOSHire knew considerably more about the vires risk than the College. Mr Spring accepted
that he was “well versed in the ultra vires issue”. This is scarcely surprising, given that a central aspect of BOSHire's business
was making contracts with “local authorities and with quasi organisations like schools and colleges”. In its early dealings with
the College, it must have been apparent to BOSHire that the College had, at best, a rudimentary understanding of this issue,
not least from the fact that the College used terminology and made requests which would not be appropriate on the intended
accounting treatment (viz the requests for an option to purchase). BOS's salesman, Mr Blow, appears to have shared some of the
same misapprehensions. However, BOSHire was clearly keen that the College acquire a better understanding of the issues, and
the informational imbalance was redressed to some extent when the College received legal advice from Mr McGruer of Blake
Lapthorn (although I note that unlike BOSHire's adviser Ms Yardley of Watson Farley & Williams llp, Mr McGruer appears
to be primarily a planning rather than an asset finance specialist).

375.  However this was not a case in which BOSHire looked to the College for advice or guidance on the law, or for information
as to what the legal constraints on the College's power to contract were. Mr Spring was aware of the prohibition on borrowing
under paragraph 3(4) of Schedule 1 to the Education Act 2002 , and of the terms of the Scheme. He was fully aware of the
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accounting issues which arose in relation to the classification of leases into operational and finance leases. And so far as the
key inputs into that accounting assessment were concerned—the terms of the Contract (which Mr Spring drafted with an eye
to the distinction between operating and finance leases), the value of the Building, the extent to which it had been specially
modified for the Council's requirements, its economic life and the extent of any likely residual value of the Building after 15
years—BOSHire was considerably better placed than the College to form a view on these issues, and I find that it did so relying
on its own knowledge, experience and the legal advice it received.

376.  It is significant that BOSHire never asked the College to explain what, if any, calculations it had done in satisfying itself
that the Contract was not a finance lease, nor did the College ever ask BOSHire for the inputs necessary to perform such a
calculation. It must have been obvious to BOSHire that the College had not undertaken any assessment of this kind before
issuing the College's Letter.

377.  It was BOSHire which set the economic parameters of this transaction, which were barely negotiated by the College, and
BOSHire knew that the status of the Contract as an operating or finance lease would to *2011  a significant extent depend on
those economic parameters. Mr Spring was commendably frank on this issue when giving evidence:

“ Q . Yes, and of course it's open to you to be very cautious and to make sure you don’t get anywhere near whatever you
think the PVLMP bright line is; correct?

“ A . Correct, yes. But of course, the more cautious I am, the less financial reward there is. It's a typical customer/supplier
quandary or conflict, which is where—you know, my duty to my shareholders is to get the best price and the customer
is always looking at the best price for them.

“ Q . So it's a commercial decision?

“ A . Yes.”

378.  I accept that BOSHire was keen to ascertain that the College took the same view of the classification of the lease that it took
albeit, as I have stated, it must have been obvious to BOSHire that the College's view was not an informed one resulting from
any close analysis of the issues. Had the College entered into the Contract, and then immediately classified the lease as a finance
lease, the consequences for the Contract and BOSHire were obvious. Obtaining the College's Letter provided some comfort
on this score, as well as providing BOSHire with evidence that the College was intending to adopt this classification which
BOSHire could deploy when seeking to raise funding. Finally, the College's Letter may have been seen as providing BOSHire
with some protection against any argument that the College had relied on BOSHire's advice in entering into the transaction.

379.  Ultimately, however, BOSHire knew that the ultra vires risk existed whatever the College said, and that the playing out
of that risk would turn upon the application of the relevant legislation and accounting standards in the light of the economic
parameters of the transaction. BOSHire did not rely upon the College's assessment in respect of any of those three matters, on
each of which it rightly regarded itself as better placed to make an informed assessment.

380.  The position in relation to the Council's Letter is even more stark. It is clear on the evidence that the terms of the Council's
Letter were prepared by Mr Spring of BOSHire, with input from Ms Yardley of Watson, Farley & Williams llp. While BOSHire
had originally hoped for a more comprehensive and direct assurance from the Council (including a statement that the Council,
its legal advisers and auditors agreed with operating lease classification under IAS 17), discussions between Mr Spring and
the College and its adviser Mr McGruer culminated in the recognition that this was unlikely to be forthcoming. BOSHire was
aware that the more it sought by way of reassurance from the Council, the greater the risk that not only would that request meet
with refusal, but that the Council might seek to discourage the College from going ahead. It was decided that the Council was
likely to respond more favourably if the request to sign a letter came from the College rather than BOSHire.

381.  On 14 February 2013 Ms Goodhead provided the Council with the draft letter from the College to the Council, saying
that the College had been asked to provide “certain formal assurances regarding the Governing Body's powers” to enter into
the Contract and that the College had in turn sought “assurances” from the Council as to the College's powers “in order *2012
to complete the College's records and as support for the assurances to be provided by the Governing Body”. That language was
criticised by the Council, on the basis that it did not fairly reflect the process by which the request had come to be formulated
and put forward nor the reasons why the Council was being asked to provide the Letter. However, the purpose of the Council's
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Letter, and the fact that it was being sought to provide reassurance to BOSHire, was clear from its terms, and I do not think the
Council can have been in any real doubt as to who wanted the Council's Letter and why.

382.  The Council drafted and returned a response which expressed its “agreement” with the “assurances which have been given
to the Governing Body”. The letter was produced and returned on the same day as the request was made. BOSHire received
the signed letter the next morning, which Mr Spring recognised at the time was “really quick”. Mr Spring accepted in evidence
that he had no idea whether the Council had undertaken any detailed consideration or obtained any advice on the contents of
the Council's Letter. Given the turn-around time, it should have been obvious that it had not. The dilution of the reassurance
BOSHire decided to seek from the Council, and the removal of any references to the directors of finance and legal services and
the Council's auditors, reflected a recognition that the Council would be reluctant to provide reassurance on this basis, and a hope
that, in its diluted form, the letter would not receive significant scrutiny within the Council. It would be wholly inappropriate
in these circumstances to give BOSHire, through an implied representation, the higher level of reassurance which BOSHire
had decided not to seek in express terms. The Council's Letter would have given BOSHire reassurance that the Council was
unlikely to put a spoke in its wheels, and it gave it a document to show potential funders which evidenced a benevolent attitude
on the Council's part to the project, but no more.

383.  Mr Spring accepted that the Council's Letter gave BOSHire reassurance that the Council took “the same view as the
College”—and, he might have added, as BOSHire—“about the status of the hire contract as an operating lease”. However, once
again I reject any suggestion that BOSHire relied on the Council's Letter for the purpose of forming its own view as to the
College's power to enter into the Contract. As I have said, it relied upon its own knowledge, expertise and the advice it received.

What representations were made?

384.  Against this background, I turn to consider the issue of what representations were made in the College's and Council's
Letters. In determining what representations, if any, are made by a document, context is key. In Bankers Trust International plc
v PT Dharmala Sakti Sejahtera [1996] CLC 518 , 531 Mance J stated:

“The meaning and effect of words never falls to be viewed in a vacuum. It is shaped by the context of their communication,
including the parties’ respective positions, knowledge and experience. A description or commendation which may
obviously be irrelevant or may even serve as a warning to one recipient, because of its generality, superficiality or laudatory
nature, or because of the recipient's own knowledge and experience, may constitute a material representation if made to
another less informed or sophisticated receiver. Even in the *2013  case of a written description, there may be cases where
a proposal or presentation misrepresents the nature or working of a transaction to a particular reader, although another
sophisticated, more analytical or legally qualified reader would have been expected to appreciate the real nature or working
of the transaction. What is fair and adequate presentation in one context between one set of negotiating parties may be unfair
or inadequate in another context. Whether there was any and if so what particular representation must thus depend upon
an objective assessment of the likely effect of the proposal or presentation on the recipient. In making such an assessment,
it is necessary to consider the recipient's characteristics and knowledge as they appeared, or ought to have appeared, to
the maker of the proposal or presentation. A recipient holding himself out as able to understand and evaluate complicated
proposals would be expected to be able to do so, whatever his actual abilities. These are problems on which it is commonly
not necessary to focus in a commercial context. The assumption on which most business is conducted is that both parties
understand, or avail themselves of advice about, the area in which they are operating and the documentation which they
use. Business could not otherwise be carried on.”

385.  On the basis of the findings I have made, I am satisfied that the College's and Council's Letters involved nothing more
than representations of the College's and Council's opinions on the issues addressed at that point, but involved no representation
as to whether there were reasonable grounds for those opinions. The issues addressed in the Letters were essentially matters
of professional judgment, and BOSHire knew that it was significantly better placed than the College and the Council to make
that judgment. Given that imbalance in knowledge and expertise on the key issues, and the fact, as I have found, that it must
have been obvious to BOSHire that neither the College or the Council had undertaken any significant independent investigation
of the operating lease/finance lease dichotomy, it would not be appropriate to imply a further representation that the College
or Council had reasonable grounds for their views. As Mance J noted in the Banker's Trust case at p 531, such an implication
will ordinarily only be appropriate where it is reasonable for “the representee to rely on the representor's statements rather than
on his own judgment”. Such an implication would be fundamentally inconsistent with the realities of the parties’ exchanges,
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which did not involve BOSHire seeking to ascertain the view of more knowledgeable parties so that it could rely upon those
views, but BOSHire seeking the reassurance from obviously less knowledgeable parties that they were both on the “same page”
in relation to the view BOSHire had independently formed.

386.  That limited reassurance was given, but it did not prevent the College or Council from revising its views in the future on
further consideration. It would take a promise or an estoppel to achieve that effect, but neither offers a viable legal argument
to the claimants in this case.

Were such representations as were made untrue?

387.  The claimants do not suggest that the College and the Council did not, at the date they issued their respective letters,
honestly hold the views set *2014  out in those letters. Accordingly, the only representations which were made were true.

388.  If I am wrong in my conclusion that the College and/or the Council did not make any implied representation that they
had reasonable grounds for the opinions they stated they held, then such further representations would have been untrue in each
case. There was no evidence of either the College or the Council undertaking any consideration of the Contract by reference to
IAS 17 for the purpose of applying the operating lease/finance lease classification, still less of seeking to obtain the input data
necessary to perform such an assessment with reasonable skill and care.

Did the College and/or the Council owe BOSHire a duty of care in making such representations as they made?

389.  Had the Misrepresentation Act 1967 applied, there would have been no need for the claimants to establish a duty of care
in relation to representations made to it by its contractual counterparty which led BOSHire to enter into the Contract. However,
a claim under the 1967 Act is not available for the reasons I have set out.

390.  The claimants advance an alternative claim based on a Hedley Byrne duty of care ( Hedley Byrne & Co Ltd v Heller &
Partners Ltd [1964] AC 465 ). I accept that the College and the Council were obliged accurately to set out their honest opinions
on the status of the Contract in their respective letters, and I have found that they did so. However, I reject the suggestion that
they owed the claimants any wider duty to take care, and I also reject any suggestion that either the College or the Council owed
any form of advisory duty to BOSHire in relation to the contents of their respective letters.

391.  I was referred on this issue to the following statement of the relevant legal principles by Lord Oliver of Aylmerton in
Caparo Industries plc v Dickman [1990] 2 AC 605 , 638:

“What can be deduced from the Hedley Byrne case, therefore, is that the necessary relationship between the maker of a
statement or giver of advice (‘the adviser’) and the recipient who acts in reliance upon it (‘the advisee’) may typically be
held to exist where (1) the advice is required for a purpose, whether particularly specified or generally described, which
is made known, either actually or inferentially, to the adviser at the time when the advice is given; (2) the adviser knows,
either actually or inferentially, that his advice will be communicated to the advisee, either specifically or as a member of
an ascertainable class, in order that it should be used by the advisee for that purpose; (3) it is known either actually or
inferentially, that the advice so communicated is likely to be acted upon by the advisee for that purpose without independent
inquiry, and (4) it is so acted upon by the advisee to his detriment.”

392.  I was also referred to the statement by Lord Wilson JSC in NRAM Ltd (formerly NRAM plc) v Steel [2018] 1 WLR 1190
, para 19:

“If it is not reasonable for a representee to have relied *2015  on a representation and for the representor to have foreseen
that he would do so, it is difficult to imagine that the latter will have assumed responsibility for it. If it is not reasonable
for a representee to have relied on a representation, it may often follow that it is not reasonable for the representor to have
foreseen that he would do so. But the two inquiries remain distinct.”
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393.  In his judgment, Lord Wilson JSC referred with approval to the observations of Neill LJ in James McNaughton Paper
Group Ltd v Hicks Anderson & Co [1991] 2 QB 113 , 126–127:

“One should therefore consider whether and to what extent the advisee was entitled to rely on the statement to take the
action that he did take. It is also necessary to consider whether he did in fact rely on the statement, whether he did use
or should have used his own judgment and whether he did seek or should have sought independent advice. In business
transactions conducted at arms’ length it may sometimes be difficult for an advisee to prove that he was entitled to act
on a statement without taking any independent advice or to prove that the adviser knew, actually or inferentially, that he
would act without taking such advice.”

394.  As these authorities make clear, the negligent misstatement duty is aimed at statements made by an adviser with special
skill, undertaking a responsibility to advise another, who will reasonably rely upon that advice without independent inquiry.
For the reasons already stated, that is not this case. BOSHire was not looking to the College or Council, neither of whom could
be said to have any specialist expertise on the material issues, for advice. There can be no question of either the College or
Council knowing the BOSHire would rely on the contents of their respective letters without independent inquiry, nor of it being
reasonable for BOSHire to do so. As the College's counterparty in the intended arm's-length transaction, it was for BOSHire to
form its own views and to take its own advice on these issues, and it did so.

395.  If the Council had owed a duty of care in relation to the statements made in the Council's Letter, I would have rejected
the Council's submission that this duty did not extend to BOSHire, because they were not an addressee of the Council's Letter.
In Playboy Club London Ltd v Banca Nazionale del Lavoro SpA [2018] 1 WLR 4041 , para 11 Lord Sumption JSC addressed
the position in which those making statements might owe a duty of care as to their contents to persons other than the immediate
recipient in the following terms:

“Mr Salzedo QC, who appeared for the Playboy Club, accepted that there was no evidence that BNL knew that its reference
would be communicated to or relied on by anyone other than Burlington. He also accepted that in the ordinary course
where a statement is relied upon by B to whom A has passed it on, the representor owes no duty to B unless he knew that
the statement was likely to be communicated to B. That concession was plainly justified. I would go further and say that
the representor must not only know that the statement is likely to be communicated to and relied upon by B. It must also
be part of the statement's known purpose that it should be communicated and relied upon by B, if the representor is to be
taken to assume responsibility to B.”  *2016

396.  In the present case, the College had sought assurances from the Council on matters of obvious potential significance in
relation to a proposed transaction between the College and BOSHire, the content of those assurances being directly concerned
with BOSHire's rights under that transaction, and permission was sought and given to show the Council's Letter to BOSHire.
This was a case, therefore, in which the Council not only knew that the Council's Letter was being shown to BOSHire, but
knew that one of the purposes of seeking the Council's Letter was in order that it could be so shown. In these circumstances,
it was part of the Council's known purpose in issuing the Council's Letter that it be provided to and relied upon (for whatever
it was worth) by BOSHire.

397.  Finally, if the College and/or the Council had owed BOSHire a duty to provide advice to them in relation to the matters
stated in their respective Letters, and to do so with reasonable skill and care, both the College and the Council would have been
in breach of that duty, essentially for the same reasons as I have concluded that any representation by the College or the Council
that they had reasonable grounds for the opinions set out in their respective letters would have been untrue.

Did BOSHire rely on such misrepresentations or misstatements as may have been made?

398.  I have already found that BOSHire did not rely on the statements in the College's and Council's Letters in the sense that
the making of the statements caused or influenced BOSHire's belief as to the correctness of the matters they asserted. BOSHire
formed its own view, and (rightly) proceeded on the basis that it knew a good deal more about the issues canvassed in the Letters
than either the College or the Council.
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399.  However, I accept Mr Spring's evidence that BOSHire would not have gone ahead with the transaction if the College and
the Council had refused to provide the Letters. Mr Spring had certain minimum documentary requirements for the transaction,
influenced to a significant degree by the documents he thought he would need to raise funding, and the Letters formed part
of those minimum requirements.

400.  However, in my view that is not sufficient to constitute reliance for the purposes of claims in misrepresentation or
misstatement if the statements in the Letters proved to be untrue. It has been held that someone with strong suspicions that a
statement is untrue may nonetheless rely on that statement for the purposes of the tort of deceit and as a basis for obtaining
rescission of a contract ( Zurich Insurance Co plc v Hayward [2017] AC 142 ). Giving the main judgment, Lord Clarke of Stone-
cum-Ebony JSC held that “it is not necessary, as a matter of law, to prove that the representee believed that the representation
was true” to establish the tort of deceit (para 18). In that case, the tort of deceit was made out when an insurer entered into
a compromise agreement because of a risk that a third party (the court) would accept as true a statement made to the insurer
and which would be repeated to the court which the insurer strongly suspected was false. In Holyoake v Candy [2017] EWHC
3397 (Ch) at [391]–[392] Nugee J identified two important features of the Zurich decision: (a) that the insurers did not know
that the claim was false and (b) that the insured's lies might influence the court that would fix the value of the claim (at paras
391–392). He concluded, at para 393: *2017

“[It] was a case where A lies to B and B is induced to act in a particular way because of the risk that A might tell the same
lie to C and the effect that that might have on C. It is difficult to see that that principle can have any application where
there is no third party or C involved. Where all that happens, as in the present case, is that A tells a lie to B, it is difficult
to envisage the circumstances in which that can induce B to act in a particular way unless B is taken in and believes that
what A says is true, or at least might be true.”

401.  The decision in Zurich has not been without its critics (see for example Paul S Davies and William Day, “A Mistaken Turn
in the Law of Misrepresentation” [2019] LMCLQ 390). However, it is a case in which the significance of the misrepresentation
lay in the fact that the making of the misrepresentation might cause someone (in that case, a court) to believe that the matters
asserted were true. Where the only significance of a representor's assertion of the truth of a state of affairs is the fact that it is
made, not that the making of the statement would cause someone to accept the truth of the matters represented, that is not, in
my view, capable of supporting a cause of action in misrepresentation or misstatement. It would involve a fundamental, and to
my mind unjustified, expansion of the traditional scope of representation-based torts if a contracting party could protect itself
against a known risk of an intended transaction by requiring someone to make a representation as to the absence of that risk as
a condition of proceeding, in circumstances in which the statement did not cause or influence the contracting party's evaluation
of the risk. A party who wishes to allocate a risk of contracting of this kind must do so by contract, or not at all. When, as
in the present context, it is not possible to allocate the risk to the contractual counterparty by a binding promise because the
counterparty lacks the capacity to give such a promise, it would be particularly surprising if the risk of lack of capacity could
nonetheless be transferred to that party by requiring it to make a statement on the truth of which the claimant did not rely.

The position as between the first to third claimants

402.  Given the findings I have made, which involve the misrepresentation and misstatement claims failing at a number of
levels, it is not necessary for me to expand an already long judgment by addressing the issue of which of the three claimants
had the right to claim in misrepresentation and misstatement and for what loss. I would only observe that if a viable claim for
substantial damages had survived this far in its analytical journey, it is unlikely it would have fallen down a black hole at the
finishing line (see Offer-Hoar v Larkstore Ltd (Technotrade Ltd, Part 20 defendant) [2006] 1 WLR 2926 ). Nor is it necessary
to consider the arguments on whether BOSHire failed to mitigate any loss which it may have incurred, or whether any damages
it can recover fall to be reduced by reason of contributory negligence.

The claimants’ claim in unjust enrichment

403.  If, as I have held, the Contract is void because it fell outside the College's capacity to contract, and there is no remedy in
misrepresentation *2018  or negligent misstatement, the claimants bring a claim in unjust enrichment against the College, on
the basis that the College has been unjustly enriched at the claimants’ expense through the retention and use of the Building.
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404.  The unjust enrichment claim is advanced by each of BOSHire, SFM and GCP. No defence of change of position is
advanced, but the College does say that (a) only GCP is entitled to claim; and (b) that BOSHire and/or SFM and/or GCP acted
at their own risk, and for that reason are not entitled to make any recovery.

Who is the correct claimant?

405.  The proper claimant in an unjust enrichment claim is the party at whose expense the other party has been unjustly enriched.
In this case there are three candidates: BOSHire, SFM and GCP.

406.  Lord Reed JSC in Investment Trust Companies v Revenue and Customs Comrs [2018] AC 275 , para 37 observed that:
“Decisions concerning the question of whether an enrichment was ‘at the expense of’ the claimant demonstrate uncertainty as
to the approach which should be adopted”. He noted at para 42 that unjust enrichment was “designed to correct normatively
defective transfers of value, usually by restoring the parties to their pre-transfer positions”. Lord Reed JSC observed that “the
expression ‘transfer of value’ is … too general to serve as a legal test”, but that unjust enrichment presupposes that the defendant
has received a benefit from the claimant, with the claimant having suffered a loss through the provision of the benefit (para
43). The editors of Goff and Jones, The Law of Unjust Enrichment , 9th ed (2016), para 6.03 also use the concept of “transfer
of value” to identify at whose expense a particular benefit has been conferred, as does Professor Burrows QC in The Law of
Restitution , 3rd ed (2010), pp 66–67. In a case of so-called “direct providers” of benefit (in contrast to the third-party case
where a benefit which should have gone from A to B goes from A to C), the enrichment enjoyed by the recipient will generally
come at the expense of the person who directly transferred that value to the recipient.

407.  In this case, there was a direct transfer of value by the owner of the Building, who had the right to reclaim possession of
it, to the College, who enjoyed that possession. The original owner of the Building was BOSHire—the terms of the Contract
record that BOSHire was acquiring the Building from BOS for the purposes of the Contract. However, the notice of assignment
of 5 June 2013 provided that “SFM will be or become the legal owner of the equipment in due course”. While I have not seen
the document by which this transfer was effected, this had clearly happened by 4 July 2013, when SFM entered into the RSA
with GCP, clause 3.1.6 of which warranted that SFM was the legal and beneficial owner of the Building. Accordingly I am
satisfied that by the time the College took possession of and began to use the Building in September 2013, SFM was the owner.

408.  In the period after September 2013, the transfer of value to the College in the form of possession and use of the Building
has involved loss to SFM as the owner, because SFM as owner would otherwise have enjoyed those rights, and would have been
able either to use the Building itself or sell or lease the Building to someone else. By contrast, GCP has transferred nothing to the
College, and the College's enjoyment of the Building has not been occasioned by any loss to GCP. Even if the College's failure to
pay for such enjoyment since September 2017 might in some sense be treated as a *2019  loss to GCP, it is not a loss occasioned
by the transfer of the benefit of the Building to the College, but by the College's failure to pay for the benefit so transferred.

409.  I do not believe that the identification of the party at whose expense the enrichment occurred changes simply because SFM
(proceeding on the erroneous basis that the Contract was valid) assigned its rights to payment under the Contract to GCP. While
the College submits that “only GCP can have any claim in restitution for the College's use of the building since September
2017, because only GCP has had any right to receive hire payments in that period”, this analysis takes no account of the fact
that (i) GCP has itself transferred no value to the College; (ii) the assignment by SFM of rights arising from its transfer of value
is not a matter between it and the College as the enriched party but something SFM did for its own purposes; and (iii) as the
Contract is void, there was never any contractual right to hire payments capable of being assigned to GCP.

410.  There is, however, a separate and subsequent question of whether SFM has assigned its claim in unjust enrichment to
GCP. When such an assignment takes place, Lord Reed JSC suggested in Investment Trust Companies v Revenue and Customs
Comrs [2018] AC 275 , para 48 that “the claimant stands in the shoes of the assignor, and is therefore treated as if it had been
a party to the relevant transaction, and the defendant's enrichment had been directly at his expense”.

411.  By clause 2.1 of the RSA, SFM assigned “all of the vendor's right, title and interest in and to the receivables [ie hire due
under the Contract]”. In my view, those words do not encompass SFM's claim in unjust enrichment against the College. They
merely assign the contractual right to payment which all parties believed had arisen.

412.  In summary:
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 (i)  The enrichment which the College enjoyed and is continuing to enjoy through the use of the Building was and is at the
expense of SFM as the owner of the Building throughout the period of possession and use by the College.

 (ii)  SFM has not assigned any claim in unjust enrichment to GCP.
 (iii)  The proper claimant is, therefore, SFM.

Does the claim in unjust enrichment fail because SFM knowingly took the risk that the Contract was ultra vires?

413.  The College alleges that any claim in unjust enrichment is precluded because SFM was aware of the ultra vires risk when
the Building was provided to the College.

414.  The suggestion that claim in unjust enrichment might fail for this reason appears to have been first articulated in Kleinwort
Benson Ltd v Lincoln City Council [1999] 2 AC 349 , one of the cases concerned with local authorities who had purported to
enter into ultra vires swaps transactions. Lord Hoffmann noted, at p 401:

“There may be cases in which banks which have entered into certain kinds of transactions prefer not to raise the question of
whether they involve any legal risk. They may hope that if nothing is said, their counter-parties will honour their obligations
and all will be well, whereas any suggestion of a legal risk attaching to the instruments they hold might affect their credit
ratings. There is room for a spectrum of *2020  states of mind between genuine belief in validity, founding a claim based
on mistake, and a clear acceptance of the risk that they are not.”

415.  It will be noted that Lord Hoffmann appears to have had in mind a position where a bank becomes aware of a legal
risk to a swap transaction which it had already entered into, but prefers to carry on paying out for fear that raising the issue
might have adverse consequences (either from the notional counterparty or in evaluations of the bank's assets). In the same
case, Lord Hope of Craighead, at p 410, addressed the position of a payer who is aware that there is doubt as to whether a
particular payment is due, but who pays “without waiting to resolve that doubt”, stating “a person who pays when in doubt
takes the risk that he may be wrong”.

416.  Both judges returned to the issue when considering payments of tax demanded and made on the basis of a mistaken
understanding of the law in Deutsche Morgan Grenfell Group plc v Inland Revenue Comrs [2007] 1 AC 558 . Lord Hoffmann
at para 26 said that “the real point is whether the person who made the payment took the risk that he might be wrong. If he did,
then he cannot recover the money”. He noted the finding at first instance that the person who had authorised the payments in
that case—a Mr Thomason—had personally been in no doubt that the payments were due, and observed that this was sufficient
to establish a mistake. As is clear from the judgment of Lord Brown of Eaton-under-Heywood at para 175, a specific concern in
that case was the effect on settled transactions if those who had made payments on a legal basis which they were aware might be
false could thereafter seek to recover those payments once the definitive legal position was established with the benefit of the
extended limitation period for recovering amounts paid under a mistake provided by section 32(1) of the Limitation Act 1980 .

417.  However, on the formulation adopted by Lord Hoffmann (with the support of Lord Hope), where a payer takes the risk
that the payment may not be due the effect is not simply to take the payment outside section 32(1) for limitation purposes, but
to render the payment irrecoverable from the outset. This was confirmed by Lord Walker of Gestingthorpe in Pitt v Holt [2013]
2 AC 108 , para 114, who further noted:

“It does not matter if the mistake is due to carelessness on the part of the person making the … disposition, unless the
circumstances are such as to show that he deliberately ran the risk, or must be taken to have run the risk, of being wrong.”

418.  The editors of Goff and Jones at para 9-37 doubt that “‘assumption of risk’ should be elevated to the status of an independent
bar”, noting that “[there] is also a danger that assumption of risk will only function as a conclusory label” (para 9-38). Frederick
Wilmot-Smith has also criticised the circular nature of “assumption of risk” reasoning (because the payer can only be said to
have taken the risk of non-recovery if there is no claim in unjust enrichment): “Replacing risk-taking reasoning” (2011) 127
LQR 613.
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419.  The cases in which the concept of “assumption of risk” has featured have generally involved attempts to recover mistaken
payments or where one party does work in anticipation of the conclusion of a contract, rather than a case such as the present
in which goods or services are provided pursuant to the terms of a contract which the parties purport to enter into but which
is *2021  in fact void. Unjust enrichment claims of this kind are generally categorised as “failure of basis” claims, restitution
being appropriate because the benefit was conferred on a joint understanding that the recipient's right to it was conditional on
counter-performance. Where this basis for unjust enrichment is relied upon, and the failure of basis established, it might be
thought that there is limited scope for the claim to fail because the claimant has assumed the risk of its failure. The very fact that
the conferring of the benefit was, to the parties’ joint knowledge, conditional in this sense involves an allocation of risk, and
one which is inconsistent with the party rendering the benefit having assumed the risk of the absence of counter-performance.

420.  The attempt to distinguish between mistaken payment cases (where a claim in unjust enrichment would be precluded if
the payer took the risk the payment might not in fact be due), and cases where the benefit is transferred on the basis of a void
contract (where it would not) runs into the immediate difficulty that the cases concerned with ultra vires swaps (unlike those
concerned with payments of tax demanded but not due) involve both elements. A party who has made payments under a swap
agreement on the basis of a mistake that there is a binding contract has also made those payments on the basis that there will
be counter-performance from the opposing party.

421.  It is clear from the treatment of unjust enrichment claims in respect of payments made under wholly executed ultra
vires swaps that the mere fact that the anticipated counter-performance has been received does not preclude a claim in unjust
enrichment by the net payer based on the mistake as to the existence of the contract ( Guinness Mahon & Co Ltd v Kensington and
Chelsea Royal London Borough Council [1999] QB 215 ). This case can be seen as treating payments under void swap contracts
as conditional in two respects: conditional on the receipt of counter-performance, but conditional also on the conclusion of a
binding contract and the legal rights which would follow from that. I can see no objection in principle to the transfer of a benefit
being subject to more than one condition, failure of any one of which will generate a claim in unjust enrichment. This analysis
is supported by the editors of Goff and Jones (paras 13.14–13.15) and also by the Singapore Court of Appeal in Benzline Auto
Pte Ltd v Supercars Lorinser Pte Ltd [2018] 1 SLR 239 , para 52 in which Judith Prakash JA observed: “[Although] it is usual
and convenient to refer to the basis of a transfer, the reality is that, as the learned authors of Goff & Jones observe at para 13-14,
a transfer may have more than one basis.”

422.  In those cases where the claimant is aware of and can be taken to have assumed the risk that there is no binding contract,
that may have the effect that the claimant cannot allege that the payment was conditional on the existence of a binding contract.
However, it does not necessarily follow that a claimant who has assumed the risk that there is no binding contract has also
assumed the risk of absence of counter-performance if the transfer of benefit is also conditional in this respect (as benefits
provided on the basis of a void contract will generally be). This is an issue which is unlikely to arise in void swaps cases where
the claim in unjust enrichment is invariably asserted by the net payer for the net payment, and the ultra vires argument will only
be raised when the public body is “out of the money”. While Tomlinson J in Haugesund Kommune v Depfa ACS Bank (Wikborg
Rein & Co, Part 20 defendant) [2010] Lloyd's Rep PN 21 , paras 142 and 145 *2022  described the suggestion that assumption
of risk might operate differently as between different “unjust factors” as “a somewhat arid controversy”, and observed that the
nature of the enquiry in respect of both mistake and failure of condition was “the same” on the case before him, he accepted
that “that might not in all cases be so”.

423.  Turning to the present case, the provision of the Building to the College was clearly conditional in the sense that it was the
joint understanding of SFM and the College that it was to be paid for, and that the Building was being provided on the condition
of such payment. That condition having failed in respect of the period after September 2017, SFM is entitled to a remedy in
unjust enrichment. I do not believe that it would be an answer to that claim if it was not open to SFM to contend the transfer
of benefit was also conditional in a second respect (namely that the Contract was binding) because SFM had taken the risk that
the Contract was void. Each argument of failure of condition has to be considered on its own merits. The fact that the transferor
had assumed a risk in relation to one matter, so as to preclude an argument that the transfer was conditional in that sense, is no
reason why it cannot point to a different respect in which the transfer was subject to an unfulfilled condition.

424.  In any event, in respect of the position up to judgment, I am satisfied that SFM cannot be said to have known of and
chosen to take the risk that the Contract was not valid, whether that issue is approached subjectively or objectively (cf Goff and
Jones , para 10-037). I accept Mr Spring's evidence that it was his belief when the Contract was concluded, and thereafter, that
sufficient steps had been taken to ensure that the Contract was within the College's capacity. Just as this factual finding was
conclusive of the position in Deutsche Morgan Grenfell Group plc v Inland Revenue Comrs [2007] 1 AC 558 , so it is here.
While it would not matter whether or not what I have found to be a mistaken understanding was the result of carelessness (cf
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Pitt v Holt [2013] 2 AC 108 , para 114), it is clear that Mr Spring took legal advice on the issue, and paid close attention to the
terms of the Contract, all with a view to seeking to ensure it was appropriately classified as an operating lease and not a finance
lease. While I accept that the desire to maximise profit meant that Mr Spring sought to get as close to the line as he could,
I am quite satisfied that he took steps to ensure and firmly believed that SFM had not crossed it. I am also satisfied that the
College could never have reasonably understood that, if the Contract proved to be outside the College's capacity, SFM intended
to provide the use of the Building gratuitously.

How is any claim in unjust enrichment to be valued?

425.  The proper approach to valuing a benefit conferred in these circumstances is set out by the Supreme Court in Benedetti v
Sawiris [2014] AC 938 . Lord Clarke JSC at para 34 concluded that “the starting point for identifying a benefit which has been
conferred on a defendant, and for valuing that benefit, is the market price of the services”. That value would ordinarily be what
a reasonable person in the position of the defendant would pay for the services provided (para 17), subject to considerations of
subjective devaluation which do not arise in this case (para 18).

426.  In cases where the parties proceed on the basis that they have concluded a contract for the provision of services, but in
fact they have not, or where the parties are in negotiations for a contract which is not concluded, *2023  reliance is sometimes
placed on the “contractually agreed” rate or the rate offered in negotiations as the best guide to the market value of the benefit
conferred. In Benedetti Lord Neuberger PSC stated at para 168:

“in the absence of any other evidence or any good reason to the contrary, where two parties agree, at arm's length, that one
of them will pay a certain sum, or at a certain rate, for a type of benefit to be provided by the other, there must be a prima
facie presumption that that amount is, or at least is good evidence of, the market value of that type of benefit.”

427.  However, in this case there is expert evidence of the market value of the benefit, albeit only from the defendants’ expert,
Mr Manley. His valuation—a figure rising from £250,000 per year in 2013 to £270,000 a year by 2019—is far removed from
the amount which the College agreed to pay under the Contract, namely £667,841 plus VAT per year. In circumstances in which
there is such a significant discrepancy between the Contract price and the objective evidence of value, the decision in Benedetti
suggests that the contract price will only be of limited use in valuing the benefit. Lord Reed JSC (at paras 139–140) suggested
that it would be important to know the reason for the discrepancy, which might reflect an imbalance in the bargaining skills
of the parties. He cautioned against placing reliance on the agreed price “in the absence of any identified circumstances which
could account for the divergence from the value indicated by other evidence”.

428.  In this case, I am unable to place any significant reliance on the Contract price when valuing the benefit which the College
has obtained for the following reasons:

 (i)  First, as I have set out above, there is no evidence of the College taking any steps to seek to negotiate the prices proposed
by BOSHire. It simply accepted the prices which were put forward. The comfort which a court may sometimes draw from
a price arrived at between two parties bargaining at arm's length is absent here.

 (ii)  Second, there is a very significant difference between the terms under the Contract—under which the College had the
benefit of a 15-year period as hirers of the Building, an assignment of BOS's warranty as to the life of the modules, and a
strong expectation, at the end of that 15-year period, of purchasing the Building—and the circumstances which prevail in
the absence of a contract, in which the College's use of the Building is subject to the risk that BOSHire/SFM might request
its return on reasonable notice at any time. As Lord Clarke JSC noted in Benedetti at para 99, any contract which the parties
to the unjust enrichment claim have entered into “might have included many other terms and conditions besides a price”.

 (iii)  Third, it is important that the valuation of the claimants’ unjust enrichment claim remains consistent with the basis on
which I have found that the Contract was beyond the College's capacity. I have found that the Contract was a finance lease
because substantially all of the risks and rewards of ownership were assumed by the College. In valuing the benefit which
the College received for the purposes of a claim in unjust enrichment, the price payable under a contract which the College
lacked the capacity to enter into is, necessarily, a poor guide to the value of the benefits it did receive. For the purposes
of the claimants’ claim in unjust enrichment, those benefits fall to *2024  be valued on a fundamentally different basis
(namely of benefits of a kind for which the College could have obtained by way of an operating lease), with the result that
the economics of the benefit being valued are fundamentally different from those inherent in the Contract.

 (iv)  In this regard, it is significant that while the use of property can constitute the transfer of benefit for the purposes of a
claim in unjust enrichment when a contract for hire has been found to be unenforceable, no claim in unjust enrichment will
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be allowed where this would be inconsistent with the policy which led to the contract of hire being void in the first place.
It was for this reason that a claim in unjust enrichment for the benefit of using a car failed in Dimond v Lovell [2002] 1 AC
384 , 397–398 when the hire contract was unenforceable under the Consumer Credit Act 1974 . In this case, the Contract
was void because it amounted to a finance lease and therefore borrowing. It would not be inconsistent with this finding to
value the enrichment by reference to the market price of the right to use the Building under an operating lease. However,
the ultra vires nature of the Contract counts strongly against any use of the Contract hire rate as evidence of market value.

429.  In supplemental submissions which I asked the parties to file to address the College's claim in unjust enrichment, and which
were filed on 1 April 2020, the claimants made the following comment on Mr Manley's valuation of their unjust enrichment
claim:

“For the avoidance of doubt, the sum identified by Mr Manley at paras 6.15–6.27 and para 8.2 of his report (£250,000–
£270,000) was reached by reference to rental of entirely incompatible buildings and did not consider the appropriate market
value for the particular Equipment in question (which would obviously have been a great deal higher to account for the
specifications and particularities by the College). This was not just a building but a series of relocatable structures compiled
to the specific and exact specifications of the College.”

430.  However in circumstances in which the claimants had not adduced any evidence themselves of the objective value of
the benefit received by the College from possession and use of the Building, nor cross-examined Mr Manley on his evidence
on this issue, it is not open to the claimants to advance these points some three weeks after trial concluded (whether “for the
avoidance of doubt” or for any other purpose). In any event, the claimants still advanced no alternative figure save (implicitly)
to contend that I should use the price payable under the Contract. For the reasons I have set out above, I am unable to place
any reliance on that figure.

431.  In these circumstances, the only evidence of the objective value of the benefits which the claimants provided to the College
is that of the defendants’ expert, Mr Manley of a market rate per annum of £250,000 in September 2013, rising to £270,000 per
annum by November 2019. Accordingly I will ask the parties to agree a calculation of the benefit for each year of hire as follows:

 (i)  For September 2013 to August 2014, £250,000.
 (ii)  For each subsequent year from September 2014 to 4 September 2019, a figure which reflects a straight line extrapolation

on the basis that the market value rose on a linear basis from £250,000 to £270,000 over that period. *2025
 (iii)  For the period from 5 September 2019 to the date of judgment, a pro rata proportion of £270,000 per annum.

432.  For reasons which I explain below, I am satisfied that SFM has a defence of change of position to the College's claim
to recover payments from SFM. This raises an issue as to the interrelationship of SFM's and the College's claims in unjust
enrichment. I return to that issue below after I have considered the College's claim in unjust enrichment.

For what period can SFM claim?

433.  The unjust enrichment claim is pleaded on the basis that the College has been unjustly enriched by the retention of the
equipment. The particulars of claim assert a claim in respect of unjust enrichment “to date”, albeit one only quantified “as of”
30 October 2018. The reply similarly notes that the claim for unjust enrichment is one brought “up to and including today's date
(the College having insisted on wrongfully retaining the equipment)”.

434.  In my view, this involves the assertion of a continuing claim for unjust enrichment for so long as the College continues
to insist on retaining the Building. It follows that I reject the College's submission that SFM is only entitled on its statement of
case to assert an unjust enrichment claim in respect of the period up to trial and not thereafter.

435.  However, the position with regard to any claim by SFM following judgment gives rise to a number of potential difficulties.

436.  First, once it is established that the Contract is void, it might be said that any complaint by SFM in relation to subsequent
use of the Building by the College is properly the domain of the law of tort. SFM is able to assert its right as owner to recover the
Building (albeit, given that the Contract is void, it cannot seek to enforce as it has previously a contractual obligation requiring
the College to dismantle and return the Building). If the College refuses to comply with such a demand, then that is likely to
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constitute conversion of the Building, triggering a right to user damages (see One Step (Support) Ltd v Morris-Garner [2019]
AC 649 , paras 25–30). If, however, SFM does not choose to seek to reclaim its property, it might be said that any continuing
possession on the College's part is not the result of any unjust factor capable of supporting an unjust enrichment claim, but
simply a consequence of SFM's own decision not to try and get its property back.

437.  Second, if a claim in unjust enrichment is hereafter pursued in respect of the period after judgment, it might be argued that
the College's continuing use of the Building after judgment does not involve a separate and independent transfer of value (cf
Prudential Assurance Co Ltd v Revenue and Customs Comrs [2019] AC 929 ). In my view, the preferred analysis is that where
the benefit conferred is not the transfer of property outright, but the transfer of the right of possession (and the concomitant right
of use) of property which the transferor is entitled to terminate at will, it is appropriate to treat each period during which the
right of possession and use subsists as an independent transfer of value. That would be consistent with the fact that the objective
valuation of the benefit is itself time-dependent (viz a market rate for use for a particular period). That is very different from
the position where there is an outright transfer of money or property, which the transferee subsequently uses (in which case
the subsequent use of the money or property will not involve a further and independent transfer of value: cf Professor Stevens,
“The Unjust Enrichment Disaster” (2018) 134 LQR 574, 596–597). *2026

438.  Third, if an unjust enrichment claim is to be brought, the effect of my judgment is that it will not be possible for SFM to
contend hereafter that it is conferring the right to possess and use the Building on the College on the basis of a mistaken belief
as to the status of the Contract. However, for the reasons I have set out above, it may be said that that of itself does not preclude
an unjust enrichment claim for the period after judgment. It might still be said that there was joint understanding that one of
the conditions on which the Building was provided—that its use would be paid for—was a continuing condition, capable of
operating even after it has been definitively determined that the Contract is void.

439.  Finally, the position might arise in which SFM was offered a reasonable opportunity to disassemble and remove the
Building, but refused to take it, raising the issue of whether use of the Building by the College thereafter would be capable of
generating an unjust enrichment claim in circumstances in which it had made it clear it no longer wanted the Building (see the
discussion in Goff and Jones at para 17-10).

440.  These are potentially deep waters, which were not navigated at the trial, and which are best left for final determination
as and when the precise facts prevailing in the period after judgment are known. The observations in paras 436–439 are not
intended to determine any of these issues, but are made in the hope that they might be of some assistance to the parties in
reaching agreement on the future position.

The College's counterclaim in unjust enrichment

441.  The College also brings an unjust enrichment claim, seeking to recover the payments it has made. Its pleaded case is that
it has made: (i) payments to BOSHire of £2,001,613·75 (inclusive of VAT) over the period November 2011 to January 2014;
and (ii) payments to SFM of £2,003,522·40 (inclusive of VAT) over the period from August 2014 to September 2017.

442.  The claim for repayment was originally advanced by the College solely against SFM (the only claimant at the relevant
time), with the result that the defence of change of position to that claim was only pleaded by SFM. Once BOSHire and GCP
were amended into the claim form as additional claimants, the College amended its counterclaim to seek repayment from all
three claimants. However, no amendment was made to the change of position defence, which continued to be advanced only by
SFM. This has led to extensive debate in post-hearing submissions as to whether the defence of change of position is available
in respect of any of the payments, and thrown up a number of further issues which were not fully explored during the hearing.

How much was paid and to whom?

443.  In a supplemental statement served on 10 February 2020, Ms Williams gave evidence about the invoices paid by the
College, identifying amounts said to have been paid to BOSHire and amounts said to have been paid to SFM. *2027

444.  The statement gave the following information:

Invoice No
 

Date
 

Amount
 

Supplier
 

BOS11884 [A] 30/11/2011 £36,000 BOSHire
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BOS2268 [B]
 

12/02/2013
 

£348,000
 

BOSHire
 

BOS2286[C]
 

11/03/2013
 

£372,000
 

BOSHire
 

BOS2424 [D]
 

11/09/2013
 

£1,202,114·40
 

BOSHire
 

BOS2452C [E]
 

11/09/2013
 

(£720,000)
 

BOSHire
 

  CREDIT
 

 

5395228 [F]
 

20/01/2014
 

£48,499·35
 

BOSHire
 

008 [G]
 

01/08/2014
 

£380,230·80
 

SFML
 

0010 [H]
 

03/09/2014
 

£20.473·20
 

SFML
 

0011 [I]
 

01/08/2015
 

£801,409·20
 

SFML
 

0012 [J]
 

22/08/2016
 

£801,409·20
 

SFML
 

I have added the letters in the first column to make it easier to identify the specific invoices under consideration in the discussion
which follows.

445.  Mr Spring said that payments A and F had been made to BOS and not to BOSHire. Mr Spring gave the following evidence
about invoices D and E:

“ A . The two payments under 242 … invoice numbers 2424 and 2425 … were … they ended up with BOSHire, but they
were actually … or they ended up with SFM rather.

“ Q . When you say ‘ended up’, do you mean?

“ A . Well, because I think Built Offshore actually …

“ Q . … paid by them or …

“ A . Yes, but BOSHire ended up with the money or SFM received the benefit of the cash but I think the invoicing was
done on those two payments by Built Offshore, just as an accident of the way the administration worked.”

446.  By the time closing submissions came to be made, there was no dispute that payment under invoice A issued in November
2011 was made to BOS. Further, the invoice was not paid pursuant to the Contract (which was not signed for another 16 months).
In these circumstances, the College realistically accepted that it was not in a position to seek recovery of this amount against the
claimants on the basis of a finding that the Contract was ultra vires. However, the position of invoices B to F remained in dispute.

447.  It is clear from the documents that the invoices which Ms Williams had identified as having been paid to BOSHire were
issued by BOS which provided its own bank account details for payment. It is also clear that the credit note which Mrs Williams
identified as having been received from BOSHire was a credit note from BOS. That credit note was issued in the amount of
£720,000 as a means of giving credit for the payments made under invoices B and C (which totalled £720,000), with the result
that invoices B and C, and credit note E cancel each other out. For that reason, I do not consider them further. That leaves
invoices D and F.

448.  So far as invoice D is concerned:

 (i)  In supplemental closing submissions, the claimants produced a further invoice from SFM to BOS in the amount of
invoice D, which was described as follows: “Hire charge for period from 05.09.13 to 04.09.14 due from Christ the King
under hire contract ref 1022—invoiced by Built Offshore as agent.” *2028

 (ii)  As this invoice suggests, invoice D is in the amount of the first hire payment as set out in the September 2013 supplement
to the Contract.
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 (iii)  At the date this payment was made, BOS had no entitlement to it (because it was never a payee under the Contract)
and BOSHire had no right to it because it had assigned its right to rent to SFM, and the College had been notified of that
assignment.

 (iv)  The evidence of Mr Spring, with which the invoice produced by the claimants following the trial is consistent, is that
this amount found its way to SFM.

 (v)  In these circumstances, I reached the provisional conclusion that invoice D was paid by the College to BOS who received
it as agent for and accounted for it to SFM. However, given that the fact and transmission of the payments ought to be
matters of record, I decided to allow the claimants and the College the opportunity to check the position before reaching
a final conclusion. After checking the position, the College confirmed that invoice D had indeed been paid to BOS, with
the College's accounting system showing that credit note E came from “Built Offsite Ltd” and that invoice D was paid to
“Built Offsite Ltd”. SFM provided a copy of its bank statement for the relevant period which confirmed that the amount
had been accounted for by BOS to SFM.

449.  That leaves invoice F which, on Mr Spring's evidence, was paid to BOS and not BOSHire and for which there is no
evidence to suggest it was ever re-billed to SFM. I accept Mr Spring's evidence:

 (i)  As I have noted, invoice D was in the amount of rent due on the commencement date of the Contract. Similarly, invoices
G and H, added together, are exactly equal to the amount of rent payable on the first anniversary of the Completion Date
under the Contract. Invoices I and J respectively are equal to the payments due under the Contract in September 2015 and
September 2016 respectively.

 (ii)  By contrast, invoice F is not referable to any amount payable under the Contract. This corroborates Mr Spring's evidence
that this amount was not paid under the Contract.

 (iii)  In these circumstances, I have concluded that the College had no right to recover the amount paid under invoice F,
which (a) was not paid under the Contract, and therefore is not susceptible to a claim in unjust enrichment on the basis that
the Contract was void; and (b) was not paid to or for the benefit of SFM, but to BOS.

450.  As I have noted, through the RSA, SFM entered into an agreement to assign its right to payments under the Contract
to GCP. The effect on that purported assignment of my conclusion that the Contract was void, with the result that SFM had
no right to rent to assign, was not explored before me. The notice of the assignment given to the College provided that the
College should make payments into a bank account in the name of GCP, but also provided that the College should continue to
deal with SFM until they had received written notice from GCP to the contrary. Further, the invoices in question were issued
by SFM and not by GCP.

451.  As I have noted, the College's evidence was that it made the payments to BOSHire or SFM. The College's case in opening
was that “no payments were in fact ever made to GCP”, and its case in closing was that the amounts it had paid fell “to be
recovered from BOSHire and SFM” and *2029  that “no payments were made to GCP”. That remained the College's position
in the further submissions which I asked it to file after the hearing.

452.  In these circumstances, I have concluded that I should proceed on the basis that the College's unjust enrichment claim
is being advanced against BOSHire and SFM, and I have not considered the issues which would arise if the claim were to be
advanced against GCP instead. If, however, I had concluded that it was necessary to consider the College's unjust enrichment
claim on the basis that GCP was the appropriate defendant, I would have given GCP the opportunity to make an application
for permission to amend to advance a change of position defence.

453.  In summary:

 (i)  The College cannot bring an unjust enrichment claim in respect of invoices A and F.
 (ii)  The College can bring an unjust enrichment claim in respect of invoices D, E, G, H, I and J in the total amount of

£2,485,636·80 inclusive of VAT, and the appropriate defendant to those claims is SFM.

454.  Unless SFM can establish one of the recognised defences to an unjust enrichment claim, the College is entitled to recover
these payments. The basis of the claim can be analysed in a number ways: that the payments were made under a mistake of law
or subject to a condition (which failed) that the College was acquiring legal rights ( Kleinwort Benson Ltd v Lincoln City Council
[1999] 2 AC 349 ) or under the principle in Auckland Harbour Board v The King [1924] AC 318 that ultra vires payments by
a public body are recoverable in unjust enrichment.
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455.  The only defence advanced to the College's claim in unjust enrichment is the defence of change of position.

SFM's change of position defence

Is it open to SFM to advance a change of position defence, and if so what basis?

456.  SFM's pleaded change of position defence is as follows:

“It is averred that SFM has, in good faith, changed its position. In particular, it is averred that such sums as were received
as hire charges pursuant to the terms of the hire contract have been spent, in good faith and in the honest belief that the
hire contract was not ultra vires, on servicing its financial obligations arising out of the manufacture, commissioning,
transportation, and construction costs involved at the beginning of the hire contract.”

457.  The College's unjust enrichment claim, and SFM's defence to it, were not addressed in the claimants’ opening skeleton
argument. For its part, the College's opening skeleton argument provided:

“It is understood from the claimants’ defence to counterclaim that SFM (alone) pleads a change of position defence
by reference to ‘servicing its financial obligation arising out of the manufacture, commissioning, transportation, and
construction costs involved at the beginning of the Hire Contract’. No evidence has been advanced in this respect on behalf
of SFM, which has provided no disclosure as to its finances at all, and the College does not presently understand the basis
for a change of position defence.” *2030

458.  In this case, the pre-trial directions provided for the service of supplementary opening skeletons. The claimants’
supplemental skeleton did not respond to that allegation, or otherwise address the College's claim in unjust enrichment.

459.  As the College's opening skeleton rightly observed, no witness evidence was adduced by the claimants which directly
addressed the change of position defence. While Mr Spring gave some evidence as to the financial arrangements between the
claimants and the structure of the transaction on the claimants’ side, he did not engage in any detailed explanation of what
amounts SFM had paid and when.

460.  In its written closing submission, SFM explained its case as follows:

“SFM was, under both the deed of assignment and RSA, responsible for the costs of manufacture, commissioning and
transportation and construction costs in relation to the equipment. The College criticises the claimants for failing to
advance evidence on this change of position (which is blindingly obvious from the fact of the buildings themselves and
the construction of the RSA and the deed of assignment). No further evidence is necessary. SFM might potentially have
advanced receipts for expenditure, however, there is ample evidence already before the court which demonstrates that the
costs expended by SFM in installing and erecting these units were considerable and far in excess of the hire charges paid
under the Contract.”

461.  The only evidential reference given to support the paragraph was a reference to the expert evidence of Mr Dodson which
addressed the cost of the Building, but not who had paid for it. No other submissions were made (legal or factual) and no other
evidential references were given.

462.  The editors of Goff and Jones observe at para 27.32:

“The onus of pleading and proving the change of position defence is on the defendant, who must put it forward ‘fairly and
squarely’ in his statement of case so that ‘its factual merits can be explored at trial’; he must also adduce evidence and
give disclosure in support of the defence” (quoting from Adrian Alan Ltd v Fuglers [2003] 4 Costs LR 518 , para 16 and
Prudential Assurance Co Ltd v Revenue and Customs Comrs [2017] 1 WLR 4031 , para 150).
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463.  I have given careful consideration to the question of whether it should be open to SFM to pursue its change of position
defence, given the limited attempts to develop the point in argument at trial or to point the court to any evidence said to support
it. However, there are a number of documents in the chronological bundle which are capable of supporting such a defence in the
form it was advanced in SFM's written closing (ie a defence premised on the amounts paid by SFM for the construction of the
Building). In these circumstances, I decided to allow a further round of written closing submissions on the change of position
defence as formulated in the claimants’ written closing. The claimants filed 19 pages of submissions. The College served a
responsive submission of some 11 pages, to which the claimants replied in a further eight-page document served on 8 April 2020.

464.  Understandably, the College has objected to the claimant's failure to develop their change of position defence adequately
at trial. In particular *2031  the College relies on paragraphs J8.6–J8.7 of the current edition of the Commercial Court Guide,
which provides that not all documents in the trial bundle are in evidence, and that a claimant wishing to put a document in the
trial bundle into evidence must “actively adduce the document in evidence by some other means”. The Guide also provides
that “it will not normally be appropriate for reliance to be placed in final speeches on any document not already specifically
adduced in evidence by one of the means described” (the parties’ agreement, an invitation to the judge to read the document
in opening or putting the document to a witness).

465.  This provision is clearly intended to ensure that the judge and the parties have a fair opportunity to comment upon
documents which one party (or indeed the judge) relies upon, and to take up any issues which arise in relation to those documents
either with a relevant witness or in submission. In this case, while there was no specific reference to the various interim payment
documents in opening, the expert report of Mr Dodson, which was adduced in evidence, did refer to and rely on BOS's invoices
and Bailey Partner's valuations, and Mr Dodson's evidence on the costs of construction was not challenged. Given the narrow
nature of the issue, and the absence of any genuine controversy between the parties in relation to the cost of the Building, I have
concluded that I can fairly rely upon these documents for the purpose of my judgment now that the College has been afforded,
and taken, an opportunity to make submissions about them.

SFM's change of position defence: the law

466.  So far as SFM's change of position defence is concerned, the applicable legal principles can be briefly stated:

 (i)  There is a defence of change of position to a claim in unjust enrichment where the defendant's “position has so changed
that it would be inequitable in all the circumstances to require him to make restitution, or alternatively to make restitution
in full”: Lipkin Gorman v Karpnale Ltd [1991] 2 AC 548 , 580.

 (ii)  A change of position can be established from action taken before, but in anticipation of, the receipt of the payment:
Dextra Bank and Trust Co Ltd v Bank of Jamaica [2002] 1 All ER (Comm) 193 , para 38; Commerzbank AG v Price-Jones
[2003] EWCA Civ 1663 at [38], [47].

 (iii)  “[The] mere fact that the defendant has spent the money, in whole or in part, does not of itself render it inequitable that
he should be called upon to repay, because the expenditure might in any event have been incurred by him in the ordinary
course of things”: Lord Goff of Chieveley in Lipkin Gorman , at p 580.

467.  The change of position which SFM advanced in closing at trial was based on the fact that it had paid for the acquisition
and construction of the Building which had happened by November 2013. The College did not seek to argue that a defence of
change of position was not open to SFM to the extent that its claim in unjust enrichment was premised on a failure of basis,
no doubt recognising that the nature of the change of position relied upon in this case was expenditure directly incurred in
preparation for the Contract (see the discussion in Goff and Jones , at paras 27-58 to 27-60).

468.  However, the payments which the College seeks to recover from SFM include payments made after the last amount was
paid to BOS. As I noted above, the Privy Council held in Dextra that the fact that the change *2032  of position occurs before
rather than after the receipt in question does not preclude a change of position defence. The Privy Council observed at para 38:

“It is true that, in the second case, the defendant relied on the payment being made to him in the future (as well as relying
on such payment, when made, being a valid payment); but, provided that his change of position was in good faith, it should
provide, pro tanto at least, a good defence because it would be inequitable to require the defendant to make restitution,
or to make restitution in full.”
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469.  The Court of Appeal in Commerzbank AG v Price-Jones [2003] EWCA Civ 1663 at [38] and [47] has also confirmed that
reliance in anticipation of the receipt of a payment which is then received can establish the defence of change of position.

470.  The College argued that the defence of change of position cannot be advanced by way of a defence to a claim by a
public body to recover monies paid out under an ultra vires contract where the change of position in question was effected in
anticipation of, rather than following, receipt of the payments in question. The College relied upon the decision Clarke J in
Svenska [1995] 1 All ER 545 , in which the judge rejected a defence of change of position by the bank premised on a hedging
swap which the bank had entered into at the same time as the void swap and in reliance upon the validity of the swap agreement
with the local authority. The local authority submitted that the change of position in question had occurred when the hedge
was taken out, which preceded the receipt by the bank of any payments from the local authority. At p 565, Clarke J accepted
the local authority's argument:

“In my judgment in circumstances such as these the bank is not entitled to rely upon the underlying validity of the
transaction either in support of a plea of estoppel or in support of a defence of change of position. That is because the
transaction is ultra vires and void. It is for that reason that in a case of this kind, save perhaps in exceptional circumstances,
the defence of change of position is in principle confined to changes which take place after receipt of the money. Otherwise
the bank would in effect be relying upon the supposed validity of a void transaction … It does not however follow that the
defence of change of position can never succeed where the alleged change occurs before the receipt of the money.”

471.  The Privy Council in Dextra [2002] 1 All ER (Comm) 193 observed of this passage at para 39:

“It follows that the exclusion of anticipatory reliance in that case depended on the exceptional facts of the case; though it is
right to record that the decision of Clarke J has been the subject of criticism—see, eg, Goff and Jones , Law of Restitution
… pp 823–824.”

472.  It is not clear which “exceptional facts” the Privy Council thought might justify the exclusion of anticipatory reliance
in that case. The editors of Goff and Jones suggest that it might be that the payment of money under a back-to-back hedging
contract with another bank was too remote (para 27-36, footnote 101). However, the terms of Clarke J's judgment suggest
*2033  that he attached particular significance to the fact that the swap with the local authority was void, and took the view

that allowing a defence of anticipatory change of position in those circumstances would involve the bank establishing change
of position in reliance on the existence of the swap contract (and therefore on an ultra vires transaction) rather on the fact of
payment (which had yet to occur).

473.  There can be no objection in principle to allowing a party who receives an ultra vires payment from a public body to
advance a change of position defence. The editors of Goff and Jones , at para 27-64, suggest that “the recipients of ultra vires
payments by public bodies should be allowed to raise the defence of change of position on appropriate facts”. They also note
that the defence has been upheld in response to claims by local authorities to recover amounts paid under ultra vires redundancy
agreements in Hinckley [2000] LGR 9 and Eastbourne Borough Council v Foster 20 December 2000 . As the defence does
not involve holding a public body to a representation as to its ability to make a payment which it is outside its capacity to
make, but rather a defendant-focused inquiry in circumstances in which the public body is asserting a cause of action to recover
the amounts paid, the recognition of the change of position defence does not subvert the principle propounded by the House
of Lords in Howell v Falmouth Boat Construction Co Ltd [1951] AC 837 , 844–845 that the ultra vires doctrine cannot be
subverted by allowing payees to hold public bodies to false statements by public officials as to the bodies’ vires.

474.  The College did not contend “that a change of position defence can never arise in a restitution claim based on ultra
vires”, and it accepts that in cases not involving public authorities, anticipatory change in position can give rise to the defence.
However, it contends that there can be no anticipatory change of position defence to claims to recover ultra vires payments by
public bodies. The College argues that:
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“In an anticipatory change of position context, giving effect to the defence has the effect of holding that the public authority
was legally required to make the ultra vires payments it then subsequently made. That is an infringement of the ultra vires
doctrine in the way that recognising that a payment made ultra vires which is subsequently spent, cannot be recovered
is not.”

475.  In my opinion, this submission proceeds on a misapprehension. The recognition of the defence of anticipatory change of
position does not place a party under an obligation to make payments for which the legal basis has not been satisfied, simply
because the other party has acted in anticipation of the receipt of such payments. If the failure of basis comes to the putative
payer's attention before the payment is made, there will be no obligation to make the payment, whether or not there has been
anticipatory reliance. If, however, the party makes the payments in ignorance of the failure of basis, and then requires the court's
assistance to recover the payment back, the defence of anticipatory change of position may provide an answer to such a claim,
in whole or in part. As the Privy Council noted in Dextra [2002] 1 All ER (Comm) 193 , para 38: “Since ex hypothesi the
defendant will in fact have received the expected payment, there is no question of the defendant using the defence of change
of position to enforce, directly or indirectly, a claim to that money.” *2034

476.  I note that Cranston J allowed a defence of anticipatory change of position to be advanced in response to a claim to recover
payments under an ultra vires contract in Charles Terence Estates [2012] PTSR 790 , stating at para 98: “It does not matter
that on some occasions that change of position occurred before CTE received the moneys, since it did so in anticipation of
their future payment.”

477.  Further, the defence of anticipatory change of position, as explained in Dextra and Commerzbank [2003] EWCA Civ 1663
does not rest on the payee's reliance on the validity of the void transaction, but on the payee's reliance on the future payment
(as the Privy Council observed in Dextra , para 38, “it is surely no abuse of language to say, in the second case as in the first,
that the defendant has incurred the expenditure in reliance on the plaintiff's payment”). It is for this reason that the operation of
the defence in these circumstances is sometimes described as one of “anticipatory reliance” (on the payment yet to be made)
rather than actual reliance (on the existence of an obligation to effect the payment): see for example Commerzbank , para 38,
in which Mummery LJ stated:

“As was held by the Judicial Committee of the Privy Council in the Dextra Bank case at p 204, the question whether it
would be inequitable to require restitution can arise in cases of ‘anticipatory reliance’ where a recipient of an overpayment
has already changed his position in good faith in the expectation of receiving a future benefit.”

478.  For these reasons, I have concluded that there is no principled basis for the distinction which the College invites me to
draw in its submissions between anticipatory and consequential change of position in public authority cases.

SFM's change of position defence: the facts

479.  The College are right to observe that SFM's change of position defence received little attention in the course of the trial.
However, the documents in the trial bundle clearly establish the following:

 (i)  On 30 April 2013, SFM entered into a contract with BOS under which BOS agrees to erect the Building for the contract
sum of £6,660,000 (“the Build Contract”). Variations led to the price being increased to £7,147,039.

 (ii)  “Notification of Interim Payment” were provided by the Bailey Partnership, the construction consultants responsible for
certifying when payments had been earned under the Build Contract, to SFM on 30 April 2013 (£1,892,715 plus VAT); 13
June 2013 (£3,598,640·15 plus VAT); 7 August 2013 (£767,210·85 plus VAT) and 20 November 2013 (£888,473 plus VAT).

 (iii)  Invoices were rendered by BOS to SFM on 17 May 2013 for £900,000 plus VAT; on 13 June 2013 for £695,461·29
plus VAT and on 7 August 2013 for £339,538·71 plus VAT.

 (iv)  On 13 September 2013: (a) SAM invoiced SFM for £222,491 for arrangement fees for the term and construction
funding facilities. Mr Spring's e-mail of 12 September 2013 records that SFM invoiced SAM at or around the same time in
the amount of £95,518. (b) SFM rendered invoices to BOS of £766,039 plus VAT and £597,683 plus VAT. (c) BOS rendered
a further invoice to SFM of £5,319,984 plus VAT (which invoice referred to the fact that £1,935,000 plus VAT had already
been invoiced). *2035
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 (v)  On 20 November 2013, a further interim payment notice was issued by the Bailey Partnership for an amount due from
SFM to BOS of £888,473. The notification referred to a total valuation of work done by BOS for SFM under the contract
of £7,147,039, of which £6,258,566 had already been notified.

480.  The College argued that there was no evidence that any of the invoices had actually been paid. It relies in this connection
on a statement in Goff and Jones , at para 27-32, sourced to the New Zealand case of Saba Yachts Ltd v Fish Pacific Ltd [2006]
NZCCLR 963 , that it is not enough that there is “evidence that an invoice was issued by the defendant's business associate,
unaccompanied by evidence that this was ever paid”. In Saba Yachts the defendant had relied upon an invoice rendered by a
related company for work alleged to have been done. Winkelmann J at para 65 suggested that production of an invoice at arm's
length might have been sufficient to prove a change of position because “if an invoice is issued, it is to be inferred that it is to
be paid”. However, she was not prepared to draw that inference on the facts before her.

481.  The issue of whether there is sufficient evidence to establish the defence of change of position is ultimately one of fact. I
am satisfied on the evidence in this case that the overwhelming likelihood is that the invoices were paid:

 (i)  There is clear evidence of the work done by BOS (in contrast to the position in Saba Yachts ).
 (ii)  The invoices were produced as a result of formal certification by the Bailey Partnership as an independent third party.
 (iii)  The commercial arrangements which Mr Spring describes in his witness statement could only work if BOS was paid

for the Building which was then leased by the acquirer to the College. It was Mr Spring's evidence that the purpose of the
various arrangements put in place was “to fund the purchase of the Buildings from [BOS] to that they could be leased to
the end-customer”.

 (iv)  The Notifications of Interim Payments all provided for payment within a specified period of time, were all issued
following an application by BOS for an interim payment, and in each case BOS then invoiced SFM for the payments. I can
think of no sensible reason why BOS, having sought an interim payment, established its entitlement to the same and then
issued an invoice, would not have sought and obtained payment of the amounts certified.

 (v)  It is clear from documents in the trial bundle that when SFM was late in making payments, BOS chased SFM and
demanded payment by return. By way of example, in an e-mail concerning the third interim payment in August 2013, Mr
Pierce informed Mr Spring ”payment would now be appreciated, it so offends when we come to remove furniture, fittings
and personal effects”.

 (vi)  Finally, the terms of BOS's invoices provided that property did not pass until payment. As I have noted above, it is
clear on the evidence that SFM became the owner of the Building.

482.  On this basis, I am satisfied that SFM made a net payment to BOS in anticipation of the receipt of rent under the Contract
of in excess of £5·7m plus VAT and a net payment to SAM on the same basis of in excess of £125,000. *2036

483.  In their second round of closing submissions, filed on 1 April 2020, the claimants also argued that SFM had borrowed
and paid money in reliance on the receipt of payments from the College under the Contract and that this constituted a change
of position. As the amounts paid by SFM to BOS for the Building, and for which I have invoices and/or notifications of interim
payment, are sufficient to establish a change of position defence in respect of all of the amounts paid by the College to SFM, it
is not necessary for me to address this alternative ground for a change of position defence.

Has a sufficient causal link been shown between the payments made by SFM and the receipt of payments from the College

484.  The College contends that no sufficient causal link has been established between any payments made by SFM, and the
receipt of hire charges, and also suggests that SFM took the risk in relation to any transaction it entered into.

485.  So far as the amounts expended by SFM in paying for the acquisition, transportation and installation of the Building are
concerned, it is clear on the evidence that SFM incurred this expenditure in reliance on, and anticipation of, the prospective
payments under the Contract:

 (i)  SFM was a single purpose company specifically incorporated for the purposes of this Contract.
 (ii)  The Contract specifically contemplated that the Building would be acquired from BOS for the purpose of leasing it

to the College.
 (iii)  The College was made aware that SFM was the assignee of the right to hire and was to acquire ownership of the

Building which the College was leasing in return for the payment of hire.
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486.  There is a very strong link between the expenditure relied upon as constituting change of position and the enrichment
which the College seeks to reverse in this case: much stronger, for example, than the position where a party incurs expenditure
influenced by a general sense of well-being because it anticipates receiving payments in the future; or (as in Svenska [1995] 1
All ER 545 ) where the payee enters into a back-to-back contract for its own purposes and to manage its own risk in respect of
the transaction it has purported to enter into with the payer; or (as in Haugesund Kommune v Depfa ACS Bank [2012] QB 549
) where the payee speculates for its own purposes using money paid to it under an ultra vires contract.

487.  None of the matters relied upon by the College in its submissions of 7 April 2020 negate the clear and direct connection
between the payments relied upon as constituting the change of position and the amounts which the College seeks to recover.
Taking them in turn:

 (i)  The reasons for the assignment to SFM are clear on the evidence (viz that GCP wanted the rights held by a single
purpose entity over whose assets it could have a debenture). In any event, uncertainty on this topic would not bear on the
issue of whether SFM had made the payments for the Building to BOS in anticipation of the receipt of payments for the
Building from the College.

 (ii)  The facts that there was some interchangeability between BOS and BOSHire in the parties’ contemporary dealings,
that BOS was prepared to incur significant expenditure without a written contract in place and that BOS was willing to
accept a reduced margin do not begin to establish that *2037  SFM would have paid for the Building without anticipating
the receipt of hire under the Contract.

 (iii)  The fact that payments for the period up to 1 August 2014 were paid by the College to BOS and not to SFM lends no
support to the suggestion that SFM would have been willing to pay for the Building otherwise than in anticipation of the
College's legal obligation to pay hire. On the unchallenged evidence of Mr Spring, and as confirmed by a copy of the notice
of assignment signed by BOSHire and acknowledged by the College, SFM had the benefit of an assignment of all BOSHire's
rights under the Contract by 14 May 2013, long before the first payment of hire under the Contract fell to be made.

Does SFM have a surviving asset which defeats the defence of change of position?

The legal principles

488.  Finally, the College contends that the amounts received by SFM from GCP under the RSA constitute a “surviving asset”
which negates SFM's contention that it has changed its position. This argument raises a relatively under-developed aspect of
the law of unjust enrichment first averted to by Lord Templeman in Lipkin Gorman [1991] 2 AC 548 , 560 when he noted:

“Thus if the donee spent £20,000 in the purchase of a motor car which he would not have purchased but for the gift, it
seems to me that the donee has altered his position on the faith of the gift and has only been unjustly enriched to the extent
of the secondhand value of the motor car at the date when the victim of the theft seeks restitution. If the donee spends the
£20,000 in a trip round the world, which he would not have undertaken without the gift, it seems to me that the donee has
altered his position on the faith of the gift and that he is not unjustly enriched when the victim of the theft seeks restitution.”

489.  It will be noted that Lord Templeman's example focused on surviving value at the date restitution was sought, and not the
mere acquisition of value in the past which could no longer be realised (viz the round-the-world trip). The issues raised by the
potential counter-defence of “surviving value” are discussed in Goff and Jones , at paras 27-16 to 27-23. The editors refer to
the decision of the High Court of Australia in Australian Financial Services & Leasing Pty Ltd v Hills Industries Ltd (2014)
253 CLR 560 , paras 23–25 and 95 that a test of “irreversible detriment” should determine whether a defendant's circumstances
have changed to such an extent that he should be entitled to the defence of change of position. However, the editors endorse
Henderson J's observations in Test Claimants in the FII Group Litigation v Revenue and Customs Comrs (formerly Inland
Revenue Comrs) [2015] STC 1471 , para 354:

“… It may be relevant to consider whether the expenditure or loss relied upon is reversible, and (if so) how easily the
defendant could take steps to reverse it … But it would be wrong to elevate this consideration into a general test of
irretrievability. Expenditure may well be irretrievable, for example because it is immediately consumed, or for some other
reason cannot be recouped from the payee, but that fact alone does not stamp the expenditure as a relevant disenrichment.
*2038  Among other things, it also has to satisfy the causal ‘but for’ test if the defence is to be made out.”
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490.  Professor Burrows QC also questions the suggestion that reversibility should be the touchstone of whether steps taken by
the payee in anticipation of or as a result of a payment give rise to the defence of change of position, suggesting that the defence
is concerned with “the defendant being in a worse position to pay back the money than he would have been in had the payment
not been received” (or, presumably, anticipated): The Law of Restitution , 3rd ed (2010), pp 531–532.

491.  The discussions of surviving assets, and most of the cases, are generally concerned with cases of exchange, in which
the enrichment (or its anticipation) causes the payee to exchange money for an asset of some other kind—a car, shares and
furniture, for example—or to effect an immediate reduction of an existing liability (paying an existing debt). The principle has
also been applied to readily reversible unilateral payments—for example where payments have been made to tax authorities
which are recoverable (eg Hillsdown Holdings plc v Pensions Ombudsman [1997] 1 All ER 862 , 904). However, the transaction
said to constitute the change of position may be more complex, involving the assumption on the part of the payee of additional
liabilities beyond payment in return for the acquisition of an asset or the discharge of a debt. In that case, it may be much more
difficult to conclude that there would no net adverse change in the payee's position if the payment was recovered.

SFM's acquisition of the Building

492.  The first surviving asset which the College suggest defeats SFM's change of position defence is the Building. I accept
that this comes very close to the specific example which Lord Templeman gave in Lipkin Gorman [1991] 2 AC 548 of an asset
acquired on the basis of the receipt of funds which the payer then seeks to reverse.

493.  However, I have accepted the College's case that the realisable value of this asset—which in the circumstances must mean
its ex situ value—at the date restitution is sought is negligible, and certainly nowhere near sufficient to reduce the net level
of payments which SFM has made to BOS below the amounts which the College seeks to recover *2039  from SFM. Giving
credit for the realisable value of the Building does not reduce SFM's net expenditure below the amount which the College seeks
to recover. That finding is sufficient in itself to defeat this aspect of the College's argument.

494.  Further, the evidence establishes that SFM sold residual interest participations in the building to BOS and SAM for
payments which I have already taken into account when calculating the level of net payments made by SFM. The effect of
that sale is that it is BOS and SAM who stand to benefit from the future exploitation of the Building on the expiry or early
termination of the Contract.

The amounts received by SFM from GCP

495.  The College also alleges that SFM has not changed its position to its detriment because SFM sold the right to receive
rent to GCP for a lump sum under the RSA. While the amount paid by GCP to SFM under the RSA was redacted from the
copy before the court, it is clear on the evidence that this figure substantially exceeded the amount which the College seeks to
recover from SFM. A valuation report provided by Mazars to GCP referred to GCP raising around £5m from a loan note issue
all of which would be paid by GCP to SFM under the RSA

496.  I have concluded that the circa £5m payment does not have the effect of reducing or eliminating the change of position
defence which SFM has prima facie established in the form of the payments made to BOS for the Building.

497.  The RSA involved SFM providing a series of promises to GCP in return for the payment, including transfer of the right
to payment under the RSA “with full title guarantee”, and, inter alia, warranties at the date of the RSA and on completion that
(i) the Contract was subsisting, valid, binding and fully enforceable; (ii) SFM had good and marketable title to the rent payable
under the Contract; and (iii) the College had no defence to claims for the rent. It would be unrealistic to consider the benefit
acquired by SFM under the RSA in isolation from the liabilities assumed by SFM in return. Once those liabilities are taken
into account, it cannot be said that the amount received by SFM under the RSA negates the change of position prima facie
constituted by SFM's payments to BOS.

498.  Further, if regard is to be had to the RSA in assessing whether SFM has (in the College's words) “suffered a detrimental
change of circumstances” in anticipation of the receipt of payments from the College, then it is necessary to step back and
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consider the overall net effect of the transactions which SFM has entered into. Those transactions involved SFM transferring
any entitlement to payments under the Contract to GCP and making certain promises to GCP in return for the payment of a
lump sum. That lump sum was used by SFM (a) to repay the construction facility which was the principal source of the amounts
SFM paid to BOS before completion of the Building and (b) to pay BOS the amounts falling due on completion. In net terms,
therefore, SFM has acquired the Building, for which it has expended an amount in excess of the sum received from GCP. In
circumstances in which I have found that the Building has an insignificant realisable value ex situ, and SFM has in any event
sold the benefit of any residual value in the Building, the inevitable result of ordering SFM to repay the amounts sought by
the College would be to leave SFM out-of-pocket by that amount, even before account is taken of the legal liabilities which
SFM has assumed under the RSA.

499.  For these reasons, I reject the College's “surviving value” argument, and find that SFM has made out its change of position
defence to the College's claim in unjust enrichment.

The relationship between SFM's and the college's claims in unjust enrichment

500.  I have found that:

 (i)  SFM conferred a benefit on the College in respect of the period from September 2013 to trial.
 (ii)  The payments made by the College for that benefit in respect of the period from September 2013 to September 2017

are not recoverable because SFM has changed its position in anticipation of those payments.

501.  What is the combined effect of those findings?

502.  In relation to the period from September 2013 to September 2017, SFM can make no further recovery beyond the amounts
which the College has already paid and which I have held it cannot recover. This result can be *2040  rationalised in a number
of ways. It might be said that SFM has received the anticipated counter-performance in circumstances in which the College
cannot recover it (because of SFM's change of position defence), and so there has been no failure of condition. Alternatively, it
might be said that any enrichment has not come at SFM's expense because SFM had been paid for it. In the further alternative,
it might be said that in circumstances in which the College cannot recover back the amounts paid by way of rent for this period
because of SFM's change of position, the College has its own change of position defence to any claim in unjust enrichment
by SFM for that period.

503.  In respect of the period from September 2017 to trial, I have concluded that SFM can recover in unjust enrichment at the
market rate I have set out above. It is no answer to such a claim that, in respect of the preceding three years, the College will
have paid in excess of the market rate. In circumstances in which the College cannot recover the rent paid during the preceding
period because SFM has changed its position, it would not be appropriate to allow the College nonetheless to rely upon those
payments as, in effect, creating a credit which can be used to answer SFM's claim in unjust enrichment in respect of later years
for which no payment has been made.

504.  It will be apparent that my analysis treats the unjust enrichment claim for each year's hire as, in effect, severable for the
purposes of analysing the claims and defences to claims in unjust enrichment. In my view, this analysis best represents the
nature of the benefit transferred—the possession or use of property over a period of time—and the market valuation of that
benefit (which involved a period-dependent payment). It is for this reason that the amounts paid by the College for the period
from September 2013 to September 2017, and which I have found to be irrecoverable, do not provide a complete answer to
SFM's claim in unjust enrichment for the entire period of use of the Building (cf the rule that a failure of basis must be total
unless the benefit conferred is severable analysed in Goff and Jones , paras 12-26 to 12-28).

The college's and the council's Part 20 claims against each other

505.  The College's Part 20 claim against the Council was premised on the College acting as the Council's agent in entering into
the Contract, a premise which I have rejected. Accordingly this claim fails.

506.  The Council's Part 20 claim against the College was conditional on the Council being found liable to the claimants, which
I have found it is not. Accordingly, the basis of this claim does not arise.
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Conclusion

507.  For the reasons set out in this judgment:

 (i)  The Contract was ultra vires the College, with the result that the claimants’ claims against the College under the Contract
fail.

 (ii)  The claimants’ claims against the Council under the Contract fail, for that reason and for the additional reason that the
Council was not a party to the Contract.

 (iii)  The claimants’ claims in misrepresentation and misstatement against the College and the Council fail.
 (iv)  The College's claim to recover the amounts set out in Ms Williams's second witness statement from the claimants in

unjust enrichment fails. *2041
 (v)  SFM's claim in unjust enrichment against the College succeeds in respect of the period from September 2017 to

judgment, and is to be quantified on the basis set out in this judgment.

508.  The parties are asked to seek to reach agreement on the terms of an order reflecting the findings in this judgment, and on
any consequential issues. Directions will be given for further submissions to be filed on any matters which remain in dispute.

  Louise Hopson, Solicitor *2042

Declaration granted that contract ultra vires college and void.

College liable to first claimant in restitution for unjust enrichment in sum of £711,323·88, plus accrued interest in sum of
£46,225·60. Payment stayed pending determination of college's appeal.

Claimants’ claims against council dismissed.

College's counterclaim against claimants dismissed.

No order on college's and council's Part 20 claims.

Claimants’ application for permission to appeal refused.

College's application for permission to appeal granted.

No order for costs as between claimants and college, or as between college and council.

Claimants to pay 95% of council's costs of claims against it on standard basis, to be assessed if not agreed, plus interest, with
payment on account in sum of £332,000.

Footnotes

1 School and Early Years
Finance (England) Regulations
2012, reg 22 : “(1) … where
two or more schools are
federated under section 24
of the 2002 Act, the local
authority must determine a
budget share for each school
in accordance with Part 3 of
these Regulations.”

2 School Standards Framework
Act 1998, ss 48, 49 , as
amended: see post, paras 70,
71.

3 Education Act 2002, Sch 1,
para 3 : see post, para 64.
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(c) Incorporated Council of Law Reporting for England & Wales
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*681  In re Spectrum Plus Ltd (in liquidation)

Positive/Neutral Judicial Consideration

Court
House of Lords

Judgment Date
30 June 2005

Report Citation
[2005] UKHL 41
[2005] 2 A.C. 680

House of Lords

Lord Nicholls of Birkenhead , Lord Steyn , Lord Hope of Craighead , Lord Scott of Foscote , Lord
Walker of Gestingthorpe , Baroness Hale of Richmond and Lord Brown of Eaton-under-Heywood

2005 April 25, 26, 27, 28; June 30

Company—Debenture—Charge over book debts—Charge expressed to be "by way of specific charge" prohibiting disposal of
book debts and requiring proceeds to be paid into account with chargee bank—Bank permitting company to draw proceeds of
debts from account to use in course of business subject to restrictions—Whether charge fixed or floating

Judicial precedent—House of Lords decision—Effect—House of Lords overruling previous decision of lower court—Whether
jurisdiction to overrule prospectively only

The company opened an account with the bank and obtained an overdraft facility for the purpose of providing working capital
for the business of the company. By a debenture the company created a charge, expressed to be "by way of specific charge",
in favour of the bank over the company's book debts in order to secure moneys due from the company to the bank. The
obligations of the company under the debenture were to pay the proceeds of any book debt into the company's account with the
bank, not to sell, factor, discount or otherwise charge or assign any such book debt in favour of any other person without the
consent of the bank and, if called on to do so, to execute legal assignments of such book debts. The bank advanced £200,000
to the company and debited its new account accordingly. While the overdraft facility varied from time to time the company's
account was never in credit. The proceeds of the book debts were collected by the company and paid into its account with
the bank, thereby reducing the overdraft. The company drew on the account as and when required, thereby increasing the
overdraft. The company went into creditors' voluntary liquidation owing the bank £156,554. The liquidators collected book
debts to the value of £113,484 but refused to account for them to the bank. The bank sought a declaration that the debenture
created a fixed charge over the company's book debts and the proceeds thereof and an order that the liquidators account to
the bank in respect of them. The judge, declining to follow a Court of Appeal authority which had been disapproved by the
Privy Council, refused the relief sought on the ground that the charge over the book debts granted by the company to the
bank was a floating charge and therefore did not have priority over the claims of preferential creditors. The Court of Appeal
allowed the bank's appeal and held, inter alia, that the charge over the book debts was a fixed charge which gave the bank
priority over the claims of preferential creditors.

On appeal by the Revenue and Customs Commissioners and the Secretary of State for Trade and Industry as Crown creditors
—
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Held, allowing the appeal, (1) that under a fixed charge the assets charged as security were permanently appropriated to
the payment of the sum charged in such a way as to give the chargee a proprietary interest in the assets and to impose
restrictions on the chargor's use of the asset; that, by contrast, the essential characteristic of a floating charge was that the
asset subject to the charge was not finally appropriated as a security for the payment of the debt until the occurrence of
some future event, and in the meantime the chargor was free to use the charged asset and remove it from the security; that
the restrictions on the company's right to deal  *682  with uncollected book debts did not enable the bank to realise its
security over those uncollected book debts, or to sell the book debts without first taking some steps following what would
amount to a crystallisation event; that, although the company was prevented from entering into transactions with any third
party in relation to book debts prior to their collection, once the book debts had been collected and paid into the company's
current account, the bank's debenture placed no restriction on the use that the company could make of the balance on the
account; that since it was not a blocked account the company could continue to draw on it, and the bank was contractually
obliged to honour the company's cheques; that therefore the charge over the company's book debts had the characteristics of
a floating charge; and that, accordingly, the debenture, although expressed to grant the bank a fixed charge, in law granted
only a floating charge which did not have priority over the claims of preferential creditors (post, paras 1, 44, 53, 55-64, 75,
110-120, 128, 129, 138-139, 152-155, 162, 164-165).

Siebe Gorman & Co Ltd v Barclays Bank Ltd [1979] 2 Lloyd's Rep 142 and In re New Bullas Trading Ltd [1994] 1 BCLC
485, CA overruled .

Agnew v Comr of Inland Revenue [2001] 2 AC 710, PC approved .

(2)  That the established practice of judicial precedent derived from the common law, and constitutionally judges had power
to modify that practice; that there was a flexibility inherent in this country's legal system and there could be circumstances
where prospective overruling would be necessary to serve the underlying objective of the courts, which was to administer
justice fairly and in accordance with the law; that there could be cases where a decision on an issue of law was unavoidable
but the decision would have such gravely unfair and disruptive consequences for past transactions or happenings that the
House of Lords would be compelled to depart from the normal principles relating to the retrospective and prospective effect
of court decisions; that if, altogether exceptionally, their Lordships as the country's supreme court were to follow that course
and overrule a case with prospective effect only, it would not be trespassing outside the functions properly to be discharged
by the judiciary; that (Lord Steyn and Lord Scott of Foscote dissenting) even in respect of an issue of statute law it could
not be said that prospective overruling could never be justified as a proper exercise of judicial power; and that, therefore, it
was not necessarily and always beyond the competence of the House of Lords ever to limit the temporal effect of its ruling
(post, paras 16, 39-41, 45, 71-74, 125-126, 129, 161-162, 165 ).

(3)  That the present case did not fall into that exceptional category of case in which alone a prospective overruling would
be legitimate; that although their Lordships had overruled a long-standing decision which had for many years been relied on
when formulating and using standard forms of charges on book debts, banks and other commercial lenders were sophisticated
operators who could not have been lulled into a false sense of security by what was a first instance decision, so that it could
not have been regarded as finally and definitively settling the law; that if the firm and unanimous decision of their Lordships
were given prospective effect only it would result in preferential creditors in many existing liquidations being deprived of
the priority, which, on a correct view of the law, Parliament intended they should have; that (per Lord Scott of Foscote) to
deprive preferential creditors of the rights given to them by statute would be to suspend a law that Parliament had enacted,
and that would be contrary to the spirit and, perhaps, the letter of the Bill of Rights; and that, accordingly, the decision should
take effect without any temporal restriction (post, paras 43, 46, 74, 122, 127, 129, 161, 162, 164, 165).

Decision of the Court of Appeal [2004] EWCA Civ 670; [2004] Ch 337; [2004] 3 WLR 503; [2004] 4 All ER 995 reversed .

Decision of Sir Andrew Morritt V-C [2004] EWHC 9 (Ch); [2004] Ch 337; [2004] 2 WLR 783; [2004] 1 All ER 981 restored .

The following cases are referred to in the opinions of their Lordships:

 Agnew v Comr of Inland Revenue [2000] 1 NZLR 223; [2001] UKPC 28; [2001] 2 AC 710; [2001] 3 WLR 454, PC
 Attorney General for Jersey v Holley [2005] UKPC 23; [2005] 2 AC 580; [2005] 3 WLR 29, PC
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 Banca Popolare di Cremona v Agenzia Entrate Ufficio Cremona (Case C-475/03) (unreported) 17 March 2005, Advocate
General

 Bank of Credit and Commerce International SA (No 8), In re [1998] AC 214; [1997] 3 WLR 909; [1997] 4 All ER 568, HL(E)
 Barclays Bank plc v O'Brien [1994] 1 AC 180; [1993] 3 WLR 786; [1993] 4 All ER 417, HL(E)
 Beam (James B) Distilling Co v Georgia (1991) 501 US 529
 Benedict v Ratner (1925) 268 US 353
 Bingham v Miller (1848) 17 Ohio 455
 Brightlife Ltd, In re [1987] Ch 200; [1987] 2 WLR 197; [1986] 3 All ER 673
 Carse v Coppen 1951 SC 233
 Chevron Oil Co v Huson (1971) 404 US 97
 Colonial Trusts Corpn, In re; Ex p Bradshaw (1879) 15 Ch D 465
 Company (No 005009 of 1987), In re A; Ex p Copp [1989] BCLC 13
 Cosslett (Contractors) Ltd, In re [1998] Ch 495; [1998] 2 WLR 131; [1997] 4 All ER 115, CA
 Davis v Johnson [1979] AC 264; [1978] 2 WLR 553; [1978] 1 All ER 1132, HL(E)
 Defrenne v Sabena (Case 43/75) [1976] ICR 547; [1976] ECR 455; [1981] 1 All ER 122n, ECJ
 Donoghue v Stevenson [1932] AC 562, HL(Sc)
 Edward and Edward, In re (1987) 39 DLR (4th) 654
 Evans v Rival Granite Quarries Ltd [1910] 2 KB 979, CA
 Fitzpatrick v Sterling Housing Association Ltd [2001] 1 AC 27; [1999] 3 WLR 1113; [1999] 4 All ER 705, HL(E)
 Florence Land and Public Works Co, In re; Ex p Moor (1878) 10 Ch D 530, CA
 Glazner v Glazner (2003) 347 F 3d 1212
 Golak Nath v State of Punjab (1967) 2 SCR 762
 Goodwin v United Kingdom (2002) 35 EHRR 447
 Great Northern Railway Co v Sunburst Oil and Refining Co (1932) 287 US 358
 Griffith v Kentucky (1987) 479 US 314
 Ha v State of New South Wales (1997) 189 CLR 465
 Halesowen Presswork and Assemblies Ltd v National Westminster Bank Ltd [1971] 1 QB 1; [1970] 3 WLR 625; [1970] 3

All ER 473, CA ; [1972] AC 785; [1972] 2 WLR 455; [1972] 1 All ER 641, HL(E)
 Hall (Arthur J S) & Co v Simons [2002] 1 AC 615; [2000] 3 WLR 543; [2000] 3 All ER 673, HL(E)
 Harper v Virginia Department of Taxation (1993) 509 US 86
 Hart v Barnes (1982) 7 ACLR 310
 Hindcastle Ltd v Barbara Attenborough Associates Ltd [1997] AC 70; [1996] 2 WLR 262; [1996] 1 All ER 737, HL(E)
 Holidair Ltd, In re [1994] 1 ILRM 481
 Holroyd v Marshall (1862) 10 HL Cas 191, HL(E)
 Hoverd Industries Ltd v Supercool Refrigeration and Air Conditioning (1991) Ltd [1994] 3 NZLR 300; [1995] 3 NZLR 577
 India Cement Ltd v State of Tamil Nadu (1990) 1 SCC 12
 Keenan Bros Ltd, In re [1986] BCLC 242
 Kleinwort Benson Ltd v Lincoln City Council [1999] 2 AC 349; [1998] 3 WLR 1095; [1998] 4 All ER 513, HL(E)
 Language Rights under the Manitoba Act 1870, Reference re (1985) 19 DLR (4th) 1
 Launchbury v Morgans [1973] AC 127; [1972] 2 WLR 1217; [1972] 2 All ER 605, HL(E) *683
 Linkletter v Walker (1965) 381 US 618
 Lipkin Gorman v Karpnale Ltd [1989] 1 WLR 1340; [1992] 4 All ER 409, CA
 Marckx v Belgium (1979) 2 EHRR 330
 Miliangos v George Frank (Textiles) Ltd [1976] AC 443; [1975] 3 WLR 758; [1975] 3 All ER 801, HL(E)
 Moor v Anglo-Italian Bank (1879) 10 Ch D 681
 Murphy v Attorney General [1982] IR 241
 New Bullas Trading Ltd, In re [1993] BCLC 1389 ; [1994] 1 BCLC 485, CA
 Orissa Cement Ltd v State of Orissa (1991) 2 SCR 105
 Panama, New Zealand and Australian Royal Mail Co, In re (1870) LR 5 Ch App 318
 Portbase Clothing Ltd, In re [1993] Ch 388; [1993] 3 WLR 14; [1993] 3 All ER 829
 Practice Statement (Judicial Precedent) [1966] 1 WLR 1234; [1966] 3 All ER 77, HL(E)
 R v Bow Street Metropolitan Stipendiary Magistrate, Ex p Pinochet Ugarte [2000] 1 AC 61; [1998] 3 WLR 1456; [1998]

4 All ER 897, HL(E)
 R v Bow Street Metropolitan Stipendiary Magistrate, Ex p Pinochet Ugarte (No 2) [2000] 1 AC 119; [1999] 2 WLR 272;

[1999] 1 All ER 577, HL(E)
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 R v Governor of Brockhill Prison, Ex p Evans (No 2) [1999] QB 1043; [1999] 2 WLR 103; [1998] 4 All ER 993, CA ;
[2001] 2 AC 19; [2000] 3 WLR 843; [2000] 4 All ER 15, HL(E)

 R v National Insurance Comr, Ex p Hudson [1972] AC 944; [1972] 2 WLR 210; [1972] 1 All ER 145, HL(E)
 R (Bidar) v Ealing London Borough Council (Case C-209/03) [2005] QB 812; [2005] 2 WLR 1078; [2005] All ER (EC)

687, ECJ
 Rondel v Worsley [1969] 1 AC 191; [1967] 3 WLR 1666; [1967] 3 All ER 993, HL(E)
 Royal Bank of Scotland v Etridge plc (No 2) [2001] UKHL 44; [2002] 2 AC 773; [2001] 3 WLR 1021; [2001] 4 All ER

449, HL(E)
 Salomon v A Salomon & Co Ltd [1897] AC 22, HL(E)
 Sharp v Thomson 1997 SC (HL) 66
 Siebe Gorman & Co Ltd v Barclays Bank Ltd [1979] 2 Lloyd's Rep 142
 Smith (Administrator of Cosslett (Contractors) Ltd) v Bridgend County Borough Council [2001] UKHL 58; [2002] 1 AC

336; [2001] 3 WLR 1347; [2002] 1 All ER 292, HL(E)
 Street v Mountford [1985] AC 809; [1985] 2 WLR 877; [1985] 2 All ER 289, HL(E)
 Tailby v Official Receiver (1888) 13 App Cas 523, HL(E)
 Welsh Development Agency v Export Finance Co [1992] BCLC 148, CA
 West Midland Baptist (Trust) Association Inc v Birmingham Corpn [1970] AC 874; [1969] 3 WLR 389; [1969] 3 All ER

172, HL(E)
 Westminster Bank Ltd v Hilton (1926) 43 TLR 124, HL(E)
 William Gaskell Group Ltd v Highley [1994] 1 BCLC 197
 Wilson v First County Trust Ltd (No 2) [2003] UKHL 40; [2004] 1 AC 816; [2003] 3 WLR 568; [2003] 4 All ER 97, HL(E)
 Worcester Works Finance Ltd v Cooden Engineering Co Ltd [1972] 1 QB 210; [1971] 3 WLR 661; [1971] 3 All ER 708, CA
 Yorkshire Woolcombers Association Ltd, In re [1903] 2 Ch 284, Farwell J and CA ; sub nom Illingworth v Houldsworth

[1904] AC 355, HL(E)
 Young v Bristol Aeroplane Co Ltd [1944] KB 718; [1944] 2 All ER 293, CA

The following additional cases were cited in argument:

 Atlantic Computer Systems plc, In re [1992] Ch 505; [1992] 2 WLR 367; [1992] 1 All ER 476, CA
 Barclays Bank plc v Willowbrook International Ltd [1987] 1 FTLR 386, CA
 Bourne v Keane [1919] AC 815, HL(E)
 Cimex Tissues Ltd, In re [1994] BCC 626
 Governments Stock and other Securities Investment Co Ltd v Manila Railway Co Ltd [1897] AC 81, HL(E) *684
 Hamilton's Windsor Ironworks, In re Ex p Pitman & Edwards (1879) 12 Ch D 707
 Polly Peck International plc, In re [1996] BCC 486
 Reynoldsville Casket Co v Hyde (1995) 514 US 749

APPEAL from the Court of Appeal

By permission of the Court of Appeal (Lord Phillips of Worth Matravers MR, Jonathan Parker and Jacob LJJ), the Revenue and
Customs Commissioners and the Secretary of State for Trade and Industry, as parties subrogated to the preferential creditors,
appealed from that court's decision on 26 May 2004, allowing the appeal of National Westminster Bank plc from a decision of
Sir Andrew Morritt V-C, who on 15 January 2004 had dismissed the bank's application for (1) a declaration that a debenture
that the bank had entered into with Spectrum Plus Ltd ("the company") to secure moneys advanced by way of an overdraft on
a current account created a fixed charge over the company's book debts and the proceeds of the company's book debts; and (2)
an order that Richard Hawes and David Thomas, liquidators of the company, account to the bank for the full amount of book
debt realisations being withheld by them.

The facts are stated in the opinions of their Lordships.

Michael Briggs QC, Philip Jones and Catherine Addy for the commissioners. An intelligible test for the identification of a
floating charge was first formulated by Romer LJ in In re Yorkshire Woolcombers Association Ltd [1903] 2 Ch 284 , 295 and
approved ( sub nom Illingworth v Houldsworth [1904] AC 355 ) by the House of Lords. The purpose of the test is in one sense
directed to whether there is a floating charge, but essentially it relates to what a fixed charge is.
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That test was misapplied in Siebe Gorman & Co Ltd v Barclays Bank Ltd [1979] 2 Lloyd's Rep 142 where the facts are
indistinguishable from the present case. The question of construction on these facts is whether Spectrum could use its book
debts as a source of cash flow without the bank's consent.

The first and second of the three criteria formulated by Romer LJ in the Yorkshire Woolcombers case are satisfied in the present
case. The question therefore is whether the third criterion was satisfied, namely, whether by the charge it was contemplated that,
until some future step was taken by the bank, Spectrum could carry on its business in the ordinary way as far as book debts
were concerned. The answer must plainly be in the affirmative. Far from preventing Spectrum from dealing with its book debts
in the ordinary course of its business pending demand by the bank, the debenture positively compelled Spectrum to do so. A
charge which leaves the chargor free to use the asset cannot be a fixed charge.

However superficially attractive the ruling in the Siebe Gorman case might be from the point of view of simplicity, its effect is
in substance wholly to subvert Romer LJ's third criterion because it permits companies and their lenders to construct a formal
regime for exploitation of book debts designed for the specific purpose of enabling the company to carry on its business in the
ordinary way, under the security of a fixed charge, and thereby to circumvent the statutory consequences of a floating security.

The Court of Appeal felt obliged to follow the decision in In re New Bullas Trading Ltd [1994] 1 BCLC 485 , which was held to
be wrongly *685  decided by the Privy Council in Agnew v Comr of Inland Revenue [2001] 2 AC 710 and should therefore be
overruled in order to avoid the unsatisfactory consequences of courts in this jurisdiction being bound by the Court of Appeal's
decision notwithstanding a Privy Council decision that it was wrong.

The Court of Appeal also erred in their view that it would be wrong to overrule the Siebe Gorman case because it had been relied
on by banks in their dealings with corporate customers for many years. Since Parliament has imposed specific consequences
upon the use of floating charges in the interest of persons other than the chargor and chargee, it is not for the court to convert what
is truly a floating charge into a fixed charge because of a customary assumption to that effect made by banks and their corporate
customers. If a charge over an asset which leaves the chargor free to use its proceeds in the ordinary course of its business is
incapable of being a fixed charge, then banks would in any event have taken the limited adverse statutory consequences over
the last 20 years rather than discontinue a widespread and lucrative activity.

Although it is accepted that banks will have relied on the Siebe Gorman case in formulating their standard form securities when
granting lending facilities to companies, the submission that to overrule that case would be unfair to banks carries no weight
unless either the banks could have used some other commercially inconsequential drafting device to produce a fixed charge
over book debts or, absent a fixed charge, banks would have lent less on an overdraft.

There is no drafting device which can convert what is in substance a floating charge into a fixed charge. Prudent banks lend what
they think will be repaid and not what they expect to recover upon the enforcement of their security. Where there is an agreed
overdraft limit on a current account, the banker is under a legal obligation to honour a cheque which is presented for payment
by a third party and which can be met without the overdraft limit being exceeded. It is not a matter for the banker's discretion.
As a matter of general banking law the banker does not have a lien over any credit balances for payment of debit balances on
other accounts or other liabilities owed by the customer to the banker: see Halesowen Presswork and Assemblies Ltd v National
Westminster Bank Ltd [1971] 1 QB 1 . The benefits obtained by the banks from the Siebe Gorman decision have been a windfall.

The only custom or usage which can have arisen from the tendency of banks to use the Siebe Gorman form of charge on the
assumption that it created a fixed charge was a custom that flew in the face of reality and produced a result directly contrary to
statutory provision which has now been in place for over a century. To permit a commercially inconsequential drafting device
to convert what was by its nature a floating charge into a fixed charge would deprive preferential creditors of the protection
afforded to them by Parliament. [Reference was made to In re Panama, New Zealand and Australian Royal Mail Co (1870)
LR 5 Ch App 318 ; In re Florence Land and Public Works Co, Ex p Moor (1878) 10 Ch D 530 ; In re Hamilton's Windsor
Ironworks, Ex p Pitman & Edwards (1879) 12 Ch D 707 ; In re Colonial Trusts Corpn, Ex p Bradshaw (1879) 15 Ch D 465
; Governments Stock and other Securities Investment Co Ltd v Manila Railway Co Ltd [1897] AC 81 ; Salomon v A Salomon
& Co Ltd [1897] AC 22 ; Evans v Rival Granite Quarries Ltd [1910] 2 KB 979 ; In re Keenan Bros Ltd [1986] BCLC 242 ;
*686  In re Brightlife Ltd [1987] Ch 200 ; In re A Company (No 005009), Ex p Copp [1989] BCLC 13 ; Hoverd Industries Ltd

v Supercool Refrigeration and Air Conditioning (1991) Ltd [1994] 3 NZLR 300 ; In re Atlantic Computer Systems plc [1992]
Ch 505 and Willliam Gaskell Group Ltd v Highley [1994] 1 BCLC 197 .]
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The principle is that if a court comes to the view that an earlier decision is clearly wrong and its perpetuation causes injustice
the decision ought to be overruled: see Bourne v Keane [1919] AC 815 . Injustice would be caused by not overruling Siebe
Gorman & Co Ltd v Barclays Bank Ltd [1979] 2 Lloyd's Rep 142 . It has caused injustice in the past although there has been
no protest by the victims of that injustice. The injustice would be perpetuated if it is not overruled. Guarantors would be aware
of the essential fragility of a first instance decision even if they rely on it. After the decision in the Agnew case it would have
been obvious that the Siebe Gorman case was at risk and would have to be looked at again. Liquidators would have been aware
of that and held up distributions.

If the Siebe Gorman decision is wrong it is for the courts and not Parliament to correct it. The House of Lords may have power to
overrule previous decisions with prospective effect only, although that power has never been exercised. The following principles
ought to form part of any criteria for the exercise of the power.

First, the exercise of the power must always be the exception from the normal retrospective effect of the overruling of an earlier
decision. In no jurisdiction is it the norm. Special circumstances will always have to be shown above and beyond those normally
arising from an overruling if the exercise of the power is to be justified in any particular case.

Secondly, a necessary but by no means sufficient condition for the exercise of the power must be that there has been reliance upon
the decision overruled which would be detrimental if overruling was to have retrospective effect. The central justification for the
exercise of the power is that it removes or alleviates what would otherwise be the injustice caused by retrospective overruling
to those who have conducted their affairs on the understanding that the law was as previously stated in the decision overruled.

Thirdly, the overruling must in substance change previously settled law. That plainly occurs where the House of Lords departs
from one of its previous decisions. The same may usually, but not always, be the case where a previous decision of the Court
of Appeal is overruled by the House of Lords.

Fourthly, the power should not be exercised if to do so would conflict with the perceived will of Parliament expressed in
legislation. If the conclusion was that the decision overruled had during its currency as precedent failed to apply or frustrated
a statutory provision, it ought to be overruled with full retrospective effect.

Finally, the potential injustice of a retrospective overruling to those relying on the earlier decision cannot be viewed in isolation.
In most cases the decision to overrule will be because the earlier decision was itself unjust, and that injustice would not normally
be cured by a merely prospective overruling.

The present case is not an appropriate one for prospective overruling. The statutory regime for the postponement of floating
charges to *687  preferential debts was instituted by Parliament for the benefit of classes of persons distinct from the parties
to the charges in issue.

The retrospective overruling of the Siebe Gorman case will give effect to the will of Parliament whereas a merely prospective
overruling will not, otherwise than in the future. Retrospective overruling will also put right the injustice to preferential creditors
of being deprived of the priority which Parliament intended to afford them.

Gabriel Moss QC and Jeremy Goldring for the bank. The Siebe Gorman decision is important in that it established that it was
possible to create a fixed charge over circulating assets such as book debts. No doubt has been cast on that case in the English
courts. As a consequence it has been relied on by banks, liquidators and receivers as correctly representing the law. [Reference
was made to Barclays Bank plc v Willowbrook International Ltd [1987] 1 FTLR 386 ; In re Polly Peck International plc [1996]
BCC 486 ; Welsh Development Agency v Export Finance Co [1992] BCLC 148 ; In re Brightlife Ltd [1987] Ch 200 ; In re
Cimex Tissues Ltd [1994] BCC 626 and Tailby v Official Receiver (1888) 13 App Cas 523 .]

Even if the Siebe Gorman case was wrongly decided it would not follow that, properly construed, the debenture in the present
case contained no restriction on Spectrum's ability to use any credit balance in its account. The principle of construction is that
contracts should be construed in the context of the legal background against which they were entered into.

The application of that principle leads to the conclusion that, even if the debenture in the Siebe Gorman case, on its true
construction failed to confer any power on the bank to prevent the customer drawing on the account, it does not follow that the
debenture in the present case likewise failed to do so. When the parties in the present case came to execute the debenture it was
established that a debenture in the Siebe Gorman form imposed a restriction on the customer's dealings with his current account
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even when it was in credit. In selecting a debenture in that form the parties are taken to have contracted against that background
and to have agreed both as to the express terms of the debenture and the legal baggage that it carried, including its true meaning
as interpreted by the courts. Accordingly, on a true construction of a debenture executed in 1997 rather than before 1979, there
was a contractual restriction on Spectrum's ability to draw on the account, even when it was in credit.

Commercial certainty requires that the Siebe Gorman case be followed even if the House of Lords would not necessarily have
decided it the same way. Where a judicial decision has established the meaning and effect of a particular document or otherwise
established principles forming the basis of contracts or affecting the general conduct of affairs, and their alteration would mean
that payments have been needlessly made, the meaning should not be altered unless the judicial decision was both clearly wrong
and productive of serious inconvenience and injustice. The decision in Siebe Gorman , even if it is considered to have been
wrongly decided, should not be overruled because it is an established decision which has caused neither serious inconvenience
nor injustice. Despite numerous amendments to the law of insolvency since the decision in Siebe Gorman Parliament has
not intervened to reverse it. The consequence of altering the law by not following that decision would be to undermine title
to property and the *688  effect of numerous commercial contracts. Any change in the law is now properly a matter for
Parliament. Legislation would take effect only from the moment when it became law and could be tailored to deal with the
unjust consequences that would arise. If the Siebe Gorman decision is to be overruled, it should be done prospectively so that
transactions entered into before the date of overruling are dealt with on the basis that it was correctly decided.

The existence of a power in the House of Lords to overrule with prospective effect only is justifiable as a matter of legal theory
and desirable in practice. The declaratory theory of judicial decisions is no longer accepted in traditional form. Once the reality
is accepted that judges make the law within their proper sphere there is no theoretical reason why the House of Lords should
not overrule with prospective effect only. It is among the functions of the House of Lords to provide coherent and principled
development of the law. However, if decisions of the House of Lords are without exception retrospective in effect, the House
may be faced with the choice of betraying expectations created by previous judicial precedent or following, and so reinforcing,
a decision that it considers to be plainly wrong. Prospective overruling provides a means whereby those alternatives can be
reconciled. The House can both give weight to the reliance placed on previous judicial precedent in the past and at the same time
rectify or develop the law for the future. Prospective overruling is not inconsistent with stare decisis and supports rather than
undermines it. Prospective overruling in other jurisdictions, including common law jurisdictions, confirms that it is a useful
practice.

Prospective overruling is appropriate in the present case. The law of corporate security generally is one in which such a technique
is particularly important because serious uncertainty can be caused by a single judicial decision. That applies with particular
force in the present case. If the overruling were to be retrospective it would have inequitable results which would affect several
legal relationships.

Ian Glick QC and Edmund Nourse as amici curiae. There can be no doubt that the House of Lords has power or jurisdiction to
alter its own practice, and that of the courts below it, prospectively. It did so in relation to the binding effect of its own former
decisions: see Practice Statement (Judicial Precedent) [1966] 1 WLR 1234 .

There are four, to some extent overlapping, arguments why the House of Lords cannot and should not overrule or change
substantive law with prospective effect only, save where authorised by statute to do so. First, the existence of such a jurisdiction
or the power to assume such a jurisdiction is inconsistent with the reasoning in Kleinwort Benson Ltd v Lincoln City Council
[1992] 2 AC 349 . Secondly, prospective overruling is contrary to the common law's declaratory theory of judicial decisions.
Thirdly, prospective overruling is not a judicial process. And fourthly, without statutory authorisation, such a jurisdiction would
be unconstitutional in relation to the construction of a statute.

Only two common law jurisdictions have without legislation espoused prospective overruling: the United States of America and
India. Although prospective overruling may be used at state court level in the USA, it appears to have been virtually abandoned
by the United States Supreme Court itself. *689  The European Court of Justice declares the law in that it declares what
European statutes mean since they were enacted. [Reference was made to the Advocate General's opinion in Banca Popolare
di Cremona v Agenzia Entrate Ufficio Cremona (Case C-475/03) (unreported) 17 March 2005 and R (Bidar) v Ealing London
Borough Council (Case C-209/03 [2005] QB 812 .]

The principal justification for assuming a jurisdiction to overrule prospectively is that the retrospective effect of overruling can
be to disturb transactions carried out, and expectations formed, while the old view of the law prevailed. Prospective overruling
causes the greatest problems in criminal law due to the uncertainty of its effect [Reference was made to Griffith v Kentucky
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(1987) 479 US 314 ; Harper v Virginia Department of Taxation (1993) 509 US 86 and Reynoldsville Casket Co v Hyde (1995)
514 US 749 .]

Overruling prospectively is another species of not overruling at all. The issue is whether the House of Lords has jurisdiction
to nullify what would otherwise be the effect of overruling.

Moss QC replied.

Briggs QC also replied.

Their Lordships took time for consideration. 30 June.

LORD NICHOLLS OF BIRKENHEAD

1.  My Lords, I have had the advantage of reading in draft the opinions of my noble and learned friends, Lord Hope of Craighead,
Lord Scott of Foscote and Lord Walker of Gestingthorpe. For the reasons they give I agree that the decision of Slade J in Siebe
Gorman & Co Ltd v Barclays Bank Ltd [1979] 2 Lloyd's Rep 142 was wrong and should be overruled.

2.  The respondent bank had a second string to its bow. The bank contended that if the House considered Siebe Gorman was
wrongly decided the House should overrule that decision only for the future. The bank submitted that the Siebe Gorman decision
should continue to apply to all transactions entered into before your Lordships' decision in the present case, including the
debenture under consideration on this appeal.

3.  This submission raises a controversial issue of major importance concerning the power of your Lordships' House to give a
ruling in this "prospective only" form. The bank argued the House has this power. The Crown appellants were content to assume
the House may have this power. At very short notice the Attorney General, on the invitation of your Lordships, appointed Mr
Glick to assist the House by presenting the case against the House having any such jurisdiction. The House is indebted to Mr
Glick, who was assisted by Mr Edmund Nourse, for his clear and comprehensive presentation of this case.

Prospective overruling

4.  The starting point is to note some basic, indeed elementary, features of this country's judicial system. The first concerns the
essential role of courts of law. In the ordinary course the function of a court is adjudicative. Courts decide the legal consequences
of past happenings. Courts make findings on disputed questions of fact, identify and apply the relevant law to the facts *690
agreed by the parties or found by the court, and award appropriate remedies.

5.  The second feature concerns the wider effect of a court decision on a point of law. To promote a desirable degree of consistency
and certainty about the present state of "the law", courts in this country have long adopted the practice of treating decisions
on a point of law as precedents for the future. If the same point of law arises in another case at a later date a court will treat a
previous decision as binding or persuasive, depending upon the well-known hierarchical principles of "stare decisis".

6.  The third feature is that from time to time court decisions on points of law represent a change in what until then the law in
question was generally thought to be. This happens most obviously when a court departs from, or an appellate court overrules,
a previous decision on the same point of law. The point of law may concern the interpretation of a statute or it may relate to a
principle of "judge-made" law, that is, the common law (which for this purpose includes equity). A change of this nature does
not always involve departing from or overruling a previous court decision. Sometimes a court may give a statute, until then free
from judicial interpretation, a different meaning from that commonly held.

7.  The fourth feature is a consequence of the second and third features. A court ruling which changes the law from what it
was previously thought to be operates retrospectively as well as prospectively. The ruling will have a retrospective effect so
far as the parties to the particular dispute are concerned, as occurred with the manufacturer of the ginger beer in Donoghue v
Stevenson [1932] AC 562 . When Mr Stevenson manufactured and bottled and sold his ginger beer the law on manufacturers'
liability as generally understood may have been as stated by the majority of the Second Division of the Court of Session and the
minority of their Lordships in that case. But in the claim Mrs Donoghue brought against Mr Stevenson his legal obligations fell
to be decided in accordance with Lord Atkin's famous statements. Further, because of the doctrine of precedent the same would
be true of everyone else whose case thereafter came before a court. Their rights and obligations would be decided according
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to the law as enunciated by the majority of the House of Lords in that case even though the relevant events occurred before
that decision was given.

8.  People generally conduct their affairs on the basis of what they understand the law to be. This "retrospective" effect of a
change in the law of this nature can therefore have disruptive and seemingly unfair consequences. "Prospective overruling",
sometimes described as "non-retroactive overruling", is a judicial tool fashioned to mitigate these adverse consequences. It is a
shorthand description for court rulings on points of law which, to greater or lesser extent, are designed not to have the normal
retrospective effect of judicial decisions.

9.  Prospective overruling takes several different forms. In its simplest form prospective overruling involves a court giving a
ruling of the character sought by the bank in the present case. Prospective overruling of this simple or "pure" type has the effect
that the court ruling has an exclusively prospective effect. The ruling applies only to transactions or happenings occurring after
the date of the court decision. All transactions entered into, or events occurring, before that date continue to be governed by
the law as it was conceived to be before the court gave its ruling.
  *691

10.  Other forms of prospective overruling are more limited and "selective" in their departure from the normal effect of court
decisions. The ruling in its operation may be prospective and, additionally, retrospective in its effect as between the parties to
the case in which the ruling is given. Or the ruling may be prospective and, additionally, retrospective as between the parties
in the case in which the ruling was given and also as between the parties in any other cases already pending before the courts.
There are other variations on the same theme.

11.  Recently Advocate General Jacobs suggested an even more radical form of prospective overruling. He suggested that the
retrospective and prospective effect of a ruling of the European Court of Justice might be subject to a temporal limitation that
the ruling should not take effect until a future date, namely, when the State had had a reasonable opportunity to introduce new
legislation: Banca Popolare di Cremona v Agenzia Entrate Ufficio Cremona (Case C-475/03) (unreported) 17 March 2005 ,
paras 72-88.

United Kingdom practice

12.  Prospective overruling has not yet been adopted as a practice in this country. The traditional approach was stated crisply by
Lord Reid in West Midland Baptist (Trust) Association Inc v Birmingham Corpn [1970] AC 874 , 898-899, a case concerning
compulsory acquisition:

"We cannot say that the law was one thing yesterday but is to be something different tomorrow. If we decide that [the
existing rule] is wrong we must decide that it always has been wrong, and that would mean that in many completed
transactions owners have received too little compensation. But that often happens when an existing decision is reversed."

13.  In Launchbury v Morgans [1973] AC 127 , 137, Lord Wilberforce noted "We cannot, without yet further innovation, change
the law prospectively only". More recently, in Kleinwort Benson Ltd v Lincoln City Council [1992] 2 AC 349 , 379, Lord Goff
of Chieveley said the system of prospective overruling "has no place in our legal system".

14.  The possibility of a change in this practice has been raised from time to time. In R v National Insurance Comr, Ex p
Hudson [1972] AC 944 , 1015, 1026, Lord Diplock said this topic deserved consideration. Lord Simon of Glaisdale said the
possibility of prospective overruling should be seriously considered. He expressed a preference for legislation, saying that
"informed professional opinion" was probably to the effect that the House had no power to overrule decisions with prospective
effect only. Lord Simon repeated his plea in Miliangos v George Frank (Textiles) Ltd [1976] AC 443 , 490. In the Court of
Appeal in R v Governor of Brockhill Prison, Ex p Evans (No 2) [1999] QB 1043 , 1058, Lord Woolf MR expressed the view that
prospective overruling has much to commend it. In your Lordships' House this issue was left open: [2001] 2 AC 19. Lord Slynn
of Hadley, with his Luxembourg experience in mind, considered there may be situations in which it would be desirable, and in
no way unjust, that the effect of judicial rulings should be prospective or limited to certain claimants: p 26. Lord Hobhouse of
Woodborough was hostile to prospective overruling, describing it as a denial of the constitutional role of the courts: p 48. In the
*692  advocates' immunity case of Arthur J S Hall & Co v Simons [2002] 1 AC 615 the House departed from the earlier decision

of the House in Rondel v Worsley [1969] 1 AC 191 . The decision on the immunity point in the Hall case did not affect the actual
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outcome in that case. In that context my noble and learned friend Lord Hope of Craighead expressed the view that the change
in the law made by the Hall decision should take effect only from the date of the judgment in that case: p 726. He said, at p 710:

"I consider it to be a legitimate exercise of your Lordships' judicial function to declare prospectively whether or not the
immunity—which is a judge-made rule—is to be available in the future and, if so, in what circumstances."

15.  Perhaps the nearest the House has come to giving non-retroactive rulings was in two decisions on the law of undue influence.
The decisions concerned cases where, typically, a wife claims her consent to a mortgage of her share in a jointly-owned home
was procured by her husband exercising undue influence over her: Barclays Bank plc v O'Brien [1994] 1 AC 180 and Royal
Bank of Scotland plc v Etridge (No 2) [2002] 2 AC 773. In both cases the House said that, in order to avoid being fixed with
constructive notice of the wife's rights, a bank could reasonably be expected to bring home to the wife the risks she was running.
But in both cases the House sought to give guidance by being more specific on what that test meant in practice. It was in this
limited respect that in both cases the House, having regard to realities, drew a distinction between past and future transactions. In
the O'Brien case, at pp 196-197, Lord Browne-Wilkinson said that whether the steps taken by the creditor satisfied the prescribed
test would, for past transactions, depend on the facts of each case. As to the future, an appropriately worded warning given
at a private meeting between the creditor and the wife would generally suffice to satisfy the test. Despite this admonition the
banks did not adopt the course of holding such a meeting. In the Etridge case the House decided that holding a private meeting
was not the only way a bank could discharge its obligation to bring home to the wife the risks she was running. I set out, at
pp 811-812, paras 79-80, other steps which would generally be regarded as discharging this obligation as to future transactions
and, separately, as to past transactions.

16.  These two decisions illustrate the flexibility inherent in this country's legal system. In passing, another instance of this
flexibility can be noted. This illustrates how the House has been prepared to depart from a strict and narrow interpretation of
the judiciary's adjudicative role. From time to time situations occur where a point of law of general importance is raised by
court proceedings but the outcome will have no practical effect in the particular case. The general principle is that the court will
not entertain such proceedings. Nevertheless, when there is good reason for doing so, the House, in the cautious exercise of its
discretion, may proceed to decide the point of law. A recent example occurred in the Judicial Committee of the Privy Council
in Attorney General for Jersey v Holley [2005] 2 AC 580 . There an enlarged Board resolved a conflict between previous
decisions of the Board and the House of Lords on an important issue concerning the defence of provocation to a charge of
murder. The Board decided this point even though the outcome, either way, would have no effect on the conviction or sentence
of the defendant in that case.
  *693

17.  One further matter may be noted regarding the present position on prospective overruling. In the devolution legislation of
1998 Parliament made express provision for courts to have power to limit the temporal effect of a particular class of decisions.
The Scotland Act 1998, section 102 , provides that where a court decides a provision in an Act of the Scottish Parliament is
not within the legislative competence of the Parliament the court may make an order removing or limiting any retrospective
effect of the decision or suspending the effect of the decision to enable the defect to be corrected. Comparable provisions appear
in the Government of Wales Act 1998, section 110 , and the Northern Ireland Act 1998, section 81 . These provisions show
that Parliament does not perceive non-retroactive rulings by courts as being of their nature inconsistent with the judiciary's
proper function.

Overseas experience

18.  In other common law countries prospective overruling has taken root as such only in the United States of America and
India. In the United States the fortunes of prospective overruling, sometimes known colloquially as "sunbursting", have waxed
and waned. Prospective overruling, although without that label, occurred as long ago as the mid-19th century in the Ohio case of
Bingham v Miller (1848) 17 Ohio 445 . In 1932 the Supreme Court, in a famous judgment of Cardozo J, held that the Constitution
neither prohibits nor requires prospective overruling. The Federal Court, he said, "has no voice upon the subject": see Great
Northern Railway Co v Sunburst Oil and Refining Co (1932) 287 US 358 . Prospective overruling by the Supreme Court itself
reached its apogee in the 1960s and 1970s when the court decided that in both criminal and civil cases "the accepted rule today
is that in appropriate cases the court may in the interests of justice make the rule prospective": Linkletter v Walker (1965) 381
US 618 , 628. In 1971 in the leading case of Chevron Oil Co v Huson (1971) 404 US 97 , 106-107, the court summarised three
factors taken into account when considering if a decision should be applied non-retroactively: whether the decision established
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a new principle of law, whether retrospective operation would advance or retard the operation of the new rule, and whether the
decision could produce substantial inequitable results if applied retrospectively.

19.  Since then the Supreme Court has retreated. In Griffith v Kentucky (1987) 479 US 314 the court abandoned prospective
overruling when directly reviewing criminal cases. Selective overruling has been abandoned in civil cases: James B Beam
Distilling Co v Georgia (1991) 501 US 529 and Harper v Virginia Department of Taxation (1993) 509 US 86 . Whether the
court has abandoned "pure" prospective overruling in civil cases remains to be resolved: see Glazner v Glazner (2003) 347 F
3d 1212 , a decision of the Court of Appeals of the Eleventh Circuit.

20.  Taking its lead from the United States jurisprudence the Supreme Court of India has made prospective overrulings but only
in constitutional cases. The first case was Golak Nath v State of Punjab (1967) 2 SCR 762 . In that case the court reversed
two earlier decisions of its own in circumstances where meanwhile constitutional amendments had been made, and state laws
enacted, on the basis of the court's earlier two decisions. The jurisdiction is not confined to cases where an earlier decision is
overruled. Non-retroactive effect may be given to a ruling which decides an issue for the first time: *694  India Cement Ltd v
State of Tamil Nadu (1990) 1 SCC 12 . The Supreme Court founds its jurisdiction to make rulings of this character on article 142
of the Indian Constitution . This article empowers the Supreme Court to "make such order as is necessary for doing complete
justice in any cause or matter pending before it". In exercise of this power it is a "well settled proposition that it is open to the
court to grant, mould or restrict relief in a manner most appropriate to the situation before it in such a way as to advance the
interests of justice": Orissa Cement Ltd v State of Orissa (1991) 2 SCR 105 , 181.

21.  In Ireland in Murphy v Attorney General [1982] IR 241 the Supreme Court held that certain taxation provisions were
unconstitutional and void. The court rejected an argument that it was for the courts to say whether these statutory provisions
should be held to be invalid prospectively or with only limited retrospective effect. The provisions were invalid from the date
on which they were enacted. However, the court also held that the plaintiffs' restitutionary right to recover amounts paid by
way of taxes unconstitutionally imposed began with the first year in which they raised their objections. Further, unless other
taxpayers had already made tax recovery claims, only the plaintiffs could maintain a claim pursuant to the court's decision.

22.  In Canada prospective overruling has not found favour. In In re Edward and Edward (1987) 39 DLR (4th) 654 the
Saskatchewan Court of Appeal said prospective overruling would be a "dramatic deviation from the norm in both Canada and
England". Bayda CJS, at p 664, said "the most cogent reason for rejecting this technique is the necessity for our courts to
maintain their independent, neutral and non-legislative role". He approved comments that prospective overruling "would distort
our expectations of the judicial role" and that "confidence may recede at the point where the courts are not seen as adjudicative
agencies but as legislators": see Lord Lloyd of Hampstead , Introduction to Jurisprudence 4th ed (1979), pp 858-859. But in the
extreme circumstances of a Reference re Language Rights under the Manitoba Act 1870 (1985) 19 DLR (4th) 1 the Supreme
Court of Canada declined to give retroactive effect to its decision on the constitutional invalidity of all statutes and regulations
of the Province of Manitoba not printed and published in both English and French. A declaration that the unilingual laws of
Manitoba were of no effect would have created a legal vacuum with consequent legal chaos. Refusing to take a narrow and
literal approach to constitutional interpretation, the court held it could have regard to unwritten postulates such as the principle
of the rule of law. Faced with the task of recognising the unconstitutionality of Manitoba's unilingual laws while avoiding a
legal vacuum and ensuring the continuity of the rule of law, the court made a ruling which gave deemed temporary validity to
all laws rendered invalid by reason of their unilingual defect.

Luxembourg and Strasbourg

23.  Far-reaching economic consequences may flow from the retrospective effect of rulings by the European Court of Justice
on the interpretation of Community instruments. This has led that court to limit the temporal effect of some of its rulings, from
Defrenne v Sabena [1976] ICR 547 onwards. Sitting as a Grand Chamber the court recently reiterated *695  its basic approach
in R (Bidar) v Ealing London Borough Council [2005] QB 812 , para 66:

"the interpretation the Court of Justice gives to a rule of Community law is limited to clarifying and defining the meaning
and scope of that rule as it ought to have been understood and applied from the time of its coming into force. It follows
that the rule as thus interpreted may, and must, be applied by the courts even to legal relationships arising and established
before the judgment ruling on the request for interpretation ..." (Emphasis added.)
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But the court noted that "exceptionally" it may limit the temporal effect of a ruling. It has done so only in defined circumstances
(para 69):

"The court has taken that step only in quite specific circumstances, where there was a risk of serious economic repercussions
owing in particular to the large number of legal relationships entered into in good faith on the basis of rules considered to
be validly in force and where it appeared that both individuals and national authorities had been led into adopting practices
which did not comply with community legislation by reason of objective, significant uncertainty regarding the implications
of community provisions, to which the conduct of other member states or the commission may even have contributed ..."

24.  Unlike the European Court of Justice and its role in the interpretation of community instruments, the European Court
of Human Rights' interpretative function is not confined to identifying the meaning properly to be given to the European
Convention on Human Rights when the Convention first came into force. The Strasbourg court interprets the Convention in the
light of present-day conditions: Marckx v Belgium (1979) 2 EHRR 330 , 353, para 58. In that case, taking heed of the decision
of the European Court of Justice in Defrenne v Sabena [1976] ICR 547 , the Strasbourg court held that the principle of legal
certainty dispensed the Belgian state from re-opening legal acts antedating the delivery of its judgment.

25.  A notable instance of this "dynamic and evolutive" approach to interpretation can be found in the successive cases relating
to recognition of the rights of transsexual persons, culminating in the decision in Goodwin v United Kingdom (2002) 35 EHRR
447 . In Goodwin the court held that the United Kingdom could "no longer claim" that the matter fell within its margin of
appreciation and that the fair balance inherent in the Convention "now" tilted in favour of the applicant: para 93. Running
through the court's reasoning is an acceptance that the earlier, contrary decisions of the court remained correct statements of the
interpretation and application of the Convention when they were given. Consistently with this the court held that the finding of
violation "with the consequences which will ensue for the future" was just satisfaction: para 120.

Practical difficulties

26.  As with all controversial subjects prospective overruling attracts arguments both ways. The arguments against prospective
overruling are both principled and practical. It will be convenient to note first the major practical difficulties attendant upon
prospective overruling. The *696  retrospective nature of a court ruling on a point of law means that the ruling applies in all
cases, past as well as future. This is subject only to defences of general application, such as limitation, laches, and res judicata.
Whatever its faults the retrospective application of court rulings is straightforward. Prospective overruling creates problems of
discrimination. Born out of a laudable wish to mitigate the seeming unfairness of a retrospective change in the law, prospective
overruling can beget unfairness of its own.

27.  This is most marked in criminal cases, where "pure" prospective overruling would leave a successful defendant languishing
in prison. "Selective" prospective overruling avoids this consequence but it could see a successful defendant freed while others in
like case stayed in prison. In civil cases "pure" prospective overruling would hinder the development of the law by discouraging
claimants from challenging a prevailing view of the law. "Selective" overruling, if only the successful claimant benefits from
the change, is likely to mean that persons in like case are treated differently. Further, it would introduce an arbitrary element
into the law. The ability to obtain an effective remedy could depend upon which of several challenges reaches the House of
Lords first. Even if everyone who had already commenced proceedings was given the benefit of the court ruling there would
still be scope for discrimination: there would be discrimination between those who knew they might have a claim and started
proceeding post-haste and those, lacking proper advice, who were unaware they might have a claim.

Objections in principle

28.  The essence of the principled argument against prospective overruling is that in this country prospective overruling is
outside the constitutional limits of the judicial function. It would amount to the judicial usurpation of the legislative function.
Power to make rulings having only prospective effect, it is said, is not inherent in the judicial role. A ruling having only
prospective effect cannot be characterised as merely a less extensive form of overruling than overruling with both retrospective
and prospective effect. Prospective overruling robs a ruling of its essential authenticity as a judicial act. Courts exist to decide
the legal consequences of past events. A court decision which takes the form of a "pure" prospective overruling does not decide
the dispute between the parties according to what the court declares is the present state of the law. With a ruling of this character
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the court gives a binding ruling on a point of law but then does not apply the law as thus declared to the parties to the dispute
before the court. The effect of a prospective overruling of this character is that, on the disputed point of law, the court determines
the rights and wrongs of the parties in accordance with an answer which it declares is no longer a correct statement of the law.
Making such a ruling would not be a proper exercise of judicial power in this country. Making new law in this fashion gives a
judge too much the appearance of a legislator. Legislation is a matter for Parliament, not judges.

29.  In short, this argument raises this issue: would a decision by this House on a point of law having only prospective effect
be so substantial a departure from established judicial procedure that it should be regarded as outside the function discharged
by the judiciary under this country's constitution?
  *697

30.  In answering this question the Appellate Jurisdiction Act 1876 (39 & 40 Vict c 59) provides no assistance. The appellate
jurisdiction of the House is formally regulated by this Act. Section 4 provides that appeals shall be brought by petition to the
House praying that the order appealed may be reviewed "before Her Majesty the Queen in her Court of Parliament" in order
that this court "may determine what of right, and according to the law and custom of this realm, ought to be done in the subject
matter of such appeal". When Part III of the Constitutional Reform Act 2005 comes into force the new Supreme Court will have
power "to determine any question necessary to be determined for the purposes of doing justice in an appeal to it": section 40(5)
. These general statements do not point either way on the issue now under consideration.

31.  The next point to note is that, broadly stated, the constitutional separation of power between the legislature and the judiciary
in this country is that the legislature makes the law, the courts administer the law. Parliament makes new law, by enacting
statutes having prospective and varying degrees of retrospective effect: see Wilson v First County Trust Ltd (No 2) [2004] 1 AC
816 , 831-832, para 19. When disputes arise, whether between citizens or between a citizen and the Government, they are to
be resolved in accordance with the law, and that is a matter for the judicial arm of the state. In this regard it is for the judiciary
to decide what is the law, not the legislature or the executive.

32.  This broad generalisation is a good starting point but, like most constitutional generalisations in this country, it calls for
qualification. The boundary between making and administering the law is not in all respects quite so clear-cut as this general
statement suggests. Contrary to the broad generalisation and within strict bounds, judges themselves have a legitimate law-
making function. It is a function they have long exercised. In common law countries much of the basic law is still the common
law. The common law is judge-made law. For centuries judges have been charged with the responsibility of keeping this law
abreast of current social conditions and expectations. That is still the position. Continuing but limited development of the
common law in this fashion is an integral part of the constitutional function of the judiciary. Had the judges not discharged this
responsibility the common law would be the same now as it was in the reign of King Henry II. It is because of this that "the
common law is a living system of law, reacting to new events and new ideas, and so capable of providing the citizens of this
country with a system of practical justice relevant to the times in which they live": see Lord Goff of Chieveley in Kleinwort
Benson Ltd v Lincoln City Council [1992] 2 AC 349 , 377.

33.  Changes in the common law made by judges are usually described as "development" of the common law. This is a helpful
description, not a misleading euphemism. Judges do not have a free hand to change the common law. Judicial development
of the common law comprises the reasoned application of established common law principles, of greater or less generality, in
current social conditions. Development of the common law by the judges in any one case is usually marginal. Occasionally it is
more far-reaching, as in Donoghue v Stevenson [1932] AC 562 . In all cases development of the common law, as a response to
changed conditions, does not come like a bolt out of a clear sky. Invariably the clouds gather first, often from different quarters,
indicating with increasing obviousness what is  *698  coming. Cardozo J's colourful summary, in his The Nature of the Judicial
Process (1921), p 141, merits repetition:

"The judge, even when he is free, is still not wholly free. He is not to innovate at pleasure. He is not a knight-errant, roaming
at will in pursuit of his own ideal of beauty or of goodness. He is to draw his inspiration from consecrated principles.
He is not to yield to spasmodic sentiment, to vague and unregulated benevolence. He is to exercise a discretion informed
by tradition, methodized by analogy, disciplined by system, and subordinated to 'the primordial necessity of order in the
social life'."

34.  At one time the judicial function of overruling previous common law decisions was sought to be rationalised by the
"declaratory" theory. Sir William Blackstone said that "if it be found that the former decision is manifestly absurd or unjust,
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it is declared, not that such a sentence was bad law , but that it was not law ": Commentaries on the Laws of England, 1st ed
(1765), vol 1, p 70. If "law" is given one of its several possible meanings, this theory is still valid when applied to cases where
a previous decision is overruled as wrong when given. Most overruling occurs on this basis. These cases are to be contrasted
with cases where the later decision represents a response to changes in social conditions and expectations. Then, on any view,
the declaratory approach is inapt. In this context the declaratory approach has long been discarded. It is at odds with reality.

35.  For present purposes the distinction between these two types of cases is not important. Nor is the declaratory theory. For
present purposes what matters is the practical impact overruling may have in both types of cases. The question now under
consideration is whether, having regard to this practical impact, it is necessarily and always beyond the competence of the House
as the supreme court in this country ever to limit the temporal effect of its ruling.

36.  Before answering this question I must mention the judicial role in respect of statute law. Under section 4 of the Human Rights
Act 1998 the court has an evaluative role in respect of primary legislation when considering whether to make a declaration
of incompatibility. That apart, the essential function of the courts in respect of statutes is to apply and give effect to them. In
cases of dispute the courts decide what, properly understood ("interpreted"), the legislation means. From time to time cases
arise where changed social conditions dictate that a statutory provision should have a different and wider meaning than when
enacted. Fitzpatrick v Sterling Housing Association Ltd [2001] 1 AC 27 is an instance of this. The House decided that by 1994
the long-term homosexual partner of a Rent Act tenant was "a member of the original tenant's family" even though that phrase
would not have been so interpreted when the statutory provisions were first enacted in 1920. Such cases, arising out of changed
circumstances, are exceptional.

37.  There is another way courts can find themselves obliged to give a "dynamic" interpretation to statutes. Section 3 of the
Human Rights Act 1998 requires courts to read and give effect to legislation in a way which is compatible with Convention
rights so far as it is possible to do so. When interpreting Convention rights courts must take into account decisions of the
European Court of Human Rights: section 2(1) . As already noted, that court gives an evolving interpretation to the principles
embedded in the European . Thus, indirectly, through changes in the interpretation and application of Convention rights, the
courts of this country may find it necessary to give legislation a changed meaning.

38.  Cases of these types are of increasing importance. But leaving these aside, the interpretation the court gives an Act of
Parliament is the meaning which, in legal concept, the statute has borne from the very day it went onto the statute book. So,
it is said, when your Lordships' House rules that a previous decision on the interpretation of a statutory provision was wrong,
there is no question of the House changing the law. The House is doing no more than correct an error of interpretation. Thus,
there should be no question of the House overruling the previous decision with prospective effect only. If the House were to
take that course it would be sanctioning the continuing misapplication of the statute so far as existing transactions or past events
are concerned. The House, it is said, has no power to do this. Statutes express the intention of Parliament. The courts must give
effect to that intention from the date the legislation came into force. The House, acting in its judicial capacity, must give effect
to the statute and it must do so in accordance with what it considers is the proper interpretation of the statute. The House has
no suspensive power in this regard. In Ha v State of New South Wales (1997) 189 CLR 465 , 503-504, 515, the High Court of
Australia unanimously considered "it would be a perversion of judicial power to maintain in force that which is acknowledged
not to be the law". This would especially be so where "non-compliance with a properly impugned statute exposes a person to
criminal prosecution".

Conclusion

39.  The objections in principle and difficulties in practice mentioned above have substance, particularly in respect of the
traditional interpretation of statutes. These objections are compelling pointers to what should be the normal reach of the judicial
process. But, even in respect of statute law, they do not lead to the conclusion that prospective overruling can never be justified
as a proper exercise of judicial power. In this country the established practice of judicial precedent derives from the common
law. Constitutionally the judges have power to modify this practice.

40.  Instances where this power has been used in courts elsewhere suggest there could be circumstances in this country where
prospective overruling would be necessary to serve the underlying objective of the courts of this country: to administer justice
fairly and in accordance with the law. There could be cases where a decision on an issue of law, whether common law or statute
law, was unavoidable but the decision would have such gravely unfair and disruptive consequences for past transactions or
happenings that this House would be compelled to depart from the normal principles relating to the retrospective and prospective
effect of court decisions.
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41.  If, altogether exceptionally, the House as the country's supreme court were to follow this course I would not regard it as
trespassing outside the functions properly to be discharged by the judiciary under this country's constitution. Rigidity in the
operation of a legal system is a sign of weakness, not strength. It deprives a legal system of necessary elasticity. Far from
achieving a constitutionally exemplary result, it can produce a legal system unable to function effectively in changing times.
"Never say never" is a wise judicial precept, in the interest of all citizens of the country.
  *700

42.  Moreover, in one particular context the courts' ability to give a ruling having only prospective effect seems irresistible. As
noted above, at times the Strasbourg court interprets and applies the European Convention on Human Rights with prospective
effect only. It would be odd if in interpreting and applying Convention rights the House was not able to give rulings having a
comparable limited temporal effect: see Lord Rodger of Earlsferry, "A Time for Everything under the Law: Some Reflections
on Retrospectivity", (2005) 121 LQR 57, 77.

43.  I turn to the present case. In my view it is miles away from the exceptional category in which alone prospective overruling
would be legitimate. No doubt over the years the clearing banks, including the respondent bank, have to some extent relied
upon the Siebe Gorman decision [1979] 2 Lloyd's Rep 142 when formulating and using their standard forms of charges on
book debts. But banks and others who lend money on the security of charges on a company's undertaking are sophisticated
operators. There is no reason to suppose this decision lulled them into a false sense of security. The Siebe Gorman case was
a first instance decision. It cannot have been regarded as definitively settling the law in this field. Moreover, if the firm and
unanimous decision now being given by the House were given prospective effect only, the result would be that in many existing
liquidations preferential creditors would be deprived of the priority Parliament intended they should have. I would reject the
bank's submission that this decision of the House should have only prospective effect. I would allow this appeal accordingly.

LORD STEYN

44.  My Lords, I have had the advantage of reading the opinions of my noble and learned friends, Lord Hope of Craighead,
Lord Scott of Foscote and Lord Walker of Gestingthorpe. I am in full agreement with their opinions.

45.  In regard to prospective overruling I see the good sense of not saying "never" as explained by my noble and learned friend,
Lord Nicholls of Birkenhead. On the other hand, like Lord Scott, at present I find it difficult to see how it could be possible to
permit prospective overruling in a dispute about the interpretation of a statute.

46.  I would also make the order which Lord Scott proposes.

LORD HOPE OF CRAIGHEAD

47.  My Lords, as so often happens when a company goes into creditors' voluntary liquidation, the assets which are available
to pay Spectrum's general creditors are insufficient to pay those creditors in full after payment of the preferential debts of the
company. Section 175(2)(b) of the Insolvency Act 1986 , re-enacting a rule that was first introduced over 100 years ago by
the Preferential Payments in Bankruptcy Amendment Act 1897 provides that, so far as the assets of the company available
for payment of general creditors are insufficient to meet them, preferential debts have priority over the claims of holders of
debentures secured by, or holders of, any floating charge created by the company, and that they shall be paid accordingly out
of any property comprised in or subject to that charge. It is notorious that this state of affairs operates to the disadvantage of
creditors whose claims are secured by a charge which takes the form of a floating charge and not *701  that of a fixed security.
From the creditor's point of view, it deprives the floating charge of much of its utility.

48.  Section 251 of the 1986 Act provides that the expression "floating charge" means "a charge which, as created, was a floating
charge and includes a floating charge within the meaning of section 462 of the Companies Act (Scottish floating charges)".
Section 462(1) of the Companies Act 1985 , which makes provision for the creation of floating charges in Scotland, states:

"It is competent under the law of Scotland for an incorporated company ... for the purpose of securing any debt or other
obligation (including a cautionary obligation) incurred or to be incurred by, or binding upon, the company or any other
person, to create in favour of the creditor in the debt or obligation a charge, in this Part referred to as a floating charge,
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over all or any part of the property (including uncalled capital) which may from time to time be comprised in its property
and undertaking."

That provision must be read together with section 463(1)(b) of the 1985 Act, which declares that where a Scottish company
goes into liquidation within the meaning of section 247(2) of the Insolvency Act 1986 a floating charge created by the company
attaches to the property then comprised in the company's property and undertaking or, as the case may be, in part of that property
and undertaking, but does so subject to the rights of any person who holds a fixed security over the property or any part of it
ranking in priority to the floating charge. It must also be read together with section 464(6) the 1985 Act as amended by section
439(1) of and Schedule 13 to the 1986 Act, which states that the order of ranking set out in that section is subject to sections
175 and 176 of the 1986 Act as to the ranking of preferential debts in winding up. So the rule that was first introduced by the
1897 Act for England and Wales applies to Scottish floating charges too.

49.  Prior to 1961 it was impossible for a Scottish company to create a floating charge over the whole or any part of its property
and undertaking. In In re Bank of Credit and Commerce International SA (No 8) [1998] AC 214 , 226 Lord Hoffmann, speaking
of English law, said that a charge is a security interest created without any transfer of title or possession to the beneficiary. But
a charge could not be created without any transfer of title or possession in Scotland. In Carse v Coppen 1951 SC 233 , it was
conceded that a company registered in Scotland could not create a valid and effectual floating charge over its assets in Scotland,
but it was contended that it had done so over its assets in England. This argument was rejected. Lord President Cooper said, at p
239, that a floating charge was utterly repugnant to the principles of Scots law, which did not recognise it as creating a security
at all. He referred, at p 241, to that fact that the reforms in the law which had been effected because of the many criticisms that
had been directed against the injustices capable of being inflicted on the trade creditors by the use of floating charges had been
expressly confined to companies registered in England. He said that it was unthinkable that this could have been done except
upon the view that companies registered in Scotland and subject to Scots law could not create floating charges.
  *702

50.  This situation was thought to be to the disadvantage of Scottish companies. So the law of Scotland was amended by
the Companies (Floating Charges) (Scotland) Act 1961 , later extended by the Companies (Floating Charges and Receivers)
(Scotland) Act 1972 , to enable Scottish companies to give security in this way. The result, in the words of Professor W A Wilson,
"Floating Charges", 1962 SLT (News) 53, was that there was now in the law of Scotland a completely new form of security
which could be effectively granted over corporeal moveables without relinquishing possession, over incorporable moveables
without giving intimation and over heritage without recording a deed in the Sasine Register. It was, if I may respectfully borrow
this phrase from the speech of my noble and learned friend, Lord Walker of Gestingthorpe, a cuckoo in the nest of Scots property
law—as your Lordships were to discover in the case of Sharp v Thomson 1997 SC (HL) 66 , which revealed some of the
problems caused by introducing this form of charge into a legal system to which it did not belong naturally.

51.  It is, of course, possible under the statutory regime that now applies in Scotland—it is currently to be found in Part XVIII
of the 1985 Act—for a company to create a floating charge over its book debts. Indeed, a creditor seeking to secure his debt
by means of a floating charge will usually wish to see to it that the property over which the charge extends includes the book
debts of the company. But subjecting book debts to a security which will be effective as a fixed charge in Scots law, and will
thus escape from the priority which section 175 of the 1986 Act gives to preferential debts, is far less convenient in practice.
This is because the law of Scotland still insists that a fixed charge can be created only by delivery of the property which is to
be subjected to it into the hands of the creditor or by the equivalent of delivery. The only way in which this can be done in the
case of book debts is by obtaining an assignation in security of the right to receive payment of the debt, which is then intimated
to the party who is liable to pay the debt to the company. A company which wishes to continue to trade is unlikely to find this
method of creating a charge over its book debts acceptable: Fletcher & Roxburgh , The Law and Practice of Receivership in
Scotland 3rd ed (2005), para 2.10. In practice, therefore, a creditor who wishes to obtain a security from a Scottish company
over its book debts will only be able to do this by way of a floating charge.

52.  The creation of a charge over book debts which will be effective in English law as a fixed charge does not present the same
difficulties. As Slade J said in Siebe Gorman & Co Ltd v Barclays Bank Ltd [1979] 2 Lloyd's Rep 142 , 158, the decision of the
House of Lords in Tailby v Official Receiver (1888) 13 App Cas 523 showed that it is competent for anyone to whom book debts
may accrue in the future to create for good consideration an equitable charge upon those book debts which will attach to them
as soon as they come into existence. But if this is to be effective as a fixed security everything depends on the way the security
agreement ensures that the charge over the book debts is fixed. It is not easy to reconcile the company's need to continue to
collect and use these sums for its own business purposes with the lender's wish to escape from the priority which section 175(2)
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(b) of the 1986 Act gives to preferential debts over the claims of the holder of a floating charge by subjecting the uncollected
book debts to a security which will operate as a fixed charge over them. *703  Did Spectrum's debenture create a fixed charge?

53.  My noble and learned friend, Lord Scott of Foscote, has described the facts of the case and summarised all the relevant
authorities. I adopt with gratitude all that he has said about them, and I agree with him that the charge which the company
granted by way of what the debenture described as a specific charge over its book debts and other debts then and from time
to time owing to the company was in law a floating charge. It was not a fixed charge, so section 175(2)(b) applies to it. The
preferential creditors have priority over the bank's claims under the debenture to the sums realisable from the book debts and
other debts of the company.

54.  There are, as Professor Sarah Worthington has pointed out, a limited number of ways to ensure that a charge over book
debts is fixed: "An 'Unsatisfactory Area of the Law'—Fixed and Floating Charges Yet Again" (2004) 1 International Corporate
Rescue 175, 182. One is to prevent all dealings with the book debts so that they are preserved for the benefit of the chargee's
security. This is the only method which is known to Scots law which, as I have said, insists upon assignation of the book debts to
the security holder and its intimation to the company's debtor as the equivalent of their delivery. One can, of course, be confident
where this method is used that the book debts will be permanently appropriated to the security which is given to the chargee. But
a company that wishes to continue to trade will usually find the commercial consequences of such an arrangement unacceptable.
Another is to prevent all dealings with the book debts other than their collection, and to require the proceeds when collected
to be paid to the chargee in reduction of the chargor's outstanding debt. But this method too is likely to be unacceptable to a
company which wishes to carry on its business as normally as possible by maintaining its cash flow and its working capital. A
third is to prevent all dealings with the debts other than their collection, and to require the collected proceeds to be paid into an
account with the chargee bank. That account must then be blocked so as to preserve the proceeds for the benefit of the chargee's
security. A fourth is to prevent all dealings with the debts other than their collection and to require the collected proceeds to be
paid into a separate account with a third party bank. The chargee then takes a fixed charge over that account so as to preserve
the sums paid into it for the benefit of its security.

55.  The method that was selected in this case comes closest to the third of these. It was selected, no doubt, because it enabled
the company to continue to trade as normally as possible while restricting it, at the same time, to some degree as to what it
could do with the book debts. The critical question is whether the restrictions that it imposed went far enough. There is no doubt
that their effect was to prevent the company from entering into transactions with any third party in relation to the book debts
prior to their collection. The uncollected book debts were to be held exclusively for the benefit of the bank. But everything then
depended on the nature of the account with the bank into which the proceeds were to paid under the arrangement described
in clause 5 of the debenture. As McCarthy J said in In re Keenan Bros Ltd [1986] BCLC 242 , 247, one must look, not at the
declared intention of the parties alone, but to the effect of the instruments whereby they purported to carry out that intention.
Was the account one which allowed the company to continue to use the proceeds of the book debts as a source of its cash flow
or was it one which, on the contrary,  *704  preserved the proceeds intact for the benefit of the bank's security? Was it, putting
the point shortly, a blocked account?

56.  I do not see how this question can be answered without examining the contractual relationship in regard to that account
between the bank and its customer. An account from which the customer is entitled to withdraw funds whenever it wishes within
the agreed limits of any overdraft is not a blocked account. In Agnew v Comr of Inland Revenue [2001] 2 AC 710 , 722, para
22 Lord Millett said that the critical feature which led the Irish Supreme Court in In re Keenan Bros Ltd [1986] BCLC 242
to characterise the charge on book debts as a fixed charge was that their proceeds were to be segregated in a blocked account
where they would be frozen and unusable by the company without the bank's written consent. I respectfully agree. Elsewhere
in his judgment he appears to have assumed that the account into which the proceeds of the book debts were to be paid under
the debenture in the Siebe Gorman case [1979] 2 Lloyd's Rep 142 was also a blocked account: p 727, para 38; p 730, para 48.
In para 38 he said that the company could collect the money but was not free to use it as it saw fit. The question whether he
was right when he made that assumption is at the heart of this case.

57.  For the reasons which have been explained much more fully by Lord Scott and Lord Walker, I too would hold that it is
impossible to conclude that the debenture in the Siebe Gorman case had that effect. As I read the critical passage in Slade J's
judgment, at pp 158-159, he appears to have reached that conclusion in two stages. First, he said, the effect of the debenture
was to create a specific charge on the proceeds of the debts as soon as they were received which prevented the company from
disposing of an unencumbered title to them without the mortgagor's consent. Second, he said that the bank would have had the
right, if it chose, to assert its lien under the charge on the proceeds of the book debts, even at a time when the account into
which they were paid was temporarily in credit.
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58.  As to the first point, I would agree that the effect of clause 5(c) of the debenture (the equivalent of clause 5 in our case)
was that the company was prevented from doing anything with the proceeds of the book debts when collected other than paying
them into its account with the bank. But it seems to me that second point—that the bank could assert a lien over the proceeds
—overlooks the fact that the account into which the proceeds were to be paid was the company's current account with the bank
which the company was to continue to be free to operate for its own business purposes within the agreed limit of its overdraft.

59.  As May LJ said in Lipkin Gorman v Karpnale Ltd [1989] 1 WLR 1340 , 1353, the money which a customer deposits with a
bank becomes the bank's money, but the bank is prima facie bound to meet its debt when called upon to do so by the customer.
In Westminster Bank Ltd v Hilton (1926) 43 TLR 124 , 126 Lord Atkinson explained the relationship in this way:

"It is well established that the normal relation between a banker and his customer is that of debtor and creditor, but it is
equally well established that quoad the drawing and payment of the customer's cheques as against money of the customer's
in the banker's hands the relation is that of principal and agent. The cheque is an order of the *705  principal's addressed
to the agent to pay out of the principal's money in the agent's hands the amount of the cheque to the payee thereof."

The general rule is that a banker is bound to honour his customer's cheque so long as he has funds in his hands if the account is
in credit, or up to the agreed limit of any overdraft. He may determine the contract at any time on giving notice to the customer.
But he cannot refuse to honour cheques drawn before the notice of determination is received.

60.  A banker has a general lien over all bills, notes and negotiable instruments belonging to the customer which his customer
may have deposited with him in security of the customer's indebtedness to the bank. But a lien is a right to retain possession
of property that belongs to someone else, and the banker has no lien over funds which, when deposited in its account by the
customer, become his own property. Moreover the relationship is one where, if the account is in credit, the banker is indebted
to his customer. So it was a misuse of the word lien to say that the bank could assert a right of that kind over the proceeds: see
Buckley LJ in the Court of Appeal in Halesowen Presswork and Assemblies Ltd v National Westminster Bank Ltd [1971] 1 QB
1 , 46, and Viscount Dilhorne and Lord Cross of Chelsea in the same case in the House of Lords [1972] AC 785; Lord Hoffmann
in In re Bank of Credit and Commerce International SA (No 8) [1998] AC 214 , 226. This is not to say that it is impossible to
conceive of the creation of an equitable charge over the proceeds of book debts paid into an account in the name the chargor.
But the ordinary relationship of banker and customer does not permit the banker, without notice, to refuse to allow his customer
to operate a current account as and whenever he wishes while it is credit or is within the limits of any agreed overdraft. The
debenture in the Siebe Gorman case [1979] 2 Lloyd's Rep 142 , which provided for the payment of the proceeds into an account
of that kind, lacked any provision which qualified that relationship.

61.  In the Court of Appeal Lord Phillips of Worth Matravers MR [2004] Ch 337, 383, para 94 said that, in the determination
of the question whether the charge over the book debts was fixed, the extent of the customer's contractual right to draw out
sums equivalent to the amounts paid in must be disregarded. But the relationship between a bank and its customer is founded
in contract. The company's undertaking in clause 5 of the debenture to pay the proceeds of the book debts into its account with
the bank has to be seen and understood in that context. This was a current account into which the company paid money drawn
from a variety of other sources as well as the proceeds of its book debts. In my opinion the company's continuing contractual
right to draw out sums equivalent to the amounts paid in is wholly destructive of the argument that there was a fixed charge
over the uncollected proceeds because the account into which the proceeds were to be paid was blocked.

Should Siebe Gorman be overruled?

62.  Lord Phillips of Worth Matravers MR said that, even if Slade J's construction of the debenture in Siebe Gorman & Co Ltd v
Barclays Bank Ltd [1979] 2 Lloyd's Rep 142 had appeared to him to be erroneous, he would have been inclined to hold that the
form of the debenture had, by custom and usage, acquired the meaning and effect that he had attributed to *706  it: [2004] Ch
337, 383, para 97. This was because the form had been used for 25 years under the understanding that this was its meaning and
effect. Banks had relied upon this understanding, and individuals had guaranteed the liabilities of companies to banks on the
understanding that the banks would be entitled to look first to their charges on book debts unaffected by the claims of preferred
creditors. The respondents say that this is the course that ought now to be followed in the interests of commercial certainty.

63.  The House's Practice Statement of 26 July 1966 reminds us that the use of precedent is an indispensable foundation on
which to decide what is the law and how it should be applied in individual cases: Practice Statement (Judicial Precedent)
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[1966] 1 WLR 1234 . It promotes the degree of certainty that is needed for the guidance of those who must regulate their affairs
according to the law. It is hard to think of an area of the law where the need for certainty is more important than that with which
your Lordships are concerned in this case. The commercial life of this country depends to a large extent on the reliability of
the security arrangements that are entered into between debtors and their creditors. The law provides the context in which these
arrangements are entered into, and it lays down the rules that have to be applied when the arrangements break down. Mistakes
as to the law can make all the difference between success and failure when the creditor seeks to realise his security. So a heavy
responsibility lies on judges to provide the lending market with guidance that is accurate and reliable. This is so that mistakes
can be avoided and transactions entered into with confidence that they will achieve what is expected of them.

64.  These are powerful considerations, but I am in no doubt that the proper course is for the Siebe Gorman decision to be
overruled. It is a tribute to the great respect which Slade LJ's outstandingly careful judgments, both at first instance and the
Court of Appeal, have always commanded that his decision in that case has remained unchallenged for so many years. But the
fact is that it was a decision that was taken at first instance, and it has now been conclusively demonstrated that the construction
which he placed on the debenture was wrong. This is not one of those cases where there are respectable arguments either way.
With regret, the conclusion has to be that it is not possible to defend the decision on any rational basis. It is not enough to say
that it has stood for more than 25 years. The fact is that, like any other first instance decision, it was always open to correction
if the country's highest appellate court was persuaded that there was something wrong with it. Those who relied upon it must
be taken to have been aware of this. It provided guidance, and no criticism can reasonably be levelled at those who felt that
it was proper to rely on it. But it was no more immune from review by the ultimate appellate court than any other decision
which has been taken at first instance.

Should Siebe Gorman be overruled prospectively?

65.  Changes in the law do not occur in a vacuum. Much is likely to depend on whether the change affects situations before
the change occurs or whether it affects only situations that come afterwards. On the whole legislation affects the future only
and not the past, although awareness of what is to come may well influence the way people conduct their affairs before its
commencement. The reverse is true of judicial decisions.
  *707

66.  In Hindcastle Ltd v Barbara Attenborough Associates Ltd [1997] AC 70 , 95, my noble and learned friend, Lord Nicholls
of Birkenhead, said that prospective overruling was not yet a principle known in English law. Certainly it is as true today as it
was then that it has not yet been adopted as a practice in this country: see para 12 of his speech in this case. But in Kleinwort
Benson Ltd v Lincoln City Council [1992] 2 AC 349 , 378-379, Lord Goff of Chieveley declared that it had no place in our
legal system. He said:

"Subject to consideration by appellate tribunals, and (within limits) by judges of equal jurisdiction, what [a judge] states to
be the law will, generally speaking, be applicable not only to the case before him but, as part of the common law, to other
comparable cases which come before the courts, whenever the events which are the subject of those cases in fact occurred.
It is in this context that we have to reinterpret the declaratory theory of judicial decision ... when the judges state what
the law is, their decisions do, in the sense I have described, have a retrospective effect. That is, I believe, inevitable. It is
inevitable in relation to the particular case before the court, in which the events must have occurred some time, perhaps
some years, before the judge's decision is made. But is also inevitable in relation to other cases in which the law as so
stated will in future fall to be applied. I must confess that I cannot imagine how a common law system, or indeed any legal
system, can operate otherwise if the law is to be applied equally to all and yet be capable of organic change."

Later in the same paragraph he said that a system of prospective overruling, although it had occasionally been adopted elsewhere,
had no place in our legal system.

67.  In Ha v State of New South Wales 189 CLR 465 , 503-504 the High Court of Australia was just as firm in its rejection of
the invitation that it should, if it came to the conclusion that the tobacco wholesalers' and retailers' licence fees were invalid,
overrule the franchise cases prospectively, leaving the authority of those cases unaffected for a period of 12 months:

"This court has no power to overrule cases prospectively. A hallmark of the judicial process has long been the making
of binding decisions of rights and obligations arising from the operation of the law upon past events or conduct. The
adjudication of existing rights and obligations as distinct from the creation of rights and obligations distinguishes the
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judicial power from non-judicial power. Prospective overruling is thus inconsistent with judicial power on the simple
ground that the new regime that would be ushered in when the overruling took effect would alter existing rights and
obligations. If an earlier case is erroneous and it is necessary to overrule it, it would be a perversion of judicial power to
maintain in force that which is acknowledged not to be the law."

68.  I do not think that these declarations can be taken as the last word on this issue, at least so far as the powers of your Lordships'
House are concerned. The ability of courts to make prospective rulings, if they have power to do so, can no longer be said to
be in question. Section 102 of the Scotland Act 1998 provides that, where a court declares that any provision in an Act of the
Scottish Parliament is not within the competence *708  of the Parliament, it may make an order removing or limiting the effect
the decision. Equivalent provisions are to be found in section 110 of the Government of Wales Act 1998 and section 88(1) of
the Northern Ireland Act 1998 . This power is a limited one, as it is available only where legislation is held to be invalid because
it is outside the devolved institution's legislative competence. But it is nevertheless significant. The European Court of Justice
has acknowledged that the interpretation it gives to a rule of Community law is limited to clarifying and defining the meaning
and scope of that rule as it ought to have been understood and applied from the time of its coming into force: R (Bidar) v Ealing
London Borough Council (Case C-209/03 [2005] QB 812 , para 66. But, as the court said in the same case, it has in exceptional
cases limited the temporal effect of its judgments, having regard to the principle of legal certainty, where it is satisfied that
those concerned acted in good faith on the basis of the rules considered to be validly in force and that for it not to do so would
give rise to serious economic difficulties: paras 67-69; see also the opinion of Advocate General Jacobs in Banca Popolare di
Cremona v Agenzia Entrate Ufficio Cremona (Case C-475/03) 17 March 2005, para 75. This power has been developed by
judicial decision notwithstanding the fact that there is no express treaty base in articles 230–231 EC for its exercise.

69.  The fact that the Judicial Committee of the Privy Council has been given this power in devolution cases by statute and
that a similar power has been developed by the European Court of Justice does not, of course, answer the question whether
the House has the power, in exceptional cases, to do likewise. But it is for the House, as the ultimate court, to define the limits
of its own jurisdiction. It can take as its starting point the inherent power which it has under the common law to do whatever
is necessary to serve the interests of justice. That power is, of course, subject as our constitution requires to the doctrine of
Parliamentary sovereignty. It must respect any limits on its jurisdiction that have may been imposed by Parliament, so long as
these are compatible with our treaty obligations under Community law and with the rights that are defined by section 1(1) of
the Human Rights Act 1998 as the Convention rights. A statutory limitation which was found to be incompatible would have to
be read down under the doctrine of direct effect or under section 3(1) of the 1998 Act to remove the incompatibility. Subject to
these exceptions, its jurisdiction is limited only by the fact that the inherent power which is vested in the House in its appellate
capacity is a judicial power, not a legislative one.

70.  Authority for this approach, if it is needed, is to be found in R v Bow Street Metropolitan Stipendiary Magistrate, Ex p
Pinochet Ugarte (No 2) [2000] 1 AC 119 in which, in the exercise of its power as the ultimate court of appeal to correct any
injustice caused by one of its own orders, the House set aside the decision which it had reached in the first appeal, R v Bow Street
Metropolitan Stipendiary Magistrate, Ex p Pinochet Ugarte [2000] 1 AC 61 . The respondents did not dispute that the House
had jurisdiction in appropriate cases to rescind or vary one of its earlier orders. But Lord Browne-Wilkinson, who delivered the
leading speech, went further. He said that in his judgment that concession was rightly made both in principle and on authority
[2000] 1 AC 119, 132: *709

"In principle it must be that your Lordships, as the ultimate court of appeal, have power to correct any injustice caused by
an earlier order of this House. There is no relevant statutory limitation on the jurisdiction of the House in this regard and
therefore its inherent jurisdiction remains unfettered. In Broome v Cassell & Co Ltd (No 2) [1972] AC 1136 your Lordships
varied an order for costs already made by the House in circumstances where the parties had not had a fair opportunity to
address argument on the point."

The circumstances in that case were, of course, quite different. But the principle which the House was applying there is capable
of a much wider application.

71.  The question then is whether it can ever be consistent with the exercise of its judicial power for the House to declare that a
decision which it takes which changes the law is not to affect events or things done in the past but only events or things done in
the future. While I recognise the force of Lord Goff's argument to the contrary in Kleinwort Benson Ltd v Lincoln City Council
[1992] 2 AC 349 , I think that it would be unwise to say that the power to do this can never be available in any circumstances.
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The speeches that were delivered in R v Governor of Brockhill Prison, Ex p Evans (No 2) [2001] 2 AC 19 show how reluctant
your Lordships have been to engage in this debate. It is no doubt true that in almost every case that can be imagined the exercise
of the judicial power will require the House simply to declare what the law is, with the inevitable result that it will apply to
other comparable cases whenever the events occurred. But it is not possible to predict the future with complete confidence, and
it seems to me that the question whether this technique should be adopted remains an open one. Richard H S Tur, "Time and
Law" (2002) 22 Oxford Journal of Legal Studies 463, 473, has observed that to apply an admittedly new rule retrospectively
is blatantly legislative however fair or otherwise normatively appealing this may be. He said, at p 474, that commentators can
agree that prospective overruling has, in Lord Goff's words, "no place in our legal system" but disagree as to whether it should
have a place, adding that it might be that in exceptional circumstances, where justice was served thereby, the effect of a judicial
decision could expressly be declared to be prospective only. I do not think that we can say that there will never be cases when
the interests of justice may require the removal of the retrospective effect of a judgment by making a declaration to that effect.

72.  The question whether such a declaration will ever be consistent with the exercise of the judicial power must, in the end,
depend on the issue that the House is being called upon to decide. In Arthur J S Hall & Co v Simons [2002] 1 AC 615 , 726h,
for example, I said that I was of opinion that the decision in that case which changed the law about the immunity from suit of
the advocate should take effect only from the date when the House delivered its judgment. That was a highly unusual case. In
the Court of Appeal it was held that the solicitors had not acted as their clients' advocate and their conduct was not so intimately
connected with the conduct of the case in court as to attract the immunity. I said at the outset of my speech that the grounds
which the Court of Appeal had given for its decision were entirely sound, sufficient and satisfactory and that it was unnecessary
for the disposal of the appeal to examine the fundamental question whether the core forensic *710  immunity which the House
had recognised in Rondel v Worsley [1969] 1 AC 191 could still be justified on grounds of public policy. But the opportunity
had been taken of arranging for the case to be heard by seven Law Lords so that it could be considered whether the rule that was
established by that case could still be said to be justified. The focus of attention was shifted, quite deliberately, to this issue. The
House was no longer interested in the question whether the Court of Appeal had been right to say that the solicitors' conduct
was such as not to attract the core immunity. So I did not regard it as necessary for the disposal of the appeal to say that any
change as regarded the immunity rule should operate retrospectively. On the contrary, as I said at p 710:

"I consider it to be a legitimate exercise of your Lordships' judicial function to declare prospectively whether or not the
immunity—which is judge-made rule—is to be available in the future and, if so, in what circumstances."

73.  I continue to think that this approach to the exercise of the judicial power in that case was legitimate. There was no need,
in order to do justice between the parties to the disputes, for the decision in Arthur J S Hall & Co v Simons [2002] 1 AC 615 to
be applied retrospectively. Advocates had arranged their affairs since the decision in Rondel v Worsley on the basis that in their
conduct of cases in court the core immunity was available. Recognising the importance that is to be attached to legal certainty,
there was much to be said for the view that in their case the decision to remove the immunity should operate prospectively
only and not retrospectively.

74.  Where the future may lead us we cannot tell. So, like my noble and learned friend, Lord Nicholls of Birkenhead, I would
not rule out the possibility that in a wholly exceptional case the interests of justice may require the House, in the context of a
dispute about the state of the common law or even about the meaning or effect of a statute, to declare that its decision is not to
operate retrospectively. But I would not consider that approach to be appropriate in this case. The single most important point
which indicates the contrary is that, if the decision to overrule Siebe Gorman were to be applied prospectively only, it would
deprive the preferential claimants of the priority to which, on a correct view of the law, they are entitled under section 175(2)
(b) of the 1986 Act. I do not think that it is open to your Lordships in the exercise of the judicial power to deprive a party to
the litigation of a legitimate remedy that has undoubtedly been given to him by statute.

Conclusion

75.  For the reasons given by Lord Scott and Lord Walker, and for these further reasons of my own, I would hold that the
decision in Siebe Gorman & Co Ltd v Barclays Bank Ltd [1979] 2 Lloyd's Rep 142 was wrong and should be overruled. I
would allow the appeal.

LORD SCOTT OF FOSCOTE
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The issues

76.  My Lords, the issue in this case is whether the charge over book debts, present and future, granted by Spectrum Plus
Ltd ("Spectrum") to *711  National Westminster Bank Plc ("the bank") under a debenture dated 30 September 1997 was a
fixed charge, which it was expressed to be, or merely a floating charge. The bank, naturally, says that it was a fixed charge.
Customs and Excise, the Inland Revenue, and the Secretary of State for Trade and Industry ("the Crown creditors") say that it
was a floating charge. If it was a floating charge Spectrum's preferential creditors are entitled to have their debts paid out of the
proceeds of the book debts in priority to the bank (see section 175, Insolvency Act 1986 ). If it was not a floating charge the
preferential creditors have no such priority and the bank will be entitled to the whole of the proceeds. The amount at stake is
relatively trivial, no more than £16, 136 odd. But this is a test case. Your Lordships have been given to understand that several
hundred liquidations are being held up pending the resolution of the issue (see the judgment of Sir Andrew Morritt V-C [2004]
Ch 337, 342). Your Lordships have been told also that the debenture granted by Spectrum was in the bank's normal form and
that many other banks and other commercial lenders have taken security over their borrowers' book debts using a similar form
of debenture. It is of commercial as well as legal importance that the issue should be resolved.

77.  There is a subsidiary issue. The bank has invited your Lordships, if your Lordships conclude that the debenture created
merely a floating charge over the book debts, so to rule with prospective effect only. That raises the question whether your
Lordships have power to deliver prospective rulings, applicable only in the future, or only to debentures not yet executed. There
is also, of course, the question whether, if your Lordships do have such a power, the power should be exercised in the present
case. But these are issues for later. The first and main issue is whether the bank's debenture created a fixed charge or only a
floating charge over Spectrum's book debts.

The debenture

78.  Spectrum carried on the business of a manufacturer of dyes, paints, pigments and other chemical products for the paint
industry. In the autumn of 1997 Spectrum changed banks. It opened an account with the bank, obtained an overdraft facility
of £250,000 and, on 30 September 1997, executed the debenture to secure its indebtedness to the bank. The security created
by the debenture was expressed to include:

"A specific charge [of] all book debts and other debts ... now and from time to time due or owing to [Spectrum]" (para
2(v)) and "A floating security [of] its undertaking and all its property assets and rights whatsoever and wheresoever present
and/or future including those for the time being charged by way of specific charge pursuant to the foregoing paragraphs
if and to the extend that such charges as aforesaid shall fail as specific charges but without prejudice to any such specific
charges as shall continue to be effective" (para 2(vii)).

79.  The expression "specific charge" is potentially ambiguous. It may mean a charge over specific ascertained property or it
may mean a fixed charge in contrast to a floating charge, depending on the context. It is clear that in this debenture, as in most
others, the expression is intended to bear the latter meaning.

80.  There is no doubt that, as Slade J held in Siebe Gorman & Co Ltd v Barclays Bank Ltd [1979] 2 Lloyd's Rep 142 , it is in
law possible for a *712  company to create a security consisting of a fixed charge over all its present and future book debts.
Nor is there any doubt that the question as to how a particular charge should be categorised depends upon the nature of the
rights over the charged asset that have been granted to the chargee or reserved to the chargor. The label that the parties have
attributed to the charge may be some indication of the rights the parties were intended to have but is not conclusive.

81.  Para 5 of the debenture supported the grant of the charge over books debts:

"With reference to the book debts and other debts hereby specifically charged [Spectrum] shall pay into [Spectrum's]
account with the bank all moneys which it may receive in respect of such debts and shall not without the prior consent in
writing of the bank sell factor discount or otherwise charge or assign the same in favour of any other person or purport
to do so and [Spectrum] shall if called upon to do so by the bank from time to time execute legal assignments of such
book debts and other debts to the bank."
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This provision barred Spectrum from dealing with its book debts in any of the ways specified but left Spectrum free to deal
with the debtors who owed the debts and, in particular, to collect the debts in the normal course of business.

82.  Para 5 required that the debts once collected be paid into Spectrum's account with the bank. This account was a current
account. It enjoyed the overdraft facility of £250,000 to which I have referred. Provided that overdraft limit were not exceeded,
Spectrum was free to draw on the account for its business purposes. The Bank's Borrowing Terms allowed the bank, by notice,
to withdraw or reduce the facility. And amounts outstanding on the account were repayable on demand. These are the normal
terms on which overdraft facilities are made available by banks to their customers. This account was in all respects a normal
bank current account with an overdraft facility.

83.  The question for decision, therefore, is whether a charge over present and future book debts, where the chargor cannot
dispose of or charge the uncollected book debts but can deal with its debtors and collect the debts and where the chargor is
obliged to place the payments made to it by its debtors in a designated account with the chargee bank but can freely draw on
the account for its business purposes provided the overdraft limit is not exceeded, is capable in law of being a fixed charge.

The facts

84.  The events that have led to this litigation can be shortly stated. After the opening of the current account in September
1997 Spectrum collected its book debts, paid them into its current account and drew on the account as it wished for its business
purposes. The overdraft limit of £250,000 was never exceeded but nor was the account ever in credit. There is no evidence
that any instructions regarding Spectrum's drawings from the account or how the account could be used by Spectrum were
ever given by the bank or that the bank ever sought to exercise any control over the use made by Spectrum of its withdrawals
from the account. But Spectrum's business fortunes did not prosper and on 15 October 2001 it went into voluntary liquidation.
At the *713  date of liquidation £165,407 was due to the bank. Spectrum's uncollected book debts at that date had a face
value of £291,293, but the liquidators estimated their realisable value to be £156,544. Spectrum's unsecured debts included
the £16,136 due to preferential creditors, mainly the Crown creditors. There was a deficiency with regard to creditors in the
region of £650,000.

85.  The liquidators have so far collected £113,484 in respect of book debts but, pending a resolution of the issue as to the
correct categorisation of the charge granted over the book debts, have not accounted for these payments to the bank. Bearing
in mind, however, that even if the charge created only a floating charge the bank would be entitled to priority over ordinary
creditors and that the amount due to preferential creditors is only £16,136, it seems a little surprising that the liquidators have
not accounted to the bank for the balance of the £113,484. But no doubt there is some explanation for this.

The rival lines of judicial authority

86.  The issue as to the correct categorisation of the charge created by Spectrum over its book debts has been presented, both
in the courts below and before your Lordships, as requiring a choice between rival lines of judicial authority. In Siebe Gorman
& Co Ltd v Barclays Bank Ltd [1979] 2 Lloyd's Rep 142 Slade J held that the Barclays Bank debenture had created a fixed
charge over the chargor's book debts. There are no material differences between the Barclays Bank debenture in issue in the
Siebe Gorman case and the bank's debenture in the present case, at least so far as concerns the charge of book debts. The Siebe
Gorman decision was followed by Knox J in In re A Company (No 005009), Ex p Copp [1989] BCLC 13 and has been referred
to without dissent in other cases at first instance (see e g In re Portbase Clothing Ltd [1993] Ch 388 , 395-396). Moreover in
In re New Bullas Trading Ltd [1994] 1 BCLC 485 , the Court of Appeal took Siebe Gorman a step further. The New Bullas
debenture was expressed to grant a fixed charge over the chargor's present and future book debts but a floating charge over the
proceeds of the debts when collected and paid into the chargor's bank account. Collection of the debts was left to the chargor.
The chargor went into liquidation and Nourse LJ, with whose judgment the other two members of the court agreed, held that
the charge over the book debts owing at the date of liquidation was, as the debenture had stated, a fixed charge. If a charge over
book debts can be a fixed charge even though the money received by the chargor in payment of those debts is to be subject to
only a floating charge, it becomes difficult to quarrel with the proposition that the charge over uncollected book debts in the
present case (or in Siebe Gorman ) can be a fixed charge even though the chargor can freely use for its business purposes the
money it receives from its debtors in payment of the debts subject to the charge.
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87.  However Hoffmann J's judgment in In re Brightlife Ltd [1987] Ch 200 cast some doubt on the Siebe Gorman case. Hoffmann
J was presented with a debenture expressed to grant a "first specific charge" of the chargor's book debts, present and future.
The debenture did not allow the chargor to dispose of or charge the uncollected book debts but left the chargor free to collect
the debts, pay the proceeds into its bank account and draw as it wished on that account. Hoffmann J held that the charge was a
floating *714  charge. He distinguished Siebe Gorman principally on the ground that the Siebe Gorman debenture holder was
a bank and the debenture had required the collected debts to be paid into the chargor's account at the chargee bank. In Brightlife
the debenture holder was not a bank and there was no similar restriction. I must revert to this point of distinction. It suffices
for the moment to notice that, despite the description of the charge as a "first specific charge", the Brightlife charge was held
to be a floating charge because the chargor had been left free to collect the debts, to pay the proceeds into its bank account and
to use the account as it wished (see p.209). In the New Bullas Trading Ltd case [1993] BCLC 1389 , Knox J, at first instance,
followed In re Brightlife Ltd , but was reversed by the Court of Appeal. In re Brightlife Ltd was followed also by Millett LJ
in In re Cosslett (Contractors) Ltd [1998] Ch 495 .

88.  In Hoverd Industries Ltd v Supercool Refrigeration and Air Conditioning (1991) Ltd [1994] 3 NZLR 300 Tompkins J, sitting
in the High Court of New Zealand, declined to follow Siebe Gorman . The debenture in question, as in Siebe Gorman and the
present case but unlike the debenture in In re Brightlife Ltd , was a bank debenture. It was expressed to grant a "fixed charge"
over, among other assets, the chargor's book debts present and future. The debenture did not allow the chargor to dispose of or
charge its uncollected book debts and required the collected debts to be paid into the chargor's account with the bank. There does
not appear to have been any restriction on the ability of the chargor to draw on the account for its trading purposes. Tompkins J
noted, at p 318, that "the relevant provisions of the securities in Siebe Gorman and the present case are, for practical purposes,
the same" but held, at p 321, that the charge over the book debts was a floating charge because

"a requirement to pay the proceeds of the book debts into the company's account without any restriction on how the
company may use those proceeds does not give effective possession of those proceeds to the Bank. It does not, without
more, fasten the charge onto those proceeds."

89.  And, finally, the same point came before the Privy Council on an appeal from the Court of Appeal of New Zealand in Agnew
v Comr of Inland Revenue [2001] 2 AC 710 . This case concerned a bank debenture closely modelled on the New Bullas Trading
Ltd debenture, that is to say, it purported to grant the bank a fixed charge over the chargor's book debts present and future but
only a floating charge over the proceeds collected by the chargor: see p 716. The judgment of the Board, delivered by Lord
Millett, held that the critical feature which distinguished a floating charge from a fixed charge lay in the chargor's ability, freely
and without the chargee's consent, to control and manage the charged assets and withdraw them from the security. In re Brightlife
Ltd , In re Cosslett (Contractors) Ltd and the New Zealand Supercool Refrigeration case were approved and applied. In re New
Bullas Trading Ltd was held to have been wrongly decided. Siebe Gorman was treated, in rather guarded terms, as a case in
which Slade J had found sufficient restrictions on the use to which the chargor could put the collected debt payments to warrant
the categorisation of the charge as a fixed charge: see p 727. But Lord Millett expressed the opinion, at p 726, para 36: *715

"A restriction on disposition [of book debts] which nevertheless allows collection and free use of the proceeds is
inconsistent with the fixed nature of the charge; it allows the debt and its proceeds to be withdrawn from the security by
the act of the company in collecting it."

The judgments in the courts below

90.  The issue has, in the present case, been litigated between the bank on the one side, arguing for a fixed charge, and the
Crown creditors on the other side, arguing for a floating charge. Spectrum in liquidation and its liquidators, although parties
to the proceedings, have taken no active part.

91.  Sir Andrew Morritt V-C [2004] Ch 337, having reviewed the cases, said that he was persuaded by Lord Millett's reasoning
in Agnew's case that Siebe Gorman had been wrongly decided. He held that the charge granted to the bank over Spectrum's
book debts was, notwithstanding that it was expressed to be a fixed charge, in law a floating charge. The test, he held at para 39,
was whether the rights and obligations conferred and imposed by the debenture "disclosed an intention that the company should
be free to deal with the book debts and withdraw them from the security without the consent of the bank". The application of
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this test should, said Sir Andrew Morritt V-C at para 39, have led to the conclusion in Siebe Gorman that the charge was a
floating charge: he said "the collection and free use of the proceeds of book debts through the ordinary operation of the bank
account was not only permitted but envisaged."

92.  Sir Andrew Morritt V-C referred in his judgment to the criticisms of the Court of Appeal decision in In re New Bullas
Trading Ltd that had been made by Lord Millett in Agnew's case and to earlier criticisms of that decision made by Professor
Roy Goode in an article, "Charges Over Book Debts: A Missed Opportunity" (1994) 10 LQR 592, but did not himself address
Nourse LJ's reasoning or conclusions.

93.  The Court of Appeal did so, however, when the present case reached them [2004] Ch 337. Lord Phillips of Worth Matravers
MR pointed out, correctly in my respectful opinion, that Sir Andrew Morritt V-C's test of a floating charge was in conflict
with the Court of Appeal decision in In re New Bullas Trading Ltd and concluded that the rules of binding precedent enabled
neither Sir Andrew Morritt V-C nor a subsequent Court of Appeal to rule that that case had been wrongly decided: para 58.
This conclusion would, I think, have made it inevitable that the appeal against Sir Andrew Morritt V-C's judgment would have
been allowed but Lord Phillips MR went on to consider whether, assuming the Agnew test of a floating charge to be applicable,
the bank's debenture had had the effect that the company had been left free to use the proceeds of its book debts in the normal
course of its business. He concluded that the restrictions imposed by the debenture (and the restrictions imposed by the Siebe
Gorman debenture) had been sufficient to justify the categorisation of the charge as a fixed charge, at para 94:

"It seems to me that it is at least arguable that a debenture which prohibits a chargor from disposing of book debts before
they are collected and requires him to pay them, beneficially, to the chargee as and when they are collected properly falls
within the definition of a fixed charge, regardless of the extent of his contractual right to draw out sums equivalent to the
amount paid in. Strictly speaking the chargor is neither *716  entitled to dispose of the book debts before they fall due
for payment, nor to dispose of the proceeds. What he does enjoy are contractual rights to payments, whether as lender
or borrower, from the bank."

94.  On this appeal, therefore, the main issue depends on two questions. First, what is the right test to be applied in order to
categorise a charge as a floating charge? Second, if that test is applied in the present case, how should the bank's charge be
categorised?

What is a floating charge?

95.  It is helpful in answering this question to bear in mind the juridical history of floating charges and the reasons why a
degree of statutory intervention became necessary. By the middle of the 19th century industrial and commercial expansion in
this country had led to an increasing need by companies for more capital. Subscription for share capital could not meet this
need and loan capital had to be raised. But the lenders required security for their loans. Traditional security, in the form of
legal or equitable charges on the borrowers' fixed assets, whether land or goods, could not meet the need. The greater part of
most entrepreneurial companies' assets would consist of raw materials, work in progress, stock-in-trade and trade debts. These
were circulating assets, replaced in the normal course of business and constantly changing. Assets of this character were not
amenable to being the subject of traditional forms of security. Equity, however, intervened. Holroyd v Marshall (1862) 10 HL
Cas 191 was a case in which a debtor had purported to grant a mortgage not only over his existing machinery but also over
all the machinery which, during the continuance of the security, should be placed in his mill. The question arose whether the
equitable title of the chargee in respect of new machinery that had been placed in the mill prevailed over the rights of a judgment
creditor of the chargor/debtor. Could the chargee assert an equitable interest in the new machinery? Lord Campbell LC held
that he could not. But the House of Lords reversed the decision, holding that

"immediately on the new machinery and effects being fixed or placed in the mill, they became subject to the operation of
the contract, and passed in equity to the mortgagees", per Lord Westbury LC, at p 211, and that "in equity it is not disputed
that the moment the property comes into existence, the agreement operates on it": per Lord Chelmsford, at p 220.

96.  Holroyd v Marshall opened the way to the grant by companies of security over any class of circulating assets that the
chargor company might possess. Acceptance that it was possible to do this became established by the 1870s. In In re Panama,
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New Zealand and Australian Royal Mail Co (1870) LR 5 Ch App 318 the company simply charged its "undertaking and all
sums of money arising therefrom". Gifford LJ held, at p 322, that "undertaking" meant "all the property of the company, not
only which existed at the date of the debenture, but which might afterwards become the property of the company". He said
also that the word "undertaking"

"necessarily infers that the company will go on, and that the debenture holder could not interfere until either the interest
which was due was unpaid, or until the period had arrived for the payment of his principal, *717  and that principal was
unpaid": see also In re Florence Land and Public Works Co; Ex p Moor (1878) 10 Ch D 530 , 540.

The two features mentioned by Gifford LJ became the hallmark of the new form of security, namely, (1) a charge on the chargor
company's assets, or a specified class of assets, present and future and (2) the right of the chargor company to continue to use
the charged assets for the time being owned by it and to dispose of them for its normal business purposes until the occurrence
of some particular future event. In In re Colonial Trusts Corpn, Ex p Bradshaw (1879) 15 Ch D 465 Jessel MR referred to this
form of security as a "floating security" (see at pp 468, 469 and 472) and in Moor v Anglo-Italian Bank (1879) 10 Ch D 681 ,
687 he contrasted the new form of security with a "specific charge" on the property of the company.

97.  By the last decade of the 19th century this form of security, Jessel MR's "floating security", had become firmly established
and in regular use. This new form of security, the floating charge, did not derive from statute. It had been bred by equity
lawyers and judges out of the needs of the commercial and industrial entrepreneurs of the time. But the new form of security,
notwithstanding its convenience for both borrowers and lenders, had its drawbacks for others. Those dealing with a company
could not tell whether its circulating assets were subject to a charge that, if the company became insolvent or ceased business,
would allow a debenture holder to "step in and sweep off everything": Lord Macnaghten in Salomon v A Salomon & Co Ltd
[1897] AC 22 , 53. And if a debenture holder did "step in and sweep off everything" there would be nothing left for unsecured
creditors including, in particular, the company's employees to whom wages arrears might be owing.

98.  Statutory intervention began in 1897 with the Preferential Payments in Bankruptcy Amendment Act . Where a company
was being wound-up or was in receivership sections 2 and 3 of the 1897 Act gave preferential creditors, a class which included
employees as well as Crown creditors, priority over the chargee under a floating charge, so far as payment of debts out of the
assets subject to that charge was concerned. Preferential creditors had priority anyway over ordinary creditors and the sections
did not disturb the priority over ordinary creditors to which the charge holder was entitled by virtue of the charge. These statutory
provisions, with very little alteration, are now to be found in sections 40 (receivership) and 175 (winding up) of the Insolvency
Act 1986 . And in 1900 further statutory interventions required floating charges to be registered (see now sections 395 and 396
of the Companies Act 1985 ) and provided for floating charges created by an insolvent company within a short period before
the commencement of its winding up to be invalid except to the extent of new money provided by the chargee: see now section
245 of the Insolvency Act 1986 . The statutes which first introduced these reforms did not attempt any definition of a "floating
charge". Nor have any of their statutory successors done so. The expression has been taken to be self-explanatory. It bears the
meaning attributed to it by judicial decision. But the judicial process over the years whereby the concept of a "floating charge"
has been developed must, in my opinion, keep in mind the mischief that these statutory reforms were intended to meet and,
in particular, that on a winding up or receivership preferential creditors were to have their debts paid out of the circulating
*718  assets, sometimes referred to as "ambulatory" assets, of the debtor company in priority to a debenture holder with a

charge over those assets.

99.  The classic and frequently cited definition of a floating charge is that which was given by Romer LJ in the Court of Appeal
in the Yorkshire Woolcombers Association case [1903] 2 Ch 284 , 295:

"I certainly think that if a charge has the three characteristics that I am about to mention it is a floating charge. (1) If it is
a charge on a class of assets of a company present and future; (2) if that class is one which, in the ordinary course of the
business of the company, would be changing from time to time; and (3) if you find that by the charge it is contemplated
that, until some further step is taken by or on behalf of those interested in the charge, the company may carry on its business
in the ordinary way as far as concerns the particular class of assets I am dealing with."

But it is important to notice that Romer LJ prefaced his definition with a qualification. He said:

"I certainly do not intend to attempt to give an exact definition of the term 'floating charge', nor am I prepared to say that
there will not be a floating charge within the meaning of the Act, which does not contain all the three characteristics ..."
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The case came to this House under the name Illingworth v Houldsworth [1904] AC 355 . In short ex tempore speeches their
Lordships upheld the Court of Appeal. Lord Macnaghten described the case as "clear" and offered the following definition of
a floating charge in contrast to a "specific charge", at p 358:

"A specific charge, I think, is one that without more fastens on ascertained and definite property or property capable of
being ascertained and defined; a floating charge, on the other hand, is ambulatory and shifting in its nature, hovering over
and so to speak floating with the property which it is intended to affect until some event occurs or some act is done which
causes it to settle and fasten on the subject of the charge within its reach and grasp."

100.  And a few years later Buckley LJ in Evans v Rival Granite Quarries Ltd [1910] 2 KB 979 , 999 similarly contrasted a
"floating security" with a "specific security":

"[A floating security] is not a specific security; the holder cannot affirm that the assets are specifically mortgaged to him.
The assets are mortgaged in such a way that the mortgagor can deal with them without the concurrence of the mortgagee.
A floating security is not a specific mortgage of the assets, plus a licence to the mortgagor to dispose of them in the course
of his business, but is a floating mortgage applying to every item comprised in the security, but not specifically affecting
any item until some event occurs or some act on the part of the mortgagee is done which causes it to crystallise into a
fixed security."

101.  It is in the nature of commercial lenders to want the most effective security that they can get. It is in the nature of
commercial borrowers to want to be able to carry on the business for the purposes of which they are borrowing money with
as much freedom from restrictions imposed by their *719  lenders that negotiation can achieve for them. But the lenders are
usually in the stronger bargaining position and able to stipulate the terms to be included in the debenture which will constitute
their security. So it is not in the least surprising to find attempts by lenders to obtain fixed charges as security rather than floating
charges, thereby avoiding the need, if financial misfortune were to visit their borrowers, to yield priority to preferential creditors
and also avoiding possible vulnerability under section 245 of the 1986 Act or its statutory predecessors. And it is not surprising
to find borrowers agreeable to co-operate in these attempts provided their ability to carry on business in the normal way were
not unduly impeded.

102.  There was never any doubt that it was possible to create a fixed charge over a specific, ascertained book debt. And
Tailby v Official Receiver 13 App Cas 523 established that an assignment of future book debts would be effective to vest in the
assignee an equitable interest in the future debts at the moment they became owing to the assignor. So there was no reason why
a debenture should not be expressed to assign to the debenture holder, by way of security, the company's future book debts.
But the question would still remain whether such an assignment, not being an out-and-out assignment as in Tailby v Official
Receiver but an assignment by way of security, could be said to constitute a fixed security.

103.  There was nothing much that the lenders could do about the third of the characteristics that Romer LJ had regarded as
typical of floating charges. Most commercial borrowers would be unlikely to agree to grant charges over their circulating assets
that did not enable them to use those assets for their normal business purposes. So it was natural for the quest for fixed charges
to be concentrated on the prominence given by Lord Macnaghten in the Yorkshire Woolcombers case to the characteristic of a
fixed charge as being a charge on "ascertained and definite property" As soon as a book debt is incurred and becomes owing to
the chargor it constitutes an item of "ascertained and definite" property and would qualify as a possible object of a fixed charge.
So a debenture expressed to grant a fixed charge over present and future book debts would be capable of creating a fixed charge
over all such debts as and when they accrued due to the chargor company. Slade J so held in Siebe Gorman & Co Ltd v Barclays
Bank Ltd [1979] 2 Lloyd's Rep 142 and no one has suggested that in that respect he was wrong.

104.  Moreover, the debenture could fortify the apparently fixed character of the charge by including a provision entitling the
chargee to call for a formal written assignment by the chargor of the debts as they accrued. Such an assignment unaccompanied
by written notice to the debtor would constitute the chargee equitable proprietor, and not simply equitable chargee, of the debt.
The appearance of a fixed security would be fortified. It is not surprising, therefore, to find debentures containing provisions of
this sort. The Siebe Gorman debenture did so. So did the bank's debenture in the present case. But the intention of the parties
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that the charge over book debts created and fortified in this way would be a fixed charge has to take account also of Romer
LJ's third characteristic of a floating charge, namely, that until some further step by way of intervention is taken by the chargee
the chargor company can use the assets in question for its normal business purposes and, in using them, remove them from the
security. The fact that a valid fixed charge over present and future book debts is capable of being *720  created does not answer
the essential question whether a fixed charge over assets that remain at the disposal of the chargor can be created.

105.  Slade J in the Siebe Gorman case [1979] 2 Lloyd's Rep 142 , 158 inclined to the opinion that if the chargor of book debts,
having collected the book debts,

"[had] had the unrestricted right to deal with the proceeds of any of the relevant book debts paid into its account, so long
as that account remained in credit ... the charge on such book debts could be no more than a floating charge."

Hoffmann J in In re Brightlife Ltd [1987] Ch 200 , 209, in a passage cited with approval by Lord Millett in Agnew v Comr of
Inland Revenue [2001] 2 AC 710 , 723, said that the significant feature of the Brightlife debenture was that the company was
free to collect its debts and pay the proceeds into its bank account. He went on:

"Once in the account, they would be outside the charge over debts and at the free disposal of the company. In my judgment
a right to deal in this way with the charged assets for its own account is a badge of a floating charge and is inconsistent
with a fixed charge."

Similar conclusions were expressed in In re Keenan Bros Ltd [1986] BCLC 242 in the Supreme Court of Ireland and by Tompkins
J in the Supercool Refrigeration case [1994] 3 NZLR 300 , in New Zealand.

106.  The Privy Council in the Agnew case agreed with these decisions. Lord Millett pointed out, in para 13 of the Board's
opinion, that Romer LJ's first two characteristics, although typical of a floating charge, were not distinctive of it. They were
not necessarily inconsistent with a fixed charge. It was the third characteristic, Lord Millett said, which was the hallmark of a
floating charge and distinguished it from a fixed charge.

107.  I respectfully agree. Indeed if a security has Romer LJ's third characteristic I am inclined to think that it qualifies as a
floating charge, and cannot be a fixed charge, whatever may be its other characteristics. Suppose, for example, a case where
an express assignment of a specific debt by way of security were accompanied by a provision that reserved to the assignor
the right, terminable by written notice from the assignee, to collect the debt and to use the proceeds for its (the assignor's)
business purposes, ie, a right, terminable on notice, for the assignor to withdraw the proceeds of the debt from the security.
This security would, in my opinion, be a floating security notwithstanding the express assignment. The assigned debt would be
specific and ascertained but its status as a security would not. Unless and until the right of the assignor to collect and deal with
the proceeds were terminated, the security would retain its floating characteristic. Or suppose a case in which the charge were
expressed to come into existence on the future occurrence of some event and then to be a fixed charge over whatever assets
of a specified description the chargor might own at that time. The contractual rights thereby granted would, in my opinion, be
properly categorised as a floating security. There can, in my opinion, be no difference in categorisation between the grant of a
fixed charge expressed to come into existence on a future event in relation to a specified class of assets owned by the chargor at
that time and the grant of a floating charge over the specified class of assets with cystallisation taking place on the occurrence
of that *721  event. I endeavoured to make this point in Smith (Administrator of Cosslett (Contractors) Ltd) v Bridgend County
Borough Council [2002] 1 AC 336 , 357, para 63. Nor, in principle, can there be any difference in categorisation between those
grants and the grant of a charge over the specified assets expressed to be a fixed charge but where the chargor is permitted until
the occurrence of the specified event to remove the charged assets from the security. In all these cases, and in any other case in
which the chargor remains free to remove the charged assets from the security, the charge should, in principle, be categorised
as a floating charge. The assets would have the circulating, ambulatory character distinctive of a floating charge.

108.  The debenture in In re New Bullas Trading Ltd [1994] 1 BCLC 485 had features which illustrate the ingenuity of equity
draftsmen in seeking to produce for their clients fixed charges out of circumstances that would normally be associated with
floating charges. The debenture was expressed to grant the chargee a fixed charge over the company's present and future book
debts. The chargee was entitled to demand that the debts be assigned to it, but never in fact made any such demand. The chargee
was entitled to give the chargor instructions as to how the chargor should deal with its book debts, but apparently never in fact
gave any such instructions, at any rate none prior to liquidation. The debenture left the chargor free to collect the debts and
required the chargor to pay into a specified bank account all money it received in payment of the debts. The debenture then
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provided that on payment of the money into the bank account the fixed charge would be released and replaced by a floating
charge over the money in the account. The obvious intention of these provisions was that on the occurrence of a crystallisation
event, e g liquidation, the uncollected book debts at that time would be subject to the fixed charge notwithstanding that if the
debts had been paid prior to the crystallisation event the collected money would have been subject to only a floating charge. The
preferential creditors would then enjoy no priority over the debenture holder so far as the uncollected debts were concerned.

109.  Nourse LJ could see no reason in law to prevent the parties from providing for a fixed charge on book debts while
uncollected but a floating charge on the money collected. He referred at p 492 to the question and answer posed by Lord
Macnaghten in Tailby v Official Receiver 13 App Cas 523 , 545:

"Between men of full age and competent understanding ought there to be any limit to the freedom of contract but that
imposed by positive law or dictated by considerations of morality or public policy? The limit proposed is purely arbitrary,
and I think meaningless and unreasonable."

These reservations, he thought, supported the view that it was open to contracting parties, if they wished to do so, to provide
for a fixed charge on uncollected book debts but a floating charge on the money received in payment of those debts.

110.  Lord Millett expressed the Board's disagreement with Nourse LJ's reasoning and conclusion. Essentially Lord Millett
challenged the notion that the security rights granted over a book debt could be any greater than the rights, if any, granted over
the money received in payment of the debts: see [2001] 2 AC 710, para 46. If a book debt were to be charged as security but with
an accompanying provision that any money received from the *722  debtor in payment of the debt would belong to the chargor,
the so-called "charge", whether expressed to be a fixed charge or a floating charge, would not be a security at all. It would not
constitute a possible source for the repayment of the allegedly secured debt. As Lord Millett said, it would be worthless. If the
accompanying provision were, instead, to say that any money received from the debtor would be subject to a floating charge,
that provision would, in my opinion, necessarily describe and limit the nature of the charge over the receivable debt. And if
the charge were to be expressed to be a fixed charge as respects the receivable debt but a floating charge as respects the money
received from the debtor there would be an internal contradiction in the formulation of the charge. Since the essential value of
a book debt as a security lies in the money that can be obtained from the debtor in payment it seems to me that Lord Millett
was right in concluding that such a security should be categorised as a floating security and that the New Bullas case [1994]
1 BCLC 485 was wrongly decided.

111.  In my opinion, the essential characteristic of a floating charge, the characteristic that distinguishes it from a fixed charge,
is that the asset subject to the charge is not finally appropriated as a security for the payment of the debt until the occurrence
of some future event. In the meantime the chargor is left free to use the charged asset and to remove it from the security. On
this point I am in respectful agreement with Lord Millett. Moreover, recognition that this is the essential characteristic of a
floating charge reflects the mischief that the statutory intervention to which I have referred was intended to meet and should
ensure that preferential creditors continue to enjoy the priority that section 175 of the 1986 Act and its statutory predecessors
intended them to have.

Did the bank's debenture create a fixed charge or only a floating charge?

112.  If, as I think, the hallmark of a floating charge and a characteristic inconsistent with a fixed charge is that the chargor
is left free to use the assets subject to the charge and by doing so to withdraw them from the security, how should the charge
over book debts granted by the bank's debenture be categorised? The following features of the debenture and the arrangements
regarding the bank account into which the collected debts had to be paid need to be taken into account: (1) the extent of the
restrictions imposed by the debenture (para 81 above); (2) the rights retained by Spectrum to deal with its debtors and collect
the money owed by them (para 81 above); (3) Spectrum's right to draw on its account with the bank into which the collected
debts had to be paid, provided it kept within the overdraft limit (para 82 above); (4) the description "fixed charge" attributed
to the charge by the parties themselves.

113.  Restrictions on Spectrum's right to deal with its uncollected book debts go very little way, in my opinion, in supporting
the characterisation of the charge as a fixed charge for the reasons I have given in criticising the New Bullas decision. It is
restrictions on the use that Spectrum could make of the payments made by its debtors that are important. I have already cited
the passage at p 158 from Slade J's judgment in the Siebe Gorman case [1979] 2 Lloyd's Rep 142 , 158 (para 105 above) and
need not repeat it. It makes the same point.

Case 2:19-ap-01383-SK    Doc 259-3    Filed 06/03/21    Entered 06/03/21 15:47:43    Desc
Exhibit B to Phelps Declaration    Page 268 of 293



Spectrum Plus Ltd (In Liquidation), Re, [2005] 2 A.C. 680 (2005)

© 2021 Thomson Reuters. 30

114.  Moreover, the restrictions on Spectrum's right to deal with its uncollected book debts did not enable the bank to realise
its security over *723  those uncollected book debts. The bank could not have sold the book debts without first taking some
step or steps that would have given it the power to do so. In effect a crystallisation event would, I think, have had to take
place. The value of the uncollected book debts as a security lay always in the money that could be obtained from the debtors
in payment of those debts.

115.  The bank's debenture required all payments of book debts received by Spectrum to be paid into its account with the bank.
The money once received by the bank would become the bank's money and in return Spectrum's account would be credited
with the amount that had been received. Whether the account was for the time being in credit or in debit the result of each
payment would be the accrual to Spectrum of the right to withdraw from the account a corresponding amount for its normal
business purposes.

116.  An attempt has been made to justify the categorisation of the charge as a fixed charge by looking no further than the receipt
by the bank, through the operation of the clearing system, of the proceeds of the cheques from Spectrum's debtors that were
paid in by Spectrum. The consequent crediting of Spectrum's account with amounts equal to the proceeds of the cheques and
Spectrum's ability to draw on that account for its business purposes is not inconsistent, it is suggested, with the categorisation of
the charge over the book debts as a fixed charge. This is the point being made by Lord Phillips MR in para 94 of his judgment
(cited in para 93 above). It was a point pressed before your Lordships by Mr Moss, counsel for the bank. Your Lordships
should not, in my opinion, accept this argument. It seeks to perpetuate what I regard as the New Bullas heresy, namely, that the
categorisation of a charge over book debts can ignore the rights of the chargor over the money received in payment of those
debts. The expression "floating charge" has never been a term of art but is an expression invented by equity lawyers and judges
to describe the nature of a particular type of security arrangement between lenders and borrowers. The categorisation depends
upon the commercial nature and substance of the arrangement, not upon a formalistic analysis of how the bank clearing system
works. If part of the arrangement is that the chargor is free to collect the book debts but must pay the collected money into
a specified bank account, the categorisation must depend, in my opinion, on what, if any, restrictions there are on the use the
chargor can make of the credit to the account that reflects each payment in.

117.  The bank's debenture placed no restrictions on the use that Spectrum could make of the balance on the account available
to be drawn by Spectrum. Slade J in the Siebe Gorman case [1979] 2 Lloyd's Rep 142 , 158 thought it might make a difference
whether the account were in credit or in debit. I must respectfully disagree. The critical question, in my opinion, is whether the
chargor can draw on the account. If the chargor's bank account were in debit and the chargor had no right to draw on it, the
account would have become, and would remain until the drawing rights were restored, a blocked account. The situation would
be as it was in In re Keenan Bros Ltd [1986] BCLC 242 . But so long as the chargor can draw on the account, and whether the
account is in credit or debit, the money paid in is not being appropriated to the repayment of the debt owing to the debenture
holder but is being made available for drawings on the account by the chargor.
  *724

118.  Slade J said that the debenture in the Siebe Gorman case [1979] 2 Lloyd's Rep 142 , 159,

"[created] in equity a specific charge on the proceeds of [the book debts] as soon as they are received and consequently
prevents the mortgagor from disposing of an unencumbered title to the subject matter of such charge without the
mortgagee's consent, even before the mortgagee has taken steps to enforce its security."

But it is very difficult to see what feature of the arrangement between chargor and bank chargee in the Siebe Gorman case
justified this conclusion. The debenture was on all fours with the debenture in the present case. There is nothing in the report of
the case to suggest that the bank account into which the chargor had to pay the collected book debts was other than, as here, a
normal bank current account on which the chargor could draw for its normal business purposes. In considering the cited passage
it seems to me worth noting that the issues that Slade J had to decide in the Siebe Gorman case did not include the question
whether the charge over book debts was a fixed charge or a floating charge. The main issue in the case was one of priority as
between the bank chargee on the one hand and a subsequent assignee of the charged book debts on the other. This issue turned
on notice. Did the subsequent assignee have notice of the bank's charge and the provision barring subsequent assignments? If
the subsequent assignee did have notice, the bank would have priority. If not, the subsequent assignee would have priority. The
categorisation of the charge did not matter.
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119.  Slade J in the Siebe Gorman case, Nourse LJ in the New Bullas case [1994] 1 BCLC 485 , and Mr Moss in his submission
on behalf of the bank in the present case, attributed considerable significance to the labels that the parties to the debenture had
chosen to attribute to the charge over book debts. Mr Moss indeed argued that a debenture expressed to grant a fixed charge
thereby limited by necessary implication the ability of the chargor to deal with the charged assets. He argued that Spectrum had
no right without the consent of the bank to draw on the account into which the cheques received by Spectrum in payment of its
book debts had to be paid. This limitation was, he said, an inevitable result of the grant by the debenture of the fixed charge. This
argument, my Lords, puts the cart before the horse. The nature of the charge depends on the rights of the chargor and chargee
respectively over the assets subject to the charge. The moneys in the bank account were assets subject to the charge. If the
account had been treated as a blocked account, so long as it remained overdrawn, it would be easy to infer from a combination
of that treatment and the description of the charge as a fixed charge that Spectrum had no right to draw on the account until
the debit on the account had been discharged. But the account was never so treated. The overdraft facility was there to be
drawn on by Spectrum at will. In the operation of the account there was never a suggestion that Spectrum needed to obtain the
bank's consent before writing a cheque. The bank could, by notice, have terminated the overdraft facility, required immediate
repayment of the indebtedness and turned the account into a blocked account. Pending such a notice, however, Spectrum was
free to draw on the account. Its right to do so was inconsistent with the charge being a fixed charge and the label placed on the
charge by the debenture cannot, in my opinion, be prayed in aid to detract from that right.
  *725

120.  The correct conclusion, in my opinion, is that the debenture, although expressed to grant the bank a fixed charge over
Spectrum's book debts, in law granted only a floating charge. I think Sir Andrew Morritt V-C, save for the precedent point,
was correct in his reasoning and his conclusion.

Prospective overruling

121.  Mr Moss has submitted on behalf of the bank that if your Lordships should conclude that the Siebe Gorman debenture
ought to have been held to have created a floating charge over the book debts your Lordships should so rule with prospective
effect only. I take this submission to mean that the overruling of the Siebe Gorman case would not affect any debenture granted
before the date on which your Lordship's opinions were made public. This submission raises two questions. The first is whether
your Lordships, having come to a conclusion on some issue of disputed law and ruled accordingly, have any power to postpone
the coming into effect of that ruling. The second question, if your Lordships do have that power, is whether this is a case in
which it should be exercised.

122.  My Lords, I find the second question a very easy one. I can see no good reason for postponing the effect of the overruling of
Siebe Gorman . If Siebe Gorman had been a decision of this House and therefore, subject to subsequent legislative intervention
or to an overruling of the decision pursuant to the 1966 Practice Statement (Judicial Precedent) [1966] 1 WLR 1234 , a decision
that settled the law with finality, I think your Lordships would have need to hesitate long before overruling. But the rulings of
lower courts on points of law do not settle the law with finality. They never have done. It was natural that banks and other lenders
taking security from corporate borrowers should have modelled their security on the debenture form that had achieved success
in the Siebe Gorman case. But they would not, or at least should not, have done so on the footing that Slade J's judgment had
finally settled the law. Mr Moss has submitted that the bank's lending decisions, whether to lend, how much to lend, how much
interest to charge, and so on, were taken in the belief that the Siebe Gorman decision on fixed charges over book debts would
stand, and that otherwise different decisions might have been taken. My Lords, I am highly sceptical. Banks are in business to
receive and hold money for their customers and to lend on that money to others who want to borrow. This is a highly competitive
business. The proposition, that the terms on which the bank would have allowed Spectrum a £250,000 overdraft facility would
have been significantly different if it had known that its charge over Spectrum's present and future books would be no more
than a floating charge, is one that, for me, carries no ring of conviction whatever.

123.  The question whether the House has power to postpone the coming into effect of a ruling on a point of law does not,
therefore, strictly arise. But your Lordships have had the advantage of detailed submissions on the point, not only from counsel
for the bank and for the Crown creditors but also from Mr Ian Glick, who was appointed by the Attorney General, at their
Lordships' request, to act as amicus curiae to assist your Lordships on this point. In these circumstances I think I should express
my view on the point.

124.  The question whether judges in giving judgments make law or simply declare existing law is one that has been debated by
generations of law students in universities and law schools across the globe. It will continue *726  to be so. There is no single
and absolute answer. There is no doubt that it is one of the functions of judges in a common law country to try and develop
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the common law so that it serves the needs of the time. To that extent at least it is not controversial to say that judges make
new law and it may be that in this area it would be open to the House to give a prospective ruling as to what the law would
require of individuals in particular situations. Your Lordships' opinions in Royal Bank of Scotland v Etridge plc (No 2) [2002]
2 AC 773 may be regarded as an example.

125.  But where the issue is as to the meaning of and effect that should be given to a statutory provision on which the rights of
the litigating individuals turn, different considerations come into play. It may be a function of judges incrementally to develop
the common law, but it is a duty of judges faithfully to interpret and apply the statutory law. This duty applies as much to
the "always speaking" statute as to other statutes. The notion that a judge could decide what a statute meant and required and
then announce that the effect of the ruling would be postponed for some period or other seems to me inconsistent with that
duty. It is for Parliament, not judges, to decide when statutes are to come into effect. It is for judges to interpret and apply the
statutes. Where interpretation and application of a statute is the issue, a prospective ruling would absent legislative authority (e
g the provisions in the 1998 devolution legislation: see para 17 of the opinion of my noble and learned friend, Lord Nicholls of
Birkenhead), appear to constitute an improper usurpation by the judiciary of the role of the legislature.

126.  Lord Nicholls has reviewed in depth the jurisprudential pros and cons of a prospective overruling and has concluded that,
even where interpretation and application of a statute is the issue, the door should be kept open for the possibility of such a
ruling in an exceptional case (see para 39 of his opinion). I would respectfully agree with his comment about the wisdom of a
"never say never" approach but find myself unable to visualise circumstances in which it would be proper for a court, having
reached a conclusion as to the correct meaning of a statute, to decline to apply to the case in hand the statute thus construed.
Section 1 of the Bill of Rights 1689 (1 Will & Mary, sess 2, c 2) declared that "the pretended power of suspending of laws, or the
execution of laws, by regal authority, without consent of Parliament, is illegal". It is probably right that the exercise of judicial
authority is not caught by the reference to "regal authority" in the Bill of Rights but your Lordships in this House exercise an
appellate jurisdiction deriving from the Queen in Council and if the promoters of the Bill of Rights in 1689 had been asked
whether there was a power in the House of Lords to suspend laws without the consent of Parliament I do not think it is difficult
to guess what their answer would have been.

127.  The present case requires a decision as to whether the bank's charge over Spectrum's book debts was a fixed charge or a
floating charge. The decision is necessary because statute has given statutory priority to preferential creditors over debenture
holders so far as payment of debts out of assets subject to a floating charge is concerned. If your Lordships decide the charge
was a floating charge, it is not, in my opinion, open to your Lordships to deprive the preferential creditors of the rights given
to them by statute. To do so would be to suspend a law that Parliament has enacted and would, in my opinion, be contrary to
the spirit and, perhaps, the letter of the Bill of Rights. *727

Conclusion

128.  For all these reasons, and for the reasons given by my noble and learned friend, Lord Walker of Gestingthorpe, with which
I agree, I would allow this appeal and restore paras 1 and 2 of the order of Sir Andrew Morritt V-C. The bank must pay the
costs here and below.

LORD WALKER OF GESTINGTHORPE

129.  My Lords, I agree that this appeal should be allowed, and that the normal effect of allowing the appeal should not be
limited in any way. I gratefully adopt the summary of the facts in the opinion of my noble and learned friend, Lord Scott of
Foscote. I agree with his opinion on the substantive issue, and also with that of my noble and learned friend, Lord Hope of
Craighead. But because of the general interest and importance of this appeal I wish to state my opinion in my own words.

The history of the floating charge

130.  The origins and early history of the floating charge have been clearly explained in a lengthy passage in the opinion of the
Privy Council, delivered by Lord Millett, in Agnew v Comr of Inland Revenue [2001] 2 AC 710 , 717-721, paras 5-15. This
passage shows how the development of the floating charge was enthusiastically encouraged by some of the great Chancery
judges of the late 19th century, who were robust defenders of freedom of contract. But after the floating charge had, with great
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rapidity, grown to maturity, there was something of a reappraisal. The floating charge had become a cuckoo in the nest of
corporate insolvency.

131.  Two quotations from speeches of Lord Macnaghten, eight years apart, serve to illustrate this. In Tailby v Official Receiver
13 App Cas 523 , 545, he said:

"It was admitted by the learned counsel for the respondent, that a trader may assign his future book debts in a specified
business. Why should the line be drawn there? Between men of full age and competent understanding ought there to be any
limit to the freedom of contract but that imposed by positive law or dictated by considerations of morality or public policy?"

But in Salomon v A Salomon & Co Ltd [1897] AC 22 , 53, he said:

"For such a catastrophe as has occurred in this case some would blame the law that allows the creation of a floating charge.
But a floating charge is too convenient a form of security to be lightly abolished. I have long thought, and I believe some
of your Lordships also think, that the ordinary trade creditors of a trading company ought to have a preferential claim on
the assets in liquidation in respect of debts incurred within a certain limited time before the winding-up. But that is not
the law at present. Everybody knows that when there is a winding-up debenture-holders generally step in and sweep off
everything; and a great scandal it is."

132.  Salomon v A Salomon & Co Ltd was decided by this House on 16 November 1896. With remarkable promptness Parliament
responded by enacting sections 2 and 3 of the Preferential Payments in Bankruptcy , applicable in winding-up and receivership
respectively. These provisions did not give preference to the trade creditors whom Lord Macnaghten had in mind, but the
mischief aimed at was the "scandal" to which Lord Macnaghten had referred. The widespread use of floating charges over trading
stock, book debts and other circulating capital produced a situation in which a company's business might appear to be thriving
and prosperous, with goods on its shelves and customers at its doors, until a sudden and unexpected crystallisation of a floating
charge revealed that nothing at all was left for the company's unsecured creditors, even if they were preferential creditors.

133.  The perceived mischief was therefore akin to that underlying the doctrine of reputed ownership in bankruptcy, that creditors
should not be misled by appearances. The requirement for registration of floating charges, first introduced in 1900, had the
same aim, and was comparable to the requirement for registration of bills of sale. In the United States of America the courts
took the same line of thought a good deal further, and rejected floating charges as fraudulent in character: Benedict v Ratner
(1925) 268 US 353.

134.  Sections 2 and 3 of the 1897 Act provided for the claims of preferential creditors to rank ahead of those secured by a floating
charge. In doing so it referred to a "floating charge" without providing any statutory definition of that expression. Parliament
evidently regarded the concept of a floating charge as sufficiently certain in meaning as not to require definition. Parliament
took the same course when registration of floating charges was introduced in 1900, and in all later relevant statutes. The lack
of a statutory definition, and the difficulties of providing a clear and comprehensive definition, were discussed by the Court of
Appeal in In re Yorkshire Woolcombers Association Ltd [1903] 2 Ch 284 (especially a much-cited passage in the judgment of
Romer LJ at p 295) and by this House on appeal in the same case under the name of Illingworth v Houldsworth [1904] AC 55 .

Upgrading the security to a fixed charge

135.  These difficulties have not diminished over the years. Sections 2 and 3 of the 1897 Act (now re-enacted, with a refinement
as to timing, as sections 175(2) (b) and 40(2) respectively of the Insolvency Act 1986 ) make a floating charge more precarious as
a security. Banks and other large commercial lenders have therefore tried, for understandable reasons, to upgrade their security
by imposing fixed (and not merely floating) charges on parts of a trading customer's circulating capital, especially book debts.
This chapter of commercial history has been described by Professor Sir Roy Goode QC in Legal Problems of Credit and Security,
3rd ed (2003), pp 121-123. In practice, most standard forms of debenture make the charge extend not just to book debts but
to all present and future "book debts and other debts", the extent of which expression was considered by Hoffmann J in In re
Brightlife Ltd [1987] Ch 200 , 204-205; but nothing turns on that in this appeal. In considering the practical effect of charges
on debts it should be borne in mind that money paid into a trading company's bank account will not necessarily represent the
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proceeds of debts of any description, especially if the trader is a retailer making a large number of cash sales, either over the
counter or on a "cash with order" basis.
  *729

136.  Banks and their advisers have had some success in their efforts to upgrade their security. It is quite clear that a fixed charge
on book debts, present and future, is conceptually possible. That was the most important point decided (or at any rate confirmed)
by Slade J in Siebe Gorman & Co Ltd v Barclays Bank Ltd [1979] 2 Lloyd's Rep 142 , and the Crown, the appellant in this
appeal, does not seek to cast any doubt on that general proposition. The Crown challenges the decision on a much narrower
point, that is the correct construction of the particular form of debenture which was before the court. But that narrow point is
itself of considerable general importance because the Siebe Gorman form has become a precedent and has been widely used,
either in precisely the same words or in very similar words, by numerous banks.

137.  In the Siebe Gorman case, Slade J decided that the form of debenture before him did on its true construction restrict the
borrower, R H McDonald Ltd ("McDonald") in making use of the proceeds of collected debts in the ordinary course of its
business. Slade J clearly accepted that, in the absence of such a restriction, the charge on debts could not as a matter of law have
been more than a floating charge, even though the parties described it as a fixed (or specific) charge. He said, at p 158:

"if I had accepted the premise that [McDonald] would have had the unrestricted right to deal with the proceeds of any of
the relevant book debts paid into its account, so long as that account remained in credit, I would have been inclined to
accept the conclusion that the charge on such book debts could be no more than a floating charge."

The Crown has little quarrel with that, except perhaps for the adjective "unrestricted".

The essential difference

138.  This passage brings us close to the issue of legal principle, that is the essential difference between a fixed charge and a
floating charge. Under a fixed charge the assets charged as security are permanently appropriated to the payment of the sum
charged, in such a way as to give the chargee a proprietary interest in the assets. So long as the charge remains unredeemed, the
assets can be released from the charge only with the active concurrence of the chargee. The chargee may have good commercial
reasons for agreeing to a partial release. If for instance a bank has a fixed charge over a large area of land which is being
developed in phases as a housing estate (another example of a fixed charge on what might be regarded as trading stock) it might
be short-sighted of the bank not to agree to take only a fraction of the proceeds of sale of houses in the first phase, so enabling
the remainder of the development to be funded. But under a fixed charge that will be a matter for the chargee to decide for itself.

139.  Under a floating charge, by contrast, the chargee does not have the same power to control the security for its own benefit.
The chargee has a proprietary interest, but its interest is in a fund of circulating capital, and unless and until the chargee intervenes
(on crystallisation of the charge) it is for the trader, and not the bank, to decide how to run its business. There is a detailed and
helpful analysis of the matter, with full citation of authority, in Worthington's Proprietary Interests in Commercial Transactions
(1996) pp 74-77; see also her incisive comment on this case ("An Unsatisfactory *730  Area of the Law-Fixed and Floating
Charges Yet Again") in (2004) 1 International Corporate Rescue 175. So long as the company trades in the ordinary way (a
requirement emphasised by Romer LJ in the Yorkshire Woolcombers case [1903] 2 Ch 284 , 295, and by the Earl of Halsbury
on appeal in the same case [1904] AC 355, 357-358) the constituents of the charged fund are in a state of flux (or circulation).
Trading stock is sold and becomes represented by book debts; these are collected and paid into the bank; the trader's overdraft
facility enables it to draw cheques in favour of its suppliers to pay for new stock; and so the trading cycle continues.

140.  I have drawn attention to Slade J's reference to an "unrestricted" right to deal with the proceeds of collected debts. It is
clear that not every restriction on a trader's freedom of action is a badge of a fixed charge: see In re Brightlife Ltd [1987] Ch
200 , 209. A prohibition on factoring or otherwise dealing with uncollected debts does not prevent the trader from collecting
the debts itself. But if the terms of the debenture were such as to require the trader to pay all its collected debts into the bank
and to prohibit the trader from drawing on the account (so that the account is blocked), a charge on debts, described as a fixed
or specific charge, would indeed take effect as such (see In re Keenan Bros Ltd [1986] BCLC 242 , a decision of the Supreme
Court of Ireland, followed by Morritt J in William Gaskell Group Ltd v Highley [1994] 1 BCLC 197 ). In those circumstances
the chargee would be in control, prior to crystallisation, and the trader would be unable to trade in the ordinary way without the
chargee's positive concurrence. In Agnew's case [2001] 2 AC 710 , 730, para 48 Lord Millett pointed out that it was not enough
to provide in the debenture for an account to be blocked, if it was not in fact operated as a blocked account.
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141.  Both sides agree that the label of "fixed" or "specific" (which I take to be synonymous in this context) cannot be decisive
if the rights created by the debenture, properly construed, are inconsistent with that label. There is a fairly close parallel (first
drawn, I think, by Hoffmann J in In re Brightlife Ltd [1987] Ch 200 , 209 and often repeated) with the important distinction, in
land law, between a lease and a licence: see the decision of this House in Street v Mountford [1985] AC 809 . The distinction
is clear in principle although landlords (in framing letting agreements) and banks (in framing debentures) may produce legal
documents in a form which makes the principle difficult to apply. Whether or not it is appropriate to describe this by some
disparaging term such as camouflage, it is the court's duty to characterise the document according to the true legal effect of
its terms, as has been very clearly explained by Lord Millett in Agnew's case [2001] 2 AC 710 , 725-726, para 32. In each
case there is a public interest which overrides unrestrained freedom of contract. On the lease/licence issue, the public interest
is the protection of vulnerable people seeking living accommodation. On the fixed/floating issue, it is ensuring that preferential
creditors obtain the measure of protection which Parliament intended them to have. This public interest is unaffected by the
changes in the classes of preferential creditors made by section 251 of the Enterprise Act 2002 .

142.  In my opinion Slade J did not, in the Siebe Gorman case [1979] 2 Lloyd's Rep 142 , make any significant error in stating
the general principles which apply. But he did not correctly construe the debenture which was before him in that case, and his
decision on its construction has had surprisingly far-reaching consequences.  *731

Siebe Gorman & Co Ltd v Barclays Bank Ltd

143.  In his submissions on the Siebe Gorman case [1979] 2 Lloyd's Rep 142 , Mr Moss mentioned that the judgment of Slade
J was given after an eight-day trial. So it was, but that fact cannot by itself add weight to its authority. Only two pages of a
25-page judgment are directly concerned with whether the charge on McDonald's debts, although expressed in the debenture
as a fixed charge, amounted in law to a floating charge. Slade J also had to resolve many disputed issues of fact, which were
complicated by the death, before trial, of a key witness. He had to consider issues of estoppel and rectification (though he did
not ultimately have to decide those issues.) He did have to decide a difficult issue as to priority of charges (and his judgment
on that issue may be the main reason why the judgment was reported). Of the 17 authorities cited, only three appear to have
been cited on the issue of characterisation of the charge.

144.  The key passage in the judgment of Slade J, at pp 158-159, is set out in full in the judgment of Lord Phillips MR in this
case [2004] Ch 337, 376, para 72. I have already quoted part of it, with which the Crown has little or no quarrel. The crucial
passage which the Crown does criticise is as follows, at p 159:

"I see no reason why the court should not give effect to the intention of the parties, as stated in clause 3(d), that the charge
should be a first fixed charge on book debts. I do not accept the argument that the provisions of clause 5(c) negative the
existence of a specific charge. All that they do, in my judgment, is to reinforce the specific charge given by clause 3. The
mere fact that there may exist certain forms of dealing with book debts which are not specifically prohibited by clause 5(c)
does not in my judgment turn the specific charge into a floating charge. This conclusion that the charge is a specific charge
involves the further conclusion that, during the continuance of the security, the bank would have the right, if it chose, to
assert its lien under the charge on the proceeds of the book debts, even at a time when the particular account into which
they were paid was temporarily in credit."

145.  Mr Briggs, for the Crown, submitted that Slade J was wrong about the significance of clause 5(c) of the debenture, which
provided that during the continuance of the security McDonald

"shall pay into the company's account with the bank all moneys which it may receive in respect of the book debts and
other debts hereby charged and shall not without the prior consent of the bank in writing, purport to charge or assign the
same in favour of any other person and shall if called upon to do so by the bank execute a legal assignment of such book
debts and other debts to the bank."

The judge saw this as reinforcing the specific charge given by clause 3 (that is, the "label"). Its real significance, in my opinion,
was that it did not in any way restrict McDonald from taking the most natural course for a trader in the ordinary way of business,
that is collecting the debts and paying them into its current account with the chargee bank. I agree with the criticism by Alan
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Berg, "Charges over Book Debts: A Reply" [1995] JBL 433, 445 that the judge's construction was based too much on linguistic
considerations, in isolation from the matrix of facts in which the security was created.
  *732

146.  When the debenture was granted, McDonald had a single current account which was overdrawn at the outset, with an
overdraft limit (see [1979] 2 Lloyd's Rep 142, 146-147 summarised in paras 62 and 63 of the judgment of Lord Phillips MR).
It is the proper characterisation of a charge at the time of its creation that is important, and the various manoeuvres which took
place in the last few weeks before McDonald's final collapse (summarised in paras 65-69 of Lord Phillips MR's judgment)
cannot be relevant to the issue of characterisation. For at least a year after the grant of the debenture, McDonald was free to
use its overdraft facility to recycle its book debts in the ordinary course of its business. Slade J seems, with great respect, to
have overlooked that that was the crucial point. The bank could decide to intervene and alter the banker-customer relationship.
Indeed it did so by blocking McDonald's account about seven weeks before it learned of the winding-up petition. But under the
charges as created there was no such restriction, either in clause 5 (c) or elsewhere. The last sentence of the criticised passage
which I have set out above (beginning "This conclusion that the charge is a specific charge involves the further conclusion that")
was not, as its language makes perfectly clear, reinforcing the first conclusion with a second line of reasoning. It was drawing
a further (incorrect) conclusion from the first (incorrect) conclusion.

Later authority

147.  Like Sir Andrew Morritt V-C [2004] Ch 337, 355, para 39, I feel the greatest hesitation and reluctance in disagreeing with
a decision of Slade J. Indeed, the very high respect in which his judgments have always been held must have contributed to the
enduring influence which Siebe Gorman has had. In their printed case Mr Moss and Mr Goldring assert that Siebe Gorman has
been approved or accepted in many subsequent cases, and in England has not (until Sir Andrew Morritt V-C's decision) been
held to be wrongly decided, or regarded as limited to its own facts.

148.  That is very largely correct, although I do detect some inclination on the part of experienced Chancery judges to treat
the decision as turning on a particular (and not fully explained) point of construction. That is my reading of Hoffmann J's
observations in In re Brightlife Ltd [1987] Ch 200 , 210 and of Lord Millett's observations in Agnew's case [2001] 2 AC 710 ,
727, para 38. In In re Portbase Clothing Ltd [1993] Ch 388 , 396, Chadwick J made clear that he did not have to consider, and
was not considering, whether Siebe Gorman was rightly decided. In the only English case in which Siebe Gorman was directly
challenged, In re A Company (No 005009), Ex p Copp [1989] BCLC 13 , the grounds of challenge were curiously oblique, no
doubt in recognition of the fact that a first-instance Chancery judge would be very inclined to follow Slade J (as Knox J did)
unless some point of distinction could be established.

149.  In New Zealand the Siebe Gorman case has not been followed at first instance (the Court of Appeal of New Zealand
found it unnecessary to decide this point): Hoverd Industries Ltd v Supercool Refrigeration and Air Conditioning (1991) Ltd
[1994] 3 NZLR 300; [1995] 3 NZLR 577 . In relation to a debenture in the Siebe Gorman form Tompkins J stated [1994] 3
NZLR 300, 321: *733

"It is my conclusion that a requirement to pay the proceeds of the book debts into the company's account without any
restriction on how the company may use those proceeds does not give effective possession of those proceeds to the bank.
It does not, without more, fasten the charge onto those proceeds. Supercool was free to deal with those proceeds except in
the two respects stated, unless and until the BNZ intervened in a manner that would effectively inhibit that freedom."

I consider that that would be a correct statement of the position under English law.

150.  A debenture in the Siebe Gorman form has also been considered by the Supreme Court of Ireland in In re Holidair Ltd
[1994] 1 ILRM 481 . Siebe Gorman was not cited. But the reasoning of Blayney J (with whom three other members of the
court agreed) is compelling, at p 493:

"I am satisfied, accordingly, that the correct construction of the clause is that the trustee had a discretion to determine
into what company account with what bank the proceeds of book debts should be paid from time to time. But there is no
restriction in the clause on the companies drawing the monies out of these accounts. Accordingly, there is nothing in it to
prevent the companies from using the proceeds of the book debts in the normal way for the purpose of carrying on their
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business. By reason of this the charge has also the third characteristic referred to by Romer LJ in his judgment in the case
of In re Yorkshire Woolcombers' Association Ltd and is accordingly a floating charge and not a fixed charge."

151.  In In re New Bullas Trading Ltd [1994] 1 BCLC 485 , the Court of Appeal, differing from Knox J [1993] BCLC 1389 upheld
as a fixed charge a charge expressed as a fixed charge on book debts until they were collected, coupled with the requirement
for them to be paid into a specified bank account (the chargee was not itself a bank) and a floating charge on the proceeds in
the bank account. This decision was not followed by the Court of Appeal of New Zealand in Comr of Inland Revenue v Agnew
[2000] 1 NZLR 223 (the headnote is mistaken in referring to the decision of the Court of Appeal in New Bullas as having been
adopted; it was either distinguished or left in the air). Agnew's case then came on appeal to the Privy Council [2001] 2 AC
710, which upheld the Court of Appeal of New Zealand and in doing so strongly disapproved of New Bullas . Mr Moss has not
sought to defend New Bullas and it may not be strictly necessary for your Lordships to express any view about it. But for my
part I am sure that the Privy Council was correct in Agnew, and this House has already gone some way to approving Agnew in
Smith (Administrator of Cosslett (Contractors) Ltd) v Bridgend County Borough Council [2002] 1 AC 336 , 352. The essential
fallacy in the New Bullas case has been explained by Professor Worthington in a note, "Fixed Charges Over Book Debts and
Other Receivables" (1997) 113 LQR 562:

"the categorisation of a charge over receivables requires examination of the permitted dealings with collected proceeds
only in order to clarify whether the chargor is free to deal with the charged asset itself (the receivable) in the ordinary
course of business without the consent of the chargee. This, and nothing else, is the hallmark of a floating charge."

*734

The judgments below

152.  Having covered most of the ground already I can set out quite shortly my views on the judgments of Sir Andrew Morritt V-
C and the Court of Appeal [2004] Ch 337. Sir Andrew Morritt V-C held that Siebe Gorman was indistinguishable but wrongly
decided. The Court of Appeal (Lord Phillips of Worth Matravers MR, Jonathan Parker and Jacobs LJJ) reversed Sir Andrew
Morritt V-C in a single judgment of Lord Phillips MR with which the other members of the court agreed.

153.  In my respectful opinion Sir Andrew Morritt V-C was correct on every point in his judgment except one, which does not
present any obstacle to your Lordships (that is as to the relative authority as precedents of the New Bullas and Agnew cases). On
every point of substance I agree with Sir Andrew Morritt V-C's analysis and conclusions. In particular, I agree with his reasons
for holding that the Siebe Gorman case was not distinguishable, at p 347, paras 15 and 16:

"Counsel for the bank points out that the observations of Slade J were directed to an account which was in credit. By
contrast in this case the account was when opened and at all times thereafter in debit. He submits that the payment of the
proceeds of a book debt into an overdrawn bank account prevents its further identification or tracing through such debit
balance so that it cannot be contended that the company thereby enjoyed an unrestricted use of that book debt or of those
proceeds. It is convenient to deal with this point at this stage. I do not think that any distinction is to be drawn for this
purpose between the operation of an account which is in credit and the operation of one which is in debit but within the
overdraft facilities agreed with the bank. The question is not whether the subsequent drawings by the company can be
traced to or identified as the proceeds of a previous book debt but whether the charge when created contemplated that the
company should continue to trade and should until the occurrence of some specified future event be free to use in such
trade the class of asset described as book debts."

Sir Andrew Morritt V-C then referred to the classic statements in the Yorkshire Woolcombers case [1903] 2 Ch 284, 289 and
Illingworth v Houldsworth [1904] AC 355 , 357-358.

154.  I also agree with Sir Andrew Morritt V-C's reasons for declining to follow the Siebe Gorman case. He referred to the
critical passage in Slade J's judgment (which I have already set out) and observed [2004] Ch 337, 355, para 39:
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"But, as indicated in Agnew's case, the real question was whether the rights and obligations conferred and imposed by
clause 5(c) disclosed an intention that the company should be free to deal with the book debts and withdraw them from the
security without the consent of the bank. Such an approach to the provisions of clause 5(c) of the debenture in the Siebe
Gorman case must have led to the conclusion that the collection and free use of the proceeds of book debts through the
ordinary operation of the bank account was not only permitted but envisaged. The inevitable consequence would be to
reject the description of the transaction as a first fixed charge."

  *735

155.  It follows that the Court of Appeal, although right on the doctrine of precedent, was in my view wrong to reverse Sir
Andrew Morritt V-C on the issue of substance. I respectfully think that Lord Phillips MR was wrong in the broad ground of
decision which he put forward at p 383, para 94 of his judgment. It has the attraction of simplicity and certainty but it approaches
an essentially practical question (can the trader continue to use his circulating capital, including any credit available under an
agreed overdraft, in the ordinary course of his business?) as if it were a technical question of tracing in equity. Sir Andrew
Morritt V-C was right to reject that approach, as he did in the first passage which I have quoted from his judgment. I also think
that Lord Phillips MR was wrong on the narrower issue of construction which he considered a little earlier in his judgment, at
p 382, para 93. I need not repeat my reasons for that conclusion.

Postcript: draftsmen's precedents and collateral transactions

156.   Judges considering this area of the law have often commented on the convenience (in point of legal certainty) of using
standard-form clauses, the meaning of which has already been determined by the court. For instance Knox J observed in Ex
p Copp [1989] BCLC 13 , 25:

"this is a type of transaction in respect of which judicial precedent is a particularly valuable guide to the commercial
adviser. It is one of the main justifications for the doctrine of precedent that the adviser can, if he can rely on precedent,
give reliable advice to his clients and it is trite law that that is a particularly cogent consideration in regard to property
transactions of one sort or another."

Requirements for particulars of floating charges to be registered publicly, and for a company's register of debentures to be open
for inspection, suggest that Parliament intended that the existence and scope of any floating charge should be ascertainable by
the general public, at least in theory (doubts as to how the system works in practice were expressed by Lord Hoffmann in the
Cosslett case [2002] 1 AC 336 , 347-348, para 19).

157.  These considerations might be thought to lead to the conclusion that everything relevant to the characterisation of a
charge should be apparent on the face of the formal debenture, without further inquiry. That was, as I understand it, one of the
reasons why Knox J, in Ex p Copp, declined to look at evidence about an agreed overdraft limit, regarding it as a "collateral
arrangement". Knox J may have been right in his view that it was unnecessary to receive evidence about an overdraft limit
(which may change from time to time) but he took the wrong approach as to the effect of the debenture itself, as Sir Andrew
Morritt V-C rightly concluded [2004] Ch 337, 355, para 40. The form of debenture showed that the recycling of book debts was
"not only permitted but envisaged" and it contained no relevant restriction on that being done in the ordinary course of business.

158.  In practice banks use printed standard forms of debenture in simple cases, and City solicitors no doubt have more
sophisticated forms, suitable for very large transactions, in their word-processing libraries. It is most desirable that any form
of secured debenture, whether simple or complicated, should contain all the terms necessary for its correct characterisation,
without resort to any side-letters or other less formal documents (as in the Australian case of Hart v Barnes (1982) 7 ACLR
*736  310, mentioned in Agnew's case [2001] 2 AC 710 , at para 23). But the fact is that when a bank takes a charge there will

normally be at least three documents in play: the debenture creating the charge, the bank's facility letter offering a term loan or
an overdraft, and the bank's general terms and conditions. Sometimes there will be more documents that are relevant. I would
not rule out the possibility that in some (probably rare) cases all this documentation might have to be taken into account, in its
proper commercial context, in determining whether a charge "as created" was a fixed or floating charge.
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159.  In one of the earliest cases on floating charges, In re Florence Land and Public Works Co, Ex p Moor (1878) 10 Ch D
530 , 537, Sir George Jessel MR said:

"The question we have to decide must be decided, like all other questions of the kind, having regard to the surrounding
circumstances under which the instrument was executed, and especially the respective positions of the parties who were
the contracting parties, to carry out whose agreement that instrument was executed."

Cozens-Hardy LJ made similar observations in the Yorkshire Woolcombers case [1903] 2 Ch 284 , 297. Many of the later cases
have emphasised the need for the court to look at the commercial realities of the situation. The wish to achieve legal certainty
by use of a standard precedent cannot override the need to construe any document in its commercial context.

160.  It is also necessary to bear in mind Lord Millett's warning in Agnew's case [2001] 2 AC 710 , 730, para 48, that formal
provision for a blocked account is not enough "if it is not operated as one in fact". Lord Millett did not expand on this point,
which may raise difficult questions as to what Staughton LJ, in Welsh Development Agency v Export Finance Co Ltd [1992]
BCLC 148 , 186-7, referred to as "external" and "internal" routes to the construction of commercial documents. This point
is discussed in an article by Stephen Atherton and Rizwaan Jameel Mokal in (2005) 26 Company Lawyer 10, 16-18. These
difficulties suggest to me that the expedient mentioned in the postscript to the judgment of the Master of the Rolls (para 99),
although no doubt appropriate and efficacious in some commercial contexts, may not provide a simple solution in every case.

161.  On the topic of overruling long-standing decisions which have been relied on by commercial lenders, and on the further
topic of prospective overruling, I am in full and respectful agreement with the opinions of my noble and learned friends, Lord
Nicholls of Birkenhead and Lord Hope. I would allow this appeal and hold, without any sort of temporal restriction, that the
Siebe Gorman case was wrongly decided on the issue of construction.

BARONESS HALE OF RICHMOND

162.  My Lords, I agree that, for the reasons given in the opinion of my noble and learned friend, Lord Scott of Foscote,
supplemented by those of Lord Hope of Craighead and Lord Walker of Gestingthorpe, the debenture in this case created only
a floating charge. I also agree that that part of the decision in Siebe Gorman & Co Ltd v Barclays Bank Ltd [1979] 2 Lloyd's
Rep 142 which dealt with the effect of the debenture in that case should be overruled with the usual retrospective effect. In
common with my noble and *737  learned friend, Lord Nicholls of Birkenhead, and also Lord Hope, I would not wish to rule
out the possibility that this House might one day consider that the only just result was to declare that its decision should have
prospective effect only, including the possibility that this could arise in a dispute about the interpretation of a statute.

163.  There is one other possibility that I would not wish to rule out. That is whether it might in future be decided that the Court
of Appeal, or even the High Court, could decline to follow a previous decision of the Court of Appeal which has been expressly
disapproved as part of the ratio decidendi in a case in the Judicial Committee of Privy Council on appeal from a country in
which the law on the subject is the same as that in England and Wales. The Court of Appeal in Worcester Works Finance Ltd
v Cooden Engineering Co Ltd [1972] 1 QB 210 decided that it was possible. In Davis v Johnson [1979] AC 264 , this House
stated that the rule laid down in Young v Bristol Aeroplane Co Ltd [1944] KB 718 , that with only three exceptions the Court of
Appeal is bound by its own previous decisions, was still binding on the Court of Appeal, despite what Lord Diplock described,
at p 325c, as the "one-man crusade" of Lord Denning to free them from its shackles. This was in the context of a much more
radical departure from the exceptions allowed in the Young case. Worcester Works Finance was not cited or referred to in either
the House of Lords or the Court of Appeal in Davis v Johnson . Privy Council decisions were not discussed in Young . We
ourselves have heard no argument on the matter. I would hope, therefore, that nothing which is said in this appeal is taken to
rule out the possibility that a further exception or qualification might exist or be developed along the lines indicated above.

164.  In common with your Lordships, I would allow this appeal and make the order proposed by Lord Scott.

LORD BROWN OF EATON-UNDER-HEYWOOD

165.  My Lords, I have had the advantage of reading in draft the speeches of my noble and learned friends, Lord Nicholls of
Birkenhead, Lord Hope of Craighead, Lord Scott of Foscote and Lord Walker of Gestingthorpe. For the reasons they give I too
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would allow this appeal and make the order proposed by Lord Scott. Whilst I would not rule out the possibility that this House
may one day think it right to declare the law with prospective effect only, I am quite clear that this is not the case for such an order.

Appeal allowed with costs in House of Lords and below.

Order of Sir Andrew Morritt V-C restored.

Representation

Solicitors: Acting Solicitor to HM Revenue and Customs and Treasury Solicitors ; Allen & Overy .

S H

(c) Incorporated Council of Law Reporting for England & Wales
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*809  Street Respondent v Mountford Appellant

Positive/Neutral Judicial Consideration

Court
House of Lords

Judgment Date
2 May 1985

Report Citation
[1985] 2 W.L.R. 877
[1985] A.C. 809

House of Lords

Lord Scarman , Lord Keith of Kinkel , Lord Bridge of Harwich , Lord Brightman and Lord Templeman

1985 March 4, 5, 6; May 2

Licence or Tenancy—Exclusive occupation—Furnished accommodation—Occupier signing purported licence containing
declaration that no tenancy created—Whether licence or tenancy

By an agreement dated 7 March 1983 S. granted M. the right to occupy two rooms for £37 per week subject to termination
by 14 days' notice and subject to conditions set forth in the agreement, which was entitled 'licence agreement' and which
contained a declaration signed by M. to the effect that she understood that the agreement did not give her a tenancy protected
under the Rent Acts. M. and her husband *810  then moved into the rooms, of which they had exclusive occupation. In
August 1983 S. sought an order in the county court declaring whether the occupancy under the agreement was a licence or
a protected tenancy. The recorder held that it was a tenancy. On appeal by S. the Court of Appeal declared that M. occupied
the rooms under a licence.

On appeal by M.:-

Held, allowing the appeal, that where residential accommodation had been granted for a term at a rent with exclusive
possession, the grantor providing neither attendance nor services, the legal consequence was the creation of a tenancy, and
that, accordingly, on its true construction, the agreement between S. and M., notwithstanding the use of the word 'licence,'
had the effect of creating a tenancy (post, pp. 818C-F, 826D-E, H - 827B, F).

Murray Bull & Co. Ltd. v. Murray [1953] 1 Q.B. 211 overruled.

Aldrington Garages Ltd. v. Fielder (1978) 37 P. & C.R. 461 , C.A.; Somma v. Hazelhurst [1978] 1 W.L.R. 1014 , C.A. and
Sturolson & Co. v. Weniz (1984) 272 E.G. 326 , C.A. disapproved.

Radaich v. Smith (1959) 101 C.L.R. 209 considered.

Per curiam. Henceforth courts dealing with such cases will, save in exceptional cases, only be concerned to inquire whether
as a result of an agreement relating to residential accommodation the occupier is a lodger or a tenant (post, p. 827E-F).
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Decision of the Court of Appeal [1985] 49 P. & C.R. 324 reversed.

The following cases are referred to in the opinion of Lord Templeman:

 Abbeyfield (Harpenden) Society Ltd. v. Woods [1968] 1 W.L.R. 374; [1968] 1 All E.R. 352, C.A.
 Addiscombe Garden Estates Ltd. v. Crabbe [1958] 1 Q.B. 513; [1957] 3 W.L.R. 980; [1957] 3 All E.R. 563, C.A.
 Aldrington Garages Ltd. v. Fielder (1978) 37 P. &; C.R. 461, C.A.
 Allan v. Liverpool Overseers (1874) L.R. 9 Q.B. 180
 Booker v. Palmer [1942] 2 All E.R. 674, C.A.
 Cobb v. Lane [1952] 1 T.L.R. 1037, C.A.
 Errington v. Errington and Woods [1952] 1 K.B. 290; [1952] 1 All E.R. 149, C.A.
 Facchini v. Bryson [1952] 1 T.L.R. 1386, C.A.
 Glenwood Lumber Co. Ltd. v. Phillips [1904] A.C. 405, P.C.
 Heslop v. Burns [1974] 1 W.L.R. 1241; [1974] 3 All E.R. 406, C.A.
 Isaac v. Hotel de Paris Ltd. [1960] 1 W.L.R. 239; [1960] 1 All E.R. 348, P.C.
 Marchant v. Charters [1977] 1 W.L.R. 1181; [1977] 3 All E.R. 918, C.A.
 Marcroft Wagons Ltd. v. Smith [1951] 2 K.B. 496; [1951] 2 All E.R. 271, C.A.
 Mayhew v. Suttle (1854) 4 El. &; Bl. 347
 Murray Bull & Co. Ltd. v. Murray [1953] 1 Q.B. 211; [1952] 2 All E.R. 1079
 Radaich v. Smith (1959) 101 C.L.R. 209
 Shell-Mex and B.P. Ltd. v. Manchester Garages Ltd. [1971] 1 W.L.R. 612; [1971] 1 All E.R. 841, C.A.
 Smith v. Seghill Overseers (1875) L.R. 10 Q.B. 422
 Somma v. Hazelhurst [1978] 1 W.L.R. 1014; [1978] 2 All E.R. 1011, C.A. *811
 Sturolson & Co. Ltd. v. Weniz (1984) 272 E.G. 326, C.A.
 Taylor v. Caldwell (1863) 3 B. &; S. 826

The following additional cases were cited in argument:

 Bahamas International Trust Co. Ltd. v. Threadgold [1974] 1 W.L.R. 1514 ; [1974] 3 All E.R. 428 ; [1974] 3 All E.R. 881
, C.A. and H.L.(E.)

 Demuren v. Seal Estates Ltd. (1978) 249 E.G. 440, C.A.
 Matchams Park (Holdings) Ltd. v. Domett (1984) 272 E.G. 549, C.A.
 O'Malley v. Seymour (1978) 250 E.G. 1083, C.A.
 Torbett v. Faulkner [1952] 2 T.L.R. 659, C.A.
 Verrall v. Great Yarmouth Borough Council [1981] Q.B. 202; [1980] 3 W.L.R. 258; [1980] 1 All E.R. 839 , Watkins J.

and C.A.
 Wang v. Wei (1975) 237 E.G. 657

APPEAL from the Court of Appeal.

This was an appeal by the appellant, Wendy Mountford, by leave of the House of Lords from the order of the Court of Appeal
(Slade and Griffiths L.JJ.) on 18 April 1984 that by an agreement dated 7 March 1983 the respondent, Roger Theodore Crispin
Street, had granted a licence to occupy rooms at 5, St. Clements Gardens, Boscombe, to the appellant and not a tenancy, as held
by Mr. Recorder Rolf in the Bournemouth County Court on 21 September 1983.

The facts are stated in the opinion of Lord Templeman.

John Hicks Q.C. and Claudia Ackner for the appellant. The following propositions are relied upon: (1) Whether or not parties
enter into legal relationships at all is entirely a matter of their intention, at least where the relationship in question is contractual.
(2) If a contract is entered into the factual content of the parties' respective rights and obligations thereunder is entirely a matter
for them, as is the factual content of any rights gratuitously conferred in the absence of a contract, subject in either event to
(i) any statute to the contrary, and (ii) the law as to illegality or any other overriding rule of law. (3) The effect of such factual
rights and obligations, including the category into which, the resulting relationship falls (and in particular whether they do or
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do not create a tenancy), and the consequences of that relationship, are matters of law for the court, and the parties' opinions
on the subject are irrelevant.

(4)  Whether a tenancy subsists therefore depends on the substantive rights and obligations of the parties and they cannot bring
about a result inconsistent with those rights and obligations by their descriptions of the relationship as a tenancy or otherwise or
by a term purporting to determine its category. (5) A tenancy at law has not been created unless a landlord with a sufficient legal
estate in land, complying with any necessary formalities, grants the right of exclusive possession of land, having the power to
do so, to a person or persons capable of holding as a tenant, for a term which is a 'term of years absolute' for the purposes of
the Law of Property Act 1925 . (6) The grant under a contract of a right to enter and take exclusive possession of land for a
fixed or periodic term in consideration of periodic payments creates a tenancy unless the requirements of proposition (5) are
not fulfilled or the possession is that of a service occupier or otherwise as agent for the *812  grantor. (7) If there are any
exceptions to proposition (6) they are particular exceptions as from time to time recognised by the courts and do not include any
general exception based on a consideration of circumstances at large. (8) If propositions (6) and (7) are incorrect, nevertheless
the circumstances described in proposition (6) are a very strong indication that a tenancy has been created, to be displaced
only in special and unusual cases. (9) A document purporting to contain an agreement must be disregarded if and to the extent
that it does not truly represent or reproduce the nature of the real transaction between the parties.For proposition (6), which
is crucial to the primary submission being made, reliance is placed on Glenwood Lumber Co. Ltd. v. Phillips [1904] A.C. 405
and Radaich v. Smith (1959) 101 C.L.R. 209 . For proposition (8), which is an alternative submission, reliance is placed on
Addiscombe Garden Estates Ltd. v. Crabbe [1958] 1 Q.B. 513 . In the further alternative, under proposition (9), Wang v. Wei
(1975) 237 E.G. 657 is an example of the doctrine that extrinsic evidence is admissible to prove the true nature of an agreement
even though it may vary or add to the written instrument.

William Goodhart Q.C. and Peter Cowell for the respondent. (1) The expression 'exclusive possession' or 'exclusive occupation'
can be used in two senses, namely (a) as meaning no more than the right of a contractual occupier to prevent, through the grant
of an injunction, the owner of the land entering on the land for purposes inconsistent with the contract or (b) in the full sense of
the right enjoyed by the owner of an estate in land in possession to exclude all the world. (2) It is a matter for the intention of
the parties whether the contract confers on the occupier exclusive possession in the limited sense (i.e. a licence) or the full sense
(i.e. a tenancy). (3) There are many factors which may be taken into account in deciding which form of 'exclusive possession'
is conferred on the occupier. Where no 'rent' is payable, a licence is strongly indicated. Where the occupier is given rights of
occupation which are not terminable for a considerable time, a tenancy is indicated because the contractual rights of the occupier
will be of little value if they cannot be enforced against the owner's successor in title.

(4)  The form of the agreement is a material matter. The label attached by the parties is not conclusive and will not be applied
if it is inconsistent with the other terms of the agreement. The label is, however, a material factor where the other terms of the
agreement are not conclusive one way or the other or where the terms are not fully spelt out.

(5)  The distinction drawn in proposition (1) is applicable to all contracts to occupy land. The motive of the owner is irrelevant.
Given that it is possible to grant a limited 'personal' right of exclusive occupation, it matters not whether the grantor is acting
out of generosity or for commercial reasons. (6) If the Rent Acts did not exist, there would be no reason to deny the existence
of freedom of contract in any case to choose between a grant of a personal right of occupation and a grant of a legal estate in
land. The argument for the appellant is in truth only that because freedom of contract ought not to exist in certain cases *813  it
does not exist in such cases. This is a non-sequitur. (7) The appellant has not alleged and could not successfully allege that the
use of a 'licence' agreement is contrary to public policy. Accordingly it is not necessary to consider the question of freedom of
contract driving a 'coach and horses' through the Rent Acts. In any event, Parliament has, where it thought fit, brought licences
within the rent control legislation, e.g. the Agricultural Holdings Act 1948 and the Housing Act 1980 . [Reference was made to
Verrall v. Great Yarmouth Borough Council [1981] Q.B. 202 , 215-216.]There is a whole line of cases where it has been held
that a licence and not a tenancy has been created despite the fact of exclusive occupation being vested in the occupier: Marcroft
Wagons Ltd. v. Smith [1951] 2 K.B. 496 ; Errington v. Errington and Woods [1952] 1 K.B. 290 ; Cobb v. Lane [1952] 1 T.L.R.
1037 ; Torbett v. Faulkner [1952] 2 T.L.R. 659 ; Isaac v. Hotel de Paris Ltd. [1960] 1 W.L.R. 239 ; Abbeyfield (Harpenden)
Society Ltd. v. Woods [1968] 1 W.L.R. 374 ; Shell-Mex and B.P. Ltd. v. Manchester Garages Ltd. [1971] 1 W.L.R. 612 ; Marchant
v. Charters [1977] 1 W.L.R. 1181 ; Somma v. Hazelhurst [1978] 1 W.L.R. 1014 ; Aldrington Garages Ltd. v. Fielder (1978) 37
P. & C.R. 461 and Matchams Park (Holdings) Ltd. v. Domett (1984) 272 E.G. 549 . The whole current of authority has been to
emphasise that it is the intention of the parties that is to be looked at. It should also be added that a licence agreement can confer
exclusive or non-exclusive occupation, as seen in Bahamas International Trust Co. Ltd. v. Threadgold [1974] 1 W.L.R. 1514 .
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The Court of Appeal were correct in holding that the intention of the parties is the paramount or decisive consideration and they
correctly construed the agreement, both in respect of its terms and the statement of intention therein contained, as conferring
a licence upon the appellant.

Hicks Q.C. in reply. There is a difference between agreeing the terms of an agreement and agreeing the legal consequences of
it. That line is drawn in the present case between the ten numbered clauses of the agreement on the one hand, and the appended
declaration by the appellant that the agreement did not give her a tenancy protected by the Rent Acts on the other. In any event,
there clearly cannot be any contracting out of the provisions of the Rent Acts. In Facchini v. Bryson [1952] 1 T.L.R. 1386 ,
1389, Denning L.J. observed: 'In all the cases where an occupier has been held to be a licensee there has been something in the
circumstances, such as a family arrangement, an act of friendship or generosity, or such like, to negative any intention to create
a tenancy.' No such factor is present in the instant case. Murray Bull & Co. Ltd. v. Murray [1953] 1 Q.B. 211 was wrongly
decided. The remaining cases relied upon by the respondent were all, upon analysis, cases where there was lack of intention to
create legal relations, or gratuitous permission, or lack of exclusive possession (including cases of lodgers), or a holding over
on unresolved terms, or a service occupancy, or they were for other reasons not within the appellant's proposition (b). [The
cases were dealt with seriatim and reference was also made to O'Malley v. Seymour (1978) 250 E.G. 1083 and Demuren v. Seal
Estates Ltd. (1978) 249 E.G. 440 .]
  *814
Their Lordships took time for consideration.

2 May.

LORD SCARMAN.

My Lords, I have had the advantage of reading in draft the speech to be delivered by my noble and learned friend, Lord
Templeman. I agree with it, and for the reasons he gives I would allow the appeal with costs here and below

LORD KEITH OF KINKEL.

My Lords, for the reasons given in the speech of my noble and learned friend, Lord Templeman, with which I agree, I too
would allow the appeal.

LORD BRIDGE OF HARWICH.

My Lords, for the reasons given in the speech of my noble and learned friend Lord Templeman, with which I agree, I would
allow this appeal.

LORD BRIGHTMAN.

My Lords, I agree that this appeal should be allowed for the reasons given by my noble and learned friend, Lord Templeman.

LORD TEMPLEMAN.

My Lords, by an agreement dated 7 March 1983, the respondent Mr. Street granted the appellant Mrs. Mountford the right to
occupy the furnished rooms numbers 5 and 6 at 5, St. Clements Gardens, Boscombe, from 7 March 1983 for £37 per week,
subject to termination by 14 days' written notice and subject to the conditions set forth in the agreement. The question raised
by this appeal is whether the agreement created a tenancy or a licence.

A tenancy is a term of years absolute. This expression, by section 205(1)(xxvii) of the Law of Property Act 1925 , reproducing
the common law, includes a term from week to week in possession at a rent and liable to determination by notice or re-entry.
Originally a term of years was not an estate in land, the lessee having merely a personal action against his lessor. But a legal
estate in leaseholds was created by the Statute of Gloucester 1278 and the Act of 1529 21 Hen. VIII, c. 15 . Now by section
1 of the Law of Property Act 1925 a term of years absolute is an estate in land capable of subsisting as a legal estate. In the
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present case if the agreement dated 7 March 1983 created a tenancy, Mrs. Mountford having entered into possession and made
weekly payments acquired a legal estate in land. If the agreement is a tenancy, the occupation of Mrs. Mountford is protected
by the Rent Acts.

A licence in connection with land while entitling the licensee to use the land for the purposes authorised by the licence does not
create an estate in the land. If the agreement dated 7 March 1983 created a licence for Mrs. Mountford to occupy the premises,
she did not acquire any estate in the land. If the agreement is a licence then Mrs. Mountford's right of occupation is not protected
by the Rent Acts. Hence the practical importance of distinguishing between a tenancy and a licence.

In the course of argument, nearly every clause of the agreement dated 7 March 1983 was relied upon by the appellant as
indicating a lease and by the respondent as indicating a licence. The agreement, in full, was in these terms: *815

'I Mrs. Wendy Mountford agree to take from the owner Roger Street the single furnished room number 5 and 6 at 5 St.
Clements Gardens, Boscombe, Bournemouth, commencing 7 March 1983 at a licence fee of £37 per week.

'I understand that the right to occupy the above room is conditional on the strict observance of the following rules:

'1. No paraffin stoves, or other than the supplied form of heating, is allowed in the room.

'2. No one but the above-named person may occupy or sleep in the room without prior permission, and this personal licence
is not assignable.

'3. The owner (or his agent) has the right at all times to enter the room to inspect its condition, read and collect money from
meters, carry out maintenance works, install or replace furniture or for any other reasonable purpose.

'4. All rooms must be kept in a clean and tidy condition.

'5. All damage and breakages must be paid for or replaced at once. An initial deposit equivalent to 2 weeks' licence fee
will be refunded on termination of the licence subject to deduction for all damage or other breakages or arrears of licence
fee, or retention towards the cost of any necessary possession proceedings.

'6. No nuisance or annoyance to be caused to the other occupiers. In particular, all music played after midnight to be kept
low so as not to disturb occupiers of other rooms.

'7. No children or pets allowed under any circumstances whatsoever.

'8. Prompt payment of the licence fee must be made every Monday in advance without fail.

'9. If the licence fee or any part of it shall be seven days in arrear or if the occupier shall be in breach of any of the other terms
of this agreement or if (except by arrangement) the room is left vacant or unoccupied, the owner may re-enter the room
and this licence shall then immediately be terminated (without prejudice to all other rights and remedies of the owner).

'10. This licence may be terminated by 14 days' written notice given to the occupier at any time by the owner or his agent,
or by the same notice by the occupier to the owner or his agent.

'Occupier's signature

'Owner/agent's signature

'Date 7 March 1983

'I understand and accept that a licence in the above form does not and is not intended to give me a tenancy protected under
the Rent Acts.

'Occupier's signature.'

Case 2:19-ap-01383-SK    Doc 259-3    Filed 06/03/21    Entered 06/03/21 15:47:43    Desc
Exhibit B to Phelps Declaration    Page 285 of 293



Street v Mountford, [1985] A.C. 809 (1985)

© 2021 Thomson Reuters. 6

On 12 August 1983 on Mrs. Mountford's application a fair rent was registered. Mr. Street then made application under section
51(a) of the County Courts Act 1959 for a declaration that Mrs. Mountford's occupancy was a licence and not a tenancy. The
recorder in the county court held that Mrs. Mountford was a tenant entitled to the protection *816  of the Rent Acts and made
a declaration accordingly. The Court of Appeal held that Mrs. Mountford was a licensee not entitled to the protection of the
Rent Acts. Mrs. Mountford appeals.

On behalf of Mrs. Mountford her counsel, Mr. Hicks Q.C., seeks to reaffirm and re-establish the traditional view that an occupier
of land for a term at a rent is a tenant providing the occupier is granted exclusive possession. It is conceded on behalf of Mr.
Street that the agreement dated 7 March 1983 granted exclusive possession to Mrs. Mountford. The traditional view that the
grant of exclusive possession for a term at a rent creates a tenancy is consistent with the elevation of a tenancy into an estate
in land. The tenant possessing exclusive possession is able to exercise the rights of an owner of land, which is in the real sense
his land albeit temporarily and subject to certain restrictions. A tenant armed with exclusive possession can keep out strangers
and keep out the landlord unless the landlord is exercising limited rights reserved to him by the tenancy agreement to enter
and view and repair. A licensee lacking exclusive possession can in no sense call the land his own and cannot be said to own
any estate in the land. The licence does not create an estate in the land to which it relates but only makes an act lawful which
would otherwise be unlawful.

On behalf of Mr. Street his counsel, Mr. Goodhart Q.C., relies on recent authorities which, he submits, demonstrate that an
occupier granted exclusive possession for a term at a rent may nevertheless be a licensee if, in the words of Slade L.J. in the
present case [1985] 49 P. & C.R. 324 , 332:

'there is manifested the clear intention of both parties that the rights granted are to be merely those of a personal right of
occupation and not those of a tenant.'

In the present case, it is submitted, the provisions of the agreement dated 7 March 1983 and in particular clauses 2, 4, 7 and 9
and the express declaration at the foot of the agreement manifest the clear intention of both parties that the rights granted are
to be those of a personal nature and not those of a tenant.

My Lords, there is no doubt that the traditional distinction between a tenancy and a licence of land lay in the grant of land for
a term at a rent with exclusive possession. In some cases it was not clear at first sight whether exclusive possession was in
fact granted. For example, an owner of land could grant a licence to cut and remove standing timber. Alternatively the owner
could grant a tenancy of the land with the right to cut and remove standing timber during the term of the tenancy. The grant
of rights relating to standing timber therefore required careful consideration in order to decide whether the grant conferred
exclusive possession of the land for a term at a rent and was therefore a tenancy or whether it merely conferred a bare licence
to remove the timber.

In Glenwood Lumber Co. Ltd. v. Phillips [1904] A.C. 405 , the Crown in exercise of statutory powers 'licensed' the respondents
to hold an area of land for the purpose of cutting and removing timber for the term of 21 years at an annual rent. Delivering the
advice of the *817  Judicial Committee of the Privy Council, Lord Davey said, at pp. 408-409:

'The appellants contended that this instrument conferred only a licence to cut timber and carry it away, and did not give
the respondent any right of occupation or interest in the land itself. Having regard to the provisions of the Act under the
powers of which it was executed and to the language of the document itself, their Lordships cannot adopt this view of
the construction or effect of it. In the so-called licence itself it is called indifferently a licence and a demise, but in the
Act it is spoken of as a lease, and the holder of it is described as the lessee. It is not, however, a question of words but of
substance. If the effect of the instrument is to give the holder an exclusive right of occupation of the land, though subject
to certain reservations or to a restriction of the purposes for which it may be used, it is in law a demise of the land itself.
By [the Act] it is enacted that the lease shall vest in the lessee the right to take and keep exclusive possession of the lands
described therein subject to the conditions in the Act provided or referred to, and the lessee is empowered (amongst other
things) to bring any actions or suits against any party unlawfully in possession of any land so leased, and to prosecute all
trespassers thereon. The operative part and habendum in the licence is framed in apt language to carry out the intention
so expressed in the Act. and their Lordships have no doubt that the effect of the so-called licence was to confer a title to
the land itself on the respondent.'
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This was a case in which the court after careful consideration of the purposes of the grant, the terms of the grant and the
surrounding circumstances, came to the conclusion that the grant conferred exclusive possession and was therefore a tenancy.

A contrary conclusion was reached in Taylor v. Caldwell (1863) 3 B. & S. 826 in which the defendant agreed to let the plaintiff
have the use of the Surrey Gardens and Music Hall on four specified days giving a series of four concerts and day and night
fetes at the gardens and hall on those days, and the plaintiff agreed to take the gardens and the hall and to pay £100 for each
day. Blackburn J. said, at p. 832:

'The parties inaccurately call this a 'letting,' and the money to be paid a 'rent,' but the whole agreement is such as to show
that the defendants were to retain the possession of the hall and gardens so that there was to be no demise of them, and
that the contract was merely to give the plaintiffs the use of them on those days.'

That was a case where the court after considering the purpose of the grant, the terms of the grant and the surrounding
circumstances came to the conclusion that the grantee was not entitled to exclusive possession but only to use the land for
limited purposes and was therefore a licensee.

In the case of residential accommodation there is no difficulty in deciding whether the grant confers exclusive possession. An
occupier of residential accommodation at a rent for a term is either a lodger or a *818  tenant. The occupier is a lodger if the
landlord provides attendance or services which require the landlord or his servants to exercise unrestricted access to and use
of the premises. A lodger is entitled to live in the premises but cannot call the place his own. In Allan v. Liverpool Overseers
(1874) L.R. 9 Q.B. 180 , 191-192 Blackburn J. said:

'A lodger in a house, although he has the exclusive use of rooms in the house, in the sense that nobody else is to be there,
and though his goods are stowed there, yet he is not in exclusive occupation in that sense, because the landlord is there
for the purpose of being able, as landlords commonly do in the case of lodgings, to have his own servants to look after the
house and the furniture, and has retained to himself the occupation, though he has agreed to give the exclusive enjoyment
of the occupation to the lodger.'

If on the other hand residential accommodation is granted for a term at a rent with exclusive possession, the landlord providing
neither attendance nor services, the grant is a tenancy; any express reservation to the landlord of limited rights to enter and view
the state of the premises and to repair and maintain the premises only serves to emphasise the fact that the grantee is entitled to
exclusive possession and is a tenant. In the present case it is conceded that Mrs. Mountford is entitled to exclusive possession
and is not a lodger. Mr. Street provided neither attendance nor services and only reserved the limited rights of inspection and
maintenance and the like set forth in clause 3 of the agreement. On the traditional view of the matter, Mrs. Mountford not being
a lodger must be a tenant.

There can be no tenancy unless the occupier enjoys exclusive possession; but an occupier who enjoys exclusive possession
is not necessarily a tenant. He may be owner in fee simple, a trespasser, a mortgagee in possession, an object of charity or a
service occupier. To constitute a tenancy the occupier must be granted exclusive possession for a fixed or periodic term certain
in consideration of a premium or periodical payments. The grant may be express, or may be inferred where the owner accepts
weekly or other periodical payments from the occupier.

Occupation by service occupier may be eliminated. A service occupier is a servant who occupies his master's premises in order
to perform his duties as a servant. In those circumstances the possession and occupation of the servant is treated as the possession
and occupation of the master and the relationship of landlord and tenant is not created; see Mayhew v. Suttle (1854) 4 El. & Bl.
347 . The test is whether the servant requires the premises he occupies in order the better to perform his duties as a servant:

'Where the occupation is necessary for the performance of services, and the occupier is required to reside in the house in
order to perform those services, the occupation being strictly ancillary to the performance of the duties which the occupier
has to perform, the occupation is that of a servant'; per Mellor J. in Smith v. Seghill Overseers (1875) L.R. 10 Q.B. 422 , 428.
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The cases on which Mr. Goodhart relies begin with Booker v. Palmer [1942] 2 All E.R. 674 . The owner of a cottage agreed to
allow a friend to install an evacuee in the cottage rent free for the duration of the war. The Court of Appeal held that there was
no intention on the part of the owner to enter into legal relationships with the evacuee. Lord Greene M.R., said, at p. 677:

'To suggest there is an intention there to create a relationship of landlord and tenant appears to me to be quite impossible.
There is one golden rule which is of very general application, namely, that the law does not impute intention to enter into
legal relationships where the circumstances and the conduct of the parties negative any intention of the kind. It seems to
me that this is a clear example of the application of that rule.'

The observations of Lord Greene M. R. were not directed to the distinction between a contractual tenancy and a contractual
licence. The conduct of the parties (not their professed intentions) indicated that they did not intend to contract at all.

In the present case, the agreement dated 7 March 1983 professed an intention by both parties to create a licence and their belief
that they had in fact created a licence. It was submitted on behalf of Mr. Street that the court cannot in these circumstances
decide that the agreement created a tenancy without interfering with the freedom of contract enjoyed by both parties. My Lords,
Mr. Street enjoyed freedom to offer Mrs. Mountford the right to occupy the rooms comprised in the agreement on such lawful
terms as Mr. Street pleased. Mrs. Mountford enjoyed freedom to negotiate with Mr. Street to obtain different terms. Both parties
enjoyed freedom to contract or not to contract and both parties exercised that freedom by contracting on the terms set forth
in the written agreement and on no other terms. But the consequences in law of the agreement, once concluded, can only be
determined by consideration of the effect of the agreement. If the agreement satisfied all the requirements of a tenancy, then
the agreement produced a tenancy and the parties cannot alter the effect of the agreement by insisting that they only created a
licence. The manufacture of a five-pronged implement for manual digging results in a fork even if the manufacturer, unfamiliar
with the English language, insists that he intended to make and has made a spade.

It was also submitted that in deciding whether the agreement created a tenancy or a licence, the court should ignore the Rent
Acts. If Mr. Street has succeeded, where owners have failed these past 70 years, in driving a coach and horses through the Rent
Acts, he must be left to enjoy the benefit of his ingenuity unless and until Parliament intervenes. I accept that the Rent Acts are
irrelevant to the problem of determining the legal effect of the rights granted by the agreement. Like the professed intention of
the parties, the Rent Acts cannot alter the effect of the agreement.

In Marcroft Wagons Ltd. v. Smith [1951] 2 K.B. 496 the daughter of a deceased tenant who lived with her mother claimed to
be a statutory tenant by succession and the landlords asserted that the daughter had no *820  rights under the Rent Acts and
was a trespasser. The landlords expressly refused to accept the daughter's claims but accepted rent from her while they were
considering the position. If the landlords had decided not to apply to the court for possession but to accept the daughter as a
tenant, the moneys paid by the daughter would have been treated as rent. If the landlords decided, as they did decide, to apply
for possession and to prove, as they did prove, that the daughter was not a statutory tenant, the moneys paid by the daughter
were treated as mesne profits. The Court of Appeal held with some hesitation that the landlords never accepted the daughter
as tenant and never intended to contract with her although the landlords delayed for some six months before applying to the
court for possession. Roxburgh J. said, at p. 507:

'Generally speaking, when a person, having a sufficient estate in land, lets another into exclusive possession, a tenancy
results, and there is no question of a licence. But the inference of a tenancy is not necessarily to be drawn where a person
succeeds on a death to occupation of rent-controlled premises and a landlord accepts some rent while he or the occupant, or
both of them, is or are considering his or their position. If this is all that happened in this case, then no tenancy would result.'

In that case, as in Booker v. Palmer the court deduced from the conduct of the parties that they did not intend to contract at all.

Errington v. Errington and Woods [1952] 1 K.B. 290 concerned a contract by a father to allow his son to buy the father's house
on payment of the instalments of the father's building society loan. Denning L.J. referred, at p. 297, to the judgment of Lord
Greene M.R. in Booker v. Palmer [1942] 2 All E.R. 674 , 677 where, however, the circumstances and the conduct of the parties
negatived any intention to enter into legal relationships. Denning L.J. continued, at pp. 297-298:
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'We have had many instances lately of occupiers in exclusive possession who have been held to be not tenants, but only
licensees. When a requisitioning authority allowed people into possession at a weekly rent: ... when a landlord told a tenant
on his retirement that he could live in a cottage rent free for the rest of his days: ... when a landlord, on the death of the
widow of a statutory tenant, allowed her daughter to remain in possession, paying rent for six months: Marcroft Wagons
Ltd. v. Smith [1951] 2 K.B. 496 ; when the owner of a shop allowed the manager to live in a flat above the shop, but did
not require him to do so, and the value of the flat was taken into account at £1 a week in fixing his wages: ... in each
of those cases the occupier was held to be a licensee and not a tenant. ... The result of all these cases is that, although a
person who is let into exclusive possession is prima facie to be considered a tenant, nevertheless he will not be held to
be so if the circumstances negative any intention to create a tenancy. Words alone may not suffice. Parties cannot turn a
tenancy into a licence merely by calling it one. But if the circumstances and the conduct of the parties show that all that
was intended was that the occupier *821  should be granted a personal privilege, with no interest in the land, he will be
held to be a licensee only.'

In Errington v. Errington and Woods [1952] 1 K.B. 290 and in the cases cited by Denning L.J. at p. 297 there were exceptional
circumstances which negatived the prima facie intention to create a tenancy, notwithstanding that the occupier enjoyed exclusive
occupation. The intention to create a tenancy was negatived if the parties did not intend to enter into legal relationships at all, or
where the relationship between the parties was that of vendor and purchaser, master and service occupier, or where the owner,
a requisitioning authority, had no power to grant a tenancy. These exceptional circumstances are not to be found in the present
case where there has been the lawful, independent and voluntary grant of exclusive possession for a term at a rent.

If the observations of Denning L.J. are applied to the facts of the present case it may fairly be said that the circumstances
negative any intention to create a mere licence. Words alone do not suffice. Parties cannot turn a tenancy into a licence merely
by calling it one. The circumstances and the conduct of the parties show that what was intended was that the occupier should
be granted exclusive possession at a rent for a term with a corresponding interest in the land which created a tenancy.

In Cobb v. Lane [1952] 1 T.L.R. 1037 , an owner allowed her brother to occupy a house rent free. The county court judge, who
was upheld by the Court of Appeal, held that there was no intention to create any legal relationship and that a tenancy at will
was not to be implied. This is another example of conduct which negatives any intention of entering into a contract, and does
not assist in distinguishing a contractual tenancy from a contractual licence.

In Facchini v. Bryson [1952] 1 T.L.R. 1386 , an employer and his assistant entered into an agreement which, inter alia, allowed
the assistant to occupy a house for a weekly payment on terms which conferred exclusive possession. The assistant did not
occupy the house for the better performance of his duty and was not therefore a service occupier. The agreement stipulated
that 'nothing in this agreement shall be construed to create a tenancy between the employer and the assistant.' Somervell L.J.
said, at p. 1389:

'If, looking at the operative clauses in the agreement, one comes to the conclusion that the rights of the occupier, to use
a neutral word, are those of a lessee, the parties cannot turn it into a licence by saying at the end 'this is deemed to be a
licence;' nor can they, if the operative paragraphs show that it is merely a licence, say that it should be deemed to be a lease.'

Denning L.J. referred to several cases including Errington v. Errington and Woods and Cobb v. Lane and said, at pp. 1389-1390:

'In all the cases where an occupier has been held to be a licensee there has been something in the circumstances, such as
a family arrangement, an act of friendship or generosity, or such like, to negative any intention to create a tenancy. ... In
the present case, *822  however, there are no special circumstances. It is a simple case where the employer let a man into
occupation of a house in consequence of his employment at a weekly sum payable by him. The occupation has all the
features of a service tenancy, and the parties cannot by the mere words of their contract turn it into something else. Their
relationship is determined by the law and not by the label which they choose to put on it: ...'

The decision, which was thereafter binding on the Court of Appeal and on all lower courts, referred to the special circumstances
which are capable of negativing an intention to create a tenancy and reaffirmed the principle that the professed intentions
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of the parties are irrelevant. The decision also indicated that in a simple case a grant of exclusive possession of residential
accommodation for a weekly sum creates a tenancy.

In Murray Bull & Co. Ltd. v. Murray [1953] 1 Q.B. 211 a contractual tenant held over, paying rent quarterly. McNair J. found,
at p. 217:

'both parties intended that the relationship should be that of licensee and no more ... The primary consideration on both
sides was that the defendant, as occupant of the flat, should not be a controlled tenant.'

In my opinion this case was wrongly decided. McNair J. citing the observations of Denning L.J. in Errington v. Errington and
Woods [1952] 1 K.B. 290 , 297 and Marcroft Wagons Ltd. v. Smith [1951] 2 K.B. 496 failed to distinguish between first, conduct
which negatives an intention to create legal relationships, secondly, special circumstances which prevent exclusive occupation
from creating a tenancy and thirdly, the professed intention of the parties. In Murray Bull & Co. Ltd. v. Murray the conduct of
the parties showed an intention to contract and there were no relevant special circumstances. The tenant holding over continued
by agreement to enjoy exclusive possession and to pay a rent for a term certain. In those circumstances he continued to be a
tenant notwithstanding the professed intention of the parties to create a licence and their desire to avoid a controlled tenancy.

In Addiscombe Garden Estates Ltd. v. Crabbe [1958] 1 Q.B. 513 the Court of Appeal considered an agreement relating to a
tennis club carried on in the grounds of a hotel. The agreement was:

'described by the parties as a licence ... the draftsman has studiously and successfully avoided the use either of the word
'landlord' or the word 'tenant' throughout the document' per Jenkins L.J. at p. 522.

On analysis of the whole of the agreement the Court of Appeal came to the conclusion that the agreement conferred exclusive
possession and thus created a tenancy. Jenkins L.J. said, at p. 522:

'The whole of the document must be looked at; and if, after it has been examined, the right conclusion appears to be that,
whatever label may have been attached to it, it in fact conferred and imposed on the grantee in substance the rights and
obligations of a tenant, *823  and on the grantor in substance the rights and obligations of a landlord, then it must be given
the appropriate effect, that is to say, it must be treated as a tenancy agreement as distinct from a mere licence.'

In the agreement in the Addiscombe case it was by no means clear until the whole of the document had been narrowly examined
that exclusive possession was granted by the agreement. In the present case it is clear that exclusive possession was granted and
so much is conceded. In these circumstances it is unnecessary to analyse minutely the detailed rights and obligations contained
in the agreement.

In the Addiscombe case Jenkins L.J. referred, at p. 528, to the observations of Denning L.J. in Errington and Errington and
Woods to the effect that 'The test of exclusive possession is by no means decisive.' Jenkins L.J. continued:

'I think that wide statement must be treated as qualified by his observations in Facchini v. Bryson [1952] 1 T.L.R. 1386
, 1389; and it seems to me that, save in exceptional cases of the kind mentioned by Denning L.J. in that case, the law
remains that the fact of exclusive possession, if not decisive against the view that there is a mere licence, as distinct from
a tenancy, is at all events a consideration of the first importance.'

Exclusive possession is of first importance in considering whether an occupier is a tenant; exclusive possession is not decisive
because an occupier who enjoys exclusive possession is not necessarily a tenant. The occupier may be a lodger or service
occupier or fall within the other exceptional categories mentioned by Denning L.J. in Errington v. Errington and Woods [1952]
1 K.B. 290 .

In Isaac v. Hotel de Paris Ltd. [1960] 1 W.L.R. 239 an employee who managed a night bar in a hotel for his employer company
which held a lease of the hotel negotiated 'subject to contract' to complete the purchase of shares in the company and to be
allowed to run the nightclub for his own benefit if he paid the head rent payable by the company for the hotel. In the expectation
that the negotiations 'subject to contract' would ripen into a binding agreement, the employee was allowed to run the nightclub
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and he paid the company's rent. When negotiations broke down the employee claimed unsuccessfully to be a tenant of the hotel
company. The circumstances in which the employee was allowed to occupy the premises showed that the hotel company never
intended to accept him as a tenant and that he was fully aware of that fact. This was a case, consistent with the authorities cited
by Lord Denning in giving the advice of the Judicial Committee of the Privy Council, in which the parties did not intend to
enter into contractual relationships unless and until the negotiations 'subject to contract' were replaced by a binding contract.

In Abbeyfield (Harpenden) Society Ltd. v. Woods [1968] 1 W.L.R. 374 the occupier of a room in an old people's home was held
to be a licensee and not a tenant. Lord Denning M.R. said, at p. 376:

'The modern cases show that a man may be a licensee even though he has exclusive possession, even though the word
'rent' is used, *824  and even though the word 'tenancy' is used. The court must look at the agreement as a whole and
see whether a tenancy really was intended. In this case there is, besides the one room, the provision of services, meals,
a resident housekeeper, and such like. The whole arrangement was so personal in nature that the proper inference is that
he was a licensee.'

As I understand the decision in the Abbeyfield case the court came to the conclusion that the occupier was a lodger and was
therefore a licensee, not a tenant.

In Shell-Mex and B. P. Ltd. v. Manchester Garages Ltd. [1971] 1 W.L.R. 612 the Court of Appeal after carefully examining an
agreement whereby the defendant was allowed to use a petrol company's filling station for the purposes of selling petrol, came
to the conclusion that the agreement did not grant exclusive possession to the defendant who was therefore a licensee. At p. 615
Lord Denning M.R. in considering whether the transaction was a licence or a tenancy said:

'Broadly speaking, we have to see whether it is a personal privilege given to a person (in which case it is a licence),
or whether it grants an interest in land (in which case it is a tenancy). At one time it used to be thought that exclusive
possession was a decisive factor. But that is not so. It depends on broader considerations altogether. Primarily on whether
it is personal in its nature or not: see Errington v. Errington and Woods [1952] 1 K.B. 290 .'

In my opinion the agreement was only 'personal in its nature' and created 'a personal privilege' if the agreement did not confer
the right to exclusive possession of the filling station. No other test for distinguishing between a contractual tenancy and a
contractual licence appears to be understandable or workable.

Heslop v. Burns [1974] 1 W.L.R. 1241 was another case in which the owner of a cottage allowed a family to live in the cottage rent
free and it was held that no tenancy at will had been created on the ground that the parties did not intend any legal relationship.
Scarman L.J. cited with approval, at p. 1252, the statement by Denning L.J. in Facchini v. Bryson [1952] 1 T.L.R. 1386 , 1389:

'In all the cases where an occupier has been held to be a licensee there has been something in the circumstances, such as a
family arrangement, an act of friendship or generosity, or such like, to negative any intention to create a tenancy.'

In Marchant v. Charters [1977] 1 W.L.R. 1181 a bedsitting room was occupied on terms that the landlord cleaned the rooms
daily and provided clean linen each week. It was held by the Court of Appeal that the occupier was a licensee and not a tenant.
The decision in the case is sustainable on the grounds that the occupier was a lodger and did not enjoy exclusive possession.
But Lord Denning M.R. said, at p. 1185:

'What is the test to see whether the occupier of one room in a house is a tenant or a licensee? It does not depend on whether
he or she has exclusive possession or not. It does not depend on *825  whether the room is furnished or not. It does not
depend on whether the occupation is permanent or temporary. It does not depend on the label which the parties put upon
it. All these are factors which may influence the decision but none of them is conclusive. All the circumstances have to be
worked out. Eventually the answer depends on the nature and quality of the occupancy. Was it intended that the occupier
should have a stake in the room or did he have only permission for himself personally to occupy the room, whether under
a contract or not? In which case he is a licensee.'
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But in my opinion in order to ascertain the nature and quality of the occupancy and to see whether the occupier has or has not a
stake in the room or only permission for himself personally to occupy, the court must decide whether upon its true construction
the agreement confers on the occupier exclusive possession. If exclusive possession at a rent for a term does not constitute a
tenancy then the distinction between a contractual tenancy and a contractual licence of land becomes wholly unidentifiable.

In Somma v. Hazelhurst [1978] 1 W.L.R. 1014 , a young unmarried couple H. and S. occupied a double bedsitting room for
which they paid a weekly rent. The landlord did not provide services or attendance and the couple were not lodgers but tenants
enjoying exclusive possession. But the Court of Appeal did not ask themselves whether H. and S. were lodgers or tenants and
did not draw the correct conclusion from the fact that H. and S. enjoyed exclusive possession. The Court of Appeal were diverted
from the correct inquiries by the fact that the landlord obliged H. and S. to enter into separate agreements and reserved power
to determine each agreement separately. The landlord also insisted that the room should not in form be let to either H. or S. or
to both H. and S. but that each should sign an agreement to share the room in common with such other persons as the landlord
might from time to time nominate. The sham nature of this obligation would have been only slightly more obvious if H. and
S. had been married or if the room had been furnished with a double bed instead of two single beds. If the landlord had served
notice on H. to leave and had required S. to share the room with a strange man, the notice would only have been a disguised
notice to quit on both H. and S. The room was let and taken as residential accommodation with exclusive possession in order
that H. and S. might live together in undisturbed quasi-connubial bliss making weekly payments. The agreements signed by
H. and S. constituted the grant to H. and S. jointly of exclusive possession at a rent for a term for the purposes for which the
room was taken and the agreement therefore created a tenancy. Although the Rent Acts must not be allowed to alter or influence
the construction of an agreement, the court should, in my opinion, be astute to detect and frustrate sham devices and artificial
transactions whose only object is to disguise the grant of a tenancy and to evade the Rent Acts. I would disapprove of the
decision in this case that H. and S. were only licensees and for the same reason would *826  disapprove of the decision in
Aldrington Garages Ltd. v. Fielder (1978) 37 P. & C.R. 461 and Sturolson & Co. v. Weniz (1984) 272 E.G. 326 .

In the present case the Court of Appeal, 49 P. & C.R. 324 held that the agreement dated 7 March 1983 only created a licence.
Slade L.J., at p. 329 accepted that the agreement and in particular clause 3 of the agreement 'shows that the right to occupy
the premises conferred on the defendant was intended as an exclusive right of occupation, in that it was thought necessary
to give a special and express power to the plaintiff to enter. ...' Before your Lordships it was conceded that the agreement
conferred the right of exclusive possession on Mrs. Mountford. Even without clause 3 the result would have been the same. By
the agreement Mrs. Mountford was granted the right to occupy residential accommodation. The landlord did not provide any
services or attendance. It was plain that Mrs. Mountford was not a lodger. Slade L.J. proceeded to analyse all the provisions
of the agreement, not for the purpose of deciding whether his finding of exclusive possession was correct, but for the purpose
of assigning some of the provisions of the agreement to the category of terms which he thought are usually to be found in
a tenancy agreement and of assigning other provisions to the category of terms which he thought are usually to be found
in a licence. Slade L.J. may or may not have been right that in a letting of a furnished room it was 'most unusual to find a
provision in a tenancy agreement obliging the tenant to keep his rooms in a 'tidy condition'' (p. 329). If Slade L.J. was right
about this and other provisions there is still no logical method of evaluating the results of his survey. Slade L.J. reached the
conclusion that 'the agreement bears all the hallmarks of a licence rather than a tenancy save for the one important feature of
exclusive occupation': p. 329. But in addition to the hallmark of exclusive occupation of residential accommodation there were
the hallmarks of weekly payments for a periodical term. Unless these three hallmarks are decisive, it really becomes impossible
to distinguish a contractual tenancy from a contractual licence save by reference to the professed intention of the parties or by
the judge awarding marks for drafting. Slade L.J. was finally impressed by the statement at the foot of the agreement by Mrs.
Mountford 'I understand and accept that a licence in the above form does not and is not intended to give me a tenancy protected
under the Rent Acts.' Slade L.J. said, at p. 330:

'it seems to me that, if the defendant is to displace the express statement of intention embodied in the declaration, she must
show that the declaration was either a deliberate sham or at least an inaccurate statement of what was the true substance
of the real transaction agreed between the parties; ...'

My Lords, the only intention which is relevant is the intention demonstrated by the agreement to grant exclusive possession
for a term at a rent. Sometimes it may be difficult to discover whether, on the true construction of an agreement, exclusive
possession is conferred. Sometimes it may appear from the surrounding circumstances that there was no intention to create
legal relationships. Sometimes it may appear from the surrounding circumstances that the right to exclusive possession *827
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is referable to a legal relationship other than a tenancy. Legal relationships to which the grant of exclusive possession might be
referable and which would or might negative the grant of an estate or interest in the land include occupancy under a contract
for the sale of the land, occupancy pursuant to a contract of employment or occupancy referable to the holding of an office. But
where as in the present case the only circumstances are that residential accommodation is offered and accepted with exclusive
possession for a term at a rent, the result is a tenancy.

The position was well summarised by Windeyer J. sitting in the High Court of Australia in Radaich v. Smith (1959) 101 C.L.R.
209 , 222, where he said:

'What then is the fundamental right which a tenant has that distinguishes his position from that of a licensee? It is an interest
in land as distinct from a personal permission to enter the land and use it for some stipulated purpose or purposes. and how
is it to be ascertained whether such an interest in land has been given? By seeing whether the grantee was given a legal
right of exclusive possession of the land for a term or from year to year or for a life or lives. If he was, he is a tenant. and he
cannot be other than a tenant, because a legal right of exclusive possession is a tenancy and the creation of such a right is a
demise. To say that a man who has by agreement with a landlord, a right of exclusive possession of land for a term is not a
tenant is simply to contradict the first proposition by the second. A right of exclusive possession is secured by the right of
a lessee to maintain ejectment and, after his entry, trespass. A reservation to the landlord, either by contract or statute, of a
limited right of entry, as for example to view or repair, is, of course, not inconsistent with the grant of exclusive possession.
Subject to such reservations, a tenant for a term or from year to year or for a life or lives can exclude his landlord as well as
strangers from the demised premises. All this is long established law: see Cole on Ejectment (1857) pp. 72, 73, 287, 458.'

My Lords, I gratefully adopt the logic and the language of Windeyer J. Henceforth the courts which deal with these problems
will, save in exceptional circumstances, only be concerned to inquire whether as a result of an agreement relating to residential
accommodation the occupier is a lodger or a tenant. In the present case I am satisfied that Mrs. Mountford is a tenant, that the
appeal should be allowed, that the order of the Court of Appeal should be set aside and that the respondent should be ordered
to pay the costs of the appellant here and below.

Representation

Solicitors: Park Nelson & Doyle Devonshire for D'Angibau & Malim, Bournemouth ; Bower Cotton & Bower for Richards
& Morgan, Bournemouth .

Appeal allowed with costs in House of Lords and in Court of Appeal. (C. T. B. )

(c) Incorporated Council of Law Reporting for England & Wales
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Attorneys for Jonathan D. King as Chapter 7 Trustee 

UNITED STATES BANKRUPTCY COURT 
CENTRAL DISTRICT OF CALIFORNIA 

LOS ANGELES DIVISION

In re: 

ZETTA JET USA, INC., a California corporation, 

Debtor. 

Lead Case No.: 2:17-bk-21386-SK 
Chapter 7 
Jointly Administered With: 
Case No.: 2:17-bk-21387-SK 

Adv. Proc. No. 2:19-ap-01383-SK 

APPENDIX OF UNPUBLISHED 
OPINIONS CITED IN TRUSTEE’S 
OPPOSITION TO DEFENDANTS 
UNIVERSAL LEADER 
INVESTMENT LIMITED, GLOVE 
ASSETS INVESTMENT LIMITED, 
AND TRULY GREAT GLOBAL 
LIMITED’S MOTION TO DISMISS 
COUNTS I, II, VI, VII, VIII, IX & X 
AND MOTION TO STRIKE 
COUNTS VIII & IX OF AMENDED 
ADVERSARY COMPLAINT 

In re: 

ZETTA JET PTE, LTD., a Singaporean 
corporation, 

Debtor. 

JONATHAN D. KING, solely in his capacity as 
Chapter 7 Trustee of Zetta Jet USA, Inc. and Zetta 
Jet PTE, Ltd.,  

Plaintiff, 

v. 

YUNTIAN 3 LEASING COMPANY 
DESIGNATED ACTIVITY COMPANY f/k/a 
YUNTIAN 3 LEASING COMPANY LIMITED, 
YUNTIAN 4 LEASING COMPANY 
DESIGNATED ACTIVITY COMPANY f/k/a 
YUNTIAN 4 LEASING COMPANY LIMITED, 
MINSHENG FINANCIAL LEASING CO., LTD., 
MINSHENG BUSINESS AVIATION LIMITED, 
EXPORT DEVELOPMENT CANADA, LI QI, 
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APPENDIX OF UNPUBLISHED OPINIONS RE TRUSTEE’S OPPOSITION TO DEFENDANTS UNIVERSAL LEADER 
INVESTMENT LIMITED, GLOVE ASSETS INVESTMENT LIMITED, AND TRULY GREAT GLOBAL LIMITED’S 

MOTION TO DISMISS 

UNIVERSAL LEADER INVESTMENT 
LIMITED, GLOVE ASSETS INVESTMENT 
LIMITED, and TRULY GREAT GLOBAL 
LIMITED, 

WELLS FARGO BANK NORTHWEST, N.A., in 
its capacity as trustee to Yuntian 3 Trust dated 
September 20, 2016 (formed and administered in 
Utah) and its capacity as trustee of Yuntian 4 Trust 
dated September 20, 2016 (formed and 
administered in Utah); TVPX ARS, INC., in its 
capacity as trustee to Zetta MSN 9688 Statutory 
Trust dated September 20, 2016 (formed as 
Wyoming statutory trust), Zetta MSN 9606 
Statutory Trust dated September 20, 2016 (formed 
as Wyoming statutory trust), collectively Nominal 
Defendants, 

Defendants. 

Next Hearing: 
Date:   August 11, 2021 
Time: 9:00 a.m. (PDT) 
Place: Courtroom 1575 

255 East Temple Street 
Los Angeles, CA 90012 

In accordance with Local Bankruptcy Rule 9013-2(b)(4), the Trustee hereby submits copies 

of unpublished judicial opinions cited in Trustee’s Opposition to Defendant Li Qi’s Motion to 

Dismiss Counts I, II, VII, VIII, and IX of Amended Adversary Complaint (the “Opposition”). The 

unpublished judicial opinions cited in the Opposition are attached hereto as follows:  

1. Exhibit 1: Allen v. Cty. of Los Angeles, 2009 WL 666449 (C.D. Cal. Mar. 12, 2009) 

2. Exhibit 2: Beavers v. New Penn Fin. LLC, 2018 WL 385421(E.D. Cal. Jan. 11, 2018)

3. Exhibit 3: Blackstone Equip. Fin., L.P. v. Bernhard, 2011 WL 13227750 (C.D. Cal. May 5, 

2011)

4. Exhibit 4: In re Blue Earth, Inc., 2019 WL 4929933 (B.A.P. 9th Cir. Oct. 2, 2019) 

5. Exhibit 5: In re Delano Retail Partners, LLC, 2014 WL 4966476 (Bankr. E.D. Cal. Sept. 

29, 2014)

6. Exhibit 6: In re International Manufacturing Group, Inc., 2016 WL 7163588 (Bankr. E.D. 

Cal. Dec. 6, 2016). 

7. Exhibit 7: In re L. Scott Apparel, 2019 WL 1768235 

8. Exhibit 8: In re LLS Am., LLC, 2013 WL 3305393 (Bankr. E.D. Wash. July 1, 2013) 

9. Exhibit 9: In re Sherwood Invs. Overseas Ltd., 2015 WL 4486470 (Bankr. M.D. Fla. July 

22, 2015) 
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10. Exhibit 10: In re Singh, 2019 WL 1231146 (B.A.P. 9th Cir. Mar. 14, 2019) 

11. Exhibit 11: In re The Russ Cos., Inc., 2013 WL 4028098 (Bankr. D.N.J. Aug. 6, 2013) 

12. Exhibit 12: In re Tribune Co. Fraudulent Conv. Litig., 2018 WL 6329139 (Bankr. S.D.N.Y. 

2018)

13. Exhibit 13: In re Tribune Co. Fraudulent Conveyance Litig., 2019 WL 294807 (S.D.N.Y. 

Jan. 23. 2019) 

14. Exhibit 14: Manzano v. Metlife Bank N.A., 2011 WL 2080249 (E.D. Cal. May 25, 2011)

15. Exhibit 15: MAO-MSO Recovery II, LLC v. Mercury Gen., 2018 WL 3357493 (C.D. Cal. 

May 23, 2018)

16. Exhibit 16: Popov v. Countrywide Fin. Corp., 2009 WL 5206679 (E.D. Cal. Dec. 18, 2009)

17. Exhibit 17: Urista v. Bank of Am., N.A., 2012 WL 10596 (N.D. Cal. Jan. 3, 2012) 

Respectfully submitted, 

DATED: June 3, 2021 DLA PIPER LLP (US) 

By:  /s/ John K. Lyons
DAVID B. FARKAS (SBN 257137) 
JOHN K. LYONS (Pro Hac Vice) 
JEFFREY S. TOROSIAN (Pro Hac Vice) 
JOSEPH A. ROSELIUS (Pro Hac Vice) 

Attorneys for the Chapter 7 Trustee

Case 2:19-ap-01383-SK    Doc 259-4    Filed 06/03/21    Entered 06/03/21 15:47:43    Desc
Appendix     Page 3 of 266



Exhibit 1 

Case 2:19-ap-01383-SK    Doc 259-4    Filed 06/03/21    Entered 06/03/21 15:47:43    Desc
Appendix     Page 4 of 266



Allen v. County of Los Angeles, Not Reported in F.Supp.2d (2009)

 © 2021 Thomson Reuters. No claim to original U.S. Government Works. 1

KeyCite citing references available
2009 WL 666449

Only the Westlaw citation is currently available.
United States District Court,

C.D. California,
Western Division.

Herbert O. ALLEN, Plaintiff,
v.

COUNTY OF LOS ANGELES, et al., 
Defendants.

No. CV 07-102-R (SH).
|

March 12, 2009.

Attorneys and Law Firms

Herbert O. Allen, Jr., Vacaville, CA, pro se.

ORDER ACCEPTING REPORT AND 
RECOMMENDATION OF UNITED STATES 
MAGISTRATE JUDGE

MANUEL L. REAL, District Judge.

*1 Pursuant to 28 U.S.C. Section 636(b)(1)(C), the Court 
has reviewed the Second Amended Complaint and other 
papers along with the Report and Recommendation of the 
United States Magistrate Judge, and has made a de novo 
determination of any matters in Report and 
Recommendation as to which objections have been raised.
 
THE Court (1) accepts the Report and Recommendation, 
(2) grants Defendant King’s Motion to Strike as to 
Plaintiff’s Third Cause of Action; (3) denies Defendant’s 
Motion to Strike as to Plaintiff’s First and Fourth Causes 
of Action; and (4) granting Defendant King’s Motion to 
Dismiss as to Plaintiff’s Second Cause of Action; and (5) 
dismissing the Second Amended Complaint, and the 
action without leave to amend.
 

HERBERT O. ALLEN, JR.,

Plaintiff,

COUNTY OF LOS ANGELES

SHERIFF’S DEPARTMENT, et al.,

Defendants.

REPORT AND RECOMMENDATION OF UNITED 
STATES MAGISTRATE JUDGE

STEPHEN J. HILLMAN, United States Magistrate Judge.

This Report and Recommendation is submitted to the 
Honorable Manuel L. Real, United States District Judge, 
pursuant to 28 U.S.C. § 636 and General Order 05-07 of 
the United States District Court for the Central District of 
California. For reasons stated below, Defendant’s Motion 
to Dismiss should be granted, Defendant’s Motion to 
Strike should be granted in part and denied in part, and 
the Second Amended Complaint should be dismissed 
without leave to amend.
 

BACKGROUND

Pro se prisoner Plaintiff Allen filed his Second Amended 
Complaint (“SAC”) on December 18, 2008, after the 
court dismissed his First Amended Complaint, granting 
leave to amend only as to Plaintiff’s claim of deliberate 
indifference to medical needs against Defendant Trevor 
King.1 In his SAC, Plaintiff alleges four causes of action 
arising from the racially-motivated prison riot that 
occurred on July 13, 2006 at the East Max Facility of the 
Los Angeles County Jail: (1) municipal liability against 
the County of Los Angeles based on the failure to protect 
and to provide basic necessities, as well as violation of the 
Americans with Disabilities Act (“ADA”); (2) deliberate 
indifference to serious medical needs, against Deputy 
King; (3) failure to protect and provide basic necessities, 
against Deputy King; and (4) due process violations based 
on failure to protect or provide basic necessities and 
obstruction of the administrative exhaustion process, 
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against John Doe deputies.
 
Although Plaintiff now names the Los Angeles County 
Sheriff’s Department and John Doe defendants, he did not 
do so in his original Complaint or in his First Amended 
Complaint. In his original Complaint, Plaintiff sued 
individual deputies in their individual capacities only, and 
did not attempt to allege municipal liability or claims 
under the ADA, as he does now in his SAC. The new 
allegations of his SAC clearly exceed the scope of the 
court’s order granting leave to amend. As discussed 
below, however, even given the benefit of liberal 
construction due a pro se pleading, the new allegations do 
not state cognizable claims.
 
*2 On December 23, 2008, Defendant King filed a 
Motion to Strike pursuant to Fed.R.Civ.P. 12(f) along 
with a Motion to Dismiss pursuant to Fed. R Civ. P. 
12(b)(6) (“MTD”). Plaintiff filed an opposition (“Opp.”) 
on January 15, 2009.
 

DISCUSSION

A. MOTION TO STRIKE
Defendant moves to strike Plaintiff’s First Cause of 
Action against the County of Los Angeles (SAC ¶¶ 1-17), 
his Fourth Cause of Action against John Doe and the 
County of Los Angeles (SAC ¶¶ 38-60), and his 
previously dismissed Third Cause of Action against 
Deputy King for deliberate indifference based on failure 
to ensure Plaintiff’s safety and the deprivation of basic 
necessities (SAC ¶¶ 30-37). [MTD 3.]
 

1. Legal Standard:
Under Federal Rule of Civil Procedure 12(f), a court may 
strike a pleading-or any portion thereof-that is “redundant, 
impertinent, or scandalous.” “[T]he function of a 12(f) 
motion to strike is to avoid the expenditure of time and 
money that must arise from litigating spurious issues by 
dispensing with those issues prior to trial....” 
Sidney-Vinstein v. A.H. Robins Co., 697 F.2d 880, 885 
(9th Cir.1983). “Immaterial matter is that which has no 
essential or important relationship to the claim for relief 
or the defenses being pleaded.” Fantasy, Inc. v. Fogerty, 

984 F.2d 1524, 1527 (9th Cir.1993) (quoting 5 Charles A. 
Wright & Arthur R. Miller, Federal Practice and 
Procedure § 1382, at 706-707 (1990)). “Impertinent 
matter consists of statements that do not pertain, and are 
not necessary, to the issues in question.” Id. at 1527 
(quoting Wright & Miller at 711).
 
Rule 12(f) motions are generally disfavored, and the 
remedy of striking a pleading is to be used when 
necessary to discourage parties from raising allegations 
completely unrelated to the relevant claims and when the 
interests of justice so require. See Augustus v. Bd. of Pub. 
Instruction, 306 F.2d 862, 868 (5th Cir.1962); see also 
Federal Deposit Ins. Corp. v. Niblo, 821 F.Supp. 441, 449 
(N.D.Tex.1993) (noting that Rule 12(f) motions will be 
granted when necessary to discourage parties from filing 
“dilatory” pleadings and papers); Allen v. County of 
Monterey, No. C 06-7293-RMW, 2007 WL 1771521, *9 
(N.D.Cal.2007) (“Rule 12(f) motions to strike are 
generally not granted unless it is clear that the matter 
sought to be stricken could have no possible bearing on 
the subject matter of the litigation. Any doubt concerning 
the import of the allegations to be stricken weighs in favor 
of denying the motion to strike.”).
 
“Exceeding the scope of a court’s leave to amend is not 
necessarily sufficient grounds for striking a pleading or 
portions thereof.” See, e.g., Sapiro v. Encompass Ins., 221 
F.R.D. 513, 518 (N.D.Cal.2004) (Patel, C.J.) (declining to 
strike complaint that had been amended without leave 
from the court); U.S. v. $159.880.00 in U.S. Currency, 
More or Less, 387 F.Supp.2d 1000, 1009 (S.D.Iowa 2005) 
(declining to strike amended answer that differed 
substantially from a proposed amended answer because 
defendants were not prejudiced); Samuel v. Rose’s Stores, 
Inc., 907 F.Supp. 159, 162 (E.D.Va.1995) (declining to 
strike amended complaint where no new causes of action 
were alleged and defendant did not argue prejudice). 
However, claims in an amended complaint may be 
stricken if they are “wholly specious” or cause prejudice 
to the defendants. Sapiro, 221 F.R.D. at 518; $159.880.00 
in U.S. Currency, 387 F.Supp.2d at 1009; Samuel, 907 
F.Supp. at 169.
 

2. Discussion:
*3 As Defendant King contends, in his Third Cause of 
Action, Plaintiff has re-asserted his failure to protect or 
provide basic necessities claim that the court dismissed 
with prejudice in its order dismissing the FAC. In 
re-alleging this claim, Plaintiff has failed to abide by the 
court’s instructions. Accordingly, this defective claim is 
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specious and should be stricken pursuant to Fed.R.Civ.P. 
12(f). See Lamumba Corp. v. City of Oakland, No. C 
05-2712-MHP, 2006 WL 3086726, * 4 (N.D.Cal.2006); 
see also Sapiro, 221 F.R.D. at 518; $159,880.00 in U.S. 
Currency, 387 F.Supp.2d at 1009; Samuel, 907 F.Supp. at 
169.
 
Defendant King also contends that Plaintiff’s First and 
Fourth Causes of Action should be stricken as 
“immaterial and redundant.” [MTD 3.] While these new 
claims do exceed the scope of the court’s leave to amend, 
Defendant does not assert prejudice. Nor are the 
allegations completely immaterial or redundant, as they 
each contain factual allegations related to Plaintiff’s 
constitutional claim of deliberate indifference to serious 
medical needs. [See SAC ¶¶ 1-6, 38-39, 41-47.] 
Accordingly, it is not appropriate to strike these claims 
under Fed.R.Civ.P. 12(f), and Defendant King’s Motion 
to Strike Plaintiff’s First and Fourth Causes of Action 
should be denied.
 

B. PLRA SCREENING
However, these claims are subject to dismissal for failure 
to state a claim on which relief may be granted because 
Plaintiff’s in forma pauperis complaint against prison 
officials concerning prison conditions is subject to review 
under provisions of the Prison Litigation Reform Act of 
1995 (“PLRA”), Pub.L. No. 104-134, 110 Stat. 1321 
(1996). See 28 U.S.C. § 1915A(a). Under the PLRA, the 
court shall dismiss such a complaint, at any time, if the 
court finds that it (1) is frivolous or malicious, (2) fails to 
state a claim on which relief may be granted, or (3) seeks 
monetary relief from a defendant immune from such 
relief. Lopez v. Smith, 203 F.3d 1122, 1126-27 and n. 7 
(9th Cir.2000) (en banc); 28 U.S.C. § 1915(e)(2)(B) (in 
forma pauperis complaints); 28 U .S.C. § 1915A(b) 
(prisoner complaints against government defendants); 42 
U.S.C. § 1997e(c) (complaints re: prison conditions).
 

1. County of Los Angeles:

a. Municipal Liability:
To state a claim of municipal liability against the County 
of Los Angeles, Plaintiff must allege that a County policy 
or custom, adopted with “deliberate indifference” to its 

known or obvious consequences, was the moving force in 
causing Plaintiff to suffer constitutional injury. Board of 
County Com’rs of Bryan County v. Brown, 520 U.S. 383, 
407-408, 117 S.Ct. 1382, 137 L.Ed.2d 626 (1997); Monell 
v. Department of Social Services, 436 U.S. 658, 691, 98 
S.Ct. 807, 50 L.Ed.2d 61 (1978). As an initial and 
dispositive matter, Plaintiff must demonstrate an 
underlying violation of his constitutional rights. See 
Quintanilla v. City of Downey, 84 F.3d 353, 355 (9th 
Cir.1997) (clarifying that a municipality is not liable 
under § 1983 for acts committed pursuant to municipal 
policy or custom unless the plaintiff shows that the 
individual actors actually violated his constitutional 
rights).
 
*4 Plaintiff has not established an underlying violation of 
his constitutional rights with respect to his failure to 
protect or ensure basic necessities claims (First Cause of 
Action). Plaintiff makes essentially the same allegations 
in the SAC regarding the deputies’ actions in response to 
the jail riot as the court has twice before determined 
inadequate to state a claim and dismissed in both the 
original Complaint and the FAC. Once again, Plaintiff’s 
allegations do not state that the deprivation was 
objectively sufficiently serious under the circumstances of 
a jail riot, or that the prison officials acted with a 
sufficiently culpable state of mind to constitute a 
constitutionally cognizable deprivation of rights. Farmer 
v. Brennan, 511 U.S. 825, 834, 114 S.Ct. 1970, 128 
L.Ed.2d 811 (1994). Therefore, even assuming the 
existence of a County policy which acted as the “moving 
force” for Defendants’ response to the prison disturbance, 
those measures did not deprive Plaintiff of constitutional 
rights. Therefore, Plaintiff is unable to establish the 
necessary premise upon which municipal liability could 
be founded, and dismissal of his First Cause of Action 
alleging municipal liability claim is warranted. Because 
the underlying factual allegations of constitutional harm 
have been dismissed twice previously, and Plaintiff’s 
current allegations exceed the scope of the court’s grant 
of leave to amend, this dismissal should be without leave 
to amend.
 

b. Americans with Disabilities Act:
In cursory fashion, Plaintiff also alleges that the County 
violated the Americans with Disabilities Act by failing to 
protect him (a disabled person suffering from HIV 
infection and mental illness) from violent attack. [SAC ¶¶ 
1, 12.]
 
Title II of the ADA provides: “no qualified individual 
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with a disability shall, by reason of such disability, be 
excluded from participation in or be denied the benefits of 
the services, programs, or activities of a public entity, or 
be subjected to discrimination by any such entity.” 42 
U.S.C. § 12132. A “qualified individual with a disability” 
is defined as: “an individual with a disability who, with or 
without reasonable modifications to rules, policies, or 
practices, the removal of architectural, communication, or 
transportation barriers, or the provision of auxiliary aids 
and services, meets the essential eligibility requirements 
for the receipt of services or the participation in programs 
or activities provided by a public entity.” 42 U.S.C. § 
12131(2).
 
Prisons and jails are “public entities” for Title II purposes. 
42 U.S.C. § 12131(1); Pennsylvania Dep’t of Corrs. v. 
Yeskey, 524 U.S. 206, 118 S.Ct. 1952, 141 L.Ed.2d 215. 
210. 524 U.S. 206, 118 S.Ct. 1952, 1954-55, 141 L.Ed.2d 
215 (1998); Lee v. City of Los Angeles, 250 F.3d 668, 691 
(9th Cir.2001). Therefore, Plaintiff may raise a claim for 
violating Title II of the ADA against the County of Los 
Angeles. United States v. Georgia, 546 U.S. 151, 154, 
126 S.Ct. 877, 879, 163 L.Ed.2d 650 (2006). However, to 
state a disability discrimination claim under Title II, a 
plaintiff must allege, among other things, that he “was 
either excluded from participation in or denied the 
benefits of the public entity’s services, programs, or 
activities, or was otherwise discriminated against by the 
public entity” by reason of his disability. McGary v. City 
of Portland, 386 F.3d 1259, 1265 (9th Cir.2004); 
Thompson v. Davis, 295 F.3d 890, 895 (9th Cir.2002) (per 
curiam ). Further, to recover monetary damages under 
Title II, such discrimination must be intentional on the 
part of the defendants. Duvall v. County of Kitsap, 260 
F.3d 1124, 1138 (9th Cir.2001); Ferguson v. City of 
Phoenix, 157 F.3d 668, 678 (9th Cir.1998). That means a 
plaintiff must allege the defendant had “both knowledge 
that a harm to a federally protected right is substantially 
likely, and a failure to act upon the likelihood.” Duvall, 
260 F.3d at 1139. Yet, here, Plaintiff does not allege the 
elements required to set forth a Title II claim. He does not 
allege that his treatment by deputies during the riot 
differed from that of any other inmate based on his HIV 
or mental illness status. Moreover, he does not allege that 
deputies had knowledge that harm to a federally protected 
right was substantially likely; thus, the ADA aspect of 
Plaintiff’s First Cause of Action should also be dismissed. 
Hubbs v. County of San Bernardino, 538 F.Supp.2d 1254, 
1267-1268 (C.D.Cal.2008).
 
*5 As with Plaintiff’s municipal liability claim, his ADA 
claim should be dismissed without leave to amend 
because it is based on essentially the same factual 
allegations previously determined inadequate to constitute 

federal claims. In addition, Plaintiff’s assertion of an 
ADA claim against the County violates the court’s 
instruction in that it exceeds the scope of the court’s grant 
of leave to amend.
 

2. John Doe Defendants:
In his Fourth Cause of Action, Plaintiff alleges that John 
Doe Defendants ordered him to pick up a dirty mattress 
and sleep on it on the jail floor for several days following 
the riot. The environment was littered with tear gas 
canisters and Plaintiff’s jail uniform was contaminated 
with pepper spray. Plaintiff alleges he was denied 
showers, and other basic hygiene during this time period. 
[SAC ¶¶ 40-45.]
 
These allegations are essentially the same as those 
previously alleged against Defendant King in the 
Complaint and the FAC, and dismissed without leave to 
amend based on failure to adequately allege an 
objectively serious deprivation under the circumstances, 
or deliberate indifference. See Farmer, 511 U.S. at 834. 
Plaintiff’s Fourth Cause of Action against the Doe 
Defendants should therefore be dismissed. This dismissal 
should be without leave to amend because Plaintiff’s 
allegations border on specious in that they repeat 
previously dismissed allegations of constitutional harm 
against a new defendant, without alleging anything 
factually different that would give rise to a cognizable 
claim. Further, Plaintiff’s allegations exceed the court’s 
grant of leave to amend.
 

B. MOTION TO DISMISS
Plaintiff’s one original civil rights claim asserted pursuant 
to 42 U.S.C. § 1983 (now alleged as his Second Cause of 
Action), arises from alleged deliberate indifference to 
Plaintiff’s serious medical needs immediately following a 
racially-motivated attack and subsequent prison 
disturbance which occurred on July 13, 2006, at the East 
Max Facility of the Los Angeles County Jail in Castaic, 
California. [See SAC ¶¶ 1-6, 18-29.]
 

1. Factual Background:
Plaintiff alleges that he was attacked, while sleeping, by 
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three or more Mexican gang members, and then kicked, 
stomped, and punched for seven to ten minutes until 
fellow Black inmates pulled him to his feet. [SAC ¶¶ 3-5.] 
The racially-motivated attack by Mexican and White 
inmates against Black inmates allegedly lasted for 
approximately twenty minutes before prison officials 
were able to subdue the prisoners. [SAC ¶¶ 5-6.] Plaintiff 
was then herded into a small bathroom with thirty-six 
other Black inmates, where he repeatedly made requests 
through a metal partition to Defendant King for medical 
treatment for his bloody, swollen eyes, nose, and mouth. 
[SAC ¶¶ 6, 21-23.] Defendant King allegedly ignored 
Plaintiff’s requests for approximately twenty minutes. 
[SAC ¶ 21.] Plaintiff alleges that Defendant King 
demonstrated deliberate indifference to his serious 
medical needs by failing to release Plaintiff from the 
locked bathroom so that he could get medical treatment. 
[SAC ¶ 27.]
 

2. Legal Standard:
*6 Defendant King’s Motion to Dismiss, asserted under 
Fed.R.Civ.P. 12(b)(6) tests the legal sufficiency of a 
statement of claim for relief. A complaint may be 
dismissed for failure to state a claim based on either the 
lack of a cognizable legal theory or insufficient facts 
under a cognizable legal theory. Balistreri v. Pacifica 
Police Dep’t, 901 F.2d 696, 699 (9th Cir.1990) (2d 
amended opinion). A complaint may also be dismissed for 
failure to state a claim if it discloses some fact that will 
necessarily defeat the claim. Franklin v. Murphy, 745 
F.2d 1221, 1228-29 (9th Cir.1984).
 
Motions to dismiss for “failure to state a claim upon 
which relief can be granted” are considered in light of the 
liberal pleading standard of Fed.R.Civ.P. 8(a)(2), which 
requires only “a short and plain statement of the claim 
showing that the pleader is entitled to relief.” Erickson v. 
Pardus, 551 U.S. 89, ----, 127 S.Ct. 2197, 2200, 167 
L.Ed.2d 1081 (2007). “Specific facts are not necessary; 
the statement need only give the defendant fair notice of 
what the ... claim is and the grounds upon which it rests.” 
Id. (quotation marks and citations omitted). Moreover, in 
considering the sufficiency of a pleading, the court must 
liberally construe a pro se complaint, which “however 
inartfully pleaded, must be held to less stringent standards 
than formal pleadings drafted by lawyers.” Id. (quoting 
Estelle v. Gamble, 429 U.S. 97, 106, 97 S.Ct. 285, 50 
L.Ed.2d 251 (1976)).
 
On the other hand, dismissal is appropriate if the plaintiff 
fails to make allegations which “are enough to raise a 

right to relief above the speculative level” and are 
sufficient to show “a plausible entitlement” to recovery 
under a viable legal theory. Bell Atlantic v. Twombly, 550 
U.S. 544, ----, 127 S.Ct. 1955, 1965, 1967, 167 L.Ed.2d 
929 (2007).2 While the court “must accept as true all of 
the factual allegations contained in the complaint,” 
Erickson, 127 S.Ct. at 2200 (citing Bell Atlantic, 127 
S.Ct. at 1965), it need not credit mere labels, conclusions 
or “formulaic recitation of the elements of a cause of 
action,” Bell Atlantic, 127 S.Ct. at 1965 (citing Papasan 
v. Allain, 478 U.S. 265, 286, 106 S.Ct. 2932, 92 L.Ed.2d 
209 (1986)). See also Cholla Ready Mix. Inc. v. Civish, 
382 F.3d 969, 973 (9th Cir.2004) (“[T]he court is not 
required to accept legal conclusions cast in the form of 
factual allegations if those conclusions cannot reasonably 
be drawn from the facts alleged. Nor is the court required 
to accept as true allegations that are merely conclusory, 
unwarranted deductions of fact, or unreasonable 
inferences.” (quotation marks and citations omitted)). 
Dismissal for failure to state a claim can be warranted 
based on either the lack of a cognizable legal theory or the 
absence of factual support for a cognizable legal theory. 
Balistreri v. Pacifica Police Dep’t, 901 F.2d 696, 699 (9th 
Cir.1990) (citation omitted). A complaint may also be 
dismissed for failure to state a claim if it discloses some 
fact or complete defense that will necessarily defeat the 
claim. Franklin v. Murphy, 745 F.2d 1221, 1228-29 (9th 
Cir.1984) (citation omitted).
 

3. Deliberate Indifference:
*7 A prisoner asserting a Section 1983 claim based on his 
medical care must allege “acts or omissions sufficiently 
harmful to evidence deliberate indifference to serious 
medical needs.” Estelle v. Gamble, 429 U.S. 97, 106, 97 
S.Ct. 285, 50 L.Ed.2d 251 (1976). A serious medical need 
exists if failure to treat the condition could result in 
further significant injury or the unnecessary and wanton 
infliction of pain. McGuckin v. Smith, 974 F.2d 1050, 
1059 (9th Cir.1992), overruled on other grounds by WMX 
Techs., Inc. v. Miller, 104 F.3d 1133 (9th Cir.1997). 
Deliberate indifference requires that defendants 
purposefully ignore or fail to respond to the prisoner’s 
pain or medical need. McGuckin, 974 F.2d at 1060; 
Hutchinson v. United States, 838 F.2d 390, 394 (9th 
Cir.1988) (deliberate indifference may be found where 
prison officials “deny, delay or intentionally interfere with 
medical treatment, or it may be shown by the way in 
which prison physicians provide medical care.”). 
However, neither an inadvertent failure to provide 
medical care by prison authorities, nor negligence or 
malpractice by medical staff, constitutes deliberate 
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indifference. Estelle, 429 U.S. at 107. Moreover, a delay 
in medical treatment generally amounts to deliberate 
indifference only if the delay was harmful. Wood v. 
Housewright, 900 F.2d 1332, 1335 (9th Cir.1990); 
Shapley v. Nevada Bd. of State Prison Comm’rs., 766 
F.2d 404, 407 (9th Cir.1985).
 
Despite being advised previously of the need to allege 
with more specificity his serious medical needs and any 
lingering effects, Plaintiff’s allegations still amount to the 
following: he was “freely bleeding from the nose and 
mouth” (SAC ¶ 18); suffered “severe pain from a swollen 
face” (SAC ¶ 20); and had “bloody, swollen eyes, nose, 
mouth” (SAC ¶ 23). Plaintiff alleges no further injuries or 
lingering effects. Based on the foregoing, Plaintiff, again, 
has not alleged a “serious” medical need. See Jett v. 
Penner. 439 F.3d 1091, 1096 (9th Cir.2000) (medical 
need is “serious” “if failure to treat [it] could result in 
further significant injury or unnecessary and wanton 
infliction of pain.”) (internal quotation marks and 
citations omitted). Further, even assuming, arguendo, that 
Plaintiff had an objectively serious medical need, he has 
not alleged that Defendant King had knowledge of that 
need and disregarded it. See Gibson v. County of Washoe, 
290 F.3d 1175, 1197 (9th Cir.2002) (sheriff’s deputies 
who were unaware of an inmate’s medical condition 
“cannot be held liable for having been ‘deliberately 
indifferent’ to it.”). This is Plaintiff’s third unsuccessful 
attempt to allege a medical deliberate indifference claim. 
Accordingly, Plaintiff’s medical deliberate indifference 
claim alleged against Defendant King should be 
dismissed without leave to amend.
 

C. DISMISSAL SHOULD BE WITHOUT LEAVE 
TO AMEND
The entire SAC should be dismissed without leave to 
amend. A pro se litigant must be given leave to amend his 
or her complaint unless it is absolutely clear that the 
deficiencies of the complaint cannot be cured by 
amendment. Noll v. Carlson, 809 F.2d 1446, 1448 (9th 

Cir.1987). Nevertheless, “[u]nder Ninth Circuit case law, 
district courts are only required to grant leave to amend if 
a complaint can possibly be saved. Courts are not required 
to grant leave to amend if a complaint lacks merit 
entirely.” Lopez v. Smith, 203 F.3d 1122, 1129 (9th 
Cir.2000). Where further amendment would be futile, the 
court may exercise its discretion and deny leave to amend. 
Lopez, 203 F.3d at 1129. The trial court’s discretion to 
refuse leave to amend is particularly broad when the court 
has previously granted leave to amend. Griggs v. Pace 
Am. Group, Inc., 170 F.3d 877, 879 (9th Cir.1999).
 
*8 This is Plaintiff’s Second Amended Complaint. The 
court has entered two prior dismissal orders identifying 
the deficiencies in the prior complaints and granting 
Plaintiff an opportunity to rectify them. As to those 
respects in which the Second Amended Complaint 
remains deficient, further leave to amend would be futile 
and should be denied. See Ramos v. Monteiro, No. 
06-632-GAF (JTL), 2008 WL 4184644, *28-29 
(C.D.Cal.2008).
 

RECOMMENDATION

Accordingly, the Magistrate Judge recommends that the 
court issue an order: (1) accepting this Report and 
Recommendation; (2) granting Defendant King’s Motion 
to Strike as to Plaintiff’s Third Cause of Action and 
denying it as to Plaintiff’s First and Fourth Causes of 
Action; (3) granting Defendant King’s Motion to Dismiss 
as to Plaintiff’s Second Cause of Action; and (4) 
dismissing the Second Amended Complaint, and the 
action without leave to amend.
 

All Citations

Not Reported in F.Supp.2d, 2009 WL 666449

Footnotes

1 Plaintiff’s original Complaint was filed on January 4, 2007, pursuant to an order granting his request to proceed without 
prepayment of the full filing fee in accordance with 28 U.S.C. § 1915. The court ordered the Complaint served on Defendants 
Trevor King and Andrew Boettcher, only, in their individual capacities. On February 8, 2008, the court granted a Motion to 
Dismiss filed by Defendants King and Boettcher, and ordered the Complaint dismissed with leave to amend. On March 12, 2008, 
Plaintiff filed a First Amended Complaint, which the court dismissed, granting Defendants’ Motion to Dismiss, and ordering 
limited leave to amend as to Plaintiff’s medical deliberate indifference claim alleged against Defendant King only.

2 In Bell Atlantic, the Supreme Court considered a frequently cited passage from Conlev v. Gibson, 355 U.S. 41, 78 S.Ct. 99, 2 
L.Ed.2d 80 (1957) concerning “the accepted rule that a complaint should not be dismissed for failure to state a claim unless it 
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appears beyond doubt that the plaintiff can prove no set of facts in support of his claim which would entitle him to relief.” Bell 
Atlantic, 127 S.Ct. at 1968 (quoting Conley, 355 U.S. at 45-46). The Court interpreted this passage from Conley as meaning that, 
“once a claim has been stated adequately, it may be supported by showing any set of facts consistent with the allegations in the 
complaint.” Bell Atlantic, 127 S.Ct. at 1969. The Court rejected any interpretation of the Conley passage under which “a wholly 
conclusory statement of claim would survive a motion to dismiss whenever the pleadings left open the possibility that a plaintiff 
might establish some ‘set of [undisclosed] facts’ to support recovery.” Id. at 1968 (internal quotation marks and bracketing in 
original).

End of Document © 2021 Thomson Reuters. No claim to original U.S. Government Works.
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United States District Court, E.D. California.

Kenneth G. BEAVERS, Plaintiff,
v.

NEW PENN FINANCIAL LLC, dba 
Shellpoint Mortage Servicing; Resurgent 
Capital Services LP; Resurgent Mortgage 
Servicing; Federal Home Loan Mortgage 
Corporation; and Does 1-50, Defendants.

Case No.: 1:17-cv-00747-JLT
|

Signed 01/11/2018

Attorneys and Law Firms

Kenneth G. Beavers, Bakersfield, CA, pro se.

Parisa Jassim, Preston Ascherin, Akerman Senterfitt, 
LLP, Los Angeles, CA, for Defendants.

ORDER DENYING DEFENDANTS’ MOTION TO 
STRIKE

Jennifer L. Thurston, UNITED STATES MAGISTRATE 
JUDGE

*1 Kenneth Beavers asserts the defendants are liable for 
wrongful actions related to processing his applications for 
loan modification and the foreclosure of his home. 
Defendants seek to strike portions of the of the Second 
Amended Complaint pursuant to Rule 12(f) and Rule 
15(a)(1)-(2) of the Federal Rules of Civil Procedure. 
(Doc. 35) Because the Court concludes Plaintiff’s leave to 
amend was not limited, the motion to strike is DENIED.
 

I. Relevant Background
In the First Amended Complaint filed on August 14, 
2017, Plaintiff identified the following causes of action: 
(1) failure to respond to Qualified Written Requests in 
violation of the Real Estate Settlement Procedures Act, 12 
U.S.C. § 2605; (2) violations of the Fair Debt Collection 
Practices Act, 15 U.S.C. § 1692; (3) violations of the 
Consumer Financial Protection Bureaus Loss Mitigation 
Laws, Regulations, and Procedures, 12 C.F.R. § 1024.41; 
(4) violations of the Fair Credit Reporting Act, 15 U.S.C. 
§ 1685; and (5) violation of the confidentiality of 
financial records and privacy under 12 U.S.C. § 3403 and 
12 C.F.R. 1016. (See Doc. 21 at 6-29)
 
Defendant challenged several causes of action through a 
motion to dismiss, which was granted by the Court on 
October 12, 2017. (Docs. 24, 30) The Court dismissed the 
first, second, third, and fourth claims for relief with leave 
to amend; and the fifth claim was dismissed without leave 
to amend. (Doc. 30 at 15) Plaintiff was ordered to “file a 
Second Amended Complaint within thirty days of the date 
of service of th[e] order” that “exclude[d] all unnecessary 
evidentiary detail, including allegations related to claims 
barred by the statute of limitations.” (Id.) The Court 
informed Plaintiff that if he failed to comply with the 
order, the Court would deem it an admission that he could 
not “cure the complaint.” (Id. at 16)
 
On November 14, 2017, Plaintiff filed his Second 
Amended Complaint. (Doc. 33) In the amended pleading, 
Plaintiff alleged the following causes of action: (1) 
violations of the Consumer Financial Protection Bureaus 
Loss Mitigation Laws, Regulations, and Procedures, 12 
C.F.R. § 1024.41, and California Foreclosure Reduction 
Act of 2013, Cal. Civ. Code § 2923.7; (2) violation of The 
Privacy Act, 12U.S.C. § 3403; (3) breach of a fiduciary 
duty; (4) breach of the covenant of good faith and fair 
dealing; and (5) fraud. (See Doc. 33 at 1, 11-19) 
Defendant now seeks to strike the first cause of action to 
the extent it is based upon California law, as well as the 
third, fourth, and fifth causes of action in their entirety. 
(Doc. 35)
 

II. Striking Portions of a Complaint
Pursuant to Rule 12(f), a district court “may strike from a 
pleading ... any redundant, immaterial, impertinent, or 
scandalous matter.” Fed. R. Civ. P. 12(f). A “redundant” 
matter is comprised “of allegations that constitute a 
needless repetition of other averments or which are 
foreign to the issue to be denied.” Wilkerson v. Butler, 
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229 F.R.D. 166, 170 (E.D. Cal. 2005). An immaterial 
matter “has no essential or important relationship to the 
claim for relief or the defenses being pleaded,” while an 
“[i]mpertinent matter consists of statements that do not 
pertain, and are not necessary, to the issues in question.” 
Fantasy, Inc. v. Fogerty, 984 F.2d 1524, 1527 (9th Cir. 
1993), rev’d on other grounds (quoting 5 Charles A. 
Wright & Arthur R. Miller, Federal Practice and 
Procedure § 1382, at 706-07, 711 (1990)). The purpose of 
a Rule 12(f) motion “is to avoid the expenditure of time 
and money that must arise from litigating spurious issues 
by dispensing with those issues prior to trial.” 
Sidney-Vinstein v. A.H. Robins Co., 697 F.2d 880, 885 
(9th Cir. 1983).
 
*2 In addition, pursuant to Local Rule 110, “[f]ailure of ... 
a party to comply with ... any order of the Court may be 
grounds for imposition by the Court of any and all 
sanctions authorized by statute or Rule or within the 
inherent power of the Court.” As the Ninth Circuit 
observed, “district courts have inherent power to control 
their dockets and may impose sanctions, including 
dismissal, in the exercise of that discretion.” Hernandez v. 
City of El Monte, 138 F.3d 393, 398 (9th Cir. 1998) 
(citation omitted). For example, “based on its inherent 
powers, a court may strike material from the docket, 
including portions of a document, reflecting procedural 
impropriety or lack of compliance with court rules or 
orders.” Jones v. Metro. Life Ins. Co., 2010 WL 4055928, 
at *6 (N.D. Cal. Oct. 15, 2010) (collecting cases); see also 
Vahora v. Valley Diagnostics Lab., Inc., 2017 WL 
2572440 (E.D. Cal. June 14, 2017) (explaining the Court 
has the authority under Rule 12(f) and as part of its 
inherent power to strike causes of action from a 
complaint).
 

III. Discussion and Analysis
Defendants argue several causes of action in the Second 
Amended Complaint should be stricken because Plaintiff 
“did not seek and was not granted leave to bring these 
claims, either by independent motion or in opposing 
defendants’ prior motion to dismiss.” (Doc. 35 at 4) 
Specifically, Defendants contend Plaintiff’s first cause of 
action, to the extent it is based upon a violation of Cal. 
Civ. Code § 2923.7, should be stricken. (Id.) In addition, 
Defendants argue the causes of actions for breach of 
fiduciary duty, breach of the covenant of good faith and 
fair dealing, and fraud should be stricken. (Id.)
 
As Defendants acknowledge, district courts within the 
Ninth Circuit “generally allow plaintiffs to add new 
claims and/or parties to an amended complaint where a 

prior order of dismissal granted leave to amend without 
limitation.” Vahora, 2017 WL 2572440 at *2 (quoting 
Jameson Beach Prop. Owners Assoc. v. United States, 
2014 WL 4925253 at *3 (E.D. Cal. Sept. 29, 2014)); see 
also Cover v. Windsor Surry Co., 2016 WL 3421361 at *3 
(N.D. Cal. June 22, 2016); Topadzhikyan v. Glendale 
Police Dep’t, 2010 WL 2740163 at *3 n.1 (C.D. Cal. July 
8, 2010). On the other hand, “where leave to amend is 
given to cure deficiencies in certain specified claims, 
courts have held that new claims alleged for the first time 
in the amended pleading should be dismissed or stricken.” 
Vahora, 2017 WL 2572440 at *2 (quoting Ketab Corp. v. 
Mesriani & Assocs., 2015 WL 8022874 at *8 (C.D. Cal. 
Dec. 4, 2015)); see also Jameson Beach Prop. Owners 
Assoc., 2014 WL 4925253 at *3 (“where a prior court 
order granted limited leave to amend, District Courts in 
this circuit generally strike new claims or parties 
contained in an amended complaint when the plaintiff did 
not seek leave to amend”). Consequently, whether the 
court will accept new causes of action “after a motion to 
dismiss will depend on whether the plaintiff was granted 
leave to amend with or without limitation.” Jameson 
Beach Prop. Owners Assoc, 2014 2014 WL 4925253 at 
*3.
 
To determine “whether or not leave to amend was granted 
without limitation,” the Court must evaluate “the specific 
language of the prior order.” Jameson Beach Prop. 
Owners Assoc, 2014 2014 WL 4925253 at *3. “When the 
language of an order clearly states that a plaintiff may 
only amend to address certain deficiencies identified in 
the order, courts have held that a plaintiff is barred from 
adding new claims or parties.” Id. at *4. For example, in 
Kouretas v. Nationstar Mortg. Holdings, Inc., the Court 
found the plaintiff’s new claims should be dismissed as 
exceeding the scope of the its order where the order 
granted a motion to dismiss and provided “leave to amend 
as to” a specific claim, but other claims where dismissed 
“without leave to amend.” Id. 2015 WL 1751750, at *2 
(E.D. Cal. Apr. 16, 2015). Likewise, the court found leave 
to dismiss was limited where the order stated the plaintiff 
could “file an amended complaint addressing the 
deficiencies identified herein.” Benton v. Baker Hughes, 
2013 WL 3353636 at *3 (C.D. Cal. June 30, 2013).
 
*3 In this case, the Court addressed each claim challenged 
by the defendants in the motion to dismiss. (See Doc. 30 
at 8-15) The Court agreed Plaintiff’s fifth claim for relief 
failed as a matter of law, to the extent it was based upon 
12 C.F.R. § 1016. (Id. at 15) To that extent, the fifth claim 
was dismissed without leave to amend. (Id.) As to the 
remaining claims challenged by the defendants, the Court 
found the facts alleged were insufficient and dismissed 
claims with leave to amend. (Id. at 8-14) In doing so, the 
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Court indicated it was granting Plaintiff and opportunity 
to “cure the complaint.” (Id. at 15) The Court is not 
persuaded this language limited Plaintiff to curing only 
the challenged causes of action.
 
Even if the Court were to agree that Plaintiff exceeded the 
scope of leave granted, “[e]xceeding the scope of a 
court’s leave to amend is not necessarily sufficient 
grounds for striking a pleading or portions thereof.” Khan 
v. K2 Pure Sols., L.P., 2013 WL 6503345, at *11 (N.D. 
Cal. Dec. 4, 2013). Rather, “the court may choose not to 
strike the pleading in the interests of judicial economy,’ 
even ‘when a pleading is improperly filed.’ ” Vehora, 
2017 WL 2572440 at *4 (quoting Manzano v. MetLife 
Bank N.A., 2011 WL 2080249 at *3 (E.D. Cal. May 25, 
2011)). This is particularly true “when it does not appear 
that any of the parties will be prejudiced by allowing the 
change.” Id. (citation omitted). Thus, the Court has 
declined to strike portions of a complaint where the case 
was “in its infancy and the Court has not yet entered a 
scheduling order.” Id. Similarly, here, the case has not 
been scheduled and there is not any prejudice, as the 
defendants have concurrently filed a motion to dismiss the 

same causes of action they seek to strike. (See Doc. 34)
 

IV. Conclusion and Order
Defendants fail to demonstrate the new claims exceed the 
scope of the Court’s order granting Plaintiff leave to 
amend the pleading. Accordingly, the Court finds Plaintiff 
has complied with the Courts order to file a Second 
Amended Complaint, and the new causes of action should 
not be stricken pursuant to Rule 12(f). See Vehora, 2017 
WL 2572440 at *3-4.
 
Based upon the foregoing, the Court ORDERS: 
Defendants’ motion to strike portions of the Second 
Amended Complaint (Doc. 35) is DENIED.
 

IT IS SO ORDERED.

All Citations

Not Reported in Fed. Supp., 2018 WL 385421

End of Document © 2021 Thomson Reuters. No claim to original U.S. Government Works.
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United States District Court, C.D. California.

BLACKSTONE EQUIPMENT 
FINANCING, L.P.

v.
Gary BERNHARD, et al.

Case No. SACV 10–1733–JST (MLGx)
|

Filed 05/05/2011

Attorneys and Law Firms

Thomas E. McCurnin, Barton Klugman and Oetting LLP, 
Los Angeles, CA, for Blackstone Equipment Financing, 
L.P.

Gary Bernhard, Royersford, PA, pro se.

Susan Bernhard, Royersford, PA, pro se.

PROCEEDINGS: (IN CHAMBERS) ORDER 
GRANTING IN PART AND DENYING IN PART 
PLAINTIFF’S MOTION TO DISMISS 
DEFENDANTS’ FIRST AMENDED 
COUNTERCLAIM (Doc. 43)

JOSEPHINE STATON TUCKER, UNITED STATES 
DISTRICT JUDGE

*1 Before the Court is the following motion: Plaintiff’s 
Motion to Dismiss Defendants’ First Amended 
Counterclaim (Doc. 43). The Court finds this matter 
appropriate for decision without oral argument. Fed. R. 
Civ. P. 78; C.D. Cal. R. 7–15. Accordingly, the hearing 
set for May 9, 2011, at 10:00 a.m. is removed from the 
calendar.
 

I. BACKGROUND
Plaintiff Blackstone Equipment Financing, L.P. 
(“Blackstone”) filed this action against Defendants Gary 
and Susan Bernhard on November 10, 2010. (Doc. 1.) On 
March 29, 2011, Gary and Susan Bernhard, as well as GB 
Excavating Inc. (“the Bernhards”), filed their First 
Amended Counterclaim (“FACC”) against Blackstone, as 
well as Counter–Defendants Richard W. London and 
Metrix Financial Group.1 (Doc. 38.)
 
Both parties agree that in May 2006, the Bernhards 
entered into an agreement (“the Agreement”) with 
Blackstone. (See FACC ¶ 10.) The Agreement sets forth a 
schedule under which the Bernhards were to make sixty 
(60) payments of $5,797.23, in exchange for the use of 
certain construction equipment (“the Equipment”), 
specifically two backhoes, two track loaders, three 
trachoes, two bulldozers, and three rollers. (FACC, Exh. 
1.) Both Blackstone and the Bernhards attached a copy of 
the Agreement to their operative complaints. The 
Bernhards allege that the Agreement was a loan, and the 
FACC’s eight claims rely on the Agreement being a loan. 
Blackstone filed this Motion to Dismiss the FACC on 
April 8, 2011; Blackstone, among other things, argues 
that the Agreement is a “true lease,” which precludes all 
of the Bernhard’s counterclaims. (Doc. 43.) Having read 
the papers, the Court GRANTS IN PART AND DENIES 
IN PART Blackstone’s Motion.
 

II. LEGAL STANDARD
When evaluating a Rule 12(b)(6) motion, the Court must 
accept as true all allegations of material facts that are in 
the complaint and must construe all inferences in the light 
most favorable to the non-moving party. Moyo v. Gomez, 
32 F.3d 1382, 1384 (9th Cir. 1994). Rule 12(b)(6) is read 
in conjunction with Rule 8(a), which requires only a short 
and plain statement of the claim showing that the pleader 
is entitled to relief. Fed. R. Civ. P. 8(a)(2). “Specific legal 
theories need not be pleaded so long as sufficient factual 
averments show that the claimant may be entitled to some 
relief.” Fontana v. Haskin, 262 F.3d 871, 877 (9th Cir. 
2001). Dismissal of a complaint for failure to state a claim 
is not proper where a plaintiff has alleged “enough facts 
to state a claim to relief that is plausible on its face.” Bell 
Atl. Corp. v. Twombly, 550 U.S. 544, 570 (2007). “A 
claim has facial plausibility when the plaintiff pleads 
factual content that allows the court to draw the 
reasonable inference that the defendant is liable for the 
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misconduct alleged.” Ashcroft v. Iqbal, 129 S. Ct. 1937, 
1949 (2009). “And, of course, a well-pleaded complaint 
may proceed even if it strikes a savvy judge that actual 
proof of those facts is improbable, and that a recovery is 
very remote and unlikely.” Twombly, 550 U.S. at 556 
(internal quotation marks and citation omitted).
 
*2 When the legal sufficiency of a complaint’s allegations 
are tested by a motion under Rule 12(b)(6), review is 
typically limited to the complaint, however, “a court may 
consider material which is properly submitted as part of 
the complaint on a motion to dismiss without converting 
the motion to dismiss into a motion for summary 
judgment.” Lee v. City of Los Angeles, 250 F.3d 668, 688 
(9th Cir. 2001) (internal quotation marks and citation 
omitted). In addition, under Rule 10(c), “[a] copy of a 
written instrument that is an exhibit to a pleading is a part 
of the pleading for all purposes.” Fed. R. Civ. P. 10(c). 
When such a document is offered, “the district court may 
treat such a document as part of the complaint, and thus 
may assume that its contents are true for purposes of a 
motion to dismiss under Rule 12(b)(6).” United States v. 
Ritchie, 342 F.3d 903, 908 (9th Cir. 2003).
 

III. DISCUSSION
First, the Court holds that the Agreement is not 
ambiguous regarding what would happen to the 
Equipment after all sixty payments were made. “Whether 
a contract is or is not ambiguous is a question of law for 
the court.” U.S. for Use of White Masonry, Inc. v. F.D. 
Rich Co., 432 F.2d 855, 856 (9th Cir. 1970) (citing cases). 
Paragraph seven of the Agreement states: “After all lease 
payments have been made Lessee will, at its expense, 
immediately insure and ship the Equipment and operating 
manuals to a destination designated by Lessor ....” 
(FACC, Exh. 1.) The Bernhards argue, without citation to 
any legal authority, that this paragraph “only states what 
is to happen upon ‘termination’ of the agreement during 
the executor period, which has a completely different 
legal meaning than expiration on its own terms.” (Opp., 
Doc. 49, at 3.) The Court, finding no support for this 
argument, concludes that the Agreement is not ambiguous 
in setting forth that the Equipment is to be shipped to a 
destination designated by Blackstone when the 
Agreement expires.
 
Second, the Court concludes that the Agreement could be 
a loan, because the Bernhards have alleged facts, which if 
proven, establish that the Agreement meets the criteria for 
creating a security interest under California Commercial 
Code section 1203. Section 1203 sets forth a bright-line 

two-part test for determining if a transaction creates a 
security interest: (A) the consideration the lessee must pay 
the lessor for the right to possession and use of the goods 
at issue must be “an obligation for the term of the lease 
and ... not subject to termination by the lessee,” and (B) 
one of the following four requirements must be met: (i) 
“the original term of the lease is equal to or greater than 
the remaining economic life of the goods;” (ii) the lessee 
must “renew the lease for the remaining economic life of 
the goods” or “become the owner of the goods;” (iii) the 
lessee has an option to renew the lease for the remaining 
economic life of the goods for either nominal 
consideration or no additional consideration; or (iv) the 
lessee has an option to become the owner of the goods for 
either nominal or no additional consideration. Cal. Com. 
Code § 1203(b).
 
Here, the Agreement did not permit the Bernhards to 
terminate the transaction, thus meeting the first part of the 
bright-line test. Blackstone argues the Agreement meets 
none of the four requirements set forth in the second part 
of the bright-line test, because there was no signed 
purchase option under which the Bernhards could become 
the owners of the Equipment for either nominal or no 
additional consideration. The Bernhards also allege, 
however, that “the original term of the finance agreement 
was equal [to] or greater than the economic life of the 
goods; i.e. the [Bernhards] have paid for more than the 
entire value of the equipment set at the inception of [the 
Agreement] and [Blackstone] ha[s] no meaningful 
residual interest in said equipment.” (FACC ¶ 13.) The 
Court holds that this is a factual allegation that, if proven, 
would establish under the bright-line test that the 
Agreement created a security interest and not a true lease.
 
*3 Third, the Court concludes that the Bernhards’ sixth 
claim for relief for breach of the covenant of good faith 
and fair dealing is based solely on the Bernhards’ 
allegation that Blackstone “fail[ed] to honor the $1.00 
purchase option in the agreement.” FACC ¶ 60.) As the 
Court has already held, the Agreement is unambiguous 
and does not contain a purchase option. Therefore, the 
Court dismisses the sixth claim of the FACC without 
prejudice.
 
Fourth, the Court concludes that Bernhards’ third through 
eighth claims do not fail as a matter of law, because the 
Bernhards’ allege that “misrepresentations were made by 
Counter–Defendant Blackstone directly and through its 
agents ....” (See, e.g., FACC ¶¶ 37, 45.) Under Rule 
12(b)(6), the Court accepts these allegations as true. 
Therefore, the claims survive, regardless of whether 
Counter–Defendant Richard London was or was not an 
agent of Blackstone.
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Finally, the Court notes that, although Blackstone states 
on page four of its Motion that the Bernhards’ failure to 
submit a summons to Counter–Defendant Richard 
London is “a basis for the Motion to Dismiss,” Blackstone 
makes no further arguments as to why this is so, nor does 
it present any legal authority supporting this argument.
 

IV. CONCLUSION
For the foregoing reasons, the Court GRANTS IN PART 
AND DENIES IN PART Plaintiff’s Motion to Dismiss 
the First Amended Counterclaim. Any amended 
Counterclaim must be filed within 45 days.
 

All Citations

Not Reported in Fed. Supp., 2011 WL 13227750

Footnotes

1 Neither Richard W. London nor Metrix Financial Group Inc. made an appearance in this case.

End of Document © 2021 Thomson Reuters. No claim to original U.S. Government Works.
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Howard Troy Romero of Romero Park P.S. argued for 
appellant Bradley D. Sharp, Chapter 11 Liquidation 
Trustee;

Michael Benz of Chapman and Cutler LLP argued for 
Appellee Anson Investments Master Fund, LLP;

Scott Mendeloff of Greenberg Traurig, LLP argued for 
Appellee Intracoastal Capital, LLC.

Before: BRAND, SPRAKER and TAYLOR, Bankruptcy 
Judges.

MEMORANDUM*

INTRODUCTION

*1 Bradley D. Sharp appeals (1) an order granting 
appellees’ motions to dismiss his first amended complaint 
to avoid and recover alleged constructive fraudulent 
transfers1 to appellees, and (2) an order denying 
reconsideration of that decision. Although we agree that 
Sharp’s first amended complaint failed to plead plausible 
claims against appellees, we believe that the bankruptcy 
court should have granted him leave to amend. 
Accordingly, we AFFIRM in part, REVERSE in part, and 
REMAND.
 

I. FACTUAL BACKGROUND AND PROCEDURAL 
HISTORY

A. Background of the parties and the alleged 
fraudulent transfers
Blue Earth, Inc. (“BEI”) was a provider of alternative and 
renewable energy solutions for small and medium-sized 
commercial facilities. BEI filed a chapter 112 bankruptcy 
case on March 21, 2016. Sharp (“Trustee”) is the trustee 
of the litigation trust that was established to investigate 
and prosecute causes of action for the benefit of the 
litigation trust beneficiaries.
 
The following facts are as alleged by Trustee. During an 
expansion period for BEI, the company was in constant 
need of cash infusions to fund its operations and the 
operations of its subsidiaries until the entities could 
develop projects and become profitable. BEI raised the 
necessary capital through a combination of equity sales 
and loans. By October 2015, BEI’s financial outlook was 
bleak. The company was borrowing funds from its 
officers and directors to meet basic obligations, such as 
payroll.
 
To raise capital to avoid a default on a secured loan that 
could have precipitated BEI’s bankruptcy, BEI turned to 
one of its shareholders, Intracoastal Capital, LLC 
(“Intracoastal”), and a new investor, Anson Investments 
Master Fund, LLP (“Anson”). On October 16, 2015, BEI 
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entered into Securities Purchase Agreements with 
Intracoastal and Anson (the “SPAs”). In exchange for 
$2,000,000 from each investor, each investor would 
receive 4,000,000 shares of BEI common stock, 6-month 
warrants to purchase an additional 4,000,000 common 
stock shares for $0.50 per share, and five-and-a-half year 
warrants to purchase an additional 4,000,000 common 
stock shares for $0.83 per share. Intracoastal’s and 
Anson’s respective $2,000,000 investments closed on 
October 20, 2015.
 
Just days after the SPAs closed, BEI, Intracoastal and 
Anson agreed to undo the transactions. On October 27, 
2015, Intracoastal and Anson each executed an 
“Exchange Agreement” with BEI, which effectively 
reversed the SPAs. In exchange for the return of the 
4,000,000 shares and warrants Intracoastal received, BEI 
paid Intracoastal $2,000,000, plus an additional $200,000, 
$10,000 in legal fees, and a five-year warrant to purchase 
1,500,000 shares at $0.55 per share. In exchange for the 
return of the shares (less a small amount it had already 
sold) and warrants Anson received, BEI paid Anson 
$2,003,419, plus a five-year warrant to purchase 
1,500,000 shares at $0.55 per share. These “Exchange 
Agreement” transfers are the basis of Trustee’s claims 
against Intracoastal and Anson.
 
*2 By the time of the Exchange Agreements, BEI had 
already spent the $4,000,000 it raised through the SPAs 
on existing debts. Thus, to finance the stock repurchase, 
BEI had to borrow $4,900,000 from Jackson Investment 
Group, LLC (“JIG”), one of BEI’s largest shareholders 
and a senior lender. The loan was evidenced by a 9% 
Senior Secured Note due in two months on December 23, 
2015. BEI filed for bankruptcy five months after the 
Exchange Agreements.
 

B. Trustee’s original complaint and the motions to 
dismiss
In his original complaint against Intracoastal and Anson 
(together, “Defendants”), Trustee alleged that the 
Exchange Agreements constituted constructive fraudulent 
transfers under § 548(a)(1)(B). He sought to avoid the 
transfers and recover $2,210,000 from Intracoastal and 
$2,003,419 from Anson, the amounts Defendants received 
from BEI under the Exchange Agreements, plus pre- and 
post-judgment interest.
 
Defendants moved to dismiss Trustee’s original 
complaint, arguing that Trustee’s insolvency allegations 
were conclusory and contradicted public information and 

BEI’s own statements concerning its solvency at the time 
of the Exchange Agreements. Specifically, BEI had 
represented in the Exchange Agreements that it was 
financially healthy, and BEI’s Form 10-Q dated 
September 30, 2015, just weeks before the Exchange 
Agreements, reflected that BEI had nearly $80,000,000 in 
assets over liabilities (e.g., assets of nearly $100,000,000 
versus liabilities of just over $21,000,000). Lastly, 
Defendants argued that Trustee conceded BEI was solvent 
at the time, because he alleged that BEI was able to secure 
a loan from JIG for the purpose of funding the transfers.
 
In opposition, Trustee argued that even if he could not 
establish insolvency under § 548(a)(1)(B)(ii)(I), he could 
still prevail on his claim if BEI was (a) engaged in 
business or a transaction for which any property 
remaining with it was unreasonably small, or (b) if BEI 
intended to incur or believed that it would incur debts 
beyond its ability to pay as they matured. § 
548(a)(1)(B)(ii)(II), (III). Trustee requested leave to 
amend the complaint if additional facts were necessary.
 
The bankruptcy court held two hearings on the motions to 
dismiss the original complaint. At the first hearing, the 
court indicated that Trustee had sufficiently pled BEI’s 
insolvency. By the second hearing, the court had 
reconsidered and told him that ¶¶ 41-43 of the complaint 
were insufficient for pleading the three alternative 
grounds for establishing insolvency under § 
548(a)(1)(B)(ii)(I)-(III); they simply parroted the statutory 
language. Ultimately, the court granted the motions to 
dismiss with leave to amend:

THE COURT: Mr. Powell, I’m going to stick with that 
[ruling]. I think with my thinking that insolvent, do you 
mean balance sheet insolvent? Do you mean cash flow 
insolvency? You know, were they -- were their 
revenues such that they couldn’t pay their debts as they 
become due and, again, just state it. You can’t just 
restate the definition. I do think for you to file the 
complaint and state that BEI was insolvent, you have to 
have some basis, and I don’t think it’s a high bar 
here.....

Hr’g Tr. (Mar. 26, 2018) 8:1-9.
 

C. Trustee’s first amended complaint and the motions 
to dismiss
Trustee then filed his first amended complaint (“FAC”). 
To bolster his allegation that BEI was insolvent at the 
time of the Exchange Agreements, Trustee added the 
following:
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¶ 38. At the time of the Transfers, BEI suffered from 
unmanageable indebtedness. But for the funds it 
received pursuant to the October 16 SPAs, it would 
have defaulted on a secured loan that would have 
necessitated it immediately filing for bankruptcy 
protection;

*3 ¶ 39. BEI did not have sufficient funds to continue 
developing its works in progress. Such projects were 
needed to finally generate income streams for the 
company;

¶ 40. On October 15, the day before the SPAs were 
finalized, BEI had a monthly ‘burn rate’ of $900,000, 
an amount that had to be raised monthly to meet its 
debts. This was a 50% increase in the ‘burn rate’ since 
September;

¶ 42. As a result of the Transfers, BEI was left without 
meaningful cash reserves to pay its debts as they 
became due, and the Exchange Agreements ultimately 
contributed significantly to BEI declaring bankruptcy;

¶ 43. Apart from being cash-flow insolvent, BEI was 
also balance sheet insolvent at the time of the Transfers 
or became insolvent as a result thereof. Despite the 
company’s disclosures during the relevant timeframe, 
its financial statements contained various accounting 
errors that resulted in a grossly overstated value of the 
company’s assets. For example, BEI accounted for 
non-binding letters of intent on unfunded renewable 
energy projects as assets worth millions of dollars;

¶ 44. BEI proceeded with the Exchange Agreements 
with knowledge of the company’s serious financial 
problems and of the prejudice to creditors caused by 
trading $4 million in cash for over $5 million in debt;

¶ 53. As noted above, BEI was insolvent at the time of 
the Transfers or became insolvent as a result thereof. It 
no longer had the ability to pay debts as they came due 
and the value of its liabilities exceeded its actual assets;

¶ 54. The Transfers also left BEI with an unreasonably 
small amount of capital with which to engage in its 
business. It had to turn to its existing shareholders and 
creditors for funds to keep the company on life support. 
After a few unsuccessful months without capital 
needed to engage in business BEI filed for bankruptcy;

¶ 55. At the time of the Transfers, BEI was engaged in 
business or was about to engage in business for which 
any property remaining with BEI was an unreasonably 
small amount of capital. Indeed, one of its primary 
investment models was to fund capital-intensive 
renewable energy systems. Such projects required 

significant sources of construction and project 
financing, and BEI had an unreasonably small amount 
of property to engage in its business;

¶ 56. At the time of the Transfers, BEI intended to 
incur, or believed it would incur, debts that would be 
beyond BEI’s ability to pay as such debts matured. 
After all, it transferred nearly all its cash assets to 
Anson and Intracoastal pursuant to the Exchange 
Agreements while knowing that it would continue 
incurring debts in operation of its business that would 
[be] beyond its ability to pay.

 
Defendants moved to dismiss the FAC, arguing that it too 
failed to state plausible constructive fraudulent transfer 
claims. Defendants argued that Trustee’s allegations of 
BEI’s cash-poor condition were conclusory and did not 
differentiate BEI’s circumstances and cash position at the 
time of the Exchange Agreements from any other point in 
time in its existence. Further, they argued that the FAC 
contained no facts to support the allegation that BEI had 
no access to cash at the time of the Exchange 
Agreements. To the contrary, Defendants maintained that 
BEI’s ability to obtain cash was demonstrated by a 
subsequent loan from JIG in December 2015 — BEI 
obtained $2,000,000 in additional financing, got an 
extension on the $4,900,000 million loan to repurchase 
the stock from Defendants, and paid JIG a 3% transaction 
fee. BEI also continued to make timely interest payments 
on the JIG loans until late February 2016.
 
*4 Next, Defendants argued that the FAC was silent as to 
BEI’s assets and liabilities; there was no factual allegation 
that BEI’s liabilities exceeded its assets or any allegation 
as to BEI’s assets other than cash. In addition, Trustee 
failed to allege any facts to support his conclusory 
allegation that BEI’s financial statements contained 
“accounting errors” which inflated the value of its assets; 
he cited vaguely to only the alleged improper inclusion of 
non-binding letters of intent involving “millions of 
dollars” among the company’s assets. Defendants 
opposed any further leave to amend.
 
In opposition, Trustee maintained that he had sufficiently 
pleaded insolvency, which he argued the court said was a 
“low bar” for pleading purposes. Trustee argued that BEI 
was both balance sheet and cash flow insolvent at the time 
of the transfers. He further argued that BEI’s access to 
credit after executing the Exchange Agreements was a 
factual determination that could not be made on a Civil 
Rule 12(b)(6) motion. Trustee requested leave to amend 
should the court determine that any additional factual 
allegations were required.
 
The bankruptcy court orally granted the motions to 
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dismiss. The court opined that Trustee’s allegation of 
“accounting errors” that resulted in an alleged 
overstatement of assets was insufficient for pleading 
“balance sheet insolvency”. It also found that Trustee 
failed to plead “cash flow insolvency” because the FAC 
conceded the point; he acknowledged that BEI remained 
in business for several months after the Exchange 
Agreements. The court denied leave to amend on futility 
grounds.
 

D. Trustee’s motion to reconsider
Trustee moved to alter or amend the orders dismissing the 
FAC (“Motion to Reconsider”). He argued that the 
bankruptcy court erred by improperly inferring that BEI 
was not or could not have been insolvent at the time of the 
Exchange Agreements based on public filings and that 
BEI did not file for bankruptcy until a few months after 
the Exchange Agreements.
 
Trustee argued that the court also erred by determining 
that the FAC failed to state a plausible claim for balance 
sheet insolvency under § 548(a)(1)(B)(ii)(I). However, 
even if it did, Trustee argued that it was error to dismiss 
his claim under the alternative grounds for insolvency in 
subparts (II) and (III) without determining if he stated a 
plausible claim. Trustee argued that the FAC’s allegations 
regarding BEI’s struggles to pay its debt, lack of funding 
to continue developing works in progress, lack of income 
streams, and generally dire financial situation around the 
time of the Exchange Agreements were sufficient to 
plausibly show it engaged in a business for which any of 
its remaining property was an unreasonably small amount 
of capital, and that it intended to incur or believed it 
would incur debts beyond its ability to repay.
 
Lastly, Trustee argued that dismissing the FAC without 
leave to amend was a manifest error of law and amounted 
to a finding that BEI was solvent. If given the opportunity 
to amend, Trustee contended that he could “plead a long 
list of additional allegations in support of the claim,” such 
as: “specific facts regarding BEI’s balance sheet 
insolvency (e.g., financial data) and lack of access to 
capital; more specific allegations regarding its actual 
existing assets; and more specific allegations regarding 
BEI’s overstatement of the company’s value on its 
disclosures due to accounting errors and likely fraudulent 
filings, the facts of which are still being investigated.”
 
In opposition, Defendants argued that the court properly 
concluded that the self-contradictory allegations in the 
FAC foreclosed a plausible theory of insolvency on a cash 

flow basis, and that the FAC contained too few factual 
allegations to support the conclusory assertion that BEI 
was balance sheet insolvent.
 
*5 After a hearing, the bankruptcy court entered an order 
denying the Motion to Reconsider. Because Trustee had 
not explained to the court why the FAC did not reference 
the sham balance sheet and sham audit he was now 
asserting, it concluded that “no matter how one 
approaches it,” Trustee’s allegations of insolvency were 
“simply not plausible.” The court opined that to grant yet 
another amendment of the complaint would unfairly 
burden Defendants who twice had to challenge the 
sufficiency of the complaints. This timely appeal 
followed.
 

II. JURISDICTION

The bankruptcy court had jurisdiction under 28 U.S.C. §§ 
1334 and 157(b)(2)(H). We have jurisdiction under 28 
U.S.C. § 158.
 

III. ISSUES

1. Did the bankruptcy court err when it granted 
Defendants’ motions to dismiss the FAC?
 
2. Did the bankruptcy court abuse its discretion when it 
denied Trustee leave to amend?
 
3. Did the bankruptcy court abuse its discretion in 
denying the Motion to Reconsider?
 

IV. STANDARDS OF REVIEW

We review de novo the bankruptcy court’s dismissal for 
failure to state a claim under Civil Rule 12(b)(6), and we 
review the denial of leave to amend a complaint for abuse 
of discretion. See Curry v. Yelp Inc., 875 F.3d 1219, 1224 
(9th Cir. 2017).
 
Denial of a motion to amend or alter judgment under Civil 
Rule 59(e) is reviewed for an abuse of discretion. Dixon v. 
Wallowa Cty., 336 F.3d 1013, 1022 (9th Cir. 2003). A 
bankruptcy court abuses its discretion if it applies the 
wrong legal standard, or misapplies the correct legal 
standard, or if its factual findings are clearly erroneous. 
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United States v. Hinkson, 585 F.3d 1247, 1262-63 (9th 
Cir. 2009) (en banc)).
 

V. DISCUSSION

A. Civil Rules 8 and 12
Civil Rule 8(a) (applicable here by Rule 7008) requires 
that a pleading contain “a short and plain statement of the 
claim showing that the pleader is entitled to relief.” See 
Ashcroft v. Iqbal, 556 U.S. 662, 678-79 (2009). Under 
notice pleading in federal court, the complaint must “give 
the defendant fair notice of what the claim ... is and the 
grounds upon which it rests.” Bell Atl. v. Twombly, 550 
U.S. 544, 555 (2007) (internal quotations omitted).
 
A motion to dismiss for failure to state a claim under 
Civil Rule 12(b)(6) (applicable here by Rule 7012) tests 
the legal sufficiency of a complaint. Navarro v. Block, 
250 F.3d 729, 732 (9th Cir. 2001). “To survive a motion 
to dismiss, a complaint must contain sufficient factual 
matter, accepted as true, to ‘state a claim to relief that is 
plausible on its face.’” Iqbal, 556 U.S. at 678 (quoting 
Twombly, 550 U.S. at 570). “A claim has facial 
plausibility when the plaintiff pleads factual content that 
allows the court to draw the reasonable inference that the 
defendant is liable for the misconduct alleged.” Id. (citing 
Twombly, 550 U.S. at 556).
 
Although we must accept as true all well-pleaded facts, 
we do not need to accept as true conclusory statements, 
statements of law, and unwarranted inferences cast as 
factual allegations. Twombly, 550 U.S. at 555-57; United 
States ex rel. Chunie v. Ringrose, 788 F.2d 638, 643 n.2 
(9th Cir. 1986) (a court need not assume the truth of legal 
conclusions cast in the form of factual allegations). While 
Civil Rule 8(a) does not require detailed factual 
allegations, “a pleading that offers ‘labels and 
conclusions’ or ‘a formulaic recitation of the elements of 
a cause of action will not do.’” Iqbal, 556 U.S. at 678 
(quoting Twombly, 550 U.S. at 555). “Nor does a 
complaint suffice if it tenders ‘naked assertion[s]’ devoid 
of ‘further factual enhancement.’” Id. (quoting Twombly, 
550 U.S. at 557). Moreover, it is inappropriate to assume 
that the plaintiff can prove facts that it has not alleged or 
that the defendants have violated the laws in ways that 
have not been alleged. Associated Gen. Contractors of 
Cal., Inc. v. Cal. St. Council of Carpenters, 459 U.S. 519, 
526 (1983).
 

B. The bankruptcy court did not err in granting the 
motions to dismiss the FAC.

1. Section 548 and insolvency
*6 To plead plausible constructive fraudulent transfers 
claims against Defendants, Trustee had to allege facts to 
support the following four elements: (1) a transfer of 
BEI’s interest in property; (2) the transfer was made or 
incurred within two years before the date of the 
bankruptcy petition; (3) BEI received less than reasonably 
equivalent value in exchange for the transfer; and (4) one 
of three alternatives:

(I) that BEI was insolvent on the date the transfer was 
made or became insolvent as a result of the transfer;

(ii) that BEI was engaged in business for which any 
property remaining was an unreasonably small capital; 
or

(iii) that BEI intended to incur or believed it would 
incur debts beyond its ability to pay as such debts 
matured.

§ 548(a)(1)(B)(i)(ii)(I)-(III). The bankruptcy court 
dismissed the FAC on the grounds that Trustee failed to 
plausibly allege insolvency.
 

a. Balance Sheet Test

A debtor is insolvent when its debts exceed its assets — 
the “traditional bankruptcy balance sheet test.” Akers v. 
Koubourlis (In re Koubourlis), 869 F.2d 1319, 1321 (9th 
Cir. 1989). This test is codified at § 101(32)(A), which 
defines insolvency as a “financial condition such that the 
sum of such entity’s debts is greater than all of such 
entity’s property, at fair valuation[.]” Thus, for purposes 
of § 548(a)(1)(B)(ii)(I), insolvency is determined using a 
“balance sheet test.” In re Koubourlis, 869 F.2d at 1321. 
A trustee’s constructively-fraudulent transfer complaint 
must contain enough factual information to plausibly 
show the debtor’s liabilities exceeded assets at the time of 
the transfers. Spradlin v. Monday Coal, LLC (In re 
Licking River Mining, LLC), 571 B.R. 241, 244 (Bankr. 
E.D. Ky. 2017).
 
Trustee contends that he pleaded sufficient facts in the 
FAC to establish BEI’s balance sheet insolvency, and that 
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the bankruptcy court should have accepted these 
allegations as true, drawn all inferences in his favor, and 
denied the motions to dismiss. Instead, he argues, the 
court found that it was implausible that BEI was insolvent 
even with knowledge of fabricated financial statements. 
By denying leave to amend, argues Trustee, the court 
ruled as a matter of law that BEI could not plausibly have 
been insolvent at the time of the Exchange Agreements 
regardless of what additional facts he could plead 
regarding the fraudulent financials.
 
Contrary to Trustee’s contention, the bankruptcy court did 
not “find” that BEI was solvent despite the alleged 
fabricated financial statements; the court simply 
determined that the FAC failed to make a plausible case 
for balance sheet insolvency. In reviewing the relevant 
paragraphs in the FAC, the first sentence of ¶ 43 and all 
of ¶ 53 are either recitations of the statutory elements 
under § 548(a)(1)(B)(ii)(I) or conclusory statements 
regarding BEI’s insolvency that the Supreme Court has 
instructed “will not do.” Iqbal, 556 U.S. at 678 (quoting 
Twombly, 550 U.S. at 555). While the remaining portion 
of ¶ 43 is more specific, the FAC did not identify which 
non-binding letters of intent on which energy projects 
were overstated in BEI’s September 30, 2015 Form 10-Q 
(balance sheet), or the amount of the alleged 
overstatement. We see no error here. The FAC failed to 
articulate any amounts for BEI’s assets and liabilities or 
allege that the overstated assets caused BEI’s liabilities to 
exceed its assets. See Harlan Cty. Mining, LLC v. 
Wrigley’s 7–711, Inc. (In re Licking River Mining, LLC), 
572 B.R. 830, 844 (Bankr. E.D. Ky. 2017) (while 
complaint alleged financial difficulties and identified 
prepetition debts, it failed to “comparably allege the value 
of Debtors’ assets to demonstrate Debtors’ insolvency.”).
 

b. Adequate Capital Test

*7 Under this test, also known as the “unreasonably small 
capital” test, Trustee had to plead facts supporting the 
allegation that at the time of the transfers BEI was 
engaged in or about to engage in business that would 
leave it with an unreasonably small capital. § 
548(a)(1)(B)(ii)(II). This test denotes a financial condition 
short of equitable or “cash flow” insolvency. Moody v. 
Sec. Pac. Bus. Credit, Inc., 971 F.2d 1056, 1070 (3d Cir. 
1992); AWTR Liquidation Tr. v. 2100 Grand LLC (In re 
AWTR Liquidation Inc.), 548 B.R. 300, 312-13 (Bankr. 
C.D. Cal. 2016); Tese-Milner v. Edidin & Assocs. (In re 
Operations NY LLC), 490 B.R. 84, 98 (Bankr. S.D.N.Y. 
2013); Murphy v. Meritor Sav. Bank (In re O’Day 
Corp.),126 B.R. 370, 407 (Bankr. D. Mass. 1991) 

(unreasonably small capitalization encompasses financial 
difficulties which are short of equitable insolvency or 
bankruptcy insolvency but are likely to lead to some type 
of insolvency eventually). It is “aimed at transferees that 
leave the transferor technically solvent but doomed to 
fail.” MFS/Sun Life Tr.-High Yield Series v. Van Dusen 
Airport Servs. Co., 910 F. Supp. 913, 944 (S.D.N.Y. 
1995) (citing Moody, 971 F.2d at 1070 & n.22).
 
In determining unreasonably small capital, courts 
generally examine cash flow to determine whether it was 
“reasonably foreseeable” that the transfer at issue would 
lead to the debtor’s “inability to generate enough cash 
flow to sustain operations.” Moody, 971 F.2d at 1070; 5 
COLLIER ON BANKRUPTCY ¶ 548.05[3][b] (Alan N. 
Resnick & Henry J. Sommer, eds., 16th ed. 2012) 
(plaintiff must show debtor’s inability to generate enough 
cash to sustain operations). In a business setting, the 
aggregate amount of capital “should include ... all 
reasonably anticipated sources of operating funds, which 
may include new equity infusions, cash from operations, 
or cash from secured or unsecured loans over the relevant 
time period.” Moody, 971 F.2d at 1072 n.24 (quoting 
Bruce A. Markell, Toward True and Plain Dealing: A 
Theory of Fraudulent Transfers Involving Unreasonably 
Small Capital, 21 Ind. L. Rev. 469, 496 (1988) (citing 
cases)).
 
Before the bankruptcy court, Trustee equated cash flow 
insolvency with a showing under both subparts (II) and 
(III) of § 548(a)(1)(B)(ii). He did the same in his opening 
brief on appeal. In his reply, Trustee argues that the 
bankruptcy court considered only subpart (I) in its ruling.3 
Trustee’s argument is confusing, but he appears to argue 
that the court failed to consider all his allegations 
supporting a claim under subparts (II) and (III) before 
dismissing the FAC. The court’s finding that the FAC 
failed to establish cash flow insolvency appears to be 
directed at both subparts (II) and (III), although this is not 
entirely clear; the court said nothing about unreasonably 
small capital. While this confusion may be a basis for 
granting leave to amend, we conclude that the FAC did 
not adequately plead that the Exchange Agreements left 
BEI with an unreasonably small capital.
 
Trustee alleged ¶¶ 39, 54, and 55 to establish 
unreasonably small capital. However, he also alleged:

¶ 18. Nevertheless, BEI found two investors to provide 
the desperately needed cash influx to keep the company 
afloat for the immediate future;

*8 ¶ 29. Therefore, in order to finance BEI’s 
repurchase of its BBLU shares and other securities 
under the Exchange Agreements, BEI had to borrow 
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$4.9 million from [JIG], one of BEI’s largest 
shareholders and a senior lender.

 
The bankruptcy court considered that BEI was able to 
obtain cash after the Exchange Agreements by infusions 
from its officers and by financing from JIG. Trustee 
argues that it was improper for the court to “speculate” 
about JIG’s “hypothetical” willingness to continue to loan 
BEI money and that BEI allegedly made some interest 
payments to JIG for some of its existing debts. The 
bankruptcy court never said that it considered in its ruling 
BEI’s interest payments made to JIG on the $4,900,000 
million loan which funded the Exchange Agreements. 
What it did rely on, however, and rightfully so, was 
Trustee’s contradictory statements in the FAC that, after 
the Exchange Agreements, BEI was able “to turn to its 
existing shareholders and creditors for funds to keep the 
company on life support.” Thus, the court did not need to 
speculate about JIG’s willingness to loan BEI funds after 
the Exchange Agreements or consider any extrinsic 
evidence as Trustee contends it did; the FAC admitted 
that BEI had access to capital as of, and after, October 27, 
2015.4

 
BEI’s ability to obtain cash through either cash infusions 
from officers or by loans from creditors were allegations 
that the court could consider. Moody, 971 F.2d at 1072 
n.24 (capital includes new equity infusions and cash from 
secured loans). “The ability to borrow money has 
considerable value in the commercial world.” Id. at 
1072-73. And, contrary to Trustee’s argument, the court 
could also consider the allegation that BEI remained in 
business for five months after the Exchange Agreements. 
“Generally, ‘courts will not find that a company had 
unreasonably low capital if the company survives for an 
extended period after the subject transaction[.]’” Burtch v. 
Opus LLC (In re Opus East LLC), 698 F. App’x. 711, 715 
(3d Cir. 2017) (quoting Daley v. Chang (In re Joy 
Recovery Tech. Corp.), 286 B.R. 54, 76 (Bankr. N.D. Ill. 
2002)) (citing Moody, 971 F.2d at 1074) (no unreasonably 
small capital where creditors were paid for twelve months 
after transaction); In re Operations NY LLC, 490 B.R. at 
98 (dismissing claims for inadequate capital insolvency 
where transferor had assets and continued operations for 
ten months after the challenged transactions); MFS/Sun 
Life Tr.–High, 910 F. Supp. at 944 (company was viable 
for eight months after LBO); Ohio Corrugating Co. v. 
DPAC, Inc. (In re Ohio Corrugating Co.), 91 B.R. 430, 
440 (Bankr. N.D. Ohio 1988) (creditors paid for ten 
months); Credit Managers Ass’n of S. Cal. v. Fed. Co., 
629 F. Supp. 175, 184 (C.D. Cal. 1985) (twelve months).
 
*9 In addition, the FAC failed to allege anything about 
BEI’s financial projections at the time of the transfers or 

allege that they were unreasonable. Central to a 
determination of whether a transaction leaves a company 
with unreasonably small capital is “whether the parties’ 
projections” used in facilitating the transaction were 
“reasonable.” Moody, 971 F.2d at 1073. Finally, and 
something the FAC actually concedes, BEI was still 
attracting sophisticated investors such as Defendants at 
the time of the transfers, which contradicts a claim of 
unreasonably small capital. See Weisfelner v. Blavatnik 
(In re Lyondell Chem. Co.), 567 B.R. 55, 111 (Bankr. 
S.D.N.Y. 2017), aff’d, 585 B.R. 41 (S.D.N.Y. 2018) (in 
addition to looking at management’s projections, courts 
also look to views of the sophisticated investors involved 
in the transaction); Davidoff v. Farina, No. 04 Civ. 7617, 
2005 WL 2030501, at *11 & n.19 (S.D.N.Y. Aug. 22, 
2005) (finding it significant that “sophisticated investors 
with the most intimate knowledge of [the debtor’s] 
business plan and capitalization had confidence in the 
company’s future and certainly did not think that the 
company was ‘undercapitalized’” because it makes “no 
economic sense for defendants to invest literally billions 
of dollars in a venture that they knew would fail”).
 

c. Cash Flow Test

Under the “cash flow” or “equitable” insolvency test, 
Trustee had to plead facts supporting the allegation that at 
the time of the transfers BEI intended to incur or believed 
that it would incur debts beyond its ability to pay as they 
came due. § 548(a)(1)(B)(ii)(III). “This part of the statute 
protects future creditors from a debtor who transfers 
assets with the intent to hide them or impair the debtor’s 
ability to pay debts as they arise or with the belief that 
inability to pay debts would likely result.” WRT Creditors 
Liquidation Tr. v. WRT Bankr. Litig. Master File 
Defendants (In re WRT Energy Corp.), 282 B.R. 343, 
414-15 (Bankr. W.D. La. 2001).
 
This prong is satisfied “if it can be shown that the debtor 
made the transfer or incurred an obligation 
contemporaneous with an intent or belief that subsequent 
creditors likely would not be paid as their claims 
matured.” Id. at 415; see EBC I., Inc. v. Am. Online, Inc. 
(In re EBC I, Inc.), 380 B.R. 348, 359 (Bankr. D. Del. 
2008), aff’d, 400 B.R. 13 (D. Del. 2009), aff’d, 382 F. 
App’x 135 (3d Cir. 2010) (same). “While the statute 
suggests a standard based on subjective intent, the courts 
have held that the intent requirement can be inferred 
where the facts and circumstances surrounding the 
transaction show that the debtor could not have 
reasonably believed that it would be able to pay its debts 
as they matured.” 5 COLLIER ON BANKRUPTCY at ¶ 
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548.05[3][c] (citing cases).
 
Arguably, if Trustee failed to adequately plead 
unreasonably small capital, then he also failed to plead 
cash flow/equitable insolvency. In addition to what he 
alleged for unreasonably small capital, Trustee alleged ¶¶ 
41, 44, and 56 to establish cash flow insolvency. 
However, he also alleged:

¶ 15. During its expansion period, BEI was in constant 
need of cash infusions to fund its own operations and 
the operations of its subsidiaries until the entities could 
develop projects and become profitable;

¶ 16. BEI raised capital to fund its expansion and 
operations through a combination of equity sales and 
loans;

¶ 28. At the time the Exchange Agreements were 
executed, the funds gained by BEI pursuant to the 
October 16 SPAs had been expended in order to avoid 
a default on a secured debt owed by BEI that could 
have precipitated BEI’s bankruptcy.

 
First, the FAC failed to allege any “facts” relating to 
BEI’s intent to incur debt that it believed it would be 
unable to pay. Paragraph 56 is essentially a recitation of 
the statutory elements under § 548(a)(1)(B)(ii)(III). And ¶ 
44 is simply incorrect, as the bankruptcy court pointed 
out. BEI did not “trade” $4,000,000 in cash for over 
$5,000,000 in debt. As Trustee also asserted in FAC, the 
$4,000,000 BEI raised from the SPAs had already been 
spent. In the Exchange Agreements, BEI took on debt to 
purchase equity.
 
*10 Second, the FAC’s allegations regarding BEI’s ability 
to pay its future debts is deficient for the same reason that 
the allegations of unreasonably small capital failed. 
Paragraphs 16 and 28 of the FAC concede the point that 
BEI was able to pay its debts as they became due with 
cash infusions from its officers, by selling equity to 
investors, and by obtaining loans from creditors.
 

2. Conclusion
Accordingly, because the FAC failed to plead plausible 
claims for constructive fraudulent transfer against 
Defendants, the bankruptcy court did not err in granting 
the motions to dismiss and dismissing the FAC. However, 
as we discuss below, the bankruptcy court abused its 
discretion in denying leave to amend.
 

C. The bankruptcy court abused its discretion when it 
denied Trustee leave to amend.
Civil Rule 15(a), applicable here by Rule 7015, provides 
that leave to amend should be “freely” granted “when 
justice so requires.” We consider five factors to assess 
whether the trial court properly granted or denied leave to 
amend pleadings: (1) bad faith; (2) undue delay; (3) 
prejudice to the opposing party; (4) futility of amendment; 
and (5) whether the plaintiff has previously amended the 
complaint.5 Johnson v. Buckley, 356 F.3d 1067, 1077 (9th 
Cir. 2004). The Ninth Circuit has consistently held that a 
trial court abuses its discretion in denying leave to amend 
unless the court “’determines that the pleading could not 
possibly be cured by the allegation of other facts,’” 
Bly-Magee v. Cal., 236 F.3d 1014, 1019 (9th Cir. 2001) 
(quoting Lopez v. Smith, 203 F.3d 1122, 1127 (9th Cir. 
2000) (en banc)), or “if the plaintiff had several 
opportunities to amend its complaint and repeatedly failed 
to cure deficiencies,” Telesaurus VPC, LLC v. Power, 623 
F.3d 998, 1003 (9th Cir. 2010). An amendment is futile 
when it is clear that amendment would not have remedied 
the complaint’s factual deficiencies. See Intri-Plex Techs., 
Inc. v. Crest Grp., Inc., 499 F.3d 1048, 1056 (9th Cir. 
2007).
 
Although the bankruptcy court expressed its reluctance to 
deny Trustee leave to amend given the extremely lenient 
standard, it ultimately concluded that amendment would 
be futile. It later noted in its ruling on the Motion to 
Reconsider that another amendment would “unfairly 
burden” Defendants. Assuming we even need to consider 
this later ruling, we interpret the court’s “unfairly burden” 
finding as a finding of prejudice. While “the consideration 
of prejudice to the opposing party carries the greatest 
weight,” Eminence Capital, LLC v. Aspeon, Inc., 316 F.3d 
1048, 1052 (9th Cir. 2003), not any prejudice will do; the 
prejudice must be “undue,” Foman v. Davis, 371 U.S. 
178, 182 (1962). The party opposing leave to amend bears 
the burden of establishing undue prejudice. DCD 
Programs, Ltd. v. Leighton, 833 F.2d 183, 187 (9th Cir. 
1987).
 
We agree with the bankruptcy court’s assessment that the 
FAC was deficient. Nevertheless, the record suggests that, 
if given leave to amend, Trustee could plausibly allege 
that BEI’s financial condition was not as represented at 
the time of the Exchange Agreements given the allegation 
of fraudulent financial statements, and that the Exchange 
Agreements left BEI with unreasonably small capital 
given the allegation that BEI had to then turn to 
shareholders and creditors to keep the company on life 
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support. Amendment is especially appropriate in this case, 
because the bankruptcy court and the parties mixed the 
concepts of the three distinct grounds upon which a 
plaintiff can establish insolvency under § 
548(a)(1)(B)(ii)(I)-(III), reducing them to only “balance 
sheet” and “cash flow” insolvency. The court’s 
“prejudice” finding appears to be based solely on its 
belief that amendment would be futile, a finding which 
we reject. In any case, Defendants did not meet their 
burden to establish “undue” prejudice and we do not 
perceive such. Finally, that Trustee has already amended 
his complaint once does not amount to “several 
opportunities to amend [his] complaint” and “repeated[ ] 
fail[ure] to cure deficiencies.” See Telesaurus VPC, LLC, 
623 F.3d at 1003.
 
*11 Accordingly, we conclude that the bankruptcy court 
did not appropriately exercise its discretion by denying 
Trustee leave to amend; his allegations were not 
frivolous, he endeavored to comply with the court’s 
instruction for amending, and, most importantly, it 
appears that he had a reasonable chance of successfully 
stating a claim against Defendants if given another 
opportunity.
 

D. Trustee waived his appeal of the reconsideration 
order.
Under Civil Rule 59(e), applicable here by Rule 9023, the 

bankruptcy court may reconsider a previous order or 
judgment, but only if: (1) it is presented with newly 
discovered evidence that was not available at the time of 
the original hearing; (2) it committed clear error or made 
an initial decision that was manifestly unjust; or (3) there 
is an intervening change in controlling law. Fadel v. DCB 
United LLC (In re Fadel), 492 B.R. 1, 18 (9th Cir. BAP 
2013).
 
Even though Trustee appealed the order denying his 
Motion to Reconsider, he did not provide any argument 
on the issue in his opening brief. He did argue the issue in 
his reply brief. Nonetheless, an appellate court in this 
circuit “will not review issues which are not argued 
specifically and distinctly in a party’s opening brief.” City 
of Emeryville v. Robinson, 621 F.3d 1251, 1261 (9th Cir. 
2010). As a result, any argument on this issue has been 
waived.
 

VI. CONCLUSION

For the reasons stated above, we AFFIRM in part, 
REVERSE in part, and REMAND to allow Trustee an 
opportunity to amend his complaint.
 

All Citations

Slip Copy, 2019 WL 4929933

Footnotes

* This disposition is not appropriate for publication. Although it may be cited for whatever persuasive value it may have, see Fed. R. 
App. P. 32.1, it has no precedential value, see 9th Cir. BAP Rule 8024-1.

1 Sharp also alleged claims for actual fraudulent transfer, which the bankruptcy court also dismissed. He does not appeal that ruling.

2 Unless specified otherwise, all chapter and section references are to the Bankruptcy Code, 11 U.S.C. §§ 101-1532, all “Rule” 
references are to the Federal Rules of Bankruptcy Procedure, and all “Civil Rule” references are to the Federal Rules of Civil 
Procedure.

3 This is part of the reason why Intracoastal filed a motion to strike Trustee’s reply brief and alternatively requested leave to file a 
sur-reply. We DENY the motion to strike and GRANT leave to file the sur-reply.

4 While the court could consider Trustee’s contradictory allegations in dismissing the FAC, we note that the October 2015 loan was 
a short term loan from JIG —one of BEI’s largest shareholders and senior lender. One can imagine a scenario where it is possible 
that the loan was not indicative of BEI’s ability to obtain funds to remain in business. However, it is just that, a possibility, and that 
is not the pleading standard. Plausibility “asks for more than a sheer possibility that a defendant has acted unlawfully.” Iqbal, 556 
U.S. at 678 (citing Twombly, 550 U.S. at 556).

5 Bad faith and undue delay are not at issue here.
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REPORT AND RECOMMENDATION

THOMAS C. HOLMAN, United States Bankruptcy 
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*1 This matter was deemed submitted on June 10, 2014. 
The following constitutes the court’s proposed findings of 
fact and conclusions of law, pursuant to 28 U.S.C. § 
157(c)(1) and Federal Rule of Bankruptcy Procedure 
7052.
 

I. BACKGROUND
Before the court is a motion for summary judgment filed 
by defendant Joseph Neri (“Neri”). The subject matter of 
this litigation is a transaction between the debtor and an 
entity known as 2040 Fairfax, Inc. (“2040 FF”) which 

occurred in and around December 2008 and the effects of 
that transaction on the debtor’s financial condition. 
Individual defendants Harley Delano and Dennis Delano 
were the sole members of the debtor and the sole 
shareholders of 2040 FF. Prior to the transaction, the 
debtor leased a property located at 2040 Sir Francis Drake 
Boulevard, Fairfax, California (the “Fairfax Store”), at 
which the debtor operated a grocery store. The store was 
one of several owned and operated by the debtor at that 
time. In and around December 2008 the debtor entered 
into a transaction pursuant to which the debtor transferred 
assets to 2040 FF, including the debtor’s leasehold 
interest in the Fairfax Store. Neri, as attorney for the 
debtor and 2040 FF, drafted the legal documents which 
effectuated the transaction. Two years later in late 2010 
the debtor deposited $560,000.00 to Neri’s attorney trust 
account and entered into an attorney-client fee agreement 
with Neri which included a provision for a $500,000.00 
retainer.
 
The plaintiff C & S Wholesale Grocers, Inc. alleges in the 
first amended complaint filed on December 23, 2013 
(Dkt.97)(the “FAC”) that the transaction between the 
debtor and 2040 FF and the later transfer of funds to Neri 
were designed and carried out by defendants as a means 
of transferring assets of the debtor to 2040 FF so as to put 
them beyond the reach of the debtor’s creditors, including 
the plaintiff. The plaintiff alleges that these transfers were 
fraudulent. The plaintiff also alleges that Neri and the 
Delanos breached fiduciary duties owed to the debtor, that 
Neri committed legal malpractice in his representation of 
the debtor and that the Delanos and Neri converted the 
debtor’s assets. This motion is brought by Neri for 
summary judgment on the plaintiff’s claims against Neri. 
The FAC alleges the following specific claims for relief 
against Neri:

1.) Avoidance and recovery of intentional fraudulent 
transfer, 11 U.S.C. § 548.

2.) Avoidance and recovery of constructive fraudulent 
transfer, 11 U.S.C. § 548.

3.) Avoidance and recovery of intentional fraudulent 
transfer, Cal. Civ.Code § 3439.04(a)(1).
4.) Avoidance and recovery of constructive fraudulent 
transfer, Cal. Civ.Code §§ 3439.04(a)(2), 3439.05

5.) Breach of Fiduciary Duty

6.) Legal Malpractice

7.) Conversion
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The plaintiff brings these claims as an assignee of the 
chapter 7 trustee, having reached a court-approved 
agreement with the chapter 7 trustee in the parent 
bankruptcy case to prosecute the claims on behalf of the 
bankruptcy estate. Of the foregoing claims, the claims for 
avoidance of fraudulent transfer are “core” claims which 
arise under the Bankruptcy Code pursuant to 11 U.S.C. §§ 
544(b) and 548, and the court may make a final 
determination of those claims. The claims for breach of 
fiduciary duty, legal malpractice and conversion are 
“non-core” or “related to” claims which are before the 
court by way of supplemental jurisdiction pursuant to 28 
U.S.C. § 1367(a), and of which the court lacks 
constitutional authority to make a final determination. The 
court makes this report and recommendation because it is 
recommending a final determination as to the plaintiff’s 
non-core claim of conversion against Neri.
 
*2 For the reasons set forth herein, the motion should be 
granted in part so that moving defendant Joseph Neri 
(“Neri”) shall have summary judgment that the plaintiff 
shall take nothing by its claim for relief for conversion 
against Neri. Neri’s request for summary judgment in his 
favor on the plaintiff’s other claims should be denied.
 

II. ANALYSIS

A.) Summary Judgment Standard
Fed. R. Bankr.P. 7056, incorporating Fed.R.Civ.P. 56, 
provides that the court shall grant summary judgment if 
the movant shows that there is no genuine dispute as to 
any material fact and the movant is entitled to judgment 
as a matter of law. The burden of proof on a motion for 
summary judgment is linked to the burdens of the 
respective parties at trial:

The moving party initially bears the burden of proving 
the absence of a genuine issue of material fact.

Celotex Corp. v. Catrett, 477 U.S. 317, 323, 106 S.Ct. 
2548, 91 L.Ed.2d 265 (1986). Where the non-moving 
party bears the burden of proof at trial, the moving 
party need only prove that there is an absence of 
evidence to support the non-moving party’s case. Id. at 
325. Where the moving party meets that burden, the 
burden then shifts to the non-moving party to designate 
specific facts demonstrating the existence of genuine 
issues for trial. Id . at 324. This burden is not a light 
one. The non-moving party must show more than the 

mere existence of a scintilla of evidence. Anderson v. 
Liberty Lobby, Inc., 477 U.S. 242, 252, 106 S.Ct. 2505, 
91 L.Ed.2d 202 (1986). The nonmoving party must do 
more than show there is some “metaphysical doubt” as 
to the material facts at issue. Matsushita Elec. Indus. 
Co., Ltd. v. Zenith Radio Corp., 475 U.S. 574, 586, 106 
S.Ct. 1348, 89 L.Ed.2d 538 (1986). In fact, the 
non-moving party must come forth with evidence from 
which a jury could reasonably render a verdict in the 
non-moving party’s favor. Anderson, 477 U.S. at 252. 
In determining whether a jury could reasonably render 
a verdict in the non-moving party’s favor, all justifiable 
inferences are to be drawn in its favor. Id. at 255.

Dzung Chu v. Oracle Corp. (In re Oracle Corp. Sec. 
Litig.), 637 F.3d 376 (9th Cir.2010).
 

B.) In pari delicto defense
Neri first argues that the doctrine of in pari delicto, 
meaning, literally, “in equal fault” applies as a bar to all 
of the plaintiff’s claims in this adversary proceeding. Neri 
argues that the Delanos participated in the alleged 
wrongdoing that is the subject of this action and as the 
sole members of the debtor their actions are imputed to 
the debtor. Neri argues that CSWG, standing in the 
position of the chapter 7 trustee, is subject to all defenses 
that Neri could raise against the debtor itself, and that the 
wrongful conduct imputed to the debtor bars recovery 
against Neri as another participant in the wrongful 
conduct.

The equitable defense of in pari delicto, which literally 
means “in equal fault,” is rooted in the common-law 
notion that a plaintiff’s recovery may be barred by his 
own wrongful conduct. [Bateman Eichler, Hill 
Richards, Inc. v. Berner, 472 U.S. 299, 306 (1985) ] 
Traditionally, the defense was limited to situations 
where the plaintiff bore “at least substantially equal 
responsibility for his injury,” id., at 307, 105 S.Ct., at 
2627, and where the parties’ culpability arose out of the 
same illegal act. 1 J. Story, Equity Jurisprudence 
399–400 (14th ed.1918). Contemporary courts have 
expanded the defense’s application to situations more 
closely analogous to those encompassed by the 
“unclean hands” doctrine, where the plaintiff has 
participated “in some of the same sort of wrongdoing” 
as the defendant. See Perma Life Mufflers, Inc. v. 
International Parts Corp., 392 U.S. 134, 138, 88 S.Ct. 
1981, 1984, 20 L.Ed.2d 982 (1968).

*3 Pinter v. Dahl, 486 U.S. 622 (1988). The Supreme 
Count in Pinter went on to note that the broadened 
construction of the doctrine was not appropriate in 
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litigation arising under federal regulatory statutes, an 
issue not relevant to this adversary proceeding.
 
CSWG does stand in the shoes of the chapter 7 trustee in 
this matter, having reached an agreement with the trustee 
to prosecute the claims asserted in this adversary 
proceeding on behalf of the estate. The issue arises as to 
whether a party suing in the position of the trustee on 
behalf of the bankruptcy estate is subject to the doctrine 
of in pari delicto. This issue has not been directly decided 
by the Ninth Circuit Court of Appeals. The most oft-cited 
case at the circuit level on the issue of the applicability of 
the doctrine of in pari delicto to actions prosecuted on 
behalf of an estate in bankruptcy is Official Commit tee of 
Unsecured Creditors v. R.F. Lafferty & Co., Inc., 267 
F.3d 340 (3d. Cir.2001), in which the Third Circuit Court 
of Appeals held that a committee of unsecured creditors 
was subject to the doctrine of in pari delicto with respect 
to claims to which the trustee succeeded under 11 U.S.C. 
§ 541(a)(1):

Under section 541, the bankruptcy estate includes “all 
legal or equitable interests of the debtor in property as 
of the commencement” of bankruptcy. 11 U.S.C. § 
541(a) (emphasis added); see also Q’Dowd v. Trueger, 
233 F.3d 197, 202 (3d Cir.2000). These legal and 
equitable interests include causes of action. 3 Collier 
on Bankruptcy ¶ 323.02[1]; accord O’Dowd, 233 F.3d 
at 202–03. Given these provisions, we have held that 
“in actions brought by the trustee as successor to the 
debtor’s interest under section 541, the ‘trustee stands 
in the shoes of the debtor and can only assert those 
causes of action possessed by the debtor. [Conversely,] 
[t]he trustee is, of course, subject to the same defenses 
as could have been asserted by the defendant had the 
action been instituted by the debtor.’ “ Hays & Co. v. 
Merrill Lynch, Pierce, Fenner & Smith, Inc., 885 F.2d 
1149, 1154 (3d Cir.1989) (quoting Collier on 
Bankruptcy ¶ 323.02[4] ).

As these authorities demonstrate, the explicit language 
of section 541 directs courts to evaluate defenses as 
they existed at the commencement of the bankruptcy. 
This direction is entirely consistent with the legislative 
history.

...

The answer to our first question should now be 
apparent. The Committee asks us to consider 
post-petition events, namely, the removal of the 
Shapiro family and their co-conspirators from the 
Debtors’ management, as well as the Committee’s 
status as an innocent successor, when weighing the 
equities of the in pari delicto defense. The plain 

language of section 541, however, prevents courts from 
taking into account events that occur after the 
commencement of the bankruptcy case. As a result, we 
must evaluate the in pari delicto defense without regard 
to whether the Committee is an innocent successor.

*4 Lafferty, 267 F.3d at 356–57. It is important to note, 
however, that Lafferty addressed only the applicability of 
the defense to claims to which the estate succeeded 
pursuant to 11 U.S.C. § 541. Lafferty points out that it 
does not address claims brought by a trustee under 
avoiding powers given to the trustee by the Bankruptcy 
Code. Id. at 356 (The trustee’s “avoiding powers are not 
implicated here ...”). Two years after Lafferty, the Third 
Circuit addressed the applicability of in pari delicto to a 
claim for avoidance of fraudulent transfer pursuant to 11 
U.S.C. § 548, and concluded that in such a case a court 
could consider the post-petition event of the appointment 
of a bankruptcy trustee for the purposes of evaluating the 
doctrine in In re Personal and Business Ins. Agency, 334 
F.3d 239 (3d Cir.2003)( “PBI”). In PBI, the Third Circuit 
concluded that the replacement of the debtor’s principal 
with the trustee as the individual with control over the 
debtor rendered a defendant’s assertion of in pari delicto 
based on the principal’s unlawful acts to be inapplicable:

The Trustee argues that Lafferty cannot control our 
decision here because the Committee in Lafferty 
brought suit under § 541, which specifically bars 
consideration of events that occurred after the 
commencement of the bankruptcy, while the Trustee is 
bringing suit under § 548, which has no such language. 
This argument has merit. The Lafferty Court made clear 
that its holding did not extend to actions brought under 
Code sections other than § 541, and it specifically 
stated that the “trustee’s ‘avoiding’ powers are not 
implicated here, as they relate to the trustee’s power to 
resist pre-bankruptcy transfers of property.”

....

We agree that “under Pennsylvania law equitable 
defenses such as the doctrine of imputation that may be 
sustainable against the corporation may fail to act as a 
total bar to recovery when the beneficiaries of the 
action are the corporation’s innocent creditors,” and 
find that the same logic applies to suits brought under § 
548 of the Code, and we therefore conclude that we 
may take the appointment of the Trustee into account 
when evaluating his fraudulent conveyance claim. 
There is no limiting language in § 548 similar to that in 
§ 541, and without that language there is no reason not 
to follow the better rule, under which Kesselring’s 
conduct would not be imputed to the Trustee because it 
would lead to an inequitable result in this case.

PBI, 334 F.3d at 245–47 (citations omitted). Other courts 
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have extended PBI’s analysis to include claims brought 
by a trustee under the avoiding powers bestowed by 11 
U.S.C. § 544. See In re Maui Indus. Loan & Finance Co., 
454 B.R. 113, 136 (“The in pari delicto defense is 
inapplicable when a trustee brings an action under 
sections 544(b) and 548.”); In re Norvergence, Inc., 405 
B.R. 709, 742 (Bankr.D.N.J.2009); In re Fuzion 
Technologies Group, Inc., 332 B.R. 225, 232 
(Bankr.S.D.Fla.2005).
 
*5 Neri’s argument that the doctrine of in pari delicto 
operates as a complete bar to all of the plaintiff’s claims is 
not persuasive. In this action the plaintiff, standing in the 
shoes of the chapter 7 trustee, alleges claims for 
avoidance of a fraudulent transfer of $560,000.00 from 
the debtor to Neri under 11 U.S.C. § 548(a)(1)(A) and 
(a)(1)(B). For the reasons stated in PBI, in pari delicto is 
not a defense to those claims. Neri cannot use alleged 
participation in wrongdoing by the Delanos as a defense 
because the Delanos were replaced by the chapter 7 
trustee, in whose shoes the plaintiff now stands.
 
The plaintiff also alleges claims for avoidance of 
fraudulent transfer of $560,000.00 from the debtor to Neri 
pursuant to Cal. Civ.Code §§ 3439.04(a)(1) and (a)(2) and 
3439.05. California law allows claims under Cal. 
Civ.Code §§ 3409.04 and 3439.05 to be asserted by 
creditors who seek to avoid fraudulent transfers by 
debtors to third parties. A trustee in bankruptcy has 
standing to bring claims under Cal. Civ.Code §§ 3439.04 
and 3439.05 by virtue of 11 U.S.C. § 544(b), which gives 
the trustee the power to avoid any transfer of an interest 
of the debtor in property that is voidable under applicable 
law by a creditor holding an unsecured claim that is 
allowable under 11 U.S.C. § 502. As with the plaintiff’s 
claims under 11 U.S.C. § 548, in pari delicto is not 
applicable as a defense to the trustee’s claims under Cal. 
Civ.Code § 3439.04 and 3439.05. Neri cannot use alleged 
participation in wrongdoing by the Delanos as a defense 
because the Delanos were replaced by the chapter 7 
trustee, in whose shoes the plaintiff now stands.
 
This leaves, however, claims remaining in the FAC which 
are not based on trustee avoiding powers under the 
Bankruptcy Code and are instead state law claims to 
which the estate succeeded pursuant to 11 U.S.C. § 541. 
Those claims include breach of fiduciary duty, legal 
malpractice and conversion. The defense of in pari delicto 
is potentially applicable to those claims.
 
California law treats the in pari delicto doctrine as part of 
the doctrine of “unclean hands.”

“The [unclean hands] doctrine demands that a plaintiff 
act fairly in the matter for which he seeks a remedy. He 

must come into court with clean hands ... or he will be 
denied relief, regardless of the merits of his claim.” 
(Kendall–Jackson Winery, Ltd. v. Superior Court 
(1999) 76 Cal.App.4th 970, 978, 90 Cal.Rptr .2d 743.) 
“The doctrine of unclean hands requires 
unconscionable, bad faith, or inequitable conduct by 
the plaintiff in connection with the matter in 
controversy. [Citations.] Unclean hands applies when it 
would be inequitable to provide the plaintiff any relief, 
and provides a complete defense to both legal and 
equitable causes of action.” (Fladeboe v. American 
Isuzu Motors, Inc. (2007) 150 Cal.App.4th 42, 56, 58 
Cal.Rptr.3d 225.) The plaintiff’s misconduct must be of 
such a prejudicial nature that it would be unfair to grant 
him the relief he seeks in court. (Soon v. Beckman 
(1965) 234 Cal.App.2d 33, 36, 44 Cal.Rptr. 190.) 
“Whether the defense applies in particular 
circumstances depends on the analogous case law, the 
nature of the misconduct, and the relationship of the 
misconduct to the claimed injuries. [Citation.]” 
(Dickson, Carlson & Campillo v. Pole (2000) 83 
Cal.App.4th 436, 447, 99 Cal.Rptr.2d 678.) The 
defense applies only “where it would be inequitable to 
grant the plaintiff any relief.” (Ibid.) “The decision of 
whether to apply the defense based on the facts is a 
matter within the trial court’s discretion.” (Ibid.)

*6 Bank of America, N.A. v. Roberts, 217 Cal.App.4th 
1386, 1400 (2013).
 
The defense may be invoked against a corporate plaintiff 
if under California law one or more agents of the plaintiff 
participated in the wrongful conduct and the conduct may 
be imputed to the corporation. The exception to the 
foregoing is the case where the action of the agent was 
adverse to the interest of the corporation, called the 
“adverse interest” exception. See, e.g., Bankruptcy 
Services, Inc. v. Ernst & Young (In re CBI Holding Co.), 
247 B.R. 341, 365 (Bankr.S.D.N.Y.2000). There is a 
further exception to the adverse interest exception called 
the “sole actor” exception under which the actions of the 
corporation’s agent may be imputed to the corporation 
even if the agent acts adversely to the interest of the 
corporation, if the agent and the corporation are “one and 
the same .” See, e.g., Lafferty, 267 F.3d at 359.
 
“As a general rule, application of the unclean hands 
doctrine remains primarily a question of fact.... As such, it 
is not properly determined either on a summary judgment 
motion or by reference to collateral estoppel principles.” 
Mattco Forge, Inc. v. Arthur Young & Co., 5 Cal.App.4th 
392, 407–08 (1992). This is because the doctrine relies 
heavily on an examination of intent of the plaintiff and the 
relative culpability of the parties. See Blain v. Doctor’s 
Co., 222 Cal.App.3d 1048, 1060–62 (1990).
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The doctrine of unclean hands is an affirmative defense. 
At trial, “the defendant generally bears the burden of 
proving its affirmative defenses.” Peregrine Funding, Inc. 
v. Sheppard Mullin Richter & Hampton LLP, 133 
Cal.App.4th 658 (2005). Therefore, for the purposes of 
summary judgment, Neri bears the initial burden of 
showing that the elements of his defense are present, after 
which the burden shifts to the plaintiff to show that there 
is a dispute of material fact as to one or more of the 
elements of the defense.
 
In this case, the element over which the parties argue is 
that of unconscionable, bad faith or inequitable conduct 
by the Delanos. Neri’s reply states that the evidence in 
support of this element consists of allegations made by 
plaintiff in the FAC which state that the Delanos, together 
with Neri, conspired together and orchestrated a scheme 
by which the debtor transferred assets to 2040 FF, to the 
detriment of the debtor and for the benefit of themselves 
and 2040 FF and for the purpose of delaying, hindering or 
defrauding the interests of the debtor’s creditors. Neri 
argues that these allegations are admissible evidence and 
may serve as the basis for summary judgment because the 
allegations state that Neri and the Delanos engaged in 
equally culpable bad faith conduct.
 
In response, the plaintiff has shown evidence which 
shows a dispute of material fact regarding the Delanos’ 
culpability relative to Neri. It is for that reason that the 
court will not grant Neri summary judgment on the 
plaintiff’s claims for breach of fiduciary duty, legal 
malpractice and conversion based on his assertion of the 
in pari delicto defense.
 
*7 The court finds that there is a material dispute of fact 
regarding the degree to which the Delanos engaged in bad 
faith conduct equally culpable to Neri’s conduct. 
Specifically, the plaintiff has presented evidence in the 
form of deposition of testimony of Harley Delano and 
Dennis Delano that they asked Neri to make sure that a 
new lease of the Fairfax Store under which a new entity 
called 2040 Fairfax, Inc. (“2040 FF”) would act as tenant 
in place of the debtor would be done “legally and 
properly” and that they did not have any intention to harm 
DRP in connection with the transaction and that Neri 
proposed to them scenarios which included a transfer of 
assets between the debtor and 2040 FF. Neri does not 
dispute that DRP and the Delanos relied on him for legal 
advice. The plaintiff has also presented evidence in the 
form of deposition testimony of Neri in which Neri states 
that he never considered whether the Delanos owed 
fiduciary duties to the debtor, he was not familiar with the 
fiduciary duties of members of an LLC, and that he did 

not advise the Delanos or the debtor to obtain an 
independent manager or attorney to review the transaction 
between the debtor and 2040 FF. The court finds that 
based on this evidence a fact finder or jury could 
reasonably render a verdict in the plaintiff’s favor on the 
issue of Neri’s unclean hands defense. Therefore, there is 
a dispute of material fact on the issue of the relative 
culpability of the Delanos and Neri which precludes 
summary judgment.
 
To the extent that Neri argues that the plaintiff should be 
estopped from arguing in oppositon to this motion that 
there is a dispute of material fact regarding the Delano’s 
intent and their culpability relative to Neri because it 
contradicts the plaintiff’s allegations in the FAC, the 
argument is not persuasive. The doctrine of judicial 
estoppel requires a party to have previously prevailed on a 
prior inconsistent position. New Hampshire v. Maine, 532 
U.S. 742, 748–49 (2001). Neri shows no evidence that the 
plaintiff has previously prevailed on the prior allegedly 
inconsistent position.
 
Based on the foregoing, Neri is not entitled to summary 
judgment that the defense of in pari delicto bars all of the 
plaintiff’s claims against him.
 
Having determined that the defense of in pari delicto is 
not a complete bar to the plaintiff’s claims, the court now 
turns to his arguments regarding the individual claims 
alleged against him in the FAC.
 

C.) Fraudulent transfer claims under 11 U.S.C. § 548 
and Cal. Civ.Code §§ 3439.04 and 3439.05
Neri argues that he is entitled to summary judgment on 
the plaintiff’s claims for avoidance of fraudulent transfer 
pursuant to 11 U.S.C. § 548 and Cal. Civ.Code §§ 
3439.04 and 3439.05 because there is no dispute of 
material fact that he was not an “initial transferee,” as that 
term is used for the purposes of 11 U.S.C. § 550(a), of the 
$560,000.00 transferred from the debtor to Neri’s attorney 
trust account in late 2010.
 
*8 11 U.S.C. § 550(a) provides that to the extent that a 
transfer is avoided under 11 U.S.C. §§ 544 or 548, the 
trustee may recover “the property transferred, or, if the 
court so orders, the value of such property from—(1) the 
initial transferee of such transfer or the entity for whose 
benefit such transfer was made.” 11 U.S.C. § 
550(a)(1)(emphasis added). The plain language of the 
statue does not require that the initial transferee benefit 
from the transfer.
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In the Ninth Circuit, an initial transferee is one who has 
“dominion” over the money. In re Incomnet, Inc., 463 
F.3d 1064, 1069–70 (9th Cir.2006). One who has 
dominion has the “legal authority over the money and the 
right to use the money however [one] wishe[s].” Id. at 
1070.
 
Neri presents evidence in the form of his declaration 
(Dkt.140), the declaration of Harley Delano (Dkt.141) and 
the declaration of Dennis Delano (Dkt.160) in which each 
states that in late 2010 the Delanos authorized the debtor 
to make a series of deposits totaling $560,000.00 into 
Neri’s attorney trust account. The Delanos and Neri each 
state that the debtor maintained complete control over the 
use of the funds while they were in Neri’s trust account 
and Neri did not establish dominion over the funds or 
mismanage them in any way. Neri also argues that of the 
$560,000.00 transferred to him, all of the funds were 
subsequently transferred to other parties “entirely in 
accordance with [the debtor’s] own wishes” including a 
transfer of $384,000.00 to the chapter 7 trustee and 
$116,000.00 to pay another attorney to represent the 
debtor in state court litigation.
 
The burden shifts to the plaintiff to show evidence that 
raises a dispute of material fact as to whether Neri had 
dominion over the transferred funds. The plaintiff points 
to an Attorney–Client Fee Agreement between Neri and 
the debtor, dated January 21, 2011, which is filed as 
Exhibit G to the FAC and identified in paragraph 45 of 
the FAC. The Attorney–Client Fee Agreement is also 
filed as Pursuant to the fee agreement, the debtor agreed 
to pay Neri $500,000.00 as a retainer and authorized Neri 
to deduct his own hourly billings against the retainer and 
authorized him to “utilize ... the Retainer to pay 
co-counsel based on co-counsel’s written Attorney–Client 
Agreement with [the debtor].” The plaintiff has also 
submitted evidence in the form of Neri’s deposition 
testimony, wherein Neri states that he had not previously 
had any retainer agreement with the debtor during the 
time that the debtor was his client. The plaintiff also 
submits the declaration of John V. Marklin, who served as 
a financial consultant for the plaintiff from 2005 to 2012. 
He states that in November 2010 several grocery stores 
operated by the debtor throughout the San Francisco Bay 
Area were suffering substantial losses of revenue and 
were expected to close. He states that the plaintiff 
requested that he oversee liquidation sales at the stores 
and he understood that the debtor had agreed to use the 
proceeds of the liquidation to pay the debtor’s creditors, 
including the plaintiff. He states that he learned of the 
transfer of $560,000.00 of the proceeds of the liquidation 
sales to Neri’s attorney trust account on or about 
December 21, 2010, after the transfer had already 

occurred. He also states that Neri wrote to him to make it 
clear that Marklin was only to contact Neri regarding the 
funds in the trust account and that no representative of the 
debtor would respond to requests from Marklin.
 
*9 Neri argues that Marklin’s declaration should be 
stricken in its entirety because Marklin has not been 
previously disclosed by the plaintiff as a witness, pursuant 
to Fed.R.Civ.P. 37(c)(1). Neri’s request is denied. 
Pursuant to Fed.R.Civ.P. 7037, incorporating 
Fed.R.Civ.P. 37(c)(1), a party who fails to provide 
information or identify a witness as required by 
Fed.R.Civ.P. 26(a) or (e) is not allowed to use that 
information or witness to supply evidence on a motion, at 
a hearing or at a trial unless the failure was substantially 
justified or is harmless. Additionally, Fed R. Bankr.P. 
9013 requires that a request for an order, such as a request 
for an order striking Marklin’s declaration, be made by 
motion. Given the nature of the relief sought, such a 
motion would be a contested matter under Fed. R. 
Bankr.P. 9014. Neri’s request that Marklin’s declaration 
be stricken, set forth in his reply to the plaintiff’s 
opposition, does not satisfy the requirement that a request 
to strike be made by motion.
 
The court finds that the plaintiff has shown evidence 
sufficient to establish a dispute of material fact regarding 
Neri’s dominion over the $560,000.00 transferred to his 
attorney trust account. The plaintiff has shown evidence 
that the circumstances surrounding the transfer, including 
execution of a retainer agreement which provided for a 
$500,000.00 retainer which Neri was allowed to utilize to 
pay himself and co-counsel when he had previously had 
no retainer agreement with the debtor, and Neri’s 
response to Marklin’s inquiry that no representative of the 
debtor would respond to requests regarding the funds 
could lead a reasonable finder of fact to conclude that 
Neri was more than a mere conduit for the funds and 
exercised dominion over the funds. The fact that some of 
the funds may have been subsequently transferred to other 
parties does not eliminate a dispute of material fact over 
whether Neri exercised dominion over the funds at the 
time that the transfer was made.
 

D.) Breach of fiduciary duty.

The elements of a cause of action for breach of 
fiduciary duty are: (1) the existence of a fiduciary duty; 
(2) breach of the fiduciary duty; and (3) damage 
proximately caused by the breach.
Stanley v. Richmond, 35 Cal.App.4th 1070, 1086 
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(1995).
The FAC alleges that Neri, as the debtor’s attorney, owed 
fiduciary duties to the debtor including a duty of loyalty 
and a duty of care. The FAC alleges that Neri violated 
these duties by deliberately participating in a scheme to 
transfer an asset belonging to the debtor to 2040 FF and to 
impose obligations on the debtor for the benefit of 2040 
FF without consideration and by transferring funds from 
the debtor to Neri. The FAC also alleges that Neri 
violated his duty of due care to the debtor by failing to 
make written disclosure to the debtor of his simultaneous 
representation of both the debtor and 2040 FF, by failing 
to obtain the debtor’s written consent to the simultaneous 
representation, by accepting employment adverse to the 
debtor, by disclosing confidential and privileged 
information belonging to the debtor, by failing to disclose 
to the debtor that he did not have professional liability 
insurance, by failing to execute a written fee agreement 
with the debtor at the time he began to serve as the 
debtor’s attorney in 2006 and by charging an 
“unconscionable” retainer of $500,000.00 when he did 
enter into a written fee agreement with the debtor in 
January, 2011.
 
*10 Neri argues that the plaintiff cannot show evidence to 
prove causation of damages. In support, he submits the 
declarations of Harley Delano (Dkt.141) and Dennis 
Delano (Dkt.160) who each state that even if Neri had 
disclosed to the debtor and the Delanos the alleged 
conflict in his representation of the debtor and 2040 FF, 
had provided a written fee agreement and had disclosed 
that he did not have professional liability insurance that 
they would have done nothing differently and still would 
have retained him as counsel for the debtor. Both Delanos 
also state in their declarations that at no time did Neri 
make any business decisions on behalf of the debtor or 
2040 FF.
 
The burden shifts to the plaintiff to show a dispute of 
material fact. With respect to Neri’s failure to make 
various disclosures regarding simultaneous representation 
his lack of liability insurance and the absence of a written 
fee agreement the plaintiff presents no evidence to show 
that if these disclosures had been made and a written fee 
agreement provided that the debtor, through the Delanos, 
would have taken any other action. On this aspect of the 
plaintiff’s claim for breach of fiduciary duty, the plaintiff 
has not carried its burden.
 
However, the substance of the plaintiff’s claim for breach 
of fiduciary duty does not solely concern Neri’s failure to 
make disclosures or provide a written fee agreement. The 
plaintiff also accuses Neri of violating a duty of loyalty 
and care to the debtor by participating in a scheme to 

transfer assets of the debtor to 2040 FF without 
consideration. On that aspect of the plaintiff’s claim for 
breach of fiduciary duty, the court finds that the plaintiff 
has submitted sufficient evidence to create a dispute of 
material fact. Specifically, the plaintiff has presented 
evidence in the form of deposition of testimony of Harley 
Delano and Dennis Delano that they asked Neri to make 
sure that a new lease of the Fairfax Store under which a 
new entity called 2040 Fairfax, Inc. (“2040 FF”) would 
act as tenant in place of the debtor would be done “legally 
and properly” and that they did not have any intention to 
harm DRP in connection with the transaction and that 
Neri proposed to them scenarios which included a transfer 
of assets between the debtor and 2040 FF. Neri does not 
dispute that DRP and the Delanos relied on him for legal 
advice. The plaintiff has also presented evidence in the 
form of deposition testimony of Neri in which Neri states 
that he never considered whether the Delanos owed 
fiduciary duties to the debtor, he was not familiar with the 
fiduciary duties of members of an LLC, and that he did 
not advise the Delanos or the debtor to obtain an 
independent manager or attorney to review the transaction 
between the debtor and 2040 FF. A fact finder or jury 
could reasonably conclude from the foregoing that Neri, 
without considering whether he owed a duty to the debtor 
as its attorney, devised and effectuated a scheme by which 
the debtor was divested of assets without consideration, 
thus causing damage to the debtor.
 
*11 Based on the foregoing, Neri is not entitled to 
summary judgment on the plaintiff’s claim for breach of 
fiduciary duty.
 

E.) Legal malpractice
The elements of a claim for legal malpractice under 
California law are:

(1) the duty of the attorney to use such skill, prudence, 
and diligence as members of his or her profession 
commonly possess and exercise; (2) a breach of that 
duty; (3) a proximate causal connection between the 
breach and the resulting injury; and (4) actual loss or 
damage resulting from the attorney’s negligence.

Coscia v. McKenna & Cuneo, 25 Cal.4th 1194, 1199 
(2001).
 
The FAC alleges that as attorney for the debtor, Neri 
owed the debtor a duty to use such skill prudence and 
diligence as other members of his profession commonly 
possess and exercise. The FAC alleges that Neri breached 
those duties by failing to make written disclosure to the 
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debtor of his simultaneous representation of both the 
debtor and 2040 FF, by failing to obtain the debtor’s 
written consent to the simultaneous representation, by 
accepting employment adverse to the debtor, by 
disclosing confidential and privileged information 
belonging to the debtor, by failing to disclose to the 
debtor that he did not have professional liability 
insurance, by failing to execute a written fee agreement 
with the debtor at the time he began to serve as the 
debtor’s attorney in 2006 and by charging an 
“unconscionable” retainer of $500,000.00 when he did 
enter into a written fee agreement with the debtor in 
January, 2011. The FAC also alleges that but for Neri’s 
breach of his duties of care, the debtor would not have 
entered into the transaction with 2040 FF whereby it 
transferred its assets to 2040 FF and undertook 
obligations for the benefit of 2040 FF for no 
consideration.
 
As with the plaintiff’s claim for breach of fiduciary duty 
Neri argues that the plaintiff cannot show evidence to 
prove causation of damages, again pointing to the 
declarations of Harley Delano and Dennis Delano, who 
state that they would have hired Neri even if he had 
provided them with disclosures and a written fee 
agreement. Neri also argues that the plaintiff cannot show 
evidence to establish what level of skill, prudence and 
diligence Neri failed to possess in performing the legal 
tasks required of him by the Delanos and the debtor.
 
The burden shifts to the plaintiff to show a dispute of 
material fact. As with the claim for breach of fiduciary 
duty, with respect to Neri’s failure to make various 
disclosures regarding simultaneous representation his lack 
of liability insurance and the absence of a written fee 
agreement the plaintiff presents no evidence to show that 
if these disclosures had been made and a written fee 
agreement provided that the debtor, through the Delanos, 
would have taken any other action. On this aspect of the 
plaintiff’s claim for breach of fiduciary duty, the plaintiff 
has not carried its burden.
 
However, the substance of the plaintiff’s claim for legal 
malpractice does not solely concern Neri’s failure to make 
disclosures or provide a written fee agreement. The 
plaintiff also accuses Neri of violating a duty of loyalty 
and care to the debtor by participating in a scheme to 
transfer assets of the debtor to 2040 FF without 
consideration. On that aspect of the plaintiff’s claim for 
breach of fiduciary duty, the court finds that the plaintiff 
has submitted sufficient evidence to create a dispute of 
material fact. Specifically, the plaintiff has presented 
evidence in the form of deposition of testimony of Harley 
Delano and Dennis Delano that they asked Neri to make 

sure that a new lease of the Fairfax Store under which a 
new entity called 2040 Fairfax, Inc. (“2040 FF”) would 
act as tenant in place of the debtor would be done “legally 
and properly” and that they did not have any intention to 
harm DRP in connection with the transaction and that 
Neri proposed to them scenarios which included a transfer 
of assets between the debtor and 2040 FF. Neri does not 
dispute that DRP and the Delanos relied on him for legal 
advice. The plaintiff has also presented evidence in the 
form of deposition testimony of Neri in which Neri states 
that he never considered whether the Delanos owed 
fiduciary duties to the debtor, he was not familiar with the 
fiduciary duties of members of an LLC, and that he did 
not advise the Delanos or the debtor to obtain an 
independent manager or attorney to review the transaction 
between the debtor and 2040 FF. A fact finder or jury 
could reasonably conclude from the foregoing that Neri 
devised and effectuated a scheme by which the debtor 
was divested of assets without consideration, thus 
breaching his duty of prudence and diligence as the 
debtor’s attorney and causing damage to the debtor.
 

F.) Conversion

*12 “Conversion is the wrongful exercise of dominion 
over the property of another. The elements of a 
conversion are the plaintiff’s ownership or right to 
possession of the property at the time of the 
conversion; the defendant’s conversion by a wrongful 
act or disposition of property rights; and damages. It is 
not necessary that there be a manual taking of the 
property; it is only necessary to show an assumption of 
control or ownership over the property, or that the 
alleged converter has applied the property to his own 
use. [Citations.]” (Oakdale Village Group v. Fonq 
(1996) 43 Cal.App.4th 539, 543–544, 50 Cal.Rptr.2d 
810.) Money can be the subject of an action for 
conversion if a specific sum capable of identification is 
involved. (Weiss v. Marcus (1975) 51 Cal.App.3d 590, 
599, 124 Cal.Rptr. 297.)
Farmers Ins. Exchange v. Zerin 53 Cal.App.4th 445, 
452 (1997).

The FAC alleges that by intentionally orchestrating a 
scheme under which the debtor would operate the Fairfax 
Store for the benefit of 2040 FF, and at the same time pay 
2040 FF Rent and 25% of the profit from the Fairfax 
Store, the defendants (presumably including) Neri 
wrongfully and intentionally exercised control over the 
debtor’s property and that the debtor could not consent to 
that control because the Delanos and Neri conspired to 
dominate and control the debtor.
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Neri argues that the plaintiff cannot show evidence of a 
wrongful exercise of dominion over the property of the 
debtor because the debtor, through the Delanos, consented 
to the transaction between the debtor and 2040 FF and the 
transfer of $560,000.00 to Neri. Neri submits the 
declarations of Harley Delano and Dennis Delano in 
support, who each state that they, as the sole members of 
the debtor, authorized the transaction between 2040 FF 
and the debtor and authorized the debtor to transfer 
$560,000.00 to Neri’s attorney trust account.
 
The plaintiff argues in opposition that the debtor did not 
consent because it was impossible for the Delanos to 
consent on behalf of the debtor to a transaction in which 
they had an interest. The plaintiff cites California Rule of 
Professional Conduct 3–600(E) and Forrest v. Baeza, 58 
Cal.App.4th 65 (1997). Those authorities, however, 
concern the dual representation by an attorney of a 
organization and a director, officer, employee, member, 
shareholder or other constituent of the organization. 
Those authorities have nothing to do with whether the 
debtor’s consent through the Delanos was ineffective 
because the Delanos had an interest in the transaction. 
The court finds that the plaintiff has not Carried its burden 
of showing that there is a dispute of material fact with 
respect to the debtor’s consent to the transfer of funds to 
Neri. Neri is entitled to summary judgment that the 
plaintiffs shall take nothing by their claim for conversion 
against Neri.
 

III. RECOMMENDATION
For all of the above reasons, IT IS HEREBY 
RECOMMENDED that Neri’s motion for summary 
judgment be granted in part such that Neri shall have 
summary judgment that the plaintiff shall take nothing by 
its claim for relief for conversion, and that it be denied as 
to Neri’s request for summary judgment on the plaintiff’s 
claims for avoidance of fraudulent transfer, breach of 
fiduciary duty and legal malpractice.
 
*13 These findings and recommendations are submitted 
to the United States District Judge assigned to the case, 
pursuant to the provisions of 28 U.S.C. § 157(c)(1). 
Although section 157(c)(1) does not contain the 
procedural provisions found in 28 U.S.C. § 626(b)(1), the 
court recommends utilizing the same procedure. 
Accordingly, within fourteen days after being served with 
these findings and recommendations, any party may file 
written objections with the court and serve a copy on all 
parties. Such a document should be captioned “Objections 
to Bankruptcy Judge’s Report and Recommendation.” 
Failure to file objections within the specified time may 
waive the right to appeal the District Court’s order. 
Turner v. Duncan, 158 F.3d 449, 455 (9th Cir.1998); 
Martinez v. Ylst, 951 F.2d 1153 (9th Cir.1991).
 

All Citations

Not Reported in B.R., 2014 WL 4966476

End of Document © 2021 Thomson Reuters. No claim to original U.S. Government Works.
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FINDINGS OF FACT AND CONCLUSIONS OF 
LAW

ROBERT S. BARDWIL, United States Bankruptcy Judge

*1 On September 21, 2016, defendant ZB, N.A. (the 

“Bank”) filed a motion to dismiss the first amended 
complaint (“Amended Complaint”) of the plaintiff, 
Beverly McFarland, who is also the trustee in the chapter 
11 case in which this adversary proceeding is pending 
(the “trustee”), pursuant to Fed. R. Civ. P. 12(b)(6), made 
applicable in this proceeding by Fed. R. Bankr. P. 
7012(b), for failure to state a claim upon which relief can 
be granted. The trustee has filed opposition, the Bank has 
filed a reply, the parties have submitted supplemental 
briefs on a discrete issue, and the court has heard oral 
argument. For the following reasons, the court submits to 
the district court the following findings of fact and 
conclusions of law, pursuant to 28 U.S.C. § 157(c)(1), 
with the recommendation that the motion be granted in 
part. The court incorporates herein its original tentative 
ruling, a copy of which is attached hereto as Exhibit A, 
except where the original ruling conflicts with this ruling.1

 
In ruling on a Rule 12(b)(6) motion, a court “accept[s] as 
true all facts alleged in the complaint, and draw[s] all 
reasonable inferences in favor of the plaintiff.” al-Kidd v. 
Ashcroft, 580 F.3d 949, 956 (9th Cir. 2009), citing 
Newcal Indus., Inc. v. Ikon Office Solution, 513 F.3d 
1038, 1043 n.2 (9th Cir. 2008). The court assesses 
whether the complaint contains “sufficient factual matter, 
accepted as true, to ‘state a claim to relief that is plausible 
on its face.’ ” al-Kidd, 580 F.3d at 949, citing Ashcroft v. 
Iqbal, 129 S. Ct. 1937, 1949, (2009), in turn quoting Bell 
Atl. Corp. v. Twombly, 550 U.S. 544, 570 (2007).
 

I. The Statute of Repose
Based on its earlier tentative ruling and the supplemental 
briefs of the parties, the court concludes that the 
seven-year statute of repose for fraudulent transfer actions 
under California law requires dismissal of Count 10 of the 
Amended Complaint and dismissal of Count 9 as to the 
five obligations incurred by IMG in favor of the Bank 
more than seven years before the commencement of 
IMG’s chapter 11 case.2 As to the security interests 
(Count 10), the issue boils down to three questions. Could 
the Bank take a security interest in IMG’s deposit 
accounts to secure the repayment of future advances? If 
so, was the language of the parties’ 2007 Business Loan 
Agreement sufficient to create a security interest? And 
finally, if so, did that security interest have priority over 
the holder of an unsecured creditor under California law, 
in whose shoes the trustee stands under § 544(b)(1) of the 
Bankruptcy Code? The court answers all three questions 
in the affirmative.
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*2 The first and third questions are readily answered and 
the trustee appears to concede them. Under the UCC, “[a] 
security agreement may provide that collateral secures ... 
future advances ....” Cal. Comm. Code § 9204(c). As to 
the priority of the Bank’s security interest in deposit 
accounts with the Bank, perfected by the Bank’s control 
of those accounts, on the one hand, and the interest of an 
unsecured creditor, on the other hand, the Bank’s 
supplemental brief walks through the relevant UCC 
sections and the court adopts that analysis herein. This 
leaves the second question—the sufficiency of the parties’ 
2007 Business Loan Agreement. The trustee argues that 
“the Business Loan Agreement is not sufficiently clear, as 
a matter of law, to create a valid and enforceable security 
interest under the UCC with respect to future loans.” 
Trustee’s Supp. Opp., DN 135, at 1:24–25. The trustee 
cites sample form sources for her conclusion that a valid 
security interest securing future advances “is normally 
accomplished through the inclusion of a specific future 
advance clause” (id. at 2:3–4, citing Uniform Law 
Annotated, Uniform Commercial Code Forms and 
Materials and West’s Legal Forms), and suggests the 
Business Loan Agreement is invalid because it does not 
include such a standard clause and does not contain the 
words “future advances.” She cites no authority, however, 
for the proposition that such a standard clause or the use 
of the words “future advances” is required to create a 
valid security interest securing future advances.
 
In the trustee’s view, getting to the notion of future 
advances in the Business Loan Agreement “requires 
drilling down through three layers of definitions set forth 
in the entirely separate ‘Definitions’ section of the 
[agreement].” Trustee’s Supp. Opp. at 2:16–17. The court 
is not sure what is meant by the suggestion that the 
Definitions section of the agreement is “entirely 
separate.” It is unequivocally part of the agreement. In 
any event, however, the court does not consider the 
analysis to be complex or convoluted, as the trustee 
suggests, but rather, not uncommon for commercial loan 
documents. The agreement itself (not the Definitions 
section) begins with these statements:

Borrower understands and agrees that: (A) in granting, 
renewing, or extending any Loan, Lender is relying 
upon Borrower’s representations, warranties, and 
agreements as set forth in this Agreement; (B) the 
granting, renewing, or extending of any Loan by 
Lender at all times shall be subject to Lender’s sole 
judgment and discretion; and (C) all such Loans shall 
be and remain subject to the terms and conditions of 
this Agreement.

TERM. This Agreement shall be effective as of 
February 20, 2007, and shall continue in full force and 

effect until such time as all of Borrower’s Loans in 
favor of Lender have been paid in full, including 
principal, interest, [etc.], or until such time as the 
parties may agree in writing to terminate this 
Agreement.

Bank’s Ex. F–2, DN 90, at p. 1 (emphasis added). These 
initial provisions, together with the language by which 
IMG granted the Bank a security interest in IMG’s 
deposit accounts at the Bank and the definitions in the 
Definitions section of the agreement, discussed below, 
were sufficient to create in favor of the Bank a security 
interest securing future advances.
 
The Business Loan Agreement includes this grant of a 
security interest: “Borrower hereby grants a security 
interest to Lender in any and all deposit accounts 
(checking, savings, money market or time) of Borrower at 
Lender, now existing or hereinafter opened, to secure the 
Indebtedness.” Bank’s Ex. F–2 at p. 4.3 The agreement 
defines “Indebtedness” as “the indebtedness evidenced by 
the Note or Related Documents, including all principal 
and interest ... for which Borrower is responsible under 
this Agreement or under any of the Related Documents.” 
Id. at 6. “Note,” in turn, means “the Note executed by 
[IMG] in the original principal amount of $250,000.00 
dated July 14, 2005, together with all renewals of, 
extensions of, ... and substitutions for the Note or Credit 
Agreement or any other subsequent Notes evidencing 
future indebtedness.” Id. at p. 6 (emphasis added). 
“Related Documents” means “all promissory notes, credit 
agreements, loan agreements, ... security agreements, ... 
and all other instruments, agreements and documents, 
whether now or hereafter existing, executed in connection 
with the Loan.” Id. at 7 (emphasis added). Finally, “Loan” 
means “any and all loans and financial accommodations 
from Lender to Borrower whether now or hereafter 
existing, and however evidenced ....” Id. at 6 (emphasis 
added).4

 
*3 Despite these references to “any other subsequent 
Notes evidencing future indebtedness,” to “all promissory 
notes, credit agreements, loan agreements, and security 
agreements, whether now or hereafter existing,” and to 
“any and all loans whether now or hereafter existing,” and 
despite the references in the opening paragraphs of the 
agreement to “any Loan,” “all such Loans,” and “all of 
Borrower’s Loans” as being subject to the terms of the 
agreement, the trustee contends a lay person borrower 
“would have no idea that the clause purportedly granting 
a security interest could apply to future obligations” 
(Trustee’s Supp. Opp. at 2:27–28) without some unusual 
mental gymnastics. The court need not decide the issue 
because, first, the trustee cites no authority that the court 
is to construe the agreement through the eyes of a 
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hypothetical lay person, and second, IMG was no lay 
person. As the complexity of Deepal Wannakuwatte’s 
Ponzi scheme, as alleged in the Amended Complaint, 
evidences, IMG was a sophisticated borrower chargeable 
with understanding the Business Loan Agreement as 
creating a security interest in the Bank’s favor in all of 
IMG’s accounts at the Bank to secure all loans, including 
future loans, made by the Bank to IMG, including those 
made within the seven years prior to the petition date.
 
The trustee contends the parties’ course of conduct was 
inconsistent with the conclusion that the Business Loan 
Agreement was intended to cover future advances. The 
trustee cites the fact that the parties entered into a similar 
“Business Loan Agreement” each time a new loan was 
made. She concludes the parties would not have done that 
if they had believed the February 2007 Business Loan 
Agreement was sufficient to secure the new loans. The 
argument is unpersuasive. First, the court views it as not 
uncommon for a lender to require new loan documents 
each time a new loan is made, and this is merely a 
reflection of the lender trying to cover all of its bases. 
Second, the February 2007 Business Loan Agreement 
defines the “Agreement” as “this Business Loan 
Agreement, as this Business Loan Agreement may be 
amended or modified from time to time ....” Bank’s Ex. 
F–2 at p. 6. Each Business Loan Agreement also included 
a statement that it “amends and restates” the prior one. 
For example, the Business Loan Agreement the court has 
referred to throughout this ruling states, “This Business 
Loan Agreement amends and restates the prior Business 
Loan Agreement dated February 5, 2007, as amended 
from time to time.” Id. at p. 5. Thus, the additional 
Business Loan Agreements were not separate agreements 
at all; they were merely amendments to the original one. 
The trustee’s conclusion that the additional agreements 
reflected an understanding that the original one did not 
cover future advances fails.
 
Finally, the trustee contends “a future advance clause or 
dragnet clause is only enforceable under California law to 
the extent that the language of the security agreement and 
the parties’ conduct establishes a clear understanding on 
the part of both parties that the security interest will 
secure other obligations. There is no such clarity here.” 
Trustee’s Supp. Opp. at 4:13–16. The trustee cites three 
cases for the proposition that the critical question is the 
intent of the parties. See Fischer v. First Internat. Bank, 
109 Cal. App. 4th 1433, 1445 (2003); In re Kim, 256 B.R. 
793, 796 (Bankr. S.D. Cal. 2000); New West Fruit Corp. 
v. Coastal Berry Corp., 1 Cal. App. 4th 92, 99 (1991)). 
The Kim court held that intent is to be determined by tests 
it called the ‘relationship of loan’ and ‘reliance on the 
security’ tests (see Kim, 256 B.R. at 797); that is, by 

whether the two loans relate to each other and whether the 
creditor made the second loan in reliance on the original 
security. Id. at 798.5 Citing Cal. Comm. Code § 
1201(b)(3),6 the court in New West Fruit held that intent 
is to be determined by-reference to the parties’ language 
or course of performance, course of dealing, or usage of 
trade. 1 Cal. App. 4th at 99.
 
*4 In the court’s view, these are the types of issues that 
must have necessarily been raised in a challenge to the 
validity or enforceability of a security interest before the 
expiration of the statute of repose. That is, they are 
questions a statute of repose and probably the less harsh 
statute limitations as well are designed to preclude. 
Neither Kim nor New West Fruit involved a challenge to 
a security interest after the statute of repose had expired. 
2002 Cal. App. Unpub. LEXIS 7478. Nor did the third 
case cited by the trustee, Fischer v. First Internat. Bank, 
109 Cal. App. 4th 1433 (2003).7

 
For the reasons discussed above, the court concludes that 
Count 10 of the Amended Complaint should be dismissed 
in its entirety because the security interests granted by 
way of the February 20, 2007 Business Loan Agreement 
were granted outside the seven-year period of the statute 
of repose, and therefore, are not subject to attack. This 
ruling applies to the security interests securing all of the 
Bank’s loans to IMG, including, as a result of the future 
advances language, those made within the seven-year 
period.8 The ruling also applies to Count 9 as to IMG’s 
obligations incurred more than seven years prior to the 
commencement of the chapter 11 case; as to those five 
obligations, Count 9 should be dismissed. Similarly, 
Counts 1, 2 and 4 should be dismissed with respect to 
repayments made to the Bank on loans made to IMG 
outside the seven-year period, as those repayments were 
made from the Bank’s own collateral, and thus, under 
First Alliance Mortgage, they are not subject to attack. In 
short, as to Count 10, as to those portions of Count 9 
concerning obligations incurred outside the seven-year 
period, and as to those portions of Counts 1, 2, and 4 
concerning repayments on those obligations, accepting as 
true all facts alleged in the Amended Complaint and 
drawing all reasonable inferences in favor of the trustee, 
the court concludes that when viewed in light of the 
seven-year statute of repose of Cal. Civ. Code § 
3439.09(c), the complaint does not contain “sufficient 
factual matter, accepted as true, to ‘state a claim to relief 
that is plausible on its face.’ ” The trustee has suggested 
no way in which she could, by amendment to the 
complaint, overcome the statute of repose with respect to 
the security interests or those five obligations; thus, 
amendment would be futile, and the trustee’s request for 
leave to amend should be denied. See Kendall v. Visa 
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U.S.A., Inc., 518 F.3d 1042, 1051 (9th Cir. 2008).
 
*5 Finally, however, the trustee contends that even if the 
seven-year statute of repose would otherwise dictate 
dismissal of Count 10—the claim to avoid the security 
interests, Count 9 salvages the situation. The argument is 
premised on what the trustee calls “the black letter 
principle of law that a security interest or lien is of no 
legal effect in the absence of an underlying, valid and 
enforceable obligation.” Trustee’s Opp. at 21:2–4. Thus, 
in the trustee’s view, “Count 9 paves the way for the 
Trustee to avoid transfers to [the Bank] by eliminating an 
essential condition necessary for a security interest to be 
valid and enforceable.” Id. at 2:22–23. As to those 
obligations incurred within the seven-year period, the 
court agrees, although the court would phrase the issue 
slightly differently.9 As to the obligations incurred outside 
the seven-year period, the court disagrees, because those 
obligations are themselves immune from attack under the 
statute of repose.
 
The trustee is correct that with respect to the obligations 
incurred within the seven years prior to the filing of the 
chapter 11 case, the statute of repose does not apply. This 
is because, as the trustee argues, a creditor must be owed 
a valid and enforceable obligation before it may enforce a 
security interest, even a security interest that is valid with 
respect to future advances. In other words, if the 
obligation incurred on account of the future advance fails, 
the security agreement providing for security for the 
future advance is left with nothing to secure. As the 
trustee phrases it, “[a] secured party has no rights to a 
debtor’s assets above and beyond the amount that is 
owed.” Trustee’s Supp. Opp. at 1:14–15.
 
The Bank argues that “[e]ven if those obligations [the 
ones incurred within the seven-year period] were 
hypothetically avoidable ..., the liens on the IMG Deposit 
Accounts would not evaporate automatically—they would 
still need to be avoided. But under the 7–year statute of 
repose and its effect on Count 10 pursuant to the 
subsequent advance clauses in the 2/20/2007 [Business 
Loan Agreement], it is simply too late to avoid these 
liens.” Bank’s Supp. Brief, DN 133, at 3:14–19. The Bank 
is not correct that if the trustee succeeds in avoiding the 
obligations incurred within the seven-year period, she 
would then also have to avoid the security interest 
purporting to secure those obligations. This is because 
there would simply be no such obligations.
 
By way of the Business Loan Agreement, as quoted 
above, IMG granted the Bank a security interest in its 
deposit accounts “to secure the Indebtedness,” and “the 
Indebtedness” is defined as “the indebtedness evidenced 

by the Note or Related Documents, including all principal 
and interest ... for which Borrower is responsible under 
this Agreement or under any of the Related Documents.” 
If the obligations are avoided, as the trustee seeks in 
Count 9, the responsibility for those obligations is 
avoided and, insofar as those particular loans are 
concerned, there is no “Indebtedness” for the security 
interest to secure.10 If the trustee prevails on her Count 9 
as to one or more of the obligations, the obligations will 
be in essence nullified, with the result that the Bank, 
because it was repaid all of its loans, will have been 
overpaid.
 
*6 The Bank argued at the second hearing that all the 
funds in the deposit accounts were at all times the Bank’s 
collateral, whether that collateral secured one loan, five 
loans, or any other number. Therefore, the Bank reasons, 
each time a repayment was made from that collateral, 
regardless of whether it was a repayment on a valid loan 
or an arguably avoidable loan, since the source of the 
repayment was the Bank’s collateral, the Bank was 
repaid—every time—from its own collateral, for the 
purpose of applying First Alliance Mortgage. However, 
this does not mean the Bank is entitled to be paid more 
than it is lawfully owed.
 
Finally, the Bank focused, both in its briefs and at oral 
argument, on the Uniform Commercial Code definitions 
of “transfer,” “asset,” “lien,” and “valid lien,” and 
especially, a “transfer” as including the creation of a lien 
but not the incurring of an obligation. Emphasizing that § 
550 of the Bankruptcy Code provides for the recovery of 
a “transfer” but not the recovery of an “obligation,” the 
Bank concludes, even if the trustee could avoid the 
obligations, under Count 9, she would be unable to 
“recover” anything because there is no “transfer” to 
recover, only an obligation. The problem with the theory 
is that if one or more of the obligations are avoided, the 
trustee would be seeking, under Counts 1, 2, and 4, to 
recover the repayments made on the avoided obligations, 
repayments that were without question “transfers.”
 
For the reasons stated, the court will recommend the 
motion be denied as to Count 9 insofar as it pertains to the 
loans made by the Bank to IMG within the seven years 
prior to the filing of the chapter 11 case.
 

II. Relation Back of Count 911

Citing § 546(a) of the Bankruptcy Code, the Bank 
contends Count 9 must be dismissed as having been filed 
more than two years after the petition date. The trustee 
contends, on the other hand, the allegations in the 
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Amended Complaint are sufficiently connected to those in 
the original complaint to permit the Amended Complaint 
to “relate back” to the original, for purposes of § 546(a). 
“An amendment to a pleading relates back to the date of 
the original pleading when: ... the amendment asserts a 
claim or defense that arose out of the conduct, transaction, 
or occurrence set out—or attempted to be set out—in the 
original pleading.” Fed. R. Civ. P. 15(c)(1), incorporated 
herein by Fed. R. Bankr. P. 7015. The court is to find the 
necessary connection if “the claim to be added will likely 
be proved by the ‘same kind of evidence’ offered in 
support of the original pleadings.’ ” Markus v. Gschwend 
(in Re Markus), 313 F.3d 1146, 1150 (9th Cir. 2002) 
(citations omitted). The critical issue is one of fair notice 
to the defendant. “Thus, amendment of a complaint is 
proper if the original pleading put the defendant on notice 
of the ‘particular transaction or set of facts’ that the 
plaintiff believes to have caused the complained of injury. 
Fairness to the defendant demands that the defendant be 
able to anticipate claims that might follow from the facts 
alleged by the plaintiff.” Percy v. San Francisco General 
Hospital, 841 F.2d 975, 979 (9th Cir. 1988).
 
In this case, the Bank contends new Count 9 pertains to 
entirely different transactions from those alleged in the 
original complaint. The Bank relies heavily on O’Cheskey 
v. CitiGroup Global Mkts., Inc. (In re Am. Hous. Found.), 
543 B.R. 245 (Bankr. N.D. Tex. 2015), in which the court 
found a trustee’s amended complaint to avoid allegedly 
fraudulent obligations did not relate back to his original 
complaint to avoid loan repayments. 543 B.R. at 262. 
Specifically, the court found the amended complaint 
alleged “facts that differ in both time and type” from 
those in the original complaint and that the original 
complaint gave no notice of the trustee’s intent to seek to 
avoid the underlying obligations. Id. Unlike in that 
scenario, however, the trustee’s original complaint in the 
present case, although it did not purport to state a claim to 
avoid the underlying obligations, did set forth in extensive 
detail factual allegations about the banking relationship 
between IMG and Wannakuwatte, on the one hand, and 
the Bank, on the other, from the very inception of the 
relationship. In contrast, in O’Cheskey, “the [original] 
complaint [made] no reference to a relationship between 
[the debtor and the defendant] beyond two years prior to 
the petition date.” 543 B.R. at 262.
 
*7 In the present case, the original complaint set forth 
virtually all of the factual allegations that are now 
summarized in Count 9. In other words, Count 9 did 
nothing more than add a theory of relief based on the 
same transactions and other factual circumstances alleged 
in the original complaint. The Bank complains that the 
original complaint did not give the Bank any indication 

the trustee would seek to avoid the underlying 
obligations. However,

Rule 15 does not require that a pleading give notice of 
the exact scope of relief sought. Rather, it must give 
fair notice of the transaction, occurrence, or conduct 
called into question. So long as a party is notified of 
litigation concerning a particular transaction or 
occurrence, that party has been given all the notice that 
Rule 15(c) requires. When a defendant is so notified, 
the defendant knows that the whole transaction 
described in it will be fully sifted, by amendment if 
need be, and that the form of the action or the relief 
prayed or the law relied on will not be confined to their 
first statement.

Asarco, LLC v. Union Pac. R.R. Co., 765 F.3d 999, 1006 
(9th Cir. 2014) (citations omitted). The trustee’s original 
complaint included many allegations about IMG’s 
conduct as regards the Bank and Bank’s conduct toward 
IMG, from and including the times the various 
promissory notes were signed. Thus, the court has no 
hesitation in concluding that the Bank had fair notice of 
the possibility the trustee would assert claims for relief 
arising out of those factual allegations, and the amended 
complaint relates back to the date of the original one.
 

III. The Bank’s Arguments re Count 9
The Bank makes a number of arguments for the dismissal 
of the trustee’s Count 9—the cause of action in which she 
seeks to avoid the underlying obligations of IMG to the 
Bank. First, the Bank contends the sole remedy available 
to a trustee upon avoidance of an obligation, as opposed 
to avoidance of a transfer, is that the obligation will be 
disallowed as a claim against the estate. Thus, because 
IMG’s obligations to the Bank were all repaid prior to the 
filing of the petition and are no longer “extant,” to use the 
Bank’s term, there is no remedy available to the trustee. 
The Bank cites several cases and treatises suggesting the 
remedy for the avoidance of an obligation is the 
disallowance of the obligation as a claim against the 
estate and that the obligation is not deemed void for all 
purposes. The Bank highlights this language from a 
comment to the Uniform Voidable Transactions Act 
(“UVTA”): “ ‘Avoidance’ is a term of art in this Act, for 
it does not mean that the transfer or obligation is simply 
rendered void ... ‘[A]voidance’ of an obligation under 
subsection (a)(1) likewise should not mean its 
cancellation, but rather a remedy that recognizes the 
existence of the obligation and the superiority of the 
plaintiff creditor’s claim against the debtor”) (emphasis 
added).” Bank’s Memo. at 45:9–13, quoting UVTA, § 7, 
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cmt. 7 (2014).
 
It may be that in some situations, the disallowance of the 
obligation as a claim against the estate will be the only 
practical consequence of avoiding the obligation. Here, 
however, there is an additional logical consequence: 
avoidance of the obligations incurred by IMG to the Bank 
would mean the repayments made on those 
obligations—the payments the trustee seeks to avoid and 
recover in Counts 1, 2, and 4—were repayments on 
invalid and unenforceable obligations; that is, obligations 
not covered by the future advances language in the 
Business Loan Agreement. If the obligations are avoided, 
IMG simply would have paid the Bank more than it was 
lawfully entitled.
 
*8 The trustee cites language in comment 7 to the UVTA 
that was omitted in the Bank’s quotation, cited above. As 
quoted by the trustee, immediately following the language 
about the “superiority of the plaintiff creditor’s interest 
over the obligee’s interest,” the comment states: “That 
[avoidance of the obligation] would entail disgorgement 
by the obligee of any payments received or receivable on 
the obligation, to the extent necessary to satisfy the 
plaintiff creditor’s claim, with the obligee being 
subrogated to the plaintiff creditor when the latter’s claim 
is paid.” Trustee’s Opp. at 32:4–6, quoting UVTA, § 7, 
cmt. 7. The trustee also quotes Collier: “[I]f the court 
avoids an obligation under section 548 or it is otherwise 
not binding on the debtor, transfers made by the debtor on 
account of that obligation are not made for reasonably 
equivalent value, and may be set aside as actually or 
constructively fraudulent if the other requirements for 
actual or constructive fraud are met.” Id. at 32:22–33:1, 
quoting 5 Collier on Bankruptcy ¶ 548.03 [4] [a], (Alan 
N. Resnick & Henry J. Sommer eds., 15th ed. 2015).
 
If the trustee succeeds in avoiding the incurring of the 
obligations themselves as fraudulent obligations, which is 
what the trustee is trying to do in Count 9, the obligations 
will be rendered invalid and unenforceable, and 
repayments made on those obligations may similarly be 
avoidable and/or recoverable, which is what the trustee is 
seeking in Counts 1, 2, and 4. If the trustee does not 
succeed in avoiding the obligations, the obligations will 
be subject to the future advances language in the Business 
Loan Agreement, and therefore, repayments on those 
obligations will not be subject to attack, under First 
Alliance Mortgage.
 
The Bank cites two cases holding that a transfer of 
property that has already been reversed by the parties to 
the transfer cannot subsequently be avoided by a creditor 
of the transferor under California fraudulent transfer law. 

See Kelleher v. Kelleher, 2015 U.S. Dist. LEXIS 131723, 
*24 (N.D. Cal. 2015). The theory is that the “reversal” of 
the transfer by the original parties put them back in their 
original positions—a “no harm, no foul” argument. See 
id.; see also Lassman v. Patts (In re Patts), 470 B.R. 234, 
243 (Bankr. D. Mass. 2012) [“Simply stated, the transfer 
the Trustee seeks to avoid has already been undone and 
the undiminished value of the transferred asset has been 
restored to the bankruptcy estate. Accordingly, any 
‘recovery’ for the benefit of the estate has already been 
completed, albeit by the Debtor and Patts.”]. The Bank 
posits that, as in those cases, when IMG repaid the Bank, 
the obligations the trustee seeks to avoid in Count 9 were 
extinguished or “reversed,” leaving nothing for the trustee 
to avoid. However, if the trustee is successful in avoiding 
the obligations, via Count 9, this means the Bank has been 
overpaid or paid more than it was lawfully due.
 
The Bank also argues the trustee cannot avoid the 
obligations (Count 9) because IMG received from the 
Bank loan proceeds equivalent to the amount of the debt it 
incurred, and therefore, IMG’s balance sheet remained 
neutral. However, again, if the obligations are avoided, 
the Bank was overpaid. This is something the Bank 
overlooks in most of these arguments. Further, the 
argument is not appropriate in the context of a Rule 
12(b)(6) motion, which serves only to test the pleadings, 
and especially not appropriate where, as here, the plaintiff 
alleges actual fraudulent transfers. In an actual fraudulent 
transfer case, as opposed to a constructive fraudulent 
transfer case, the plaintiff does not have the burden, as 
part of its case-in-chief, of proving the debtor did not 
receive a reasonably equivalent value in exchange for the 
transfer (compare § 3439.04(a)(1) with (a)(2) and § 
3439.08(a)), although that is one of the many factors the 
court may consider in determining whether the transfer 
was made with actual intent to defraud creditors. See 
3439.04(b) (non-inclusive list) and (b)(8). Instead, 
reasonably equivalent value is part of a two-part defense 
the defendant may offer, the other being that the 
defendant took the transfer in good faith. § 3439.08(a).12

 
*9 Finally, the Bank raised certain arguments for the first 
time in its reply to the trustee’s opposition, including 
arguments concerning the in pari delicto doctrine, the 
statute of limitations on contract claims, and California 
law on the duty of banks as regards the wrongdoing of 
their depositors. The arguments are directed at the 
trustee’s ability or inability to challenge the validity of the 
“Loan Documents,” apparently the documents evidencing 
the Bank’s loans to IMG. It is not clear to the court how 
those arguments pertain in an action to avoid fraudulent 
transfers and fraudulent obligations, but in any event, as 
they were not raised initially, the trustee has not had an 
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opportunity to address them and the court will not 
consider them further.
 
For the reasons stated, the court submits these findings of 
fact and conclusions of law to the district court with the 
recommendation that the motion be granted in part and 
that Count 10 of the Amended Complaint be dismissed, 
that Count 9 be dismissed as to the five obligations 
incurred by IMG in favor of the Bank more than seven 
years before the commencement of IMG’s chapter 11 
case, and that Counts 1, 2 and 4 be dismissed with respect 
to repayments made to the Bank on loans made to IMG 
outside the seven-year period.
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SUPPLEMENTAL EVIDENCE: 11–9–16
 
Tentative ruling:
 
This is the motion of defendant ZB, N.A. (the “Bank”) to 
dismiss the first amended complaint (“Amended 
Complaint”) of the plaintiff, Beverly McFarland, who is 
also the trustee in the chapter 11 case in which this 
adversary proceeding is pending (the “trustee”), pursuant 
to Fed. R. Civ. P. 12(b)(6), made applicable in this 
proceeding by Fed. R. Bankr. P. 7012(b), for failure to 
state a claim upon which relief can be granted. The trustee 
has filed opposition and the Bank has filed a reply. For 
the following reasons, the court intends to continue the 
hearing to permit limited additional briefing.
 
The court notes initially that the Bank has not filed a 
proof of claim in the underlying chapter 11 case and does 
not otherwise consent to this court’s jurisdiction to render 
a final judgment in this adversary proceeding or to make a 
final determination of this motion. Thus, pursuant to 
Exec. Benefits Ins. Agency v. Arkison (In re Bellingham 
Ins. Agency, Inc.), 702 F.3d 553 (9th Cir. 2012), aff’d, 
Exec. Benefits Ins. Agency v. Arkison, 134 S.Ct. 2165, 
2175, 189 L.Ed. 2d 83 (2014), the court will submit 
findings of fact and conclusions of law, together with its 
recommendation, to the district court. The Bank notes that 
it reserves the right to file a motion to withdraw the 
reference of this adversary proceeding. In the interest of 
judicial economy, the court intends to impose a deadline 
by which either party may make such a motion or be 
deemed to have consented to this court’s jurisdiction to 
render a final judgment.
 
The court finds there is an issue that has been addressed 
by both parties, but not fully briefed, that may be 
dispositive of the motion, depending on the court’s 
decision on that issue. The issue—whether the seven-year 
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statute of repose for fraudulent transfer actions under 
California law requires dismissal of this action as against 
the Bank—turns on the effect of a Business Loan 
Agreement entered into in 2007 between the debtor in the 
underlying chapter 11 case, International Manufacturing 
Group, Inc. (“IMG”) and the Bank. Thus, the court must 
initially determine whether it can consider the Business 
Loan Agreement at all. The trustee contends it cannot.
 
*10 In her original complaint, the trustee sought to avoid 
transfers totaling more than $15 million made by IMG to 
the Bank as actual fraudulent transfers, pursuant to § 
544(b) of the Bankruptcy Code and Cal. Civ. Code § 
3439.04 (Count 1 as to payments of principal and Count 2 
as to payments of interest and fees), to recover the value 
of the transfers pursuant to § 550 of the Bankruptcy Code 
(Count 4), and to disallow the Bank’s claims filed in the 
chapter 11 case of IMG’s principal, Deepal 
Wannakuwatte (Count 8). The Bank filed a motion to 
dismiss the complaint for failure to state a claim upon 
which relief could be granted. The crux of the motion was 
that all of the transfers were made from funds in IMG 
deposit accounts at the Bank, funds in which the Bank 
had a perfected security interest, such that the payments 
did not deplete assets that would otherwise have been 
available to the bankruptcy estate when the chapter 11 
case was filed. Thus, under Henry v. Lehman Commer. 
Paper, Inc. (In re First Alliance Mortgage Company), 471 
F.3d 977, 1008 (9th Cir. 2006), the Bank claimed the 
payments simply did not constitute fraudulent transfers. 
The Bank reiterates this argument in its motion to dismiss 
the Amended Complaint.
 
The trustee does not seriously contest the argument.1 
Instead, she claims the two new counts she has added 
against the Bank in her Amended Complaint—Counts 9 
and 10—render the argument irrelevant. In the two new 
counts, the trustee seeks to avoid IMG’s underlying 
obligations to the Bank—the obligations arising out of the 
loans made by the Bank to IMG (the loans on account of 
which the transfers originally alleged were made) (Count 
9) and to avoid any purported liens or security interests 
given by IMG to the Bank to secure the loans (Count 10). 
The trustee contends that if she can avoid the obligations, 
then they were invalid, the security interests purporting to 
secure them were also invalid, and the Bank was not a 
secured creditor to begin with. Thus, the fact that the 
Bank was repaid from funds held in IMG’s accounts at 
the Bank does not mean the Bank was repaid from its own 
collateral, because there never was any such collateral.
 
As a component of this theory, the trustee would preclude 
the court from considering the loan documents executed 
between IMG and the Bank, including the Business Loan 

Agreement, which are central to the Bank’s position. The 
holding of First Alliance Mortgage on which the Bank 
relies is this:

[r]epayments of fully secured obligations—where a 
transfer results in a dollar for dollar reduction in the 
debtor’s liability—do not hinder, delay, or defraud 
creditors because the transfers do not put assets 
otherwise available in a bankruptcy distribution out of 
their reach. The payments made to Lehman under its 
agreement with First Alliance were simply not 
fraudulent transfers within the meaning of the statute.

First Alliance Mortgage, 471 F.3d at 1008 (citation 
omitted, internal quotation marks omitted). Thus, 
obviously, the Bank’s position relies on the loan 
documents executed between IMG and the Bank to 
demonstrate the existence of “fully secured obligations.” 
The Bank seeks to introduce those documents, under the 
doctrine that a court may look beyond the pleadings on a 
Rule 12(b)(6) motion and consider “documents 
incorporated into the complaint by reference.” 
Daniels–Hall v. Nat’l Educ. Ass’n, 629 F.3d 992, 998 (9th 
Cir. 2010) (citation omitted). A document not attached to 
the complaint may be considered if “(1) the complaint 
refers to the document; (2) the document is central to the 
plaintiff’s claim; and (3) no party questions the 
authenticity of the copy attached to the 12(b)(6) motion.” 
Id.
 
*11 The trustee does not question the authenticity of the 
copies of the loan documents, loan transaction history 
reports, and bank statements submitted by the Bank with 
its motion. She contends, however, that the complaint 
does not refer to the documents and they are not central to 
her claims. She cites Ecological Rights Found. v. Pac. 
Gas & Elec. Co., 713 F.3d 502 (9th Cir. 2013), in which 
the court stated that “[w]hether a document is ‘central’ to 
a complaint turns on whether the complaint ‘necessarily 
relies’ on that document.” 713 F.3d at 511. Ironically, in 
that case, it was the plaintiff who sought to introduce, in 
opposition to a motion to dismiss, documents it had not 
attached to its complaint. The court determined the 
plaintiff had not alleged in its complaint a particular type 
of discharge of contaminated stormwater into the 
environment, and could not rely on notice letters it had 
sent the defendant before filing the complaint which, 
arguably, contained such allegations. Id. The court found 
the complaint “did not refer ‘extensively’ to those notices 
and they were not integral to [the] complaint.” Id.
 
In contrast, in Coto Settlement v. Eisenberg, 593 F.3d 
1031, 1038 (9th Cir. 2010), the court held to be central to 
the plaintiff’s complaint a billing agreement under which 
the defendant alleged it retained certain funds as reserves 
against bad debts. The plaintiff alleged in its complaint 
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the defendant had converted the funds, but the complaint 
did not expressly refer to the billing agreement. The court 
held that “[w]hether or not [the defendant] converted the 
reserves it received from the [plaintiff’s] customers ... 
depends in large part on its authorization to do so and 
whether it asserted ownership over the funds at that 
time—suggesting that the Billing Agreement is integral to 
the Amended Complaint.” Id.
 
In this case, the trustee’s original complaint clearly made 
sufficient reference to the loan documents, loan 
transaction histories, and bank statements to enable the 
court to consider them under the “incorporation by 
reference” doctrine. (And the Amended Complaint 
includes all the allegations in the original complaint.) The 
original complaint referred to “financing transactions that 
provided the necessary liquidity for Deepal 
Wannakuwatte ... to get his then fledgling Ponzi scheme 
off the ground.” Trustee’s Compl., DN 1, at 1:5–7. It 
referred extensively to standby letters of credit alleged to 
have constituted collateral for the Bank’s loans to IMG, 
letters of credit the complaint alleged were used by 
Wannakuwatte “to obtain approximately $24 million from 
[the Bank] through various credit facilities between [the 
Bank] and IMG.” Id. at 2:23–24.
 
The complaint described the manner in which the Bank 
provided loan advances to IMG and referred to IMG’s 
bank accounts at the Bank having “functioned as a 
commingled common pot of cash from which interest and 
principal payments [were] made on existing promissory 
notes.” Id. at 8:26–27. It also referred to “[the Bank’s] 
unusual and wide-ranging banking relationship with IMG 
and Wannakuwatte” (at 9:20–21), to IMG and 
Wannakuwatte having “in excess of thirty different 
checking accounts established with CBT and well over 
ten substantial lines of credit or loans with CBT” (at 
9:24–25), and to “frequent examples of substantial 
overdrafts and notices of bounced checks, countless 
examples of cash transactions involving huge dollar 
amounts, thousands of dollars of transactions involving 
the purchase of, or deposits of, cashier’s checks, and rapid 
clearing of large (often millions of dollars) of checks, 
despite low, zero, or negative fund balances in the 
accounts used.” At 10:4–8.
 
The complaint described the Bank’s involvement with the 
transactions involving the Jamestown S’Klallam Tribe, 
beginning with this allegation: “IMG and CBT entered 
into Loan No. 168068–0004 on or about May 17, 2006 in 
the original amount of $1,500,000.00 (the ‘JHMS Line’).” 
Compl., DN 1, at 17:7–9. The complaint continued: “Only 
forty-one days later, CBT and IMG agreed to increase the 
loan amount from $1,500,000.00 to $9,000,000.00 in a 

Change in Terms Agreement dated June 26, 2006. As part 
of the Change in Terms Agreement, the ‘Acceptance 
Subline’ was also increased to $9 million. Such drafts 
drawn on CBT for the benefit of IMG, termed 
‘acceptances,’ could total up to the full amount of the line, 
or $9 million.” Id. at 17:10–14. (The Bank points out that 
the Change in Terms Agreements referred to in the 
complaint all incorporate the promissory notes and 
business loan agreements for their respective 
transactions.)
 
*12 The complaint listed the loan advances made by the 
Bank on the JHMS Line and described the manner in 
which they were made; it also described various loan 
repayments made by IMG to the Bank and repeated 
extensions of the maturity date of the JHMS line. The 
complaint included as an exhibit a long list, by loan 
number, date, and amount, of IMG’s alleged payments of 
interest and fees on the various loans2 and described by 
loan number, date, amount, and purported purpose the 
various “loans” and “lines of credit” entered into between 
IMG and the Bank. The complaint did not specifically 
mention the loan documents themselves except for 
various “Change in Terms Agreements,” which were 
listed by date and alleged to have been for the purpose of 
extending the maturity dates of the various loans. The 
complaint listed, by loan number, date, and amount, the 
principal “repayments of loans” by IMG to the Bank, 
totaling $12,782,752. All of the above allegations in the 
original complaint are also in the Amended Complaint.
 
In light of all of these detailed allegations concerning the 
“loans,” loan advances, and loan repayments, the court 
finds unreasonable and nonsensical the trustee’s 
contention that the complaint, and thus, the Amended 
Complaint does not “necessarily rely” on the loans 
documents, loan histories, or bank statements, and thus, 
that those documents are not central to her claims and 
should not be considered on this motion. The trustee 
argues that “none of [her] claims are based on the 
underlying loan documents” (Trustee’s Opp., DN 102, at 
1:17–18), that her claims “stand on their own two feet, 
[and do not] inherently depend on the existence or 
substance of the underlying loan documents” (id. at 
1:18–20), and that they “stand independent of any 
references to any loan documents.” Id. at 1:23.3 The court 
finds, to the contrary, that the trustee’s many references in 
the complaint to the credit facilities, the standby letters of 
credit as collateral, the loans, lines of credit, loan 
advances, and loan repayments, including “interest and 
principal payments made on existing profmissory notes,” 
and to the various Change in Terms Agreements put the 
loan documents squarely in play.4
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Further, the allegations of “substantial overdrafts and 
notices of bounced checks, countless examples of cash 
transactions involving huge dollar amounts, thousands of 
dollars of transactions involving the purchase of, or 
deposits of, cashier’s checks, and rapid clearing of large 
(often millions of dollars) of checks, despite low, zero, or 
negative fund balances in the accounts used” put the loan 
histories and bank statements in play. Given all of those 
references, it would be unfair and simply beyond the pale 
not to permit the Bank to cite the loan documents 
themselves as evidence of a security interest in the funds 
in IMG’s bank accounts, the funds from which the 
transfers were made.
 
In addition, if those references in the original complaint 
(repeated in the Amended Complaint) were not enough, 
new Counts 9 and 10 unequivocally invoke the loan 
documents. Count 9 states that “IMG and [the Bank] 
entered into the following loan transactions: [listed] 
(collectively, the ‘CBT Loans’)” (Amended Compl., DN 
54, at 93:22) and alleges, “[t]o the extent that IMG owed 
any otherwise legally valid and enforceable obligation to 
CBT arising out of the CBT Loans (collectively, the 
“Purported Obligations”), the Purported Obligations 
constitute obligations incurred by IMG, one of the 
debtors. [¶] Each of the Purported Obligations was 
incurred with the actual intent to hinder, delay, or defraud 
IMG’s creditors.” Id. at 94:2–7. In Count 10, the trustee 
alleges that “[g]ven that each of the Purported Obligations 
were null and void, any purported liens or security 
interests given by IMG in connection with the CBT Loans 
and Purported Obligations were likewise invalid, 
unenforceable, null, void, and/or otherwise without legal 
effect.” Id. at 96:13–16. She adds that to the extent the 
Purported Obligations are not avoidable, the security 
interests themselves are avoidable as actual fraudulent 
transfers.
 
*13 Although the trustee uses the term “loan 
transactions,” the fact is that those transactions were 
documented and the trustee has plainly called the loan 
documents into question. The court thus determines (and 
the trustee does not dispute) that, on their face, the loans 
purport to have been secured by security interests in the 
funds from which the challenged transfers were made, 
security interests which, if valid, would, under First 
Alliance Mortgage, defeat the trustee’s claims. In short, it 
would be unfair and unacceptable to permit the trustee to 
allege “[the Bank’s] unusual and wide-ranging banking 
relationship with IMG and Wannakuwatte” and to seek 
specifically to avoid IMG’s “obligations” to the Bank and 
the Bank’s “security interests in IMG’s deposit accounts” 
(Amended Compl. at 96:21) without permitting the Bank 
to cite the loan documents, loan histories, and bank 

statements evidencing that relationship and those 
obligations and security interests.
 
The Bank contends, among a number of other arguments, 
that the applicable statute of repose requires dismissal of 
Count 10 of the Amended Complaint—the trustee’s claim 
to avoid the Bank’s security interests in IMG’s deposit 
accounts. If decided in the Bank’s favor, the issue would 
be dispositive of the entire action as against the Bank 
under First Alliance Mortgage, because the court would 
conclude that the loans repayments challenged in Counts 
1, 2, and 4 were made from the Bank’s collateral and did 
not deplete assets that would otherwise have been 
available to the estate. Because the transfers would not be 
avoided, the trustee’s objection to the Bank’s claims, 
Count 8, would also be dismissed. For the following 
reason, the court intends to continue the hearing to permit 
further briefing on that one issue, as further defined 
below.
 
California imposes a seven-year statute of repose for 
fraudulent transfer causes of action. “Notwithstanding any 
other provision of law, a cause of action under this 
chapter with respect to a transfer or obligation is 
extinguished if no action is brought or levy made within 
seven years after the transfer was made or the obligation 
was incurred.” § 3439.09(c). The Bank contends this 
statute of repose applies to the security interests securing 
all of the Bank’s loans to IMG, even those where the 
funds were advanced within the seven-year period, 
because the security interests were created more than 
seven years prior to the petition date, when IMG signed a 
Business Loan Agreement with a future advances clause. 
That is, IMG purported to grant the Bank a security 
interest in its deposit accounts to secure all loans then 
existing or that might be incurred in the future.
 
The trustee contends, first, the court should not consider 
the Business Loan Agreement because it is outside the 
four corners of the complaint; that is, the trustee did not 
refer to it in her Amended Complaint and the “Trustee’s 
claims asserted do not depend on that document in any 
manner whatsoever.” Trustee’s Opp. at 50:3–5. The court 
has addressed and rejected this argument above. Next, the 
trustee contends the validity of the Business Loan 
Agreement is in question “due to its potential illegality.” 
Id. at 50:7. Specifically, the trustee claims that before the 
court can determine the statute of repose issue, it must 
first determine the validity and enforceability of the loan 
documents, and in the trustee’s view, “there are 
substantial reasons to question the[ir] validity and 
enforceability.” Id. at 14:20–21. Apparently based on the 
alleged complicity of the Bank in Wannakuwatte’s 
scheme, the trustee suggests the loan documents were 

Case 2:19-ap-01383-SK    Doc 259-4    Filed 06/03/21    Entered 06/03/21 15:47:43    Desc
Appendix     Page 51 of 266



In re International Manufacturing Group, Inc., Not Reported in B.R. Rptr. (2016)
91 UCC Rep.Serv.2d 373

 © 2021 Thomson Reuters. No claim to original U.S. Government Works. 11

void and illegal as against public policy. Acknowledging 
she did not plead illegality in the Amended Complaint (or 
the original one), she cites case law for the propositions 
that (1) where the evidence suggests illegality, the court 
must raise the issue sua sponte if the parties have not done 
so, and (2) no party may be estopped from raising the 
issue of illegality. Finally, the trustee contends, resolution 
of the issue would require an assessment of the parties’ 
“knowledge, purpose, and intent” (id. at 20:6), which 
could not be determined on a motion to dismiss.
 
*14 The trustee did not seek in either complaint relief on 
the ground the underlying loans or security interests were 
illegal as against public policy. She sought relief solely on 
the basis of the California Uniform Fraudulent Transfer 
Act. More important, she has cited no authority for the 
proposition that the illegality of a contractual obligation, 
even if proven, provides an exception to the seven-year 
statute of repose, which is an “absolute backstop” to 
fraudulent transfer claims (Donell v. Keepers, 835 F. 
Supp. 2d 871, 878 (S.D. Cal. 2011); In re JMC Telecom 
LLC, 416 B.R. 738, 742 (C.D. Cal. 2009)), and the court 
is aware of none.
 
Third, the trustee claims the Bank’s statute of repose 
argument “depends on a convoluted interpretation of 
various contractual provisions that are circular and thus 
inherently ambiguous.” Trustee’s Opp. at 50:8–9. The 
trustee does not explain the argument other than by citing 
the definition of “Loan” in the Business Loan 
Agreement.5 The trustee does not explain or even suggest 
how the provisions of the Business Loan Agreement are 
circular or ambiguous, and to the contrary, they appear to 
be commonly used provisions for the securing of future 
advances.
 
Next, however, the trustee correctly notes that the statute 
relied on by the Bank, Cal. Civ. Code § 2884, does not 
apply to the Business Loan Agreement. The Bank cited § 
2884 as supporting the validity of the future advances 
clause in the Business Loan Agreement. The section 
states: “A lien may be created by contract, to take 
immediate effect, as security for the performance of 
obligations not then in existence.” The trustee, in turn, 
cites Cal. Civ. Code § 2914, which states: “None of the 

provisions of this chapter apply to any transaction or 
security interest governed by the Uniform Commercial 
Code.” The parties do not dispute that the Business Loan 
Agreement, purporting as it does to create a security 
interest in personal property, is governed by California’s 
version of the Uniform Commercial Code. Civil Code §§ 
2884 and 2914 are both in Chapter 6 of Title 14 of Part 4 
of Division 3 of the Civil Code; thus, § 2914 makes § 
2884 inapplicable in this case.
 
Finally, however, in its reply to the trustee’s opposition, 
the Bank cites Cal. Comm. Code § 9204(c), which reads, 
“A security agreement may provide that collateral secures 
... future advances or other value, whether or not the 
advances or value are given pursuant to commitment.” 
This is the first time that section has come up in the 
briefing of this motion. The Bank also cited in its reply a 
number of other provisions of the Commercial Code that 
were not originally addressed and that the trustee has not 
had an opportunity to address. Thus, the court will permit 
both parties to submit supplemental briefs, limited to four 
pages each, addressing the priority as between, on the one 
hand, the Bank’s security interest under the February 
2007 Business Loan Agreement in IMG’s deposit 
accounts as securing loan advances made within the seven 
years prior to the petition date (that is, as securing future 
advances), and on the other hand, the holder of an 
unsecured creditor under California law, in whose shoes 
the trustee stands under § 544(b)(1) of the Bankruptcy 
Code.
 
One final note. The court appreciates that both parties 
have addressed rather a large number of issues in their 
briefs (which the court will address if needed following 
its determination of the statute of repose issue), 
necessitating longer than usual briefs. Nevertheless, the 
length of both parties’ briefs was unnecessarily excessive, 
and the court will appreciate greater succinctness in the 
future. The court will hear the matter.
 

All Citations

Not Reported in B.R. Rptr., 2016 WL 7163588, 91 UCC 
Rep.Serv.2d 373

Footnotes

1 In its original ruling, the court indicated that if Count 10 of the Amended Complaint were dismissed, that would dispose of the 
entire action under Henry v. Lehman Commer. Paper, Inc. (In re First Alliance Mortgage Company), 471 F.3d 977, 1008 (9th Cir. 
2006). For the reasons stated in these findings, the court no longer believes that to be the case and the court does not adopt that 
conclusion herein.

2 The Bank has tangentially mentioned the four-year statute of limitations of Cal. Civ. Code § 3439.09(a); however, the Bank did not 
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request relief based squarely on that statute and the parties’ briefs are not sufficient on the issue to permit a ruling. The Bank’s 
arguments concerning the one-year “delayed discovery” rule (§ 3439.09(a)(1)) are more suited to a motion for summary judgment 
than a motion to dismiss.

3 Under the UCC, with exceptions not applicable here, “[a] security agreement may create or provide for a security interest in 
after-acquired collateral.” Cal. Comm. Code § 9204(a).

4 The trustee cites State Bank of Toulon v. Covey (In re Duckworth), 2012 Bankr. LEXIS 1219, 2012 WL 986766, *6 (Bankr. C.D. 
Ill. March 22, 2012), in which the court considered an identical definition of “Indebtedness” and an almost identical definition of 
“Related Documents,” and concluded the definitions were circular because the former referred to the latter and the latter to the 
former. See 2012 Bankr. LEXIS at *18–19. The case is distinguishable for at least two reasons. First, whereas in Duckworth, 
“Related Documents” meant “all documents executed in connection with the Indebtedness,” here, it means “all documents 
executed in connection with the Loan,” the term “Loan” being defined here as “any and all loans ... whether now or hereafter 
existing.” (In Duckworth, “Loan” was not mentioned as a defined term.) Second, although “Indebtedness” in both Duckworth and 
the present case means “the indebtedness evidenced by the Note or Related Documents,” the definition of “Note” in Duckworth 
included only “the Note ... dated December 13, 2008” (and renewals, extensions, and so on), whereas in this case, “Note” means 
“the Note ... dated July 14, 2005 ... or any other subsequent Notes evidencing future indebtedness.” The trustee’s citation of 
Marques v. Bank of Am., N.A. (In re Marques), 2008 Bankr. LEXIS 4921, 2008 WL 4286998, *7 (Bankr. E.D. Pa. Sept. 16, 
2008), fails for the same reason. See 2008 Bankr. LEXIS 4921, at *24–25.

5 The use of those tests was rejected with the 2001 revisions to the UCC. See Frontier Fin. Credit Union v. Dumlao (In re Dumlao), 
2011 Bankr. LEXIS 4315, *13–15 (9th Cir. BAP Aug. 5, 2011); Kim, 256 B.R. at 797, n.4.

6 “ ‘Agreement,’ as distinguished from ‘contract,’ means the bargain of the parties in fact, as found in their language or inferred from 
other circumstances, including course of performance, course of dealing, or usage of trade as provided in Section 1303.” Cal. 
Comm. Code § 1201(b)(3).

7 That case is distinguishable in any event from the present case in that it concerned a “dragnet” clause in a consumer deed of trust 
on the borrower’s residence, not a security agreement governed by the UCC. “Because a dragnet clause is one of the provisions 
‘least likely’ to be understood by a layperson reading the fine print of a deed of trust, California limits the enforcement of such a 
provision ‘to those transactions where objective evidence discloses the intention of the debtor and the creditor to enlarge the lien to 
include other obligations.’ ” 109 Cal. App. 4th at 1445 (citation omitted). The trustee has cited no authority for the proposition that 
similar considerations apply to security agreements under the UCC and no persuasive argument for the position that such 
considerations should apply.

8 To be clear, the ruling applies to the security interests securing all of the Bank’s loans, even the loans made within the repose 
period, and the trustee may not attack the security interests themselves. As discussed below, however, the trustee may attack one or 
more of the loans themselves—the loans made within the repose period, and as to those avoided, if any, the security interests, 
although not subject to attack, will be found to be inapplicable.

9 As to the obligations incurred within the seven-year period, the court agrees that if the trustee is successful in avoiding those 
obligations under Count 9, she may then seek to avoid the repayments of those obligations under Counts 1, 2, and 4. The trustee’s 
phrasing is, however, not particularly helpful. By referring to a “condition necessary for the security interest to be valid and 
enforceable,” the trustee suggests she will be attacking the security interest, which the court has already determined is immune 
from attack because of the statute of repose. The question is not whether the avoidance of the obligations would give rise to a basis 
for avoiding or otherwise attacking the validity or enforceability of the security interest. The question is whether avoided 
obligations are within the scope of the obligations secured by the security interest.

10 The Bank makes much of its alleged statutory banker’s lien, as well as a common law right of setoff. In recommending the 
dismissal of Count 10, the court rejects the trustee’s challenge to the Bank’s contractual lien and the contractual lien stands as valid 
and enforceable. To the extent the Bank prevails on the trustee’s Count 9 and the obligations are determined to be valid and 
enforceable, this ruling determines that the contractual lien securing them cannot be challenged by the trustee and the Bank will not 
need to rely on its banker’s lien or right of setoff. Further, the Bank has offered no authority for the proposition that the banker’s 
lien or the right of setoff would have any more validity or enforceability than the contractual lien as to underlying obligations 
found to be avoidable.

11 The Bank raised this argument with respect to both Count 9 and Count 10. However, because the court will recommend dismissal 
of Count 10 in its entirety based on the statute of repose, the court will limit this discussion to Count 9.

12 The Bank emphasizes that in First Alliance Mortgage, the Ninth Circuit held the trustee could not recover as fraudulent transfers 
payments made on secured debts despite a jury’s earlier finding, affirmed by the circuit court, that the defendant had aided and 
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abetted the debtor’s fraud practiced on the debtor’s borrowers. 471 F.3d at 1009. However, the court reached this conclusion after a 
bench trial on the fraudulent transfer claims, not on a motion to dismiss, and based on factual findings that “there was no 
defrauding of creditors (or borrowers) by entering into the [loan agreement between the debtor and its lender], with intent or 
otherwise.” Id. at 1008. “The district court found that [the debtor] perpetrated a fraud by making misrepresentations in the sales 
pitch for the loans. The [loan agreement] had nothing to do with those misrepresentations, and the Trustee’s efforts to conceptually 
collapse the ‘obligation incurred’ by [the debtor] into its fraudulent mortgage loans to borrowers is unconvincing.” Id. at 1008–09. 
At this stage, the court has made no factual findings in this adversary proceeding that might support such a conclusion and it would 
be inappropriate for the court to do so on this motion to dismiss.

13 The trustee “assumes for the sake of argument that transfers made to a secured creditor consisting of property that is subject to that 
creditor’s security interest are not avoidable as fraudulent transfers (where the creditor’s underlying security interest or lien is fully 
valid and enforceable). The Trustee reserves all rights to challenge this premise going forward in this adversary proceeding.” 
Trustee’s Opp., DN 102, at 3:26–28. This issue was squarely raised by the Bank’s motion and the trustee was plainly called upon 
to respond to it.

14 The list is not attached to the Amended Complaint but the Amended Complaint refers to the list as “the attached Exhibit ‘A’.” 
Amended Compl., DN 54, at 60:20. It thus appears the list was omitted from the Amended Complaint inadvertently.

15 It may be technically true the trustee’s allegations do not depend on the substantive provisions of the loan documents, but they 
depend on the existence of the loans themselves, of which the loan documents are evidence.

16 The court rejects out of hand the trustee’s contention that the allegations in the complaint suggestive of the loans themselves or the 
loan documents were included solely to negate the Bank’s good faith defense, not as part of the trustee’s affirmative claims, and 
that the loan documents should not be considered for that reason.

17 “The word ‘Loan’ means any and all loans and financial accommodations from Lender to Borrower whether now or hereafter 
existing ....” Trustee’s Ex. F–2, p. 6.

End of Document © 2021 Thomson Reuters. No claim to original U.S. Government Works.
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United States Bankruptcy Court, C.D. California,
Los Angeles Division.

IN RE: L. SCOTT APPAREL, INC., 
Debtor.

Howard Grobstein as Liquidating Trustee 
of L. Scott Apparel Inc., Plaintiff,

v.
Lowell S. Sharron, an individual; Beyond 

Basics, LLC dba Daily Threads, a 
California limited liability company; and 

Does 1-10, inclusive, Defendants.

Case No. 2:13-bk-26021-RK
|

Adv. No. 2:15-ap-01122-RK
|

Trial Dates August 18, 19, and 25, 2016, and 
December 15, 2016

|
Signed January 29, 2019

Attorneys and Law Firms

Keith Patrick Banner, Brian L. Davidoff, Courtney E. 
Norton, Lori L. Werderitch, Greenberg Glusker, 
Greenberg Glusker Fields Claman & Machti, Los 
Angeles, CA, for Plaintiff.

Lloyd S. Mann, Sherman Oaks, CA, for Defendants.

FINDINGS OF FACT AND CONCLUSIONS OF 
LAW ON (1) TRUSTEE’S ADVERSARY 
COMPLAINT AGAINST DEFENDANTS LOWELL 
SHARRON AND BEYOND BASICS, LLC AND (2) 
CONSOLIDATED OBJECTION TO SHARRON’S 
PROOF OF CLAIM AND ADMINISTRATIVE 
EXPENSE CLAIM

Robert Kwan, United States Bankruptcy Judge

*1 The above-captioned bankruptcy case and adversary 
proceeding came on for trial before the undersigned 
United States Bankruptcy Judge on August 18, 19, and 
25, 2016 and December 15, 2016, on: (1) the First 
Amended Complaint of Plaintiff Howard Grobstein as 
Liquidating Trustee of L. Scott Apparel, Inc. (“Trustee” 
or “Plaintiff”) for Fraudulent Transfer; Recharacterization 
of Debt; Breach of Fiduciary Duty; Goods Sold and 
Delivered; Alter Ego; Corporate Waste; Objection to 
Claim; Preference; Account Stated; Open Book Account; 
and Accounting, against Defendants Lowell S. Sharron 
(“Sharron”) and Beyond Basics, LLC (“Beyond Basics”) 
(collectively, the “Defendants”), Electronic Case File 
Number (“ECF”) 64, filed in the adversary proceeding on 
May 11, 2016, and (2) the contested matters of Trustee’s 
Consolidated Objection to Sharron’s Proof of Claim, and 
Sharron’s Motion for Order Compelling Debtor to Pay (i) 
Administrative Expense and Prepetition Unsecured Wage 
Claims; and (ii) Equity Interest, Main Bankruptcy Case 
ECF 298, filed in the main bankruptcy case on March 3, 
2015. Brian L. Davidoff and Courtney E. Norton of the 
law firm of Greenberg Glusker Fields Claman & 
Machtinger, LLP appeared for Plaintiff, and Lloyd S. 
Mann of the law firm of Mann & Zarpas, LLP, appeared 
for Defendants.
 
On October 19, 2016, Plaintiff lodged his proposed 
findings of fact and conclusions of law for these matters, 
ECF 139, and on November 18, 2016, Defendants lodged 
their proposed findings of fact and conclusions of law, 
ECF 149. On December 8, 2016, Plaintiff filed his 
objections to Defendants’ proposed findings of facts and 
conclusions of law, ECF 151, to which Defendants 
responded, ECF 152. On December 13, 2016, Plaintiff 
filed his objections to Defendants’ proposed findings of 
fact and conclusions of law. ECF 153. On December 15, 
2016, the court heard the closing arguments of the parties 
after the submission of the proposed findings of fact and 
conclusions of law. After this hearing, Defendants and 
Plaintiff filed post-argument supplemental briefs on 
January 6, 2017 and January 17, 2017, respectively, and 
the court took the matter under submission.
 
Having considered the evidence admitted at trial, the oral 
and written arguments of the parties, and other admissible 
and relevant pleadings filed in this matter filed by 
Plaintiff and Defendants, the court makes the following 
findings of fact and conclusions of law pursuant to Rule 
52 of the Federal Rules of Civil Procedure, made 
applicable here by Rule 7052 of the Federal Rules of 
Bankruptcy Procedure.
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I. PROCEDURAL HISTORY

On June 19, 2013, Kody Branch of California Inc. 
(“Kody”), one of Debtor’s outside vendors, and two other 
creditors commenced this bankruptcy case by filing an 
involuntary petition for relief under Chapter 7 of the 
Bankruptcy Code, 11 U.S.C., against Debtor. Involuntary 
Petition, Main Bankruptcy Case ECF 1; Stipulated Facts 
(82) and (84), Joint Pretrial Stipulation, ECF 97, filed on 
August 2, 2016, at 10. On August 7, 2013, Debtor filed a 
motion to convert the case to one under Chapter 11 of the 
Bankruptcy Code. Stipulated Fact (85), Joint Pretrial 
Stipulation, ECF 97 at 10. On August 12, 2013, Debtor 
and the petitioning creditors filed a stipulation with 
respect to the conversion motion, and on August 13, 2013, 
the court entered an order approving the conversion 
stipulation, which has been treated as the order converting 
the involuntary Chapter 7 case to a case under Chapter 11. 
Stipulated Facts (86) and (87), Joint Pretrial Stipulation, 
ECF 97 at 10.
 
*2 Pursuant to an order entered on April 3, 2014, as 
amended on April 7, 2014, the court confirmed the 
amended plan of reorganization proposed by Debtor, and 
the plan became effective on April 18, 2014. Stipulated 
Facts (89) and (90), Joint Pretrial Stipulation, ECF 97 at 
10. The plan provided among other things that a 
liquidating trust be created for the benefit of holders of 
allowed claims, who were its beneficiaries, and to the 
extent that all allowed claims are paid in full with interest, 
the holders of allowed interests in Debtor. Stipulated Fact 
(91), Joint Pretrial Stipulation, ECF 97 at 10. On April 3, 
2014, Plaintiff Howard Grobstein was appointed as the 
liquidating trustee of this liquidating trust, and pursuant to 
the plan, as liquidating trustee, he is authorized to initiate, 
prosecute, compromise, and/or resolve all claims in the 
name of the liquidating trust, including all causes of 
action and/or avoidance rights under the Bankruptcy 
Code. Stipulated Facts (92) and (93), Joint Pretrial 
Stipulation, ECF 97 at 10.
 
On September 23, 2013, Sharron filed his proof of claim, 
Claim Number 18 (the “Sharron Proof of Claim”), in the 
bankruptcy case, which claimed a total amount of $ 
766,783.74 for “Money loaned to Debtor, and unpaid 
compensation.” Sharron Proof of Claim, Defendants’ 
Exhibit 557. Sharron claimed $ 350,000 as a secured debt 
perfected by virtue of his alleged right to setoff. Id. On 
May 5, 2014, Sharron filed his Motion for Order 
Compelling Debtor to Pay (1) Administrative Expense 
and Prepetition Unsecured Wage Claims; and (2) Equity 

Interest (the “Sharron Motion”). Main Bankruptcy Case 
ECF 198. On March 3, 2015, Trustee filed his 
consolidated objection to the Sharron Proof of Claim and 
the Sharron Motion (the “Consolidated Objection”). 
Consolidated Objection to Sharron Claim, Plaintiff’s 
Exhibit 147.
 
Concurrently with the filing of the Consolidated 
Objection, Trustee commenced the adversary proceeding 
by filing the complaint against Sharron and Beyond 
Basics. ECF 1. On March 30, 2015, Trustee, Sharron, and 
Beyond Basics entered into a stipulation consolidating the 
litigation of the adversary proceeding and the contested 
matter of Trustee’s Consolidated Objection to Sharron’s 
Claim and Administrative Expense Request with the 
adversary proceeding, and the court approved the 
stipulation by order filed and entered on April 1, 2015. 
ECF 4 and 6.
 
In the adversary proceeding, with leave of court, Trustee 
filed his First Amended Complaint against Defendants 
adding three causes of action for account stated, open 
book account, and an accounting. First Amended 
Complaint, ECF 64. Based on the new causes of action, 
on April 19, 2016, Trustee filed applications for 
prejudgment writs of attachment against Defendants. ECF 
26 and 28. By orders filed and entered on August 8, 2016, 
the court approved Trustee’s writ applications and issued 
a writ of attachment against Beyond Basics in the amount 
of $ 502,008 and a writ of attachment against Sharron in 
the amount of $ 112,194, with prejudgment interest on 
both writs at the rate of 10% per annum from June 19, 
2013.1 ECF 103 and 104.
 

II. FINDINGS OF FACT

A. Formation and Corporate History of Debtor L. 
Scott Apparel, Inc.
1. Debtor L. Scott Apparel, Inc. (“Debtor”) was 
incorporated as a California corporation on May 15, 2001. 
Articles of Incorporation, Plaintiff’s Trial Exhibit 1; 
Stipulated Fact (4), Joint Pretrial Stipulation, ECF 97, 
filed on August 2, 2016, at 2.
 
2. As shown on Debtor’s Statement of Information filed 
with the California Secretary of State, as of May 13, 
2013, Sharron was the President, Secretary, Chief 
Financial Officer, and the only Director of Debtor. 
Statement of Information, Plaintiff’s Trial Exhibit 1A; 

Case 2:19-ap-01383-SK    Doc 259-4    Filed 06/03/21    Entered 06/03/21 15:47:43    Desc
Appendix     Page 57 of 266



In re L. Scott Apparel, Inc., Slip Copy (2019)

 © 2021 Thomson Reuters. No claim to original U.S. Government Works. 3

Stipulated Facts (6) and (7), Joint Pretrial Stipulation, 
ECF 97 at 2.
 
*3 3. As shown on Debtor’s Statement of Information 
filed with the California Secretary of State, as of May 13, 
2013, the principal executive office for Debtor was 
Sharron’s then personal residence at 702 Georgina Ave., 
Santa Monica, California 90402, and its principal 
business office was listed as 1517 S. Mateo, Los Angeles, 
California 90021. Statement of Information, Plaintiff’s 
Trial Exhibit 1A; Stipulated Fact (8), Joint Pretrial 
Stipulation, ECF 97 at 3.
 
4. At the time of the filing of the involuntary bankruptcy 
petition in this bankruptcy case on June 19, 2013, 
Debtor’s stock was owned 95% by Sharron, 2.5% by the 
Sharron Family Trust, and 2.5% by the Sharron/Bialson 
Revocable Living Trust. Stipulated Fact (9), Joint 
Pretrial Stipulation, ECF 97 at 3. Sharron owned 97.5% 
of Debtor individually and through his family trust. Id.; 
Sharron Trial Declaration, ECF 100, filed on August 4, 
2016, at 17, ¶ 54.
 
5. Debtor was a garment manufacturer that was in 
business for approximately twelve years and sold finished 
garments to retailers, including major retail stores such as 
Macy’s and J.C. Penney. Sharron Trial Declaration, ECF 
100 at 5, ¶ 12; Stipulated Fact (1), Joint Pretrial 
Stipulation, ECF 97 at 2. Debtor did business under the 
name of “6 Degrees.” Stipulated Fact (2), Joint Pretrial 
Stipulation, ECF 97 at 2. Debtor principally used outside 
vendors and suppliers to manufacture the garments it sold 
in accordance with customers’ specifications. Stipulated 
Fact (3), Joint Pretrial Stipulation, ECF 97 at 2. Debtor 
sold garments to retailers primarily in the junior segment, 
though it had at least one order in the children’s segment 
with Wal-Mart and another with Dillard’s. Stipulated Fact 
(10), Joint Pretrial Stipulation, ECF 97 at 3; Sharron 
Trial Declaration, ECF 100 at 5, ¶ 12. In 2008, Debtor 
had an approximately $ 4 million order from Wal-Mart 
for children’s clothing. Stipulated Fact (11), Joint 
Pretrial Stipulation, ECF 97 at 3. Both before and after 
the Wal-Mart children’s order in 2008, Debtor attempted 
to sell children’s clothing to other retailers. Stipulated 
Fact (12), Joint Pretrial Stipulation, ECF 97 at 3. 
Debtor’s management had prior experience in children’s 
clothing. Stipulated Fact (13), Joint Pretrial Stipulation, 
ECF 97 at 3.
 

B. Debtor’s Capitalization
6. Debtor was capitalized and financed its operations 

through a factoring agreement with CIT 
Group/Commercial Services, Inc. (“CIT”), and through 
advances by its shareholder, Sharron. Sharron Trial 
Declaration, ECF 100 at 5, ¶ 14.
 
7. Debtor entered into its factoring arrangement with CIT 
on November 20, 2002 (“CIT Factoring Agreement”). 
Stipulated Fact (14), Joint Pretrial Stipulation, ECF 97 at 
3; CIT Factoring Agreement, Plaintiff’s Exhibit 2, 
Defendants’ Exhibit 539; Amendment to Factoring 
Agreement, Plaintiff’s Exhibit 3. CIT remained Debtor’s 
factor until the termination of Debtor’s operations. 
Stipulated Fact (15), Joint Pretrial Stipulation, ECF 97 at 
3.
 
8. Pursuant to its CIT Factoring Agreement, Debtor sold 
certain of its accounts receivable arising from the sales of 
its inventory or rendition of services, and CIT advanced 
up to 85% of the amount of the sold accounts, plus up to $ 
200,000 in the aggregate based on certain other 
calculations. Sharron Trial Declaration, ECF 100 at 5, ¶ 
14; CIT Factoring Agreement, Plaintiff’s Exhibit 2, 
Defendants’ Exhibit 539; Amendment to Factoring 
Agreement, Plaintiff’s Exhibit 3. Under the CIT Factoring 
Agreement, if there was any nonpayment by Debtor’s 
customers, Debtor bore the risk of that non-payment, and 
since Sharron had personally guaranteed the CIT 
Factoring Agreement, he was at personal risk for 
repayment of the advances made by CIT under the 
agreement. Sharron Trial Declaration, ECF 100 at 5, ¶ 
15; CIT Factoring Agreement, Plaintiff’s Exhibit 2, 
Defendants’ Exhibit 539; Amendment to Factoring 
Agreement, Plaintiff’s Exhibit 3.
 
*4 9. As part of the CIT Factoring Agreement, CIT had 
access to all of Debtor’s financial records, CIT had 
auditing rights, CIT demanded and received regular 
reports and projections from Debtor, and CIT had the 
right to terminate the factoring relationship and agreement 
if it concluded that Debtor was in breach of the factoring 
agreement or its financial condition was compromised. 
Sharron Trial Declaration, ECF 100 at 5-6, ¶ 16; CIT 
Factoring Agreement, Plaintiff’s Exhibit 2, Defendants’ 
Exhibit 539; Amendment to Factoring Agreement, 
Plaintiff’s Exhibit 3.
 
10. Debtor’s financial statements were provided to CIT. 
Stipulated Fact (75), Joint Pretrial Stipulation, ECF 97 at 
9. CIT continued to honor the factoring agreement with 
Debtor up to and about the time that the involuntary 
bankruptcy petition against Debtor was filed in this 
bankruptcy case in June 2013.2 Sharron Trial 
Declaration, ECF 100 at 5-6, ¶ 16; Stipulated Fact (15), 
Joint Pretrial Stipulation, ECF 97 at 3.
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11. On or about September 2002, Sharron advanced to 
Debtor personal funds of $ 250,000, of which $ 50,000 
was treated by him as a capital contribution or equity 
investment, and of which $ 200,000 was recorded as a 
loan from shareholder on Debtor’s compiled financial 
statements for the year ended December 31, 2002 as 
“subordinated debt-stockholder.” Sharron Trial 
Declaration, ECF 100 at 6, ¶ 18; Stipulated Fact (16), 
Joint Pretrial Stipulation, ECF 97 at 3.
 
12. The amount of $ 200,000 recorded in Debtor’s books 
as “subordinated debt-stockholder” is referred to by the 
parties in the Joint Pretrial Stipulation as the 
“Subordinated Debt,” see Stipulated Fact (16), Joint 
Pretrial Stipulation, ECF 97 at 3, but the issue as to 
whether this “debt” is properly characterized as debt owed 
to Sharron or as his equity interest is disputed by the 
parties, see Legal Issues (3)(ii) and (iii), Joint Pretrial 
Stipulation, ECF 97 at 34. The Subordinated Debt was 
subordinated pursuant to subordination agreements with 
CIT and with Solo Credit International Corp. Stipulated 
Fact (20), Joint Pretrial Stipulation, ECF 97 at 4; 
Subordination Agreement, Plaintiff’s Exhibit 4; 
Promissory Note $ 200,000, Plaintiff’s Exhibit 5; 
Subordination Agreement, Plaintiff’s Exhibit 7; 
Subordination Agreement, Plaintiff’s Exhibit 8.
 
13. Debtor issued multiple promissory notes that 
periodically modified the principal and maturity dates on 
the Subordinated Debt:

a. Debtor issued a promissory note dated September 1, 
2002 in the amount of $ 200,000 to Sharron for the 
Subordinated Debt, which had a maturity date of 
January 1, 2005, and accrued interest at the rate of 6% 
per annum. Stipulated Fact (18), Joint Pretrial 
Stipulation, ECF 97 at 4; Promissory Note $ 200,000, 
Plaintiff’s Exhibit 5.

b. Debtor issued a new promissory note dated April 30, 
2003 in the amount of $ 350,000 to Sharron, which 
reflected an increase in the Subordinated Debt in that 
amount and a new maturity date of July 1, 2005, at 6% 
interest per annum. Stipulated Fact (19), Joint Pretrial 
Stipulation, ECF 97 at 4; Promissory Note $ 350,000, 
Plaintiff’s Exhibit 6.

*5 c. Debtor issued a new promissory note dated July 1, 
2004 in the amount of $ 350,000 to Sharron for the 
Subordinated Debt with a new maturity date of June 30, 
2007, at 6% interest per annum. Promissory Note $ 
350,000 attached to Subordination Agreement, 
Plaintiff’s Exhibit 8.

d. Debtor and Sharron extended the maturity date of the 
Subordinated Debt to June 30, 2009. Stipulated Fact 
(21), Joint Pretrial Stipulation, ECF 97 at 4.

e. Debtor issued a new promissory note dated 
December 31, 2008 in the amount of $ 350,000 to 
Sharron for the Subordinated Debt with a new maturity 
date of January 1, 2010, at 6% interest per annum. 
Stipulated Fact (22), Joint Pretrial Stipulation, ECF 97 
at 4; Promissory Note $ 350,000 attached to 
Subordination Agreement, Plaintiff’s Exhibit 10.

f. Debtor issued a new promissory note dated 
December 31, 2009 in the amount of $ 350,000 to 
Sharron for the Subordinated Debt with a new maturity 
date of January 1, 2012, at 6% interest per annum. 
Stipulated Fact (23), Joint Pretrial Stipulation, ECF 97 
at 4; Promissory Note $ 350,000 attached to Email 
From Kabani, Plaintiff’s Exhibit 11. In an interoffice 
memorandum, Debtor’s accountant, Zulfiqar Kabani 
(“Kabani”), advised Sharron the prior note had expired, 
and this note was being issued to replace it. Id.

g. Debtor issued another promissory note dated 
December 31, 2009 in the amount of $ 350,000 to 
Sharron for the Subordinated Debt with a new maturity 
date of January 1, 2014, at 6% interest per annum. 
Promissory Note $ 350,000, Plaintiff’s Exhibit 12.

h. Debtor issued a second promissory note dated 
December 31, 2009 in the amount of $ 350,000 to 
Sharron for the Subordinated Debt with a new and 
different maturity date of January 1, 2015, at 6% 
interest per annum. Promissory Note $ 350,000, 
Plaintiff’s Exhibit 13; see also Stipulated Fact (24), 
Joint Pretrial Stipulation, ECF 97 at 4.

 
14. As reflected in these various promissory notes, Debtor 
and Sharron extended the term of the Subordinated Debt 
from two years to twelve years, and the final maturity 
date for the Subordinated Debt came on January 1, 2015, 
after the order for relief was entered in this bankruptcy 
case in August 2013. Promissory Notes, Plaintiff’s 
Exhibits 5, 6, 8, 10, 11, 12, and 13; see also Grobstein 
Trial Declaration, ECF 86 at 6-7, ¶¶ 16-24.
 
15. Interest on the Subordinated Debt was credited by 
Debtor to the account designated in Debtor’s QuickBooks 
as “1210 – Due from Officer” (the “Due from Officer 
Account”). Stipulated Fact (25), Joint Pretrial 
Stipulation, ECF 97 at 4; see Stipulated Fact (33), Joint 
Pretrial Stipulation, ECF 97 at 5; Due from Officer 
Account, Plaintiff’s Exhibit 58; Oversize Due from Officer 
Statement, Plaintiff’s Exhibit 59; Grobstein Trial 
Declaration, ECF 86 at 9-10, ¶ 41.
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16. Debtor’s December 31, 2012 credit to Sharron on the 
Due from Officer Account in the amount of $ 10,500 was 
on account of interest on the Subordinated Debt. 
Stipulated Fact (26), Joint Pretrial Stipulation, ECF 97 at 
4.
 
17. The Subordinated Debt is reflected in Debtor’s 
QuickBooks as account “2130 – Long Term Loan.” 
Stipulated Fact (27), Joint Pretrial Stipulation, ECF 97 at 
4; Grobstein Trial Declaration, ECF 86 at 7, ¶ 25. No 
other activity appears in Debtor’s QuickBooks account 
“2130 – Long Term Loan” besides entries in 2002 and 
2003 reflecting Sharron’s aggregate $ 350,000 advance. 
Grobstein Trial Declaration, ECF 86 at 7-8, ¶ 26; see also 
Stipulated Facts (14)-(27), Joint Pretrial Stipulation, ECF 
97 at 3-4.
 
*6 18. Debtor did not make any payments of principal on 
the Subordinated Debt. Sharron Trial Declaration, ECF 
100 at 7, ¶ 26 (“At no time, however, was any portion of 
the $ 350,000 paid to me.”). Based on Trustee’s analysis 
of Debtor’s books and records, not only did Debtor not 
make any payments of principal on the Subordinated 
Debt, Debtor did not make any reserve for payment of the 
Subordinated Debt on its books and records. Grobstein 
Trial Declaration, ECF 86 at 8, ¶ 28. Based on Trustee’s 
analysis of Debtor’s books and records, these books and 
records do not contain any record of a demand for 
payment of the Subordinated Debt, nor do they reflect that 
any cash payments of interest were ever paid by Debtor to 
Sharron. Id., ¶¶ 28-29; see also Sharron Trial 
Declaration, ECF 100 at 7, ¶ 25 (“Over the years, I 
always received interest on the loans. Usually, and 
perhaps always, the interest was documented by way of 
credits I received on the ‘Due from Officer’ account.”). 
There was no testimony in Sharron’s trial declaration 
about Sharron having ever demanded payment of the 
Subordinated Debt, apparently because he felt that he 
“would have an eventual $ 350,000 offset to use against 
the ‘Due from Officers’ account.” Sharron Trial 
Declaration, ECF 100 at 6-7, ¶¶ 22-26.
 
19. Kabani, Debtor’s accountant, testified that the funds 
from the Subordinated Debt were needed and used as 
working capital for Debtor. Kabani Testimony, Trial 
Transcript of August 25, 2016, ECF 136 at 122 (“Q. So 
the [$] 200,000 you’re saying actually was needed for 
financing [of Debtor] because there was no other 
financing other than what CIT provided by their loan, by 
their factoring arrangement? A. Yes, it was needed at that 
time.”); id. at 125 (“Q. So are you saying that the [$] 
350,000 that shows a note payable to stockholders was 
needed was working capital? A. Correct.”).

 
20. Sharron never attempted to offset the Subordinated 
Debt against the Due from Officer Account, except that 
after the filing of the involuntary bankruptcy petition 
against Debtor, Debtor claimed to offset the Sharron 
Subordinated Note from the Due from Officer account on 
Debtor’s 2013 tax return. Defendants’ Proposed Findings 
of Fact and Conclusions of Law, ¶ 11 (citing Sharron 
Trial Declaration, ECF 100 at 7, ¶ 25); see also Kabani 
Testimony, Trial Transcript of August 25, 2016, ECF 136 
at 124-127; 2013 L. Scott Apparel Tax Return, Plaintiff’s 
Exhibit 14.
 
21. Sharron testified that the Subordinated Debt did not 
have a fixed due date and that he was willing to allow the 
Subordinated Debt to remain outstanding for so long as 
there were amounts due from him under the Due from 
Officer Account. Sharron Testimony, Trial Transcript of 
August 18, 2016, ECF 134 at 162:4-25; see also Sharron 
Trial Declaration, ECF 100 at 7, ¶ 25 (“I always expected 
to be paid back the principal at some point ...”).
 
22. Kabani and Sharron gave slightly different testimony 
at trial regarding the process for the extensions of the 
maturity date for the Subordinated Debt: Sharron stated 
that he relied on Kabani regarding the extensions, while 
Kabani stated there were discussions with Sharron 
regarding whether to extend or offset the maturity date 
and that the decision was made to extend the date. 
Compare Sharron Testimony, Trial Transcript of August 
18, 2016, ECF 134 at 157-158, with Kabani Testimony, 
Trial Transcript of August 25, 2016, ECF 136 at 126-127. 
The court finds that this testimony is consistent and that 
Sharron left it to Kabani to remind him about the maturity 
dates as they occurred and to recommend extensions, 
Kabani regularly reminded Sharron about the maturity 
dates, Sharron regularly decided to extend the maturity 
dates at Kabani’s recommendation, and Kabani regularly 
recommended extensions and prepared the paperwork to 
extend the loan maturity because Debtor needed working 
capital to operate.
 

C. Beyond Basics
23. Beyond Basics, LLC (“Beyond Basics”) was formed 
on August 8, 2011 as a California limited liability 
company entity to sell children’s clothing. Beyond Basics, 
LLC Limited Liability Company Articles of Organization, 
Defendants’ Exhibit 517; Stipulated Facts (51) and (53), 
Joint Pretrial Stipulation, ECF 97 at 7. Beyond Basics did 
business under the trade name of “Daily Threads.” 
Stipulated Fact (52), Joint Pretrial Stipulation, ECF 97 at 

Case 2:19-ap-01383-SK    Doc 259-4    Filed 06/03/21    Entered 06/03/21 15:47:43    Desc
Appendix     Page 60 of 266



In re L. Scott Apparel, Inc., Slip Copy (2019)

 © 2021 Thomson Reuters. No claim to original U.S. Government Works. 6

7. Beyond Basics’s formation occurred before Debtor’s 
disputes with two of its major suppliers, Kody and 
Donshen. See Beyond Basics, LLC Limited Liability 
Company Articles of Organization, Defendants’ Exhibit 
517; Beyond Basics Operating Agreement, Defendants’ 
Exhibit 518; Donshen Adequate Assurance Demand, 
Plaintiff’s Exhibit 125; Kody Branch Adequate Assurance 
Demand, Plaintiff’s Exhibit 127A.
 
*7 24. The principals of Beyond Basics, Sharron, Maren 
“Jamara” Ghalayini, and Riad Ghalayini executed a 
Limited Liability Company Operating Agreement dated 
August 8, 2011 (the “Beyond Basics Operating 
Agreement”). Stipulated Fact (53), Joint Pretrial 
Stipulation, ECF 97 at 7; see Defendants’ Exhibit 518. 
According to the Beyond Basics Operating Agreement, 
the members of Beyond Basics were: Lowell S. Sharron 
Revocable Trust (61.25%), Maren “Jamara” Ghalayini 
(33.75%) and Riad Ghalayini (5%). Stipulated Fact (54), 
Joint Pretrial Stipulation, ECF 97 at 7.
 
25. The Beyond Basics Operating Agreement stated that 
the initial capitalization of Beyond Basics was as follows: 
Lowell S. Sharron Revocable Trust (inventory and 
materials valued at $ 72,500), and Maren “Jamara” 
Ghalayini (assets of separate dissolved entity Daily 
Threads LLC valued at $ 6,000). Stipulated Fact (68), 
Joint Pretrial Stipulation, ECF 97 at 8. According to the 
Beyond Basics Operating Agreement, Sharron contributed 
inventory and related materials having a value of $ 
72,500, and Maren “Jamara” Ghalayini contributed assets 
of Daily Thread, LLC, having a value of $ 6,000. 
Stipulated Fact (55), Joint Pretrial Stipulation, ECF 97 at 
7. Sharron did not personally own any inventory and 
acknowledged in testimony that any such inventory would 
have come from Debtor. Sharron Testimony, Trial 
Transcript of August 18, 2016, ECF 134 at 211:7-10 (“I 
definitely did not have any inventory that I can 
remember”); Stipulated Fact (56), Joint Pretrial 
Stipulation, ECF 97 at 7; see also Sharron Deposition, 
March 28, 2016 at 264, Exhibit C to Notice of Lodging of 
Marked Deposition Transcripts of Lowell Sharron for 
Trial, ECF 116, filed on August 17, 2016 (Q: “So those 
were the – the inventory and related materials that L. 
Scott purchased that had been debited to your Due From 
account, correct? A: Yes.:) (unmarked testimony).
 
26. Sharron began discussions with Maren “Jamara” 
Ghalayini about developing the business that became 
Beyond Basics in early 2011. Grobstein Trial 
Declaration, ECF 86 at 16, ¶ 53; see also Email string 
from Jamara Ghalayini to Lowell Sharron re Thoughts on 
facilitating a buy out, Plaintiff’s Exhibit 69. According to 
Sharron, he was motivated to start Beyond Basics as a 

new business because: “We were in the middle of some 
very difficult and changing times in the apparel industry. 
It was my desire to capitalize on a new line of business 
for children. The products would all be made in America 
which was a trend that many of the largest retailers were 
contemplating at that time.” Sharron Trial Declaration, 
ECF 100 at 17, ¶ 55. According to Sharron, Debtor and 
Beyond Basics were offering “very, very different 
products,” that is, Beyond Basics with its Daily Threads 
line of products was at “high price point, things made in 
America, better quality, all that” and Debtor with its Six 
Degrees line of products was at “a very low price point” 
in “the children’s mass market.” Sharron Deposition, 
March 28, 2016 at 339, Exhibit C to Notice of Lodging of 
Marked Deposition Transcripts of Lowell Sharron for 
Trial, ECF 116, filed on August 17, 2016.
 
27. As shown by emails between Sharron and Ghalayini 
that pertain to the structure of the formation, 
capitalization, funding and operations of Beyond Basics:

a. Sharron wanted to retain financial control of Beyond 
Basics; see Email string from Jamara Ghalayini to 
Lowell Sharron re Thoughts on facilitating a buy out, 
Plaintiff’s Exhibit 69; Email string from Jamara 
Ghalayini to Lowell Sharron re Partnership agreement 
Comments, Plaintiff’s Exhibit 72; Trial Transcript of 
August 18, 2016, ECF 134 at 199:18-200:1 
(“Operational control, yes, that would have been 
important to me.”) and 202:25-203:7 (“[S]he wanted 
some kind of a process so that even though I had 
control, she would be able to kind of more formally 
express her opinion on things.”);

*8 b. Sharron was concerned that Beyond Basics could 
compete with Debtor; Stipulated Fact (57), Joint 
Pretrial Stipulation, ECF 97 at 7;

c. Since Debtor had sold children’s clothing and the 
business of Beyond Basics was children’s clothing, and 
Sharron and Ghalayini did not want Debtor and Beyond 
Basics to be directly competing against each other, 
Sharron required Ghalayini to sign a non-compete 
agreement; Email string from Jamara Ghalayini to 
Lowell Sharron re Term Sheet, Plaintiff’s Exhibit 65; 
Email string from Jamara Ghalayini to Lowell Sharron 
re Partnership agreement Comments, Plaintiff’s 
Exhibit 72; and

d. Sharron recognized that there was a “huge risk” in 
funding Beyond Basics as a new venture as “in any 
new venture there’s risk.” Email string from Jamara 
Ghalayini to Lowell Sharron re Daily Threads Artwork 
Changes—additional changes, Plaintiff’s Exhibit 71; 
Email string from Jamara Ghalayini to Lowell Sharron 
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re Partnership agreement Comments, Plaintiff’s 
Exhibit 72 at 3; Sharron Deposition, March 28, 2016 at 
360, Exhibit C to Notice of Lodging of Marked 
Deposition Transcripts of Lowell Sharron for Trial, 
ECF 116, filed on August 17, 2016.

See also Grobstein Trial Declaration, ECF 86 at 16, ¶¶ 53 
and 54.
 
28. On December 2, 2011, Sharron and Ghalayini 
discussed potential products and ideas for Beyond Basics, 
and Sharron wrote, “Let’s get a business plan together so 
that we are ready to roll on the next idea after we prove 
the first line is a success.” Email string from Jamara 
Ghalayini to Lowell Sharron re We really need to focus, 
Plaintiff’s Exhibit 87.
 
29. The initial capital contributions for Beyond Basics 
came from the value of $ 6,000 attributed to the assets 
contributed by Ghalayini and Sharron’s contribution of $ 
50,000. Stipulated Facts (68) and (69), Joint Pretrial 
Stipulation, ECF 97 at 8; Wall Expert Report, Plaintiff’s 
Exhibit 148 at 22-23. According to Debtor’s Due from 
Officer Account and Due from Beyond Basics Account, 
Sharron’s initial capital contribution of $ 50,000 to 
Beyond Basics was advanced by Debtor and reflected on 
the Due from Officer Account. Wall Expert Report, 
Plaintiff’s Exhibit 148 at 23; Due from Officer Account, 
Plaintiff’s Exhibit 58; L. Scott Apparel, Inc. Account 
QuickReport – Due from Beyond Basics, Plaintiff’s 
Exhibit 106; Grobstein Trial Declaration, ECF 86 at 17, ¶ 
58.
 
30. In December 2011, Debtor provided an additional $ 
22,500 in capital to Beyond Basics on behalf of Sharron. 
Grobstein Trial Declaration, ECF 86 at 17, ¶ 59, Wall 
Supplemental Report, Plaintiff’s Exhibit 150 at 3. 
Sharron’s Beyond Basics capital account was increased 
by this $ 22,500 in December 2011 when Debtor 
advanced that amount which was reflected in the Due 
from Officer Account. Stipulated Fact (70), Joint Pretrial 
Stipulation, ECF 97 at 8.
 
31. Beyond Basics and Debtor are separate legal entities. 
Stipulated Facts (4) and (51), Joint Pretrial Stipulation, 
ECF 97 at 2 and 7.
 
32. Debtor owned no interest in Beyond Basics. 
Stipulated Fact (72), Joint Pretrial Stipulation, ECF 97 at 
8.
 
33. Beyond Basics and Debtor were in different business 
segments, and Beyond Basics served a more upscale 
market than Debtor. Sharron Testimony, Trial Transcript 
of August 18, 2016, ECF 134 at 198; Sharron Deposition, 

March 28, 2016 at 339, Exhibit C to Notice of Lodging of 
Marked Deposition Transcripts of Lowell Sharron for 
Trial, ECF 116, filed on August 17, 2016.
 
*9 34. “AIMS” was a production software used by 
Beyond Basics and Debtor. Sharron Trial Declaration at 
2, ¶ 4; Declaration of Kailey Wright in Support of 
Plaintiff’s Trial Brief, ECF 88 at 3, ¶ 6. AIMS stands for 
“Apparel Management Software,” and according to 
Kabani, Debtor’s accountant, many of his apparel 
business clients use it to track important information 
regarding orders and sales, and other matters related to 
managing their apparel businesses. Kabani Trial 
Declaration, ECF 99 at 8, ¶ 25. According to Sharron, 
“[t]he AIMS software was an important way of 
documenting the orders received by L. Scott [Debtor] and 
Beyond Basics.” Sharron Trial Declaration, ECF 100 at 
2, ¶ 4. Each entity maintained separate AIMS programs. 
Id. at 21, ¶ 68.
 
35. The charges reflected in the Due from Beyond Basics 
Account of Debtor were from labor charges from work 
performed by Debtor’s employees in Beyond Basics’s 
operations and some transfers of funds, such as expenses 
paid on behalf of Beyond Basics. L. Scott Apparel, Inc. 
Account QuickReport – Due from Beyond Basics, 
Plaintiff’s Exhibit 106; Sharron Trial Declaration, ECF 
100, ¶¶ 49-62; Grobstein Trial Declaration, ECF 86 at 
16-17, ¶ 56. Most of the charges on the Due from Beyond 
Basics Account came from labor charges for work 
performed by Debtor’s employees for Beyond Basics. L. 
Scott Apparel, Inc. Account QuickReport – Due from 
Beyond Basics, Plaintiff’s Exhibit 106; Sharron Trial 
Declaration, ECF 100, ¶¶ 52-60.
 
36. On or about August 8, 2011, Beyond Basics and 
Debtor entered into a Shared Services Agreement 
(“Shared Services Agreement”). Stipulated Fact (62), 
Joint Pretrial Stipulation, ECF 97 at 8; Shared Services 
Agreement, Plaintiff’s Exhibit 73; Grobstein Trial 
Declaration, ECF 86 at 17-18, ¶ 61. The Shared Services 
Agreement provided for Debtor’s payment of Direct 
Expenses (which included manufacturing, cost of sales, 
payroll, and general administrative expenses) at an 
interest rate of 9% per annum. Stipulated Facts (63) and 
(64), Joint Pretrial Stipulation, ECF 97 at 8; Shared 
Services Agreement, Plaintiff’s Exhibit 73. In 
consideration of Debtor’s payment of Indirect Expenses, 
Beyond Basics was to add a commission of $ 1.33 to what 
it owed Debtor for each garment shipped. Stipulated Fact 
(65), Joint Pretrial Stipulation, ECF 97 at 8; Shared 
Services Agreement, Plaintiff’s Exhibit 73. Direct 
Expenses and Indirect Expenses were accounted for by 
adding debits to the Due from Beyond Basics Account. 
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Stipulated Fact (66), Joint Pretrial Stipulation, ECF 97 at 
8; Shared Services Agreement, Plaintiff’s Exhibit 73; L. 
Scott Apparel, Inc. Account QuickReport – Due from 
Beyond Basics, Plaintiff’s Exhibit 106. Sharron testified 
that the services to Beyond Basics were provided by 
Debtor’s workforce which had time to perform these 
services since they did not have enough work for Debtor, 
Sharron Trial Declaration, ECF 100, ¶¶ 51-58, and the 
labor was tracked, documented, and charged to Beyond 
Basics. Sharron Trial Declaration, ECF 100 at 18, ¶ 58; 
see DT Hours/Payroll, Defendants’ Exhibit 515.
 
37. Debtor’s contributions to Beyond Basics were charged 
to Beyond Basics and reflected on the account designated 
in Debtor’s QuickBooks as account “1222 – Due from 
Beyond Basics” (the “Due from Beyond Basics 
Account”). See Grobstein Trial Declaration, ECF 86 at 
16-17, ¶ 56; L. Scott Apparel, Inc. Account QuickReport – 
Due from Beyond Basics, Plaintiff’s Exhibit 106. Due 
from Beyond Basics Account; Sharron Trial Declaration, 
ECF 100, ¶¶ 49-53. Sharron does not dispute that Beyond 
Basics owes Debtor the amount listed in the Due from 
Beyond Basics Account. Sharron Trial Declaration, ECF 
100 at 15, ¶ 49.
 
*10 38. As of July 24, 2013, the amount owing by 
Beyond Basics to Debtor, (i) exclusive of interest, and (ii) 
inclusive of all cash and non-cash credits, pursuant to the 
Due from Beyond Basics Account was $ 502,008.46. L. 
Scott Apparel, Inc. Account QuickReport – Due from 
Beyond Basics, Plaintiff’s Exhibit 106; Grobstein Trial 
Declaration, ECF 86 at 19, ¶ 71.
 
39. There is no record of any demand by Debtor on 
Beyond Basics for payment of the Due from Beyond 
Basics Account, and Debtor’s QuickBooks files show that 
Debtor received only a single payment on the Due from 
Beyond Basics Account on July 24, 2013, after the 
involuntary petition was filed against Debtor. Grobstein 
Trial Declaration, ECF 86 at 19, ¶ 70.
 
40. While Sharron expected Beyond Basics to repay 
Debtor only if Beyond Basics became profitable, he 
testified that he “truly believed” Beyond Basics would 
become profitable and ultimately pay off its debt to 
Debtor. Sharron Trial Declaration, ECF 100 at 18-19, ¶ 
60.
 
41. The partnership tax return of Beyond Basics for the 
year ending December 31, 2011 reflected net sales of $ 
29,341, gross profit of $ 14,670 after deducting cost of 
goods sold of $ 14,671, and ordinary business loss of $ 
161,939. Beyond Basics, LLC, U.S. Return of Partnership 
Income, Form 1065, for 2011, Plaintiff’s Exhibit 110-A.

 
42. The partnership tax return of Beyond Basics for the 
year ending December 31, 2012 reflected net sales of $ 
325,546, gross profit of $ 72,889 after deducting cost of 
goods sold of $ 252,657, and ordinary business loss of $ 
138,685. Beyond Basics, LLC, U.S. Return of Partnership 
Income, Form 1065, for 2012, Plaintiff’s Exhibit 110-B.
 
43. The partnership tax return of Beyond Basics for the 
year ending December 31, 2013 reflected net sales of $ 
310,935, gross profit of $ 89,724 after deducting cost of 
goods sold of $ 221,211, and ordinary business loss of $ 
126,127. Beyond Basics, LLC, U.S. Return of Partnership 
Income, Form 1065, for 2012, Plaintiff’s Exhibit 110-C.
 
44. As shown on its partnership tax returns, Beyond 
Basics sustained business losses of $ 426,751 for the 
calendar years 2011, 2012, and 2013. Beyond Basics, 
LLC, U.S. Return of Partnership Income, Form 1065, for 
2011, Plaintiff’s Exhibit 110-A; Beyond Basics, LLC, U.S. 
Return of Partnership Income, Form 1065, for 2012, 
Plaintiff’s Exhibit 110-B; Beyond Basics, LLC, U.S. 
Return of Partnership Income, Form 1065, for 2013, 
Plaintiff’s Exhibit 110-C.
 
45. Beyond Basics was never profitable. Stipulated Fact 
(67), Joint Pretrial Stipulation, ECF 97 at 8.
 
46. The partnership tax returns of Beyond Basics showed 
the following losses “passed through” to Sharron as a 
member of the LLC: (i) $ 99,188 of the 2011 Beyond 
Basics aggregate loss of $ 161,939, Beyond Basics, LLC, 
U.S. Return of Partnership Income, Form 1065, for 2011, 
Plaintiff’s Exhibit 110-A; (ii) all of the 2012 Beyond 
Basics loss of $ 138,685, Beyond Basics, LLC, U.S. 
Return of Partnership Income, Form 1065, for 2012, 
Plaintiff’s Exhibit 110-B; (iii) all of the 2013 Beyond 
Basics loss of $ 126,127, Beyond Basics, LLC, U.S. 
Return of Partnership Income, Form 1065, for 2013, 
Plaintiff’s Exhibit 110-C; and (iv) all of the 2014 Beyond 
Basics loss of $ 111,560, 2014 Partnership Return – 
Beyond Basics, Plaintiff’s Exhibit 110-D.
 
*11 47. On February 6, 2012, Kabani, Debtor’s 
accountant, notified Sharron that he moved $ 40,000 of 
debt from the Due from Beyond Basics Account to the 
Due from Officer Account, and according to Kabani, the 
purpose of this was to allow Sharron to use the 
pass-through tax losses from Beyond Basics on his 
income tax return for 2012. Email string from Z. Kabani 
to Lowell Sharron re Beyond Basics Draft Financial 
Statements, Plaintiff’s Exhibit 91; Grobstein Trial 
Declaration, ECF 86 at 18, ¶ 64; Kabani Testimony, Trial 
Transcript of August 25, 2016, ECF 136 at 
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156:23-157:18.
 
48. Sharron used 100% of the tax losses generated by 
Beyond Basics as a pass-through tax entity in 2013 after 
he requested that Ghalayini allow him to take 100% of the 
tax losses passed through to its members by Beyond 
Basics since he said to Ghalayini that he was “funding” 
Beyond Basics as opposed to some of the losses being 
passed through to her. See Email string from Lowell 
Sharron to Jamara Ghalayini re 2012 BB taxes, 
Plaintiff’s Exhibit 98; Email from Jamara Ghalayini to Z. 
Kabani, Lowell Sharron re 2013 taxes, Plaintiff’s Exhibit 
101; Grobstein Trial Declaration, ECF 86 at 18, ¶ 64.
 
49. In May and June 2013, Sharron instructed that 
separate payroll and accounting records be created for 
Beyond Basics because Sharron intended to try to keep 
Beyond Basics operating after Debtor was winding down 
its operations at that time. Email from Lowell Sharron to 
Lita Trinidad re, May 23, 2013, Plaintiff’s Exhibit 102; 
Email from Lowell Sharron to Henry Cherner re AIMS 3 
or 5 User Mfg System, GL, Weblink/Remotel link and 
Scan & Pack, Plaintiff’s Exhibit 105; see Sharron 
Testimony, Trial Transcript of August 25, 2016, ECF 136 
at 12 and 15:16-18:6.
 
50. According to Plaintiff’s expert witness, Wall, Debtor 
“transferred” the net amount of $ 191,323 “on a fair value 
basis” toward the operations of Beyond Basics from 
October 16, 2012 to June 19, 2013. Wall Expert Report, 
Plaintiff’s Exhibit 148 at 4 and 23 and Exhibit 18 thereto. 
It appears that most of these charges were attributable to 
the cost of labor performed by Debtor’s employees on 
behalf of Beyond Basics, i.e., payment of wages and 
related expenses by Debtor which were charged to the 
Due from Beyond Basics account. Id.; L. Scott Apparel, 
Inc. Account QuickReport – Due from Beyond Basics, 
Plaintiff’s Exhibit 106; Sharron Trial Declaration, ECF 
100, ¶¶ 49-62; Grobstein Trial Declaration, ECF 86 at 
17, ¶ 56.
 
51. Between June 1, 2013 and June 19, 2013, the date on 
which the involuntary bankruptcy petition against Debtor 
was filed, Debtor made the following payments of 
business expenses of Beyond Basics as reflected on the 
Due from Beyond Basics account: (1) $ 29.21 to Vonage 
America on June 4, 2013; (2) $ 38.14 to Vonage America 
on June 4, 2013; (3) $ 11.11 to Vonage America on June 
14, 2013; (4) $ 46.29 to Vonage America on June 4, 2013; 
and (5) $ 8,006.34 to Fullytex Industries Limited on June 
14, 2013. L. Scott Apparel, Inc. Account QuickReport – 
Due from Beyond Basics, Plaintiff’s Exhibit 106; Email 
string from Lita Trinidad to Lowell Sharron re Daily 
Threads – Fullytex Industries, June 4, 2013, Plaintiff’s 

Exhibit 104.
 
52. From June 2013 to March 2016, Sharron and his wife 
operated Beyond Basics from their personal residence, 
had sales of approximately $ 75,000, and retained Beyond 
Basics inventory with a value of approximately $ 50,000. 
Sharron Deposition, ECF 116 at 419-421 and 424; 
Sharron Testimony, Trial Transcript of August 25, 2016, 
ECF 136 at 21-22; Sharron Testimony, Trial Transcript of 
August 19, 2016, ECF 135 at 56-60. After June 2013, 
Beyond Basics had nominal overhead and did not 
purchase new inventory. Sharron Testimony, Trial 
Transcript of August 19, 2016, ECF 135 at 64-66. Even 
though Sharron continued to sell inventory from Beyond 
Basics, he did not pay any portion of the Due from 
Beyond Basics Account to Debtor. Sharron Testimony, 
Trial Transcript of August 25, 2016, ECF 136 at 21-25.
 

D. Debtor’s Disputes with Vendors

i. Dispute with Donshen
*12 53. During the period of approximately 2007 through 
the end of 2012, Donshen Textile (Holdings) Ltd. 
(“Donshen”), a trading company with its principal place 
of business located in Hong Kong, China, manufactured 
apparel goods for the Debtor. Stipulated Fact (76), Joint 
Pretrial Stipulation, ECF 97 at 9. Donshen was a 
significant supplier to Debtor. Sharron Testimony, Trial 
Transcript of August 25, 2016, ECF 136 at 51:4-6. For 
several years between 2007 and the end of 2012, Donshen 
manufactured apparel goods for Debtor whereby Debtor 
provided Donshen with apparel designs and Donshen 
would arrange for manufacture of samples and apparel 
goods ultimately ordered by Debtor. Stein Trial 
Declaration, ECF 89, ¶ 4. According to Andrew Stein, the 
principal of a California firm which acts as 
manufacturer’s representative for Donshen and who acted 
as Donshen’s representative for Debtor’s account, Debtor 
either paid Donshen timely or was able to catch up on 
payments if it fell behind, but over time payments to 
Donshen became less frequent with invoices paid 60 to 90 
days past their due date. Stein Trial Declaration, ECF 89, 
¶ 5. Based on this payment record, on or about October 6, 
2011, Donshen made a formal request for adequate 
assurance of due performance on Debtor. Donshen 
Adequate Assurance Demand, Plaintiff’s Exhibit 125; 
Stein Trial Declaration, ECF 89, ¶ 5.
 
54. Between May and December 2012, Debtor entered 
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into written contracts with Donshen for the purchase of 
apparel goods pursuant to 34 separate purchase orders, 
and pursuant to these purchase orders, Donshen shipped 
apparel goods to Debtor, all of which were received and 
accepted by Debtor. Stein Trial Declaration, ECF 89, ¶ 6. 
Donshen invoiced Debtor for all of the goods delivered to 
and accepted by Debtor, but despite several demands for 
payment, Debtor did not pay the amounts due under the 
invoices. Id. During this time period, in August 2012, 
Debtor and Donshen entered into a payment plan and 
began negotiating a formal settlement agreement. Id., ¶ 7. 
According to Sharron, Debtor was disputing invoices 
from Donshen because “there [were] charge-backs that 
we had to put in because of quality issues, late delivery, 
mark-downs that we got from our customers as a result of 
their late delivery” which could have resulted in cancelled 
orders by customers. Sharron Testimony, Trial Transcript 
of August 25, 2016, ECF 136, at 54:7-12.
 
55. According to Stein, around this time, in an effort to 
avoid payments to Donshen, Debtor alleged it was 
entitled to certain offsets due to Donshen purportedly 
committing acts of unfair competition in connection with 
apparel goods ordered by Debtor from Donshen relating 
to intellectual property (the “IP Dispute”). Stein Trial 
Declaration, ECF 89, ¶ 7. Sharron testified that Debtor’s 
failure to pay Donshen was justified because of the IP 
Dispute. Sharron Trial Declaration, ECF 100, ¶ 90.
 
56. On or about December 13, 2012, Donshen and Debtor 
entered into a written contract entitled “Settlement 
Agreement and General Release” to resolve the disputes 
between them regarding the payment of outstanding 
invoices, the claims of offsets, and the IP Dispute. 
Stipulated Fact (77), Joint Pretrial Stipulation, ECF 97 at 
9; Settlement Agreement, Defendant’s Exhibit 553 and 
Exhibit C to Donshen Arbitration Demand, Plaintiff’s 
Exhibit 127; Stein Trial Declaration, ECF 89, ¶¶ 6 and 
10. As part of the Settlement Agreement, Debtor 
confirmed the amount owing to Donshen under the 
Invoices reduced based on credits given to Debtor for 
certain payments made or other credits in the amount of $ 
271,892.74, agreeing that this amount was due. Stipulated 
Fact (78), Joint Pretrial Stipulation, ECF 97 at 9; Stein 
Trial Declaration, ECF 89, ¶ 9. The parties also agreed in 
paragraphs 2 and 2.1 of the Settlement Agreement that 
Debtor could hold back $ 300,000 for offsets in 
connection with the IP Dispute, on the condition that 
within 35 days of the full execution of the Settlement 
Agreement on December 4, 2012, Debtor would provide 
Donshen with all findings and evidence regarding the IP 
Dispute, and that Donshen would have 30 days to conduct 
its own investigation and to resolve the IP dispute. 
Stipulated Fact (79), Joint Pretrial Stipulation, ECF 97 at 

9; Settlement Agreement, Defendant’s Exhibit 553 and 
Exhibit C to Donshen Arbitration Demand, Plaintiff’s 
Exhibit 127; Stein Trial Declaration, ECF 89, ¶ 9. The 
parties further agreed in paragraph 2.2 of the Settlement 
Agreement that if they were unable to resolve the dispute 
within this 30-day period, they would agree to submit the 
IP dispute and the payment of the outstanding accounts 
receivable and future shipment amounts to binding 
arbitration. Settlement Agreement, Defendant’s Exhibit 
553 and Exhibit C to Donshen Arbitration Demand, 
Plaintiff’s Exhibit 127.
 
*13 57. On January 8, 2013, Lloyd S. Mann, counsel for 
Debtor, sent an email message to Grant Hallstrom, 
counsel for Donshen, requesting Donshen’s consent to an 
extension of the 35-day submission period by three weeks 
to January 29, 2013. Email re Investigation (re Donshen), 
Defendants’ Exhibit 554. In this email, counsel for Debtor 
stated that pursuant to the Settlement Agreement, Debtor 
had investigated the IP Dispute, and based on the 
investigation, tentatively determined that unlawful 
conduct occurred, and that Debtor was damaged as a 
result. Id. Counsel for Debtor further stated that although 
Debtor had demanded an accounting and response to the 
allegations of wrongful conduct from the target of the 
investigation, Almost Famous, it had not received a 
response, and therefore, requested Donshen to agree to a 
three-week extension for further investigation. Id. 
Regarding Debtor’s investigation, counsel for Debtor 
stated to counsel for Donshen: “Our investigation, up to 
this point, includes a finding that L. Scott’s proprietary 
information was transferred to Almost Famous by 
Donshen in connection with multiple styles, one of which 
was L. Scott’s label DE10304-JIS. L. Scott became aware 
of this information based upon reports it received from a 
senior member of Deb Shop’s management team who 
discovered that Almost Famous was offered for sale a 
number of L. Scott’s styles, including, but not limited to, 
the above-referenced DE10304-JIS. Again, the 
investigation does not yet include a response from Almost 
Famous. As part of its continuing investigation, L. Scott 
will need to review information and documentation 
related to all orders produced by Donshen for Almost 
Famous. L. Scott is prepared to wait a short period of time 
for a response, but, in the absence of such a response 
and/or an adequate explanation from Almost Famous, L. 
Scott intends to proceed forward with a claim [for 
arbitration] pursuant to the Agreement.” Id.
 
58. On January 9, 2013, Betty J. Levine, counsel for 
Donshen, sent an email message to Mr. Mann, Debtor’s 
counsel, stating that Donshen agreed to Debtor’s request 
for a three-week extension of the submission period, but 
no further extensions would be granted. Extension Email 

Case 2:19-ap-01383-SK    Doc 259-4    Filed 06/03/21    Entered 06/03/21 15:47:43    Desc
Appendix     Page 65 of 266



In re L. Scott Apparel, Inc., Slip Copy (2019)

 © 2021 Thomson Reuters. No claim to original U.S. Government Works. 11

re Donshen, Defendants’ Exhibit 555.
 
59. On January 29, 2013, Mr. Mann, counsel for Debtor, 
sent an email message to Ms. Levine, counsel for 
Donshen, inquiring whether Donshen was pursuing a 
claim against Debtor and stating that Debtor intended to 
pursue a claim against Donshen. In this email message, 
Mr. Mann suggested that counsel for the parties have a 
conference call within a week to discuss the best way to 
submit the matter to arbitration as called for under the 
Settlement Agreement. Email re Conclusion, Defendants’ 
Exhibit 556.
 
60. As Debtor did not timely provide Donshen with all of 
its findings and evidence regarding the IP Dispute within 
the 35-day period after the execution of the Settlement 
Agreement as extended, on March 5, 2013, Donshen 
made a formal demand on Debtor for immediate payment 
of the invoiced amount or for arbitration pursuant to the 
Settlement Agreement. Stipulated Fact (80), Joint 
Pretrial Stipulation, ECF 97 at 9; Stein Trial Declaration, 
ECF 89, ¶ 10; Donshen Payment Demand, Plaintiff’s 
Exhibit 126; Sharron Trial Testimony, Trial Transcript of 
August 25, 2016, ECF 136 at 61-63. On April 18, 2013, 
Donshen made its demand for arbitration, and on May 3, 
2013, Debtor made its demand for arbitration. Donshen 
Arbitration Demand, Plaintiff’s Exhibit 127; L. Scott 
Demand for Arbitration, Plaintiff’s Exhibit 549.
 
61. According to Sharron, Debtor had a legitimate good 
faith dispute with Donshen based on “strong” evidence 
that there had been an infringement of its intellectual 
property by Donshen. Sharron Trial Declaration, ECF 
100, ¶ 90. Sharron testified that Debtor had evidence of an 
infringement by Donshen reported by the vice president 
of one of its customers, Deb Shops, that she was in a 
showroom of one of Debtor’s competitors whose 
salesman showed her a sample of Debtor’s apparel goods 
being manufactured by Donshen taken from Donshen’s 
factory, telling her that the competitor could beat Debtor’s 
price in handling her company’s order, and she was 
disturbed that someone was manufacturing her company’s 
designed goods, even before they were being shipped to 
her company in the U.S. Sharron Trial Testimony, Trial 
Transcript of August 25, 2016, ECF 136 at 56-59. In 
support of this testimony, Sharron offered into evidence a 
copy of the email message from Deb Shops to Debtor 
dated June 26, 2012 about this infringement. Evidence of 
Infringement Email, Defendants’ Exhibit 550. The email 
message from Karen Pinney at Deb Shops to Chrissy 
Kenis at Debtor, dated June 26, 2012 stated: “Chrissy....I 
wanted to give you a heads up. About a month ago I 
received an email while in Europe from the owner of 
Almost famous. He was in china wanting to know why he 

didn’t have more of my sequin business because he was 
seeing a lot of my goods at one of his factories in China[.] 
Here is where you come in. Last week sara walked into 
his showroom.... And he had some of your product on his 
line and even commented he should thank 6 degrees 
[Debtor’s tradename] and debshops for his next set of 
business. The style that sticks out is your style 33340 that 
you shipped me. On your care label it is de10304jis[.] I 
thought you would want to know what the factory is 
sharing. These goods would have been on the water as it 
was the week before memorial day. Thanks[,] karen.” Id.
 
*14 62. On December 28, 2012, Mr. Mann, Debtor’s 
counsel, sent a letter to Almost Famous Clothing 
Showroom, notifying it that Debtor suspected it of 
infringement and demanding an accounting of the alleged 
infringing products. Corry [i.e., Correspondence] to 
Almost Famous, Defendants’ Exhibit 551. Although 
Debtor first received the email from Deb Shops reporting 
infringement by Almost Famous, one of Donshen’s 
factories, Debtor did not immediately contact Donshen to 
discuss it. Sharron Trial Testimony, Trial Transcript of 
August 25, 2016, ECF 136 at 59-60.
 
63. The arbitration of Donshen’s claim against Debtor and 
Debtor’s claim against Donshen did not go forward due to 
the automatic stay arising upon the filing of the 
involuntary bankruptcy petition against Debtor on June 
19, 2015. Sharron Trial Declaration, ECF 100, ¶¶ 90 and 
91; see also 11 U.S.C. §§ 303 and 362(a).
 
64. According to Stein, “[d]espite demand from Donshen, 
and despite granting L. Scott an extension of time to 
conduct its investigation of the IP Dispute, L. Scott failed 
to and refused to provide Donshen with any ‘findings and 
evidence’ regarding the IP Dispute, thereby prohibiting 
Donshen from conducting any investigation of its own,” 
and “[i]nstead, there were only the allegations made by L. 
Scott regarding the IP Dispute with no evidence to 
substantiate the allegations.” Stein Trial Declaration, ECF 
89, ¶ 10. However, there does not appear anything in the 
Settlement Agreement that “prohibited” Donshen from 
conducting its own investigation based on the information 
provided by Mr. Mann in his email message of January 8, 
2013 to Donshen’s counsel. Settlement Agreement, 
Defendant’s Exhibit 553 and Exhibit C to Donshen 
Arbitration Demand, Plaintiff’s Exhibit 127; Email re 
Investigation (re Donshen), Defendants’ Exhibit 554. 
That is, Donshen could have inquired of its contractor, 
Almost Famous, or Debtor’s customer, Deb Shops, 
regarding the alleged infringement after receiving 
Debtor’s information in this email message. Moreover, 
both Donshen and Debtor had the rights to discovery 
during the arbitration subject to the discretion of the 
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arbitrator, but there was no limit to any investigation that 
either party could conduct in the meantime. Settlement 
Agreement, Defendant’s Exhibit 553 and Exhibit C to 
Donshen Arbitration Demand, Plaintiff’s Exhibit 127.
 
65. On September 5, 2013, Donshen filed a proof of claim 
for $ 271,892.74 in the bankruptcy case which has not 
been objected to, and as reflected on the proof of claim 
filed by Donshen, the entire claim of $ 271,892.74 was 
still outstanding on the date the involuntary petition was 
filed. Stipulated Fact (81), Joint Pretrial Stipulation, ECF 
97 at 9; Donshen Proof of Claim, Plaintiff’s Exhibit 
127B; Stein Trial Declaration, ECF 89, ¶ 11.
 
66. Based on this evidence, the court finds that Debtor 
was within its rights under the Settlement Agreement to 
demand arbitration and have the dispute with Donshen 
resolved through arbitration before making payment on 
the disputed invoices and that there was sufficient 
evidence to demonstrate that Debtor’s IP Dispute was in 
good faith, even though it cannot be known at this time 
what would have been the resolution of the IP Dispute 
due to the stay of arbitration proceedings due to the 
pendency of this bankruptcy case. Although the evidence 
in support of Debtor’s side of the IP Dispute is not 
compelling on this record, it is enough to show that 
Debtor had a bona fide dispute with Donshen to allow it 
to hold back payment of the disputed claim in accordance 
with their agreement, and the court so finds.
 

ii. The Kody Dispute
*15 67. Kody Branch of California (“Kody”) was one of 
Debtor’s outside vendors and is an apparel company that 
sells garment products to wholesale customers based upon 
the customers’ manufacturing specifications, and in turn, 
Kody’s customers, such as Debtor when it was operating, 
resold the garments to retailers, such as J.C. Penney’s and 
Macy’s. Stipulated Fact (82), Joint Pretrial Stipulation, 
ECF 97 at 10; Trinh Trial Declaration, ECF 90 at 2, ¶ 3. 
Debtor was previously one of Kody’s wholesale 
customers, and Kody was a significant and later became 
the largest supplier of Debtor. Trinh Trial Declaration, 
ECF 90 at 2, ¶ 3; Sharron Trial Declaration, ECF 100 at 
24; Sharron Testimony, Trial Transcript of August 25, 
2016, ECF 136 at 50.
 
68. From in or about May 2010 through the first half of 
May 2013, Kody and Debtor entered into agreements 
evidenced by written purchase orders and invoices, 
whereby Kody agreed to sell to Debtor and Debtor agreed 
to purchase from Kody certain finished garments. Trinh 

Trial Declaration, ECF 90 at 2, ¶ 5. Kody and Debtor also 
agreed that Kody would ship the garments directly to 
Debtor. Id.
 
69. Over the course of Debtor’s relationship with Kody, 
disputes arose between Debtor and Kody as to certain 
chargebacks, Kody’s alleged failure to timely ship 
merchandise of adequate quality, and Debtor’s 
outstanding amounts owed to Kody. Stipulated Fact (83), 
Joint Pretrial Stipulation, ECF 97 at 10.
 
70. According to Cathy Trinh of Kody, prior to 2012, 
Debtor always paid Kody’s invoices, although payments 
were sometimes late. Trinh Trial Declaration, ECF 90 at 
3, ¶ 8. Trinh oversaw sales and production for Kody 
relating to Debtor’s account, and although she travelled 
often for work, she regularly visited Debtor’s premises to 
talk about “orders, fabrics, deliveries and the like.” Trinh 
Trial Declaration, ECF 90 at 2, ¶¶ 1, 4. As indicated in 
the purchase orders from Debtor to Kody attached to 
Kody’s proof of claim, Debtor placed orders on a Net 30, 
45, or 60 basis, or full payment in 30, 45, or 60 days. 
Kody’s Proof of Claim No. 6-1, filed on September 25, 
2013. Sharron admitted in his trial declaration that 
“throughout the years, we would often pay late,” but 
stated that “[t]his was always accepted by Kody, and it 
became our regular and customary practice with Kody.” 
Sharron Trial Declaration, ECF 100 at 24, ¶ 78.
 
71. In his trial testimony, Sharron explained the business 
necessity justifying why Debtor had often paid its 
suppliers late. Sharron Testimony, Trial Transcript of 
August 25, 2016, ECF 136 at 51. In response to a question 
asked by Trustee’s counsel about Debtor falling behind in 
payments to Donshen, Sharron responded: “It’s a very 
general question. Yes, there were many payments that 
were not paid by the due date and we had – that was – that 
happened every week. I mean, that was unfortunately the 
nature of the business. There were discrepancies on 
purchase orders and it’d get stuck in a pile. You have to 
go through it, figure out why they’re charging you X 
when your purchase order is Y. And yes, if you can’t get 
the parties together in time, you don’t resolve the problem 
in time, it becomes late and you pay it – and you pay it 
when you resolve it.” Id.
 
72. Sharron elaborated on Debtor’s business practice in 
discussing the course of conduct between it and Kody. 
When asked by his counsel what Kody would do when 
invoices were paid late, Sharron responded: “There was 
no – they wouldn’t do anything. I mean, as I said, it was – 
the apparel business was obviously very transactional. 
There were a lot of complexities with each every – and 
every order and there was a lot of documentation to go 
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through when the invoice was compared to the purchase 
orders and that were – that were given. And we would – 
when we went to pay the bills we would have to work 
through all of that information and refer back to the 
production period, call it eight to twelve weeks, to 
determine what happened because in many incidences 
[K]ody and in fairness many suppliers shipped late or 
inferior quality. And we had to then give them notice, put 
the charge-back for them with all the information and 
email it to them as to why they were being charged back. 
And then there would usually be a time where they would 
come back and argue kind of their case and say, here’s 
why we don’t think we were at fault. It happened – it was 
just – it was every day. It was just part of – you’re talking 
about thousands and thousands of orders and it was a big 
part of the job. It was managing the quality and on-time 
delivery because it meant everything to L Scott at the end 
of the day because the customers that we had, would not 
give us that opportunity. They would just slap a 
charge-back on us, Walmart or Penney’s, they’re not 
going to call up and say, you know, let’s talk about this. 
So we had to be ... very well documented.” Sharron 
Testimony, Trial Transcript of August 25, 2016, ECF 136 
at 66-67. The court finds Sharron’s testimony about 
Debtor’s business practices to vet quality control of 
products received from its suppliers before shipping to its 
customers which often resulted in some delay in payment 
to be credible in light of the volume of orders that Debtor 
was handling during the relevant time period of 2012 to 
2013 involving millions of dollars of merchandise and the 
risk to it of nonpayment by its customers if the goods 
shipped by the suppliers were deficient as after all, Debtor 
needed to ship goods acceptable to its customers to be 
paid, so it could pay its bills, including to its suppliers.
 
*16 73. Prior to June 2012, according to Trinh, Kody did 
not consider the late payments by Debtor to Kody to be 
“serious situations,” Trinh Testimony, Trial Transcript of 
August 19, 2016, ECF 135 at 110:7-10, and she described 
the problem of Debtor’s slower payments at that time to 
be “very minor.” Id. at 112:1-4. According to Trinh, that 
Debtor had some late payments did not concern her or 
Kody at that time because “Mr. Sharron always show[s] 
me that he will pay and I believe it,” and she agreed that 
“things were always worked out.” Id. at 110:20-111:1. 
Prior to 2012, Kody never refused to ship or threatened 
not to ship to Debtor because payments were not made. 
Id. at 111:2-8.
 
74. According to Trinh, beginning in or about June 2012, 
Debtor “started to default on its payments to Kody more 
frequently and payments became slower and slower.” 
Trinh Trial Declaration, ECF 90 at 3, ¶ 8. By the word 
“default,” Trinh meant late payment by Debtor to Kody. 

Trinh Testimony, Trial Transcript of August 19, 2016, 
ECF 135 at 111:15-23. According to Sharron, “[t]his is 
not true as we were paying on the Kody account in the 
same way that we had always done.” Sharron Trial 
Declaration, ECF 100 at 25, ¶ 82. In her trial declaration, 
Trinh stated that after Sharron returned to the office after 
being out ill sometime in late 2012, she “started to grow 
nervous” about Debtor’s ability to pay Kody and 
wondered if Debtor was facing financial issues. Trinh 
Trial Declaration, ECF 90 at 3, ¶ 10. According to 
Sharron, there was “[n]othing unusual, as far as our 
payments, ... going on during this time period,” and Ms. 
Trinh’s statement that she was “growing nervous” as of 
late 2012 was not plausible because Kody was accepting 
new purchase orders from Debtor in the millions of 
dollars up through April 2013. Sharron Trial Declaration, 
ECF 100 at 26, ¶ 82.
 
75. In Trinh’s trial testimony, she clarified that she 
“started to grow nervous” about Debtor probably in 
March 2013 and confirmed in further testimony that she 
was “never nervous” about Debtor’s financial condition 
until March 2013. Trinh Testimony, Trial Transcript of 
August 19, 2016, ECF 135 at 113:14-114:11. Even though 
Trinh felt nervous about Debtor’s financial condition in 
March 2013, Kody was still taking orders from Debtor 
based on Sharron’s assurances. Id. at 114:12-23 (“Q: So 
after you became, as you say, nervous about L Scott 
Apparel’s financial condition, [K]ody continued to take 
orders from L Scott. Is that correct? A: Yes. Mr. Sharron 
reassure me that it should be okay. I continued to take 
orders, yes.”). In explaining Kody’s position on this in 
March 2013, Trinh explained “I believe that [K]ody 
should continue shipping to Mr. Sharron so Mr. Sharron 
continue to have business ... [so] that he makes money so 
he could pay us little by little” and “to continue the 
business relationship so we could collect money, yes.” Id. 
at 115:12-22.
 
76. Based on the analysis of Debtor’s accounts payable to 
Kody by Wall, Plaintiff’s expert witness, the amount 
owed by Debtor to Kody grew from $ 478,636 as of June 
30, 2012 to $ 841,637 as of March 31, 2013. Wall 
Supplemental Report, Plaintiff’s Exhibit 151 at 6. The 
amount in excess of 90 days past due as of June 30, 2012 
was $ 36,258.15 (or 7.6% of the total payables then owed 
to Kody),3 and the amount in excess of 90 days past due 
as of March 31, 2013 was $ 91,898.92 (or 10.9% of the 
total payables to Kody).4 Id. Wall’s analysis also showed 
the amount owed by Debtor to Kody was $ 810,486.64 as 
of December 31, 2012, of which $ 91,402.84 was in 
excess of 90 days past due (or 11.3% of the total payables 
to Kody). Id.
 

Case 2:19-ap-01383-SK    Doc 259-4    Filed 06/03/21    Entered 06/03/21 15:47:43    Desc
Appendix     Page 68 of 266



In re L. Scott Apparel, Inc., Slip Copy (2019)

 © 2021 Thomson Reuters. No claim to original U.S. Government Works. 14

*17 77. In light of these numbers, it appears that the 
testimony of Trinh and Sharron is not inconsistent. In 
June 2012, the accounts payable that were seriously past 
due payable (over 90 days) comprised 7.6% of Debtor’s 
total accounts payable, which was a relatively small ratio, 
and this ratio slightly increased to 11.2% in December 
2012, which does not seem to bear out the observation 
that “defaults” were becoming more frequent in a 
significant way. However, the gross amounts of the 
accounts payable to Kody increased quite a bit by 
December 2012—the total payables increased 69.3% 
from the June 2012 amount, and the seriously past due 
amount (i.e., over 90 days past due) increased 252% from 
the June 2012 amount—which apparently prompted Ms. 
Trinh’s concern, which figures only slightly worsened 
from December 2012 to March 2013 with the gross 
payables increasing by 3.8% and seriously past due 
amount increasing by 0.5% (about $ 400). According to 
Trinh in her testimony at trial, she only started to grow 
nervous about Debtor’s late payments by March 2013 
because previously, Debtor and Kody worked things out. 
Trinh Testimony, Trial Transcript of August 19, 2016 at 
112-113. This appears to be sort of “a glass half full, a 
glass half empty” situation in which the gross amount of 
payables increased dramatically between June 2012 and 
December 2012, but amount of the seriously past due 
amounts remained proportionately the same with the vast 
majority of the payables being current or slightly past due, 
i.e., 30 days or less, and the payable situation stabilizing 
between December 2012 and March 2013, i.e., the 
amounts remaining relatively the same.
 
78. Email traffic between December 2012 and May 2013 
reflect Kody’s requests for payment of past due invoices 
and Debtor’s responses, including partial payment and 
raising of disputed issues relating to late shipment and 
chargebacks. Email string from L. Trinidad to L. 
Sharron-12/27/2012, Plaintiff’s Exhibit 113; Email string 
from L. Trinidad to L. Sharron-2/27/2013, Plaintiff’s 
Exhibit 117; Email string from L. Trinidad to L. 
Sharron-3/1/2013, Plaintiff’s Exhibit 118, and Email 
string from L. Sharron to Gabi Sharron, Plaintiff’s 
Exhibit 122; Grobstein Trial Declaration, ECF 86, ¶ 72; 
Email Chain between Lowell Sharron, Cathy, Tai Nguyen, 
Lita, and Edwina, Defendants’ Exhibit 527; Email Chain 
Cathy@kodybrand, Lowell Sharron and cc: Kevin 
SevenBros, Defendants’ Exhibit 534; Trinh Trial 
Declaration, ECF 90, ¶ 22; Sharron Trial Declaration, 
ECF 100, ¶¶ 77-78, 82. These email messages from Kody 
reflect its requests to Debtor for past due amounts, and in 
response, Debtor sent some payments, but disagreed that 
all of the amounts requested were past due, and as 
discussed below, Kody continued to take Debtor’s orders 
without prepayment and to ship them through May 2013. 

Id. For example, in March 2013, in response to Kody’s 
request for past due amounts of $ 684,000, Debtor’s staff 
reported that the past due amounts were only about 
300,000, most of which was only slightly past due (i.e., 
1-30 days). Email string from L. Trinidad to L. 
Sharron-3/1/2013, Plaintiff’s Exhibit 118 (reporting 
current payables to Kody of $ 487,848.85, past due 
payables of 1-30 days of $ 241,874.03, past due payables 
of 31-60 days of $ 12,045.65, past due payables of 61-90 
days of $ 9,335.52 and past due payables of over 90 days 
of $ 75,025.00). In several of the email messages from 
Kody to Debtor, Kody indicated that it was requesting 
payment of the past due invoices because it was having 
problems in not being able to pay its suppliers for 
Debtor’s orders. E.g., Email string from L. Sharron to 
Gabi Sharron, April 11, 2013, Plaintiff’s Exhibit 122
 
79. There is conflicting evidence in the record regarding 
the payment dispute between Kody and Debtor, that is, in 
particular whether there was a bona fide dispute justifying 
Debtor’s non-payment of a significant portion of Kody’s 
past due invoices. According to Sharron, Debtor withheld 
payments because of a bona fide dispute with Kody, while 
according to Trinh, Kody’s position is that there was no 
bona fide dispute. See Sharron Trial Declaration, ECF 
100, ¶¶ 76-88; Trinh Testimony, Trial Transcript of 
August 19, 2016, ECF 135, at 119 (Trinh testimony 
stating that disputes were “minor”), at 122:15-17 (Trinh 
testimony stating, “We have a very large receivable in 
dollars amount with Mr. Sharron compared to $ 58,000 or 
so. It’s all very minor and in the past we always worked 
things out.”).
 
80. According to Sharron, “we had genuine and good 
faith objections to the amount that Kody was insisting 
upon to ship” as set forth on the Kody Dilution Report, 
Defendant’s Exhibit 522, which showed the deductions 
that Debtor claimed it was entitled to due to Kody’s 
mistakes, such as not being able to match color, Kody 
charging the incorrect amounts for fabric or for air costs 
for which Debtor was not obligated to pay, and adding 
seams to product without authorization, which affected $ 
300,000 in disputed invoices. Sharron Trial Declaration, 
ECF 100 at 24-25. According to Sharron, Debtor and 
Kody had agreements in place which allowed Debtor to 
withhold payments to dispute invoices: “We had terms of 
conditions that were signed by [K]ody and we had the 
purchase order that also had specific instruction on it. We 
had all of our charge-back amounts for different 
violations and those were the terms that governed each 
purchase order and gave us the right to withhold payment 
if they were disputed.” Sharron Testimony, Trial 
Transcript of August 25, 2016, ECF 136 at 69. According 
to Trinh, the disputes described by Sharron were minor, 
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and the parties always worked them out, but Kody did 
what it could to ship the orders placed by Debtor, even if 
it meant incurring additional air costs, which she said 
were incurred because Kody attempted to contact 
Sharron, but he was unavailable or unresponsive to its 
attempts to obtain his approval for additional shipment 
cost. Trinh Testimony, Trial Transcript of August 19, 
2016, ECF 135 at 119-122.
 
*18 81. The payment disputes between Debtor and Kody 
came to a head in May 2013 when Kody stopped shipping 
goods ordered by Debtor later that month. Sharron Trial 
Declaration, ECF 100 at 24-27; Trinh Testimony, Trial 
Transcript of August 19, 2016, ECF 135 at 124-134; 
Trinh Trial Declaration, ECF 90, ¶¶ 13-22. According to 
Sharron, email traffic between him and Trinh at this time 
in May 2013 demonstrate “enormous difficulties” that 
Debtor had with Kody and that it was Kody’s failure to 
ship despite large payments that Debtor had made to 
Kody, and Kody’s failure to ship Debtor’s orders caused 
Debtor’s demise. Sharron Trial Declaration, ECF 100 at 
25; Email Chain between Lowell Sharron, Cathy, Tai 
Nguyen, Lita and Edwina, May 7, 2013, Defendants’ 
Exhibit 527; Email between Lowell and Cathy at Kody, 
May 13, 2013, Defendants’ Exhibit 528, 0:52-5:25 p.m. 
Text messages between Lowell and Cathy, Defendants’ 
Exhibit 529; Email chain between Lowell Sharron and 
“CathyYahoo,” May 21, 2013, Defendants; Exhibit 531; 
Email Chain Cathy@kodybrand, Lowell Sharron and cc: 
Kevin SevenBros, May 16, 2013, Defendants’ Exhibit 
533; Email Chain Cathy@kodybrand, Lowell Sharron 
and cc: Kevin SevenBros, May 16, 2013, Defendants’ 
Exhibit 534; Statement from Lowell Sharron, Defendants’ 
Exhibit 535. According to an email from Trinh to Sharron 
dated May 7, 2013, the past due amount owed by Debtor 
to Kody was $ 668,000 with another amount due the day 
before on May 6, 2013 based on payment terms of 30 
days after shipment for a total of $ 978,000 past due, and 
another order of $ 547,744.99 already received by Debtor 
due on May 15, 2013 and a new shipment of $ 600,000 
for J.C. Penney “at airports.” Email Chain between 
Lowell Sharron, Cathy, Tai Nguyen, Lita and Edwina, 
May 7, 2013, Defendants’ Exhibit 527. In an email 
message in response, Sharron stated that “your numbers 
are wrong” and that only $ 238,000 was due now with 
another $ 700,000 due the following week. Id.
 
82. In response to Kody’s requests for past due payments, 
on May 7, 2013, Debtor paid Kody $ 200,000 by wire 
transfer, and on May 13, 2013, Debtor paid Kody $ 
312,000 by wire transfer. Trinh Testimony, Trial 
Transcript of August 19, 2016, ECF 135 at 132-133 and 
137; Email between Lowell and Cathy at Kody, May 13, 
2013, Defendants’ Exhibit 528; Sharron Trial 

Declaration at 25, ¶ 80. According to Trinh, these 
amounts were to pay some of the past due invoices from 
Kody to Debtor. Id.
 
83. According to Trinh, in May 2013, she and Sharron 
had a meeting in which she says that she expressed 
frustration about his not disclosing his company’s 
financial problems, and she said that he promised to pay 
Kody $ 700,000 on May 16, 2013 for past due invoices 
along with new shipments but failed to make the 
promised payment on that date. Trinh Trial Declaration, 
ECF 90 at 4, ¶ 13. Sharron does not dispute that he and 
Trinh had that meeting but denied, as she stated in her 
trial declaration, that he admitted to her that he was 
struggling to keep Debtor’s business open. Sharron Trial 
Declaration, ECF 100 at 26, ¶ 83.
 
84. On or about May 17, 2013, Debtor delivered a 
cashier’s check in the amount of $ 300,000 to the law firm 
Buchalter Nemer, Kody’s counsel, as payment for a 
shipment of approximately $ 521,000 of goods by Kody 
to Debtor for the J.C. Penney order, but the funds were to 
be held in escrow by counsel pending authorization of 
release by Debtor. Trinh Trial Declaration, ECF 90, ¶ 14; 
Trinh Testimony, Trial Transcript of August 19, 2016, 
ECF 135 at 125-133 and 138-143. Although there is 
conflicting evidence on what conditions needed to be met 
for release of the $ 300,000 in escrow to Kody, it is clear 
Sharron represented to Kody that he would make a further 
payment of $ 200,000, and Sharron sent Trinh from Kody 
a text message showing what appeared to be a wire 
transfer as a ruse to show whatever Debtor paid, Kody 
would ask for more before shipping any orders, but 
despite this representation, Sharron sent no wire transfer. 
Sharron Trial Declaration, ECF 100, ¶ 80; Email between 
Lowell and Cathy at Kody, Defendants’ Exhibit 528; 
Sharron Testimony, Trial Transcript of August 25, 2016, 
ECF 136 at 103-107.
 
*19 85. Based on Sharron’s representations of payment to 
Kody, on or about May 21, 2013, Kody delivered to 
Debtor approximately $ 521,000 of goods and demanded 
release of the funds of $ 300,000 in escrow held by 
Kody’s counsel, but Debtor did not authorize release of 
the funds. Trinh Trial Declaration, ECF 90 at 4, ¶ 15.
 
86. Because Kody was not paid the $ 300,000 in funds in 
escrow held pending delivery of the J.C. Penney order to 
Debtor, nor was it paid the $ 200,000 wire transfer, Kody 
stopped shipping goods on orders placed by Debtor. 
Sharron Testimony, Trial Transcript of August 25, 2016, 
ECF 136 at 11. According to Sharron, Trinh told him that 
Kody was not going to ship any more goods to Debtor 
unless Debtor paid “the disputed 14-month-old invoices.” 
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Sharron Testimony, Trial Transcript of August 25, 2016, 
ECF 136 at 107. Kody had at no time prior to May 2013 
threatened to stop shipments because of late payments. Id. 
at 68. Debtor had continued to place orders with Kody to 
the beginning of May 2013 but stopped placing orders at 
the end of May 2013 after Kody stopped shipping to 
Debtor for lack of payment. Id.
 
87. In an email dated May 20, 2013, Sharron requested an 
emergency meeting with his counsel inquiring how to 
proceed with Debtor’s operations, including whether he 
should “temporarily suspend all operations.” See Email 
from Lowell Sharron to Lloyd Mann, Z. Kabani re 
Emergency Meeting, Plaintiff’s Exhibit 128. In this email 
message, Sharron admitted that he was “at a total loss” as 
to how to proceed with the business of Debtor in light of 
Kody not shipping the goods ordered by Debtor. Id.; 
Sharron Testimony, Trial Transcript of August 25, 2016, 
ECF 136 at 49. Debtor inquired of Debtor’s counsel 
whether there was “some kind of emergency court 
proceeding that could force her [i.e., Cathy Trinh of 
Kody] to ship the goods in her warehouse and get back 
the 300k wire I made.” Email from Lowell Sharron to 
Lloyd Mann, Z. Kabani re Emergency Meeting, Plaintiff’s 
Exhibit 128. Regarding Debtor’s financial condition, 
Sharron commented in this email message: “I also have 
many more bills coming due this week that I am freezing 
payments on. Do I need to send a letter of explanation to 
the suppliers? I need to conserve cash since I am not 
shipping anything significant unless Kody ships us.... I am 
running out of time and the payroll continues to eat up 
cash.” Id.
 
88. According to Cathy Trinh of Kody, Sharron disclosed 
the prospect of an “ABC” (i.e., Assignment for the 
Benefit of Creditors) to Kody at a meeting on May 29, 
2013, saying that Debtor had serious financial issues and 
that he did not know how much longer Debtor could 
survive.5 Trinh Trial Declaration, ECF 90 at 4-5, ¶ 16. 
Also, according to Trinh, shortly after that meeting 
Sharron asked Trinh if Kody would be willing to buy 
Debtor and again threatened to file an Assignment for the 
Benefit of Creditors. Id. Sharron does not dispute asking 
Trinh about buying Debtor, but this came at a time when 
Kody had 80 to 90% of Debtor’s backlogged orders, and 
without Kody shipping those orders unless Debtor 
prepaid, Debtor was going to be out of business. Sharron 
Trial Declaration, ECF 100 at 26, ¶ 85. According to 
Sharron, Debtor had $ 4,100,000.00 in customer orders 
which were cancelled due to Kody’s not shipping the 
ordered goods to Debtor. Id. at 14, ¶ 42. According to 
Sharron, Kody was requiring prepayment of the orders to 
ship which had not been the agreement between Debtor 
and Kody. Id. Sharron said that Ms. Trinh told him that 

her sister was making all the decisions for Kody, deciding 
that there could be no shipments without total and 
complete pre-payment for each shipment, which was 
never the agreement between Kody and Debtor as shown 
by the terms and conditions clearly stated on each and 
every purchase order issued, the email confirmations, and 
the master purchasing agreement signed by Kody. Id. at 
27, ¶ 86; see also Kody’s Proof of Claim No. 6-1, filed on 
September 25, 2013, and Exhibits 1, 2 and 3 attached 
thereto (purchase orders issued by Debtor generally 
indicating terms of net 30, 45, or 60 days, or payment 30, 
45, or 60 days after shipment). As a result of this meeting 
on May 29, 2013, the negotiations between Debtor and 
Kody to resolve the dispute was at an absolute impasse, 
and Sharron was definitively told by Trinh that Kody 
would not ship the orders placed by Debtor without 
payment in advance. Sharron Trial Declaration, ECF 100 
at 26-27, ¶¶ 85-86.
 
*20 89. Shortly thereafter, on June 12, 2013, Debtor’s 
retained counsel recommended preparations to commence 
an assignment for the benefit of creditors. Email from 
David Levene to Peter Kravitz re L. Scott Apparel, Inc., 
Plaintiff’s Exhibit 130; Grobstein Trial Declaration, ECF 
86, ¶ 75. Based on Debtor’s payment record of failure to 
pay past due invoices, on or about June 17, 2013, Kody 
made a formal request for adequate assurance of due 
performance on Debtor. Kody Adequate Assurance 
Demand, Plaintiff’s Exhibit 127A; Trinh Trial 
Declaration, ECF 90, ¶ 19.
 
90. After Kody stopped shipments of orders to Debtor, 
Debtor had to terminate its 30 to 40 employees, except for 
a skeleton crew, and thus, Debtor was then not operating 
as a business. Sharron Testimony, Trial Transcript of 
August 25, 2016, ECF 136 at 11-12. As argued by 
Sharron in his trial declaration, Debtor “could have stayed 
in business had it not been for the Kody dispute and 
Kody’s conduct. Although it is true that I had retained 
bankruptcy counsel during this time frame, and that one 
of the options was an Assignment for the Benefit of 
Credit[or]s, this was only because Kody, basically our 
only supplier at the time, had stopped shipments despite 
agreements it had made with us to continue the shipment 
in exchange for payments we agreed to make, and did 
make.” Sharron Trial Declaration, ECF 100 at 3, ¶ 5. 
According to Sharron, Kody essentially put Debtor out of 
business: “So when a company has a huge percentage of 
their outstanding orders with one supplier, call it 70 to 80 
percent, that one supplier can crater a company by 
stopping shipment. So the dispute that we had was timed 
in such a way that there was this very very large shipment 
and she [Trinh] used that opportunity ... [and] used that 
large shipment and held that large shipment as a way to 
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get me to pay additional money that was not yet due.” 
Sharron Testimony, Trial Transcript of August 25, 2016, 
ECF 136 at 100:3-101:8. Sharron acknowledged during 
his deposition in this case that once Kody stopped 
shipping goods to Debtor in May 2013 that Debtor’s 
options were limited, two of which were shutting down 
the operations of the company and an assignment for the 
benefit of creditors. Sharron Deposition, March 28, 2016 
at 268:4-18, Exhibit C to Notice of Lodging of Marked 
Deposition Transcripts of Lowell Sharron for Trial, ECF 
116, filed on August 17, 2016.
 
91. On September 25, 2013, Kody filed a proof of claim 
in this case for $ 2,944,362.49. Kody’s Proof of Claim No. 
6-1, Plaintiff’s Exhibit 142; Trinh Trial Declaration, ECF 
90, ¶ 24. According to Kody’s proof of claim, $ 1.4 
million was claimed for goods ordered by Debtor, but not 
delivered by Kody because Kody suspended delivery after 
Debtor’s lack of response to its June 17, 2013 request for 
adequate assurance of payment, $ 1.2 million was claimed 
for goods ordered by and delivered to Debtor, and $ 
236,065.29 was claimed for goods ordered and delivered 
to Debtor in dispute due to Debtor’s chargebacks. Id.; see 
also Sharron Trial Declaration, ECF 100 at 27, ¶ 87. 
According to Sharron, the claim amount of $ 
2,944,362.49 was “invalid and incorrect” because the 
claim included charges for purchase orders that were 
never shipped. Sharron Trial Declaration, ECF 100 at 27, 
¶ 87. The Trustee objected to Kody’s proof of claim, and 
after settlement discussions the claim was allowed in the 
form of payment to Kody of $ 250,000 of the $ 300,000 
escrow, and an unsecured claim of $ 1,000,000. Grobstein 
Trial Declaration, ECF 86, ¶ 81.
 

E. Debtor’s Financial Condition 2008 - 2013
*21 92. Debtor’s financial statements for the year ending 
December 31, 2008 reflected net sales of $ 19,809,323, 
gross profit of $ 6,856,154 after deducting cost of goods 
sold of $ 12,953,169, and net income of $ 1,147,301. L. 
Scott Apparel, Inc. Financial Statements-12/31/2008, 
Plaintiff’s Exhibit 22; see also L. Scott Apparel, Inc. 
Balance Sheet-9/10/2002, Plaintiff’s Exhibit 18; L. Scott 
Apparel, Inc. Financial Statements-4/30/2003, Plaintiff’s 
Exhibit 19; L. Scott Apparel, Inc. Financial 
Statements-12/31/2006; Plaintiff’s Exhibit 20; L. Scott 
Apparel, Inc. Financial Statements-12/31/2007, Plaintiff’s 
Exhibit 21.
 
93. Debtor’s financial statements for the year ending 
December 31, 2009 reflected net sales of $ 15,596,805, 
gross profit of $ 5,518,457 after deducting cost of goods 

sold of $ 10,078,348, and net income of $ 211,395. L. 
Scott Apparel, Inc. Financial Statements-12/31/2009, 
Plaintiff’s Exhibit 23; Email from AI to L Sharron and 
Kabani with draft financial statements, Plaintiff’s Exhibit 
24;
 
94. Debtor’s financial statements for the year ending 
December 31, 2010 reflected net sales of $ 15,131,422, 
gross profit of $ 4,910,905 after deducting cost of goods 
sold of $ 10,220,517, and net income of $ 19,413. L. Scott 
Apparel, Inc. Financial Statements-12/31/2010, Plaintiff’s 
Exhibit 25.
 
95. Debtor’s financial statements for the year ending 
December 31, 2011 reflected net sales of $ 17,791,867, 
gross profit of $ 5,128,423 after deducting cost of goods 
sold of $ 12,663,444, and net income of $ 129,106. 
(Beginning in 2011, Debtor’s financial statements 
included its affiliate, Beyond Basics.) L. Scott Apparel, 
Inc. and Affiliate Combined Financial Statements, 
Plaintiff’s Exhibit 26.
 
96. Kabani, the accountant for Debtor and Beyond Basics, 
prepared combined financial statements that included both 
the accounts of Debtor and a “variable interest entity, 
Beyond Basics, LLC.” Kabani Trial Declaration, ECF 99 
at ¶ 23; see L. Scott Apparel, Inc. and Affiliate Combined 
Financial Statements, Plaintiff’s Exhibit 26.
 
97. Beyond Basics was treated on Debtor’s financial 
statements as a Variable Interest Entity because (a) its 
equity investment at risk was not sufficient to finance its 
activities without financial support from Debtor, and (b) 
all operating function and decisions relating to Beyond 
Basics were performed by Debtor. L. Scott Apparel, Inc. 
and Affiliate Combined Financial Statements, Plaintiff’s 
Exhibit 26 at 10; see Kabani Testimony, Trial Transcript 
of August 25, 2016, ECF 136 at 144:22-145:15.
 
98. In 2012, as Sharron testified, Debtor was going 
through a “rebuilding” phase, having a “tighter overhead 
structure,” cutting staff, and “pinching pennies.” Sharron 
Testimony, Trial Transcript of August 25, 2016, ECF 136 
at 35:11-36:9. In July 2012, Kabani sent Sharron a report 
indicating that actual earnings for the first six months of 
2012 were approximately $ 100,000 negative and fell 
short of the projections by almost $ 300,000. Email from 
Kabani to Lowell Sharron with projections, Plaintiff’s 
Exhibit 29; see also Grobstein Trial Declaration, ECF 86, 
¶ 35; Wall Rebuttal Report, Plaintiff’s Exhibit 151 at 10. 
According to the combined 2012 financial statements for 
Debtor and Beyond Basics, Debtor incurred its first loss 
as of December 31, 2012. L. Scott Apparel, Inc. 
Combined Financial Statements, Plaintiff’s Exhibit 30; 
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see also Grobstein Trial Declaration, ECF 86, ¶¶ 34 and 
36; Email from Kabani to Lowell Sharron with 
projections, Plaintiff’s Exhibit 29; Grobstein Trial 
Declaration, ECF 86, ¶ 35. Debtor’s financial statements 
for the year ending December 31, 2012 reflected net sales 
of $ 15,891,866, gross profit of $ 5,032,791 after 
deducting cost of goods sold of $ 10,857,075, and net loss 
of $ 10,732. Id. According to Wall, Plaintiff’s expert 
witness, in 2012, Debtor was marginally profitable and 
had a combined loss (with Beyond Basics). Wall Expert 
Report, Plaintiff’s Exhibit 148 at 19 and Exhibit 11 
attached thereto.
 
*22 99. A projected statement of operations prepared in 
January 2013 by Debtor’s accountant, Kabani, for 
calendar year 2013 shows a projected operating loss of $ 
816,000. Projected Statement of Operations, January 
2013 to December 2013 Showing ($ 816,000), Plaintiff’s 
Exhibit 31; Grobstein Trial Declaration, ECF 86, ¶ 37; 
Stipulated Fact (31), Joint Pretrial Stipulation, ECF 97 at 
5. However, in March 2013, a projected statement of 
operations for Debtor for the same period showed 
projected net income of $ 814,650. Email from L. Sharron 
to L. Sharron re CIT Projection 2013 with projection for 
$ 814,650, Plaintiff’s Exhibit 32; Grobstein Trial 
Declaration, ECF 86, ¶¶ 38 and 39; Stipulated Fact (30), 
Joint Pretrial Stipulation, ECF 97 at 5. In April 2013, 
Kabani prepared another projected statement of 
operations for the same period now showing a projected 
operating loss of $ 121,125. Projected Statement of 
operations, January 2013 to December 2013 Showing ($ 
121,125), Plaintiff’s Exhibit 33; Grobstein Trial 
Declaration, ECF 86, ¶ 39. (A profit and loss statement 
for Debtor for the period of January 2013 through March 
2013 dated April 25, 2016 shows a loss of $ 864,264. L. 
Scott Apparel, Inc. Profit & Loss January-March 2013, 
Plaintiff’s Exhibit 34; Grobstein Trial Declaration, ECF 
86, ¶¶ 11 and 40; see also Wall Rebuttal Report, 
Plaintiff’s Exhibit 151 at 9-11; Stipulated Facts (28)-(32), 
Joint Pretrial Stipulation, ECF 97 at 4-5. The origin of 
this document is unclear, and although Trustee attested in 
his declaration that it is a true and accurate copy of the 
document, Trustee’s cited references do not indicate who 
prepared this document and how it was prepared.)
 
100. As of October 1, 2012, Debtor had total payables of 
$ 1,423,219.48, of which $ 456,880.05 (approximately 
32% of the accounts payable) were current payables. A/P 
Aging Summary as of 10/1/12, Plaintiff’s Exhibit 28; 
Grobstein Trial Declaration, ECF 86, ¶¶ 10, 33; see also 
Stipulated Fact (97), Joint Pretrial Stipulation, ECF 97 at 
13. According to this accounts payable aging summary, 
Debtor’s payables as of October 1, 2012 were: (1) 
Current: $ 456,880.05 (32.1% of a total of $ 

1,423,219.48); (2) 1-30 days past due: $ 452,219.24 
(31.8%); (3) 31-60 days past due: $ 240,077.51 (16.9%); 
(4) 61-90 days past due: $ 70,402.29 (4.9%); and (5) over 
90 days past due: $ 203,940.39 (14.3%). A/P Aging 
Summary as of 10/1/12, Plaintiff’s Exhibit 28. According 
to these figures, most of the payables, 63.9%, were either 
current or only slightly past due (i.e., 1-30 days). Id. As to 
the seriously past due payables (i.e., over 90 days past 
due) totaling $ 203,940.39, the amount of $ 172,158.55, 
or 84.5%, was attributable to Donshen, which was being 
actively disputed by Debtor at the time as discussed 
above, and most of the moderately serious past due 
payables (i.e., 61-90 days past due) totaling $ 70,402.29, 
the amount of $ 63,694.89, or 90.4%, was also 
attributable to Donshen. Id. Taking out the seriously past 
due payables of $ 203,940.39 (over 90 days) and 
moderately serious past due payables of $ 172,158.55 
(61-90 days) owed to Donshen, which were in dispute, 
leaves a total remaining payables of $ 1,047,120.60, of 
which the current payables of $ 456,880.05 would 
represent 43.6% of the remaining total payables and 1-30 
day past due payables of $ 452,219.24 would represent 
43.2% of the remaining total payables, or a combined 
total of 86.8% of Debtor’s remaining total payables not 
attributable to the Donshen’s seriously past due payables, 
which were in dispute. Id.
 
101. This payables aging summary also indicates that 
Donshen and Kody were at the time Debtor’s major 
suppliers based on the amounts of the payables 
attributable to them, $ 532,317.76 (37.4% of total 
payables of $ 1,423,219.48) and $ 643,290.00 (45.2%), 
for a combined percentage total of 82.6%. Id. At that 
time, October 2012, most of Debtor’s payables to Kody 
were either current, $ 180,415.46 (28.0% of a total of $ 
643,290.00) or slightly past due (i.e., 1-30 days), $ 
388,939.33 (60.5%), for a combined total of 88.5%, and 
only a small percentage of the payables (11.5%) at that 
time were older. Id.
 
*23 102. During December 2012 to May 2013, four of 
Debtor’s vendors emailed Debtor about past due invoices, 
including Kody; Total Logistics and Finishing, Inc.; 
Design Collection; and Apparel Projects. Email string 
from L. Trinidad to L. Sharron-12/27/2012, Plaintiff’s 
Exhibit 113; Email string from L. Sharron to L. 
Trinidad-1/5/2013, Plaintiff’s Exhibit 114; Email string 
from L. Trinidad to L. Sharron-2/8/2013, Plaintiff’s 
Exhibit 116; Email string from L. Trinidad to L. 
Sharron-2/27/2013, Plaintiff’s Exhibit 117; Email string 
from L. Trinidad to L. Sharron-3/1/2013, Plaintiff’s 
Exhibit 118; Email string from L. Sharron to Gabi 
Sharron-3/22/2013, Plaintiff’s Exhibit 119; Email string 
from Edwina to L. Sharron-3/21/2013, Plaintiff’s Exhibit 
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120; Email from L. Trinidad to L. Sharron-3/25/2013, 
Plaintiff’s Exhibit 121; Email string from L. Sharron to 
Gabi Sharron-4/11/2013, Plaintiff’s Exhibit 122; Email 
string from L. Trinidad to L. Sharron-5/29/2013, 
Plaintiff’s Exhibit 124; Grobstein Trial Declaration, ECF 
86, ¶ 72.
 
103. According to Sharron, the past due accounts payable 
were the product of bona fide disputes with Debtor’s 
suppliers, such as Kody, Donshen and Zeller. Sharron 
Trial Declaration, ECF 100, ¶¶ 78-80; Sharron 
Testimony, Trial Transcript of August 19, 2016, ECF 135 
at 71-74 (trial testimony of Sharron acknowledging 
Debtor’s pattern of late payments to vendors but 
contending that payments were only late for a specific 
reason). Sharron also testified that the late payments were 
not related to cash flow issues. Sharron Testimony, Trial 
Transcript of August 25, 2016, ECF 136 at 45 (“things 
were tight on a cash flow basis” because of very large 
orders that Debtor had placed at the time in March 2013, 
but Debtor was not stretching its vendors).
 
104. The allowed claims against Debtor in this 
bankruptcy case total $ 3,144,716.70, and the holders of 
allowed claims exceeding $ 50,000.00 include: (1) 
Donshen Textile (Holdings) Ltd., $ 271,892.74; (2) East 
Mode Inc., $ 56,262.00; (3) Kody Branch of California 
Inc., $ 1,000,000.00; (4) Meyou One Co. Ltd., $ 
52,582.00; (5) New England Garment Limited, $ 
56,224.00; (6) PTC Fashion Inc., $ 139,668.95; and (7) 
Zeller Textile Co. Ltd., $ 1,342,621.00. Stipulated Fact 
(96), Joint Pretrial Stipulation, ECF 97 at 11-13. The 
remaining 27 holders of allowed claims had claims less 
than $ 50,000.00. Id.
 
105. Debtor’s reports from its AIMS production software 
(AIMS standing for “Apparel Management Software”) 
indicated that Debtor had existing orders for the period of 
January 1 through January 31, 2013 in excess of $ 
9,400,000.00. Kabani Trial Declaration, ECF 99 at 8-9, ¶ 
25; Sharron Trial Declaration, ECF 100 at 14, ¶¶ 41-43; 
AIMS Reports Copies by Trustee, Defendants’ Exhibit 
511. The specific amount of orders taken by Debtor as 
reflected in the AIMS reports for this time period was $ 
9,451,533.00. Id. Of this amount, approximately $ 
5,300,000.00 in orders was shipped by Debtor and 
collected, resulting in a total payoff of Debtor’s 
obligations to CIT, and the other $ 4,100,000.00 in orders 
was cancelled due to Kody’s not shipping the ordered 
goods to Debtor. Sharron Trial Declaration, ECF 100 at 
14, ¶ 42. Debtor’s profit margin reported in the AIMS 
reports was 50.82%. Sharron Trial Declaration, ECF 100 
at 14, ¶¶ 41-43; AIMS Reports Copies by Trustee, 
Defendants’ Exhibit 511. According to Sharron, in May 

2013, Debtor had the largest backlog of orders ever. 
Sharron Trial Declaration, ECF 100 at 15, ¶ 46; AIMS 
Reports Copies by Trustee, Defendants’ Exhibit 511. (The 
figure of $ 4,100,000 in cancelled orders is corroborated 
by the email message of Debtor’s production manager, 
Edwina von Bjorn to Sharron and Kabani, dated June 12, 
2013, reporting that an AIMS open order report showed 
that Debtor then had $ 4,368,108 in open orders. Sharron 
Trial Declaration, ECF 100 at 14-15, ¶ 45; Email from 
Edwina Von Bjorn, June 12, 2013, Defendants’ Exhibit 
545; see also Sharron Testimony, Trial Transcript of 
August 25, 2016, ECF 136, at 83-84.)
 
*24 106. Based on a profit margin of 50.82%, the 
cancelled orders would have represented approximately $ 
2,100,000.00 in gross profit. Sharron Trial Declaration, 
ECF 100 at 14, ¶¶ 41-43; AIMS Reports Copies by 
Trustee, Defendants’ Exhibit 511. The court finds 
Debtor’s evidence credible that if Debtor was able to ship 
the cancelled orders, it could have realized gross profit of 
$ 2.1 million based on its profit margin.
 
107. In his trial declaration, Sharron stated that “at the 
time when the dispute between L. Scott and Kody was 
reaching a peak, in May, 2013, L. Scott had the largest 
backlog of orders ever. We were finally seeing some 
difficult times coming to an end. (When I say ‘difficult 
times’ that never meant ‘pending financial threats’ or 
insolvency. Neither Kabani, myself, or CIT had those 
concerns....[ ) ]” Sharron Trial Declaration, ECF 100 at 
15, ¶ 46. According to Sharron, insolvency or “pending 
financial threats” was not an issue or concern for him, 
CIT, or Kabani because Debtor had the largest backlog of 
orders it ever had as shown by the AIMS reports, and 
Debtor was “was never at a point where our creditors 
were in jeopardy of not being paid, never to a point that 
our factor for 13 years (CIT) ever told us that [it] had to 
terminate or cancel our funding, never to a point where 
we had to add debt to our balance sheet to survive. In fact, 
with the exception of one year where we had a $ 20,000 
loss, we never had suffered a loss for any fiscal year until 
2013 when Kody began the dispute that ended with the 
involuntary bankruptcy.” Id. (The court quotes the 
Sharron Trial Declaration at length here as a statement of 
Sharron’s position as argument, and not as substantive 
evidence, since the court has sustained Trustee’s objection 
to some of this testimony as evidence.). Looking at the 
math, there is some merit to Sharron’s argument, given (i) 
Sharron’s estimate of $ 2.1 million of gross profit from 
the cancelled orders from Kody, and (ii) the $ 1.5 million 
in net collected receivables after payoff of the debt to 
CIT, it would have been theoretically possible for Debtor 
to have paid off the allowed claims in this case of $ 3.1 
million, but for Kody’s decision not to ship the goods 
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ordered by Debtor. However, such a possibility is strictly 
hypothetical because Kody decided not to ship the 
so-called cancelled orders due to Debtor’s non-payment 
of its past due invoices from Kody, so that Debtor was 
unable to collect on its backlogged open orders which 
were cancelled. Whether Kody was reasonably justified in 
declining to ship the open orders to Debtor is not for this 
court to opine, but the court has to consider the fact that 
Kody made the decision not to ship the open orders in 
May 2013, which was a change of its policy and practice 
of handling Debtor’s orders from prior policy and 
practice. Apparently wanting adequate assurance of 
payment due to large amounts of unpaid past due 
invoices, in May 2013, Kody unilaterally decided not to 
ship on Debtor’s open orders without payment in 
advance, even though Kody took the orders without 
requiring payment in advance, but only made its demand 
for adequate assurance in June 2013. See California 
Commercial Code § 2609. Kody’s change of policy and 
practice meant that Debtor could not rely on the prior 
policy and practice of being able to pay Kody late, or not 
having to pay until shipment and receipt. Since this 
change in policy and practice took place in May 2013, 
this meant that as of at least by June 1, 2013, Debtor was 
unable to fulfill its orders to customers resulting in 
cancellation of $ 4.1 million of customer orders, which 
deprived Debtor of revenue from which it could to 
operate and generally pay its debts, and thus, the court 
finds that Debtor was insolvent on June 1, 2013 based on 
the evidence showing that it could not pay its debts 
generally as they became due.
 

F. The Involuntary Bankruptcy Case against Debtor
*25 108. On June 19, 2013, Kody and two other 
petitioning creditors filed an involuntary bankruptcy 
petition under Chapter 7 of the Bankruptcy Code, 11 
U.S.C., against Debtor. Cathy Trinh of Kody testified that 
Kody filed the involuntary petition to prevent Debtor 
from filing an assignment for the benefit of creditors. 
Trinh Trial Declaration, ECF 90 at 4-6, ¶¶ 16-21; Trinh 
Testimony, Trial Transcript of August 19, 2016, ECF 135 
at 149-150; see also Grobstein Trial Declaration, ECF 
86, ¶¶ 73-77.
 
109. On July 2, 2013, CIT filed a motion for relief from 
the automatic stay to allow it to continue collection of 
Debtor’s accounts receivable on which it had a senior lien 
from the Factoring Agreement and related security 
agreements, and subsequently, on July 19, 2013, CIT and 
Debtor entered into a stipulation granting CIT stay relief 
nunc pro tunc to the petition date to collect all of Debtor’s 

accounts receivable, to receive payments from the account 
debtors associated with the accounts, and to apply the 
proceeds of such accounts to reduce the amounts owed by 
Debtor under the Factoring Agreement, which stipulation 
was approved by the court by order entered on July 22, 
2013. See CIT’s Notice of Motion and Motion for Relief 
from the Automatic Stay under 11 U.S.C. § 362, Main 
Bankruptcy Case ECF 7, filed on July 2, 2013; Stipulation 
by and Between L. Scott Apparel, Inc. and CIT 
Group/Commercial Services, Inc. Granting Relief from 
the Automatic Stay to Enable Application of Proceeds of 
Accounts, Main Bankruptcy Case ECF 14 at 4, filed on 
July 19, 2013 (Debtor and CIT stipulated to modification 
of the automatic stay nunc pro tunc to the petition date “to 
enable CIT to continue to collect all Accounts, to receive 
payments from the account debtors associated with the 
Accounts, and to apply the proceeds of such Accounts to 
reduce and satisfy the amounts owing to CIT under the 
Agreements.”); Order Granting Motion for Relief from 
the Automatic Stay under 11 U.S.C. § 362 (Personal 
Property), Main Bankruptcy Case ECF 20, filed on July 
22, 2013; see also Further Stipulation by and Between L. 
Scott Apparel, Inc. and CIT Group/Commercial Services, 
Inc. Authorizing Releases and Turnover of Balances, 
Main Bankruptcy Case ECF 64, filed on September 18, 
2013. These stipulations between Debtor and CIT 
indicated that CIT was collecting all accounts receivable 
from the petition date, receiving the payments from the 
account debtors, applying the account proceeds to pay 
down Debtor’s debt to CIT, and remitting any balance of 
payments to Debtor. Id.
 
110. In its stay relief motion filed on July 2, 2013, CIT 
asserted that under the Factoring Agreement, it had 
agreed to purchase all of Debtor’s accounts receivable, 
and that Debtor had granted to CIT a continuing security 
interest in all of Debtor’s existing and future accounts 
receivable, that as of the date of the involuntary petition 
on June 19, 2013, Debtor owed CIT $ 2,813,585.88, 
exclusive of interest and attorneys’ fees, collateralized by 
CIT’s first priority liens in the accounts receivable, that as 
of the petition date, Debtor had a balance of 
approximately $ 5,061,869.03 in accounts receivable, that 
after the petition date but before CIT received notice of 
the filing of the involuntary bankruptcy petition against 
Debtor, CIT had collected approximately $ 748,673.71 of 
Debtor’s accounts receivable, for which it was holding in 
a segregated account pending the disposition of the stay 
relief motion, and that the amount of CIT’s secured debt 
would be $ 2,164,625.63 after being allowed to apply the 
postpetition collected accounts receivable with an 
outstanding balance of accounts receivable of $ 
4,333,364.27. CIT’s Notice of Motion and Motion for 
Relief from the Automatic Stay under 11 U.S.C. § 362, 
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Main Bankruptcy Case ECF 7, Supporting Declaration at 
6-8 and Memorandum of Points and Authorities at 1-3 
and n. 6, filed on July 2, 2013.
 
*26 111. In their stipulation resolving CIT’s stay relief 
motion, CIT and Debtor represented to the court that 
Debtor was indebted to CIT in the amount of $ 
2,813,585.88, exclusive of interest and attorneys’ fees, as 
of the petition date, which amount was collateralized by 
CIT’s first priority liens on, and security interests in, the 
accounts receivable, and that the amount of Debtor’s 
outstanding accounts receivable was approximately $ 
5,061,869.03 as of the petition date. Stipulation by and 
Between L. Scott Apparel, Inc. and CIT 
Group/Commercial Services, Inc. Granting Relief from 
the Automatic Stay to Enable Application of Proceeds of 
Accounts, Main Bankruptcy Case ECF 14 at 3. In the 
stipulation, CIT and Debtor agreed to modification of the 
automatic stay nunc pro tunc to the petition date “to 
enable CIT to continue to collect all Accounts, to receive 
payments from the account debtors associated with the 
Accounts, and to apply the proceeds of such Accounts to 
reduce and satisfy the amounts owing to CIT under the 
Agreements” and then once the applied amounts are 
sufficient to satisfy Debtor’s debt to CIT, CIT agreed to 
remit the balance of the payments from the account 
debtors associated with the accounts receivable to Debtor 
upon receipt of all releases and indemnity agreements 
under the Factoring Agreement. Id. at 4-5.
 
112. On September 18, 2013, CIT and Debtor filed a 
further stipulation to authorize releases and turnover of 
the balance of the collected accounts receivable in the 
approximate amount of $ 1.5 million, which was 
approved by an order of the court entered on September 
20, 2013. Further Stipulation by and Between L. Scott 
Apparel, Inc. and CIT Group/Commercial Services, Inc., 
Authorizing Releases and Turnover of Balances, Main 
Bankruptcy Case ECF 64, filed on September 18, 2013; 
Order on Further Stipulation by and between L. Scott 
Apparel, Inc. and the CIT Group/Commercial Services, 
Inc., Authorizing Releases and Turnover of Balances, 
filed and entered on September 20, 2013. As reported on 
Debtor’s monthly operating report for October 2013, 
Debtor received a wire transfer from CIT in the amount of 
$ 1,516,613.53 on October 11, 2013. Debtor’s Chapter 11 
Debtor Monthly Operating Report for month ending 
October 31, 2013, ECF 106, filed on November 15, 2013.
 
113. Thus, CIT and Debtor collected approximately $ 4.3 
million of Debtor’s accounts receivable from the petition 
date in June 2013 through September 2013, resulting in 
the payoff of the secured debt of $ 2.8 million owed to 
CIT and a surplus balance of $ 1.5 million paid over to 

Debtor in October 2013.
 
114. According to Sharron, the collection of Debtor’s 
accounts receivable postpetition were due to his efforts: 
“Due to my efforts and the court’s decision to deny the 
motion to grant an interim trustee at that time, I was able 
to successfully collect enough of the receivables (approx. 
$ 5 million dollars and 97% of the outstanding balances) 
to pay off the largest secured creditor, CIT, and still have 
approximately $ 1.7 million left for creditors. During the 
gap period, I did not take a salary, and only took action 
that brought money to the company. Nobody expected me 
to recover the receivables which I did.” Sharron Trial 
Declaration, ECF 100 at 3, ¶ 6.
 
115. Trustee primarily disputes Sharron’s claim of credit 
for collecting Debtor’s accounts receivable postpetition to 
oppose Sharron’s bonus compensation claim, asserting 
based on Kody’s emergency motion to appoint a Chapter 
11 trustee, “Kody a petitioning creditor has asserted that 
CIT was the party responsible for collecting the 
receivables, and as part of operating the business, 
collecting the receivables is something that would have 
been part of Sharron’s normal job responsibilities in any 
event.” Plaintiff’s Trial Brief, ECF 111 at 17-19 (citing 
Kody’s Emergency Motion for Appointment of a Trustee, 
Main Bankruptcy Case ECF 27, ¶¶ 8-9).
 
116. The court finds that the preponderance of the 
evidence indicates that CIT collected Debtor’s accounts 
receivable postpetition with Sharron’s assistance as an 
officer and employee of Debtor, which assistance was 
material and instrumental in collecting a substantial 
portion of Debtor’s outstanding accounts receivable and 
that the collection of Debtor’s accounts receivable 
postpetition was not solely due to Sharron’s efforts.
 

G. The Due from Officer Account and Other Amounts 
Owing by Sharron
*27 117. From 2002 to the date the involuntary petition 
was filed on June 19, 2013, Debtor advanced funds and 
incurred expenses to or for the benefit of Sharron and his 
family for personal expenses that are reflected in the Due 
from Officer Account. Stipulated Facts (33) and (42), 
Joint Pretrial Stipulation, ECF 97 at 5-6; Due from 
Officer Account, Plaintiff’s Exhibit 58; Oversize Due from 
Officer Statement, Plaintiff’s Exhibit 59; Grobstein Trial 
Declaration, ECF 86, ¶ 41.
 
118. The Due from Officer Account entries were made in 
the regular course of business of Debtor by an employee 
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of Debtor whose function it was to enter data into the 
accounting records. Stipulated Fact (34), Joint Pretrial 
Stipulation, ECF 97 at 5. No fixed repayment schedule 
exists for the Due from Officer Account. Stipulated Fact 
(36), Joint Pretrial Stipulation, ECF 97 at 5; Sharron 
Trial Declaration, ECF 100, ¶ 30. No interest was 
accrued on amounts owing by Sharron to Debtor on the 
Due from Officer Account. Stipulated Fact (37), Joint 
Pretrial Stipulation, ECF 97 at 5; Due from Officer 
Account, Plaintiff’s Exhibit 58; Oversize Due from Officer 
Statement, Plaintiff’s Exhibit 59.
 
119. Sharron testified at trial that at no time did he ever 
intend not to pay off the Due from Officer account and 
that he had the personal funds to pay off the Due from 
Officer Account. Sharron Trial Declaration, ECF 100, ¶¶ 
31, 32. Thus, Sharron does not dispute his obligation to 
repay the Due from Officer account. See also Sharron 
Testimony, Trial Transcript of August 25, 2016, ECF 136, 
at 87 (Q: Have you ever denied owing whatever the 
due-from-officers account shows? A: Never.”).
 
120. As of June 28, 2013, the amount owing by Sharron 
to Debtor, (i) exclusive of interest, (ii) without regard to 
any setoff of the Sharron Subordinated Note, and (iii) 
inclusive of all cash and non-cash credits pursuant to the 
Due from Officer Account was $ 462,194.53. Stipulated 
Fact (35), Joint Pretrial Stipulation, ECF 97 at 5.
 
121. Although several credits to the Due from Officer 
Account are in the form of non-cash transactions that 
reduced the amount Sharron owed to Debtor, Trustee 
objects only to the non-cash credits to the Due from 
Officer Account made on account of interest charges on 
Subordinated Debt totaling $ 105,000. Grobstein Trial 
Declaration, ECF 86, ¶ 50. The court agrees with 
Trustee’s objection to the claimed $ 105,000 interest 
credit on account of the Subordinated Debt and finds that 
the total amount of the Due from Officer Account, 
exclusive of interest, is $ 567,194.13 as of the date of 
filing of the involuntary petition. Id., ¶ 51.
 

H. Other Amounts Due to Debtor
122. Debtor’s books and records reflect other charges 
made for the benefit of Sharron that were not recorded in 
the Due from Officer Account. Stipulated Facts (43) – 
(50), Joint Pretrial Stipulation, ECF 97 at 6-7; Wall 
Expert Report, Plaintiff’s Exhibit 148 at 10 and Exhibits 9 
and 10 attached thereto; Wall Expert Report, Plaintiff’s 
Exhibit 148 at 16-19 and Exhibit 10 attached thereto. 
However, as discussed below, since the court finds that 

Sharron owed no duty to creditors of the estate prior to 
the date of insolvency on or about June 1, 2013, those 
amounts incurred before June 1, 2013 are not recoverable 
by Trustee. See Proposed Finding of Fact WW, Plaintiff’s 
Proposed Findings of Fact and Conclusions of Law, ECF 
139 at 13 (asserting that only those amounts incurred after 
the date of insolvency alleged by Trustee to be in October 
2012 are recoverable by the estate, which include (i) $ 
9,900 in payroll checks issued by Debtor for Mirna Limon 
Gutierrez, the nanny taking care of Sharron’s daughter, 
for the period January 1, 2013 to June 7, 2013, and (ii) $ 
15,259 in payments by Debtor on June 12, 2013 
prepaying car payments for Sharron and his wife for June 
2013 through December 2013); Wall Expert Report, 
Plaintiff’s Exhibit 148 at 16-18 and Exhibits 9 and 10 
attached thereto; Stipulated Facts (43) – (50), Joint 
Pretrial Stipulation, ECF 97 at 6-7. In his Proposed 
Finding of Fact WW, Trustee did not argue for recovery 
of the other payments by Debtor on Sharron’s behalf to a 
cabinetmaker for cabinets installed at Sharon’s homes, a 
handyman who did work for Sharron at his home, or the 
Brentwood School, Sharron’s daughter’s school, because 
they predated October 2012, the date of insolvency 
alleged by Trustee. See Proposed Finding of Fact WW, 
Plaintiff’s Proposed Findings of Fact and Conclusions of 
Law, ECF 139 at 13; see also Wall Expert Report, 
Plaintiff’s Exhibit 148 at 18 (the handyman expense 
occurred on April 8, 2013 which is before the date of 
insolvency of Debtor found by the court on June 1, 2013).
 
*28 123. Ms. Gutierrez was employed by Sharron as his 
daughter’s nanny from 2004 to 2013, and she was on 
Debtor’s payroll from January 2013 to June 2013. 
Stipulated Facts (43) and (44), Joint Pretrial Stipulation, 
ECF 97 at 6; Sharron Testimony, Trial Transcript of 
August 18, 2016, ECF 134 at 180-181. According to 
Sharron, Ms. Gutierrez was on Debtor’s payroll for a 
six-month period in 2013 when her paycheck was split 
between Debtor and Sharron personally, one half each, 
because she worked as a nanny for his daughter and did 
work helping the company on minor tasks, such as 
gathering garment receipts for bookkeeping, tagging 
garments, driving to return garment samples to vendors, 
and receiving credit for Debtor. Sharron Testimony, Trial 
Transcript of August 18, 2016, ECF 134 at 181-183. Prior 
to 2013, only Sharron paid Ms. Gutierrez personally for 
her services, and not Debtor. Id. at 180-181. According to 
Sharron, because his daughter was older and did need Ms. 
Gutierrez as a nanny as often, he gave her other work 
responsibilities, doing minor tasks for Debtor, in addition 
to her nanny responsibilities and split her compensation 
with Debtor. Id. at 181-183; Sharron Testimony, Trial 
Transcript of August 25, 2016, ECF 136, at 92-93. 
However, when Ms. Gutierrez was working for Debtor, it 

Case 2:19-ap-01383-SK    Doc 259-4    Filed 06/03/21    Entered 06/03/21 15:47:43    Desc
Appendix     Page 77 of 266



In re L. Scott Apparel, Inc., Slip Copy (2019)

 © 2021 Thomson Reuters. No claim to original U.S. Government Works. 23

did not maintain timesheets to corroborate Ms. 
Gutierrez’s time working for it. Sharron Testimony, Trial 
Transcript of August 18, 2016, ECF 134, at 183. The 
court finds that Sharron’s testimony is credible and based 
on such testimony, the court finds that the payments made 
by Debtor to Ms. Gutierrez was for her work performing 
minor tasks in the business of Debtor, and not for nanny 
services, which were still compensated by Sharron 
personally, despite the absence of timesheets being kept 
by Debtor for Ms. Gutierrez.
 
124. On June 12, 2013, Sharron caused Debtor to 
telephonically pre-pay Sharron and his wife’s vehicle 
payments for June 2013 through December 2013 in the 
amount of $ 15,259.02, which was not booked to the Due 
from Officer Account. Stipulated Fact (50), Joint Pretrial 
Stipulation, ECF 97 at 7; Sharron Testimony, Trial 
Transcript of August 18, 2016, ECF 134 at 181-183. 
Debtor was paying $ 950.00 per month to Audi for the 
2013 Audi S7 automobile driven by Sharron and $ 1,229 
to GMAC for the Cadillac Escalade automobile driven by 
Sharron’s wife. L. Scott Apparel, Inc., Transaction Detail 
by Account, June 20, 2011 through June 19, 2013 (Auto 
Leasing), Plaintiff’s Exhibit 56; Grobstein Trial 
Declaration, ECF 86 at 11, ¶ 42(l); Sharron Testimony, 
Trial Transcript of August 18, 2016, ECF 134 at 189-193; 
Sharron Deposition, March 16, 2016 at 120, Exhibit B to 
Notice of Lodging of Marked Deposition Transcripts of 
Lowell Sharron for Trial, ECF 116, filed on August 17, 
2016; Sharron Deposition, March 28, 2016 at 264, 
Exhibit C to Notice of Lodging of Marked Deposition 
Transcripts of Lowell Sharron for Trial, ECF 116, filed 
on August 17, 2016; Wall Expert Report, Plaintiff’s 
Exhibit 148 at 17 and Exhibit 9 attached thereto. Debtor 
made 100 % of his automobile loan payments, although as 
Sharron acknowledges, a certain portion of the 
automobile use was for Sharron’s personal use. Sharron 
Testimony, Trial Transcript of August 18, 2016, ECF 134 
at 189-190. On Debtor’s tax returns, 70% of the vehicle 
expense was allocated to business purposes and 30% to 
Sharron, thus indicating at least some personal use by 
Sharron. Stipulated Fact (49), Joint Pretrial Stipulation, 
ECF 97 at 6. While Sharron testified at trial that “most of 
the car-related expenses were for business” and “[t]here 
was a portion that was personal, but it was a small portion 
compared to the business part,” he never explained in his 
trial testimony what were the business purposes of Debtor 
for the use of the automobiles driven by him and his wife. 
Sharron Testimony, Trial Transcript of August 18, 2016, 
ECF 134 at 191. Specifically, Sharron in his trial 
declaration discussed the specific payments complained 

of by Trustee, but not the prepaid automobile payments. 
Sharron Trial Declaration, ECF 100 at 10-12. There is no 
evidence regarding the business purposes of Debtor for 
the luxury automobiles driven by Sharron and his wife, an 
Audi and a Cadillac, which were paid for by Debtor. See 
Trinh Trial Declaration, ECF 90 at 3, ¶ 9 (“At one visit to 
L. Scott I saw a beautiful new car parked inside on the L. 
Scott cutting floor. During conversations with L. Scott 
employees during that visit (which conversations largely 
related to Kody orders), I learned that the car on the 
cutting floor belonged to Mr. Sharron and that the 
employees thought the company paid for the car.”). 
Although Sharron did not explain the business purposes 
of Debtor for his and his wife’s automobiles in his trial 
testimony, he did explain why he caused Debtor to 
pre-pay the automobile loan payments in June 2013, that 
is, because he “was winding down the company during 
those months.” Sharron Testimony, Trial Transcript of 
August 18, 2016, ECF 134 at 192. At his deposition taken 
in this case, Sharron also explained that he caused Debtor 
to make the prepayment of his car payments on June 12, 
2013 because “this [was] when everything was going on. 
We were having a hard time with CIT getting money, et 
cetera, so when we had the money we wanted to make 
sure that the payments were made so we prepaid whatever 
that was, for four months or six months, whatever it was.” 
Sharron Deposition, March 28, 2016 at 265, Exhibit C to 
Notice of Lodging of Marked Deposition Transcripts of 
Lowell Sharron for Trial, ECF 116. This testimony shows 
that Sharron knew by that time that Debtor was having 
problems paying its bills and wanted to pay the ones that 
benefitted him personally while Debtor had some 
available funds. Based on these circumstances, the court 
finds that the automobiles driven by Sharron and his wife 
and paid for by Debtor were for their personal purposes 
and not for the business purposes of Debtor and that the 
prepayment of the automobile loan payments by Debtor 
caused by Sharron on June 12, 2013 indicated Sharron’s 
knowledge of the financial straits of Debtor at that time, 
using company funds to pay for his personal use vehicles 
outside the ordinary course of the loans in order by 
prepaying the loan payments before they were due in 
order to use the funds before they would be unavailable 
for such use.
 
*29 125. In summary, the total amount Trustee seeks to 
recover from Sharron is as follows:
 

Amount
 

Source
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$ 462,194.13
 

Due from Officer Amount
 

$ 105,000.00
 

Interest Credited to Due from Officer Account
 

$ 25,159.02
 

Transfers not booked to Due from Officer Account
 

Total: $ 592,353.15
 

I. Facts Relating to Date of Insolvency

i. Expert Witness Reports
126. The parties offered expert witness opinion testimony 
in support of their contentions regarding whether and 
when Debtor became insolvent. Plaintiff called as an 
expert witness at trial David Wall, who submitted an 
expert witness report dated March 30, 2015. Wall Expert 
Report, Plaintiff’s Exhibit 148. Defendants called as an 
expert witness at trial Coral Michelle Hansen, who 
submitted an expert witness report dated March 30, 2015. 
Hansen Expert Report, Defendants’ Exhibit 540 (“Hansen 
Expert Report”). The court denied Plaintiff’s Motion in 
Limine Number 1 to Exclude Portion of Expert Report 
and Testimony by Coral Hansen, Hansen Expert Report, 
Defendants’ Exhibit 540, but ruled that Plaintiff could 
move to strike portions of the report as adduced by the 
evidence. Trial Transcript of August 18, 2016, ECF 134 at 
10-12.
 
127. David Wall is a forensic accountant and an attorney. 
Wall Testimony, Trial Transcript of August 19, 2016, ECF 
135 at 186. Wall estimated that he had “worked on, [he] 
believe[d], between two and five” insolvency reports in 
bankruptcy court matters. Id. at 209-210. However, Wall 
testified that this was the first insolvency report he had 
written himself in a bankruptcy matter. Id. at 210. Wall 
does not hold an accreditation for business valuation, 
even though it is his understanding that most experts who 
render insolvency opinions have such an accreditation. Id. 
at 215.
 

128. Wall testified at trial that Debtor was not on its 
deathbed until sometime between April and June 2013. 
Wall Testimony, Trial Transcript of August 19, 2016, ECF 
135 at 214 (“I don’t think that this company went on its 
deathbed until sometime in 2013.”); see also id. at 
214-215 (“[Wall:] My best estimate would be sometime 
between April and June. The court: April and June. All 
right. Between April and June. So it was not a going 
concern – it was a going concern up until that date, right? 
[Wall:] Yes, sir.”). Sharron’s expert, Hansen, provided a 
similar assessment in her expert witness report, writing 
that “Debtor was a going concern and the assets and 
liabilities should be reflected at their fair value ....” 
Hansen Expert Report, Defendants’ Exhibit 540 at 9; see 
also Hansen Testimony, Trial Transcript of August 18, 
2016, ECF 134 at 100 (Trustee’s counsel: “Well, the 
company ceased operations at the time – almost at the 
time of the voluntary [sic] filing. Are you aware of that? 
[Hansen:] Yes. [Trustee’s counsel:] And that was around 
about June 19th, to be precise, 2013? [Hansen:] Yes.”).
 
129. In his expert witness report, Wall stated that he made 
three findings on solvency in his expert witness report as 
to whether Debtor and Beyond Basics were insolvent, 
which were as follows: (1) “Beyond Basics was never 
solvent”; (2) “By or about January 1, 2011, Sharron 
should have been on notice that [Debtor] was operating 
with unreasonably small capital”; (3) “By October 2012, 
[Debtor] was insolvent [at] a fair value basis and never 
regained solvency.” Wall Expert Report, Plaintiff’s 
Exhibit 148 at 4.
 
*30 130. Wall made additional findings as to the 
insolvency of Debtor: Wall concluded that “[h]ad Sharron 
not caused [Debtor] to fund his personal lifestyle and pay 
for the operations of Beyond Basics, then [Debtor] would 
have had additional cash” of $ 45,835 on January 1, 2011, 
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$ 477,566 on January 1, 2012, $ 866,319 on January 1, 
2013, and $ 998,274 as of the involuntary petition date of 
June 19, 2013. Id. at 19-20. Wall concluded that these 
facts establish that Debtor was operating with 
unreasonably small capital. In conducting his financial 
statement or “book solvency,” Wall explained that he 
“exported from [Debtor’s] QuickBooks accounting 
records, the total assets and total liabilities, and then 
subtracted the liabilities from the assets.” Id. at 20.
 
131. Wall in his expert witness report described only four 
adjustments that he made when conducting his financial 
statement analysis: (1) “The amount owing from Beyond 
Basics was adjusted to zero for the entirety of the period,” 
(2) “The ‘Due from Officer’ Account owing from Sharron 
is adjusted to 50% of its face value,” (3) “[A] 50% 
adjustment is made to the ‘Security Deposits’ account, to 
reflect the lack of marketability ...,” and (4) The Sharron 
Subordinated Note was “re-characterized as an equity 
investment.” Id. at 20-21.
 
132. Wall acknowledged that “[i]tems maintained in the 
accounting records sometimes do not reflect their fair 
values.” Id. at 20. At trial, Wall testified that Debtor’s 
assets were not valued at a fair market approach. Wall 
Testimony, Trial Transcript of August 19, 2016, ECF 135 
at 219:13-17 (“[The court:] Did you do the market 
approach and the discounted cash flow in your analysis? I 
didn’t see that. [Wall:] It was impossible for me to do 
that.”). Moreover, Wall failed to explain why a fair 
market valuation of Debtor’s assets could not have been 
conducted. Wall Testimony, Trial Transcript of August 19, 
2016, ECF 135 at 220:4-10 (“[The court:] –it’s not in the 
report, so that’s what I was – I just wanted to know if it 
was in the report or not. [Wall:] I could have done a better 
job at spelling out the particular challenges that interfered 
with my ability to do that.”).
 
133. Wall’s analysis for his opinion that by or about 
January 1, 2011, Sharron should have been on notice that 
Debtor was operating with unreasonably small capital 
Debtor is set forth at pages 19 and 20 of his report. Wall 
Expert Report, Plaintiff’s Exhibit 148 at 19-20. Wall 
concluded that Debtor (i) “had suffered dwindling profits 
compared to prior years,” referring to his chart analyzing 
Debtor’s profitability, (ii) “experienced a marked increase 
in its accounts payable, and the aging of those payables,” 
referring to his chart analyzing Debtor’s accounts 
payable, and (iii) had increasing balances on the Due from 
Officer account from withdrawals from Debtor by 
Sharron, referring to his charts overlaying Due from 
Officer account balances against Debtor’s profits and 
asset values. Id. at 19-20 and Exhibits 11, 12, 13, 14, and 
15 attached thereto. However, Wall’s analysis for his 

unreasonably small capital does not provide for, or 
consider, the amounts of Debtor’s available working 
capital from Sharron’s capital contributions of $ 50,000 of 
admitted equity and of the $ 350,000 from the 
Subordinated Debt recharacterized as equity, and most 
notably, from the factor financing from CIT. Id.
 
134. Defendants’ expert witness Coral Hansen had never 
before prepared an insolvency report. Hansen Testimony, 
Trial Transcript of August 18, 2016, ECF 134 at 17-18. 
Like Wall’s expert witness report, Hansen in her expert 
witness report similarly did not value Debtor’s assets at a 
fair market valuation. Hansen Testimony, Trial Transcript 
of August 18, 2016, ECF 134 at 39 (“[Trustee’s counsel:] 
And it’s correct to say that you didn’t apply – you did not 
conduct a fair value analysis, correct? [Hansen:] That’s 
correct.”). As Hansen stated in her trial testimony, “after 
further discussion with counsel and we determined that 
we did not likely have the time or perhaps all of the 
information necessary to perform a formal solvency 
opinion, so rather, we changed our approach to provide 
testimony as to why the solvency opinion that was 
outlined in the original complaint and then prepared by 
Mr. Wall did not meet the standards to prove insolvency.” 
Id., ECF 134 at 19. Thus, Hansen’s report and testimony 
were offered by Defendants to rebut any evidentiary 
showing by Plaintiff through Wall’s report and testimony.
 

J. Additional Facts Related to the Consolidated 
Objection

i. The Sharron Proof of Claim
*31 135. Sharron filed his proof of claim on December 
23, 2013, setting forth his prepetition claim in the total 
amount of $ 766,783.74 for “Money Loaned to Debtor, 
and unpaid compensation.” Sharron Proof of Claim, 
Defendants’ Exhibit 557; Stipulated Fact (98), Joint 
Pretrial Stipulation, ECF 97 at 13. This amount consists 
of: (1) a $ 350,000 claim based on the Sharron 
Subordinated Note, allegedly secured by the right of 
setoff; and (2) a $ 375,283.74 priority unsecured claim 
which, according to the Sharron Proof of Claim, consists 
of (i) unpaid salary of $ 131,500, (ii) a bonus of $ 260,000 
based upon the collection of receivables, and (iii) expense 
reimbursement owing in the amount of $ 25,283.74. 
Sharron Proof of Claim, Defendants’ Exhibit 557. No 
documentation regarding the $ 131,500 in unpaid salary 
or the $ 260,000 bonus was attached to the Sharron Proof 
of Claim, though there is, however, what appears to be a 
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summary of credit card charges attached to the Sharron 
Proof of Claim. Id.
 

ii. Insider Compensation Claim of Sharron
136. Sharron filed Form USTLA-12, a Notice of 
Setting/Increasing Insider Compensation (the “Insider 
Compensation Notice”) for himself. Stipulated Fact 
(104), Joint Pretrial Stipulation, ECF 97 at 13. On or 
about September 27, 2013, Debtor served on Trustee and 
the Official Committee of Unsecured Creditors (the 
“Committee”) the Insider Compensation Notice. 
Committee’s Objection to Debtor’s Notice 
Setting/Increasing Insider Compensation, Main 
Bankruptcy Case ECF 83 at Exhibit A; Consolidated 
Objection to Sharron Claim, Plaintiff’s Exhibit 147 at 
Exhibit 2; Grobstein Trial Declaration, ECF 86, ¶ 83.
 
137. The Committee filed its Objection to Debtor’s 
Notice Setting/Increasing Insider Compensation on 
October 8, 2013 (the “Insider Compensation Objection”). 
Stipulated Fact (104), Joint Pretrial Stipulation, ECF 97 
at 13; Main Bankruptcy Case ECF 83. The Committee 
requested a hearing on the Insider Compensation Notice 
in accordance with LBR 2014-1(a). Main Bankruptcy 
Case ECF 83.
 
138. As indicated on the case docket for the main 
bankruptcy case, Debtor never noticed a hearing on the 
Insider Compensation Notice as required by Local 
Bankruptcy Rule 2014-1(a) in response to the Insider 
Compensation Objection, which was never withdrawn by 
the Committee, and as such, a hearing on the Insider 
Compensation Notice was never held by the court, nor 
was it ever ruled upon by the court. See Stipulated Facts 
(98)-(105), Joint Pretrial Stipulation, ECF 97 at 13.
 
139. Sharron did not obtain Court approval for any 
compensation payable to him after the entry of the order 
for relief in Debtor’s bankruptcy case. Stipulated Fact 
(99), Joint Pretrial Stipulation, ECF 97 at 13.
 

iii. The Sharron Motion
140. The Sharron Motion was filed on May 5, 2014. 
Motion of Lowell Sharron for Order Compelling Debtor 
to Pay (1) Administrative Expense and Prepetition 
Unsecured Wage Claims; (2) Equity Interest, Plaintiff’s 
Exhibit 146 and Main Bankruptcy Case ECF 198. 

However, the Sharron Motion is not a motion for 
allowance of an administrative claim. Rather, it is a 
motion “for an order compelling [Debtor] to pay (1) 
[Sharron’s] administrative expense for prepetition 
unsecured wage claims, and (2) post-petition unpaid 
amounts in connection with his wage claims ... in addition 
to any potential equity interest funds.” See id. at 1. The 
Sharron Motion sought immediate payment of both 
prepetition claims and postpetition claims. The only 
evidentiary support attached to the Sharron Motion were a 
declaration of Sharron (the “Sharron Motion 
Declaration”) and a copy of the Sharron Proof of Claim.
 
141. The following describes the claims that Sharron 
asserts in the Sharron Motion: (i) a pre-petition claim for 
the Subordinated Debt in the amount of $ 350,000; (ii) a 
postpetition claim for wages incurred during the gap 
period of June 19, 2013 until August 13, 2013 (the “Gap 
Period”) in the amount of $ 38,233.12 (the “Gap Period 
Claim”); (iii) a postpetition claim for post-petition wages 
in the amount of $ 107,222 (the “Administrative Wage 
Claim”); (iv) a post-petition claims for expenses of $ 
31,722.00; (v) the post-petition Bonus Claim in the 
amount of $ 260,000; and (vi) post-petition claims based 
on the California Labor Code (the “Labor Code Claims”).
 

iv. The Gap Period Claim
*32 142. The Sharron Motion asserts that Sharron is owed 
wages of $ 38,233.12 for the Gap Period Claim. Motion of 
Lowell Sharron for Order Compelling Debtor to Pay (1) 
Administrative Expense and Prepetition Unsecured Wage 
Claims; (2) Equity Interest, Plaintiff’s Exhibit 146 at 5, 
12, 13; Sharron Trial Declaration, ¶ 99 (“The amount of 
salary that I earned, but did not take, during the gap 
period ... was $ 38,233.12.”). Sharron attested in his 
declaration in support of the Sharron Motion that he was 
the chief executive officer of Debtor and one of the last 
remaining employees of the company, and he ran the 
company during its time as a debtor in bankruptcy, 
including collecting its accounts receivable and seeing 
that Debtor complied with all bankruptcy court and 
United States Trustee requirements. The Sharron Motion 
Declaration, Plaintiff’s Exhibit 146 at 11-17, ¶¶ 1-25. 
Plaintiff did not object to this claim. See Consolidated 
Objection to Sharron Claim, Plaintiff’s Exhibit 147 at 14 
(“The only claim that should survive is the Gap Period 
Claim of $ 38,233.12 which would not be subject to LBR 
2014-1.”); see also Plaintiff’s Trial Brief, ECF 111 at 34.
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v. The Administrative Wage Claim
143. The Sharron Motion also includes the Administrative 
Wage Claim for $ 75,500 in wages allegedly accrued and 
owing for the postconversion, preconfirmation time 
period of August 13, 2013 through and including April 3, 
2014.6 Motion of Lowell Sharron for Order Compelling 
Debtor to Pay (1) Administrative Expense and Prepetition 
Unsecured Wage Claims; (2) Equity Interest, Plaintiff’s 
Exhibit 146 at 5, 12, 13. Plaintiff objected to this claim. 
Consolidated Objection to Sharron Claim, Plaintiff’s 
Exhibit 147 at 14 (“THE ADMINISTRATIVE WAGE 
CLAIM, THE BONUS CLAIM AND THE EXPENSE 
REIMBURSEMENT CLAIMS SHOULD ALL BE 
DISALLOWED IN THEIR ENTIRETY BASED ON 
PROCEDURAL INFIRMITIES.”); Plaintiff’s Trial Brief 
at 34. The only reason that Trustee gives for disallowance 
of Sharron’s administrative wage claim is the lack of 
compliance with the Insider Compensation Procedures 
under the court’s local rules. Id. Trustee does not argue 
that Sharron performed the work for Debtor during the 
postconversion, preconfirmation time period, which was 
necessary to preserve the estate. Id.
 
144. The Creditors’ Committee objected to the Insider 
Compensation Notice for Sharron’s postpetition wage 
compensation, and Debtor never set the matter for 
hearing. Stipulated Facts (98)-(105), Joint Pretrial 
Stipulation, ECF 97 at 13.
 

vi. The Expense Claim
145. The Sharron Motion and the Sharron Proof of Claim 
both list an expese claim of $ 31,722.00. The Sharron 
Motion Declaration, Plaintiff’s Exhibit 146 at 13-14, ¶ 13 
and Proof of Claim, Exhibit A attached thereto. The 
breakdown of Sharron’s expense claim is: (a) general 
unreimbursed expenses of $ 11,479.00; (b) health 
insurance expenses of $ 11,088.00 for the period from 
August 2013 to April 2014; (c) Sharron’s automobile 
installment loan payments of $ 950.00 per month for a 
total of $ 8,075.00 for the period from August 2013 to 
April 2014; and (d) automobile insurance for Sharron’s 
automobile of $ 120.00 per month for a total of $ 1,080.00 
for the period from August 2013 to April 2014. Id. 
According to Sharron, Debtor always covered his 
expenses for his health insurance, his automobile 
installment loan payments and his automobile insurance 
before the involuntary bankruptcy case was filed. The 
Sharron Motion Declaration, Plaintiff’s Exhibit 146 at 
13-14, ¶ 13.
 
*33 146. As indicated in Debtor’s books and records, 

Debtor was paying $ 950.00 per month to Audi Financial 
Services for a 2013 Audi automobile driven by Sharron. 
L. Scott Apparel, Inc., Transaction Detail by Account, 
June 20, 2011 through June 19, 2013 (Auto Leasing), 
Plaintiff’s Exhibit 56; Grobstein Trial Declaration, ECF 
86 at 11, ¶ 42(l); Sharron Testimony, Trial Transcript of 
August 18, 2016, ECF 134 at 189-192. Debtor made 100 
percent of the automobile payments, although as Sharron 
acknowledges, a certain portion of the automobile use 
was for Sharron’s personal use. Sharron Testimony, Trial 
Transcript of August 18, 2016, ECF 134 at 189-190. 
Moreover, Debtor reported on its tax returns that 70 
percent of the expense for Sharron’s automobile was for 
business purposes and 30 percent was for Sharron 
personally, which further indicates his personal use of the 
car. Stipulated Fact (49), Joint Pretrial Stipulation, ECF 
97 at 6. Based on these circumstances, the court finds that 
the Audi was for Sharron’s personal use as there is 
insufficient evidence to show its use for Debtor’s business 
purposes. As indicated in Debtor’s books and records, 
Debtor pre-paid the monthly installment payments on the 
2013 Audi automobile for the months of June through 
December 2013 in the total amount of $ 6,653.00. See L. 
Scott Apparel, Inc., Transaction Detail by Account, June 
20, 2011 through June 19, 2013 (Auto Leasing), 
Plaintiff’s Exhibit 56; Stipulated Fact (50), Joint Pretrial 
Stipulation, ECF 97 at 7. Thus, it appears that Sharron is 
claiming reimbursement for payments on the Audi for 
August through December 2013 already paid by Debtor, 
which the court finds is impermissible because there is no 
benefit to the estate for such expense.
 
147. In support of Sharron’s claim of $ 11,479.00 for 
general unreimbursed expenses, he attached to his proof 
of claim a summary of simple billing entries with credit 
card account numbers, dates, and amounts, with brief 
descriptions of the expense items mostly limited to one to 
four word descriptions like “chevron,” “google,” “shell,” 
“verizon,” “la pallet,” “Intl Fashion,” “truck rental for 
moving,” “Steam Iron fix,” “Internet Fee,” “USPS,” and 
“Credit Card Fee.” See the Sharron Motion Declaration, 
Plaintiff’s Exhibit 146 at 12, ¶ 6 and Proof of Claim, 
Exhibit A attached thereto. The summary of billing 
entries indicates that the expenses were incurred during 
the Gap Period between the time that the involuntary 
petition was filed in June 2013 and the date of conversion 
in August 2013 and during the post-conversion period 
beginning in August 2013 through plan confirmation in 
April 2014. Id. However, Sharron did not provide an 
explanation of these expenses in his declaration in support 
of this claim in the Sharron Motion or in his trial 
declaration. Id.; Sharron Trial Declaration, ECF 100.
 
148. Sharron did not obtain Court approval for any 
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expense reimbursement arrangement after the entry of the 
order for relief in Debtor’s bankruptcy case in August 
2013. Stipulated Facts (100), Joint Pretrial Stipulation, 
ECF 97 at 13.
 

vii. The Bonus Claim
149. The Sharron Motion also requests payment of the $ 
260,000 Bonus Claim. The only evidence that Sharron 
submits in support of his claim is the Sharron Motion 
Declaration. Sharron provided no other evidence. In the 
Sharron Motion Declaration, Sharron states that “[he 
knows] of no reason why [his] claim for payment as 
described herein would or should be disputed” and that he 
cannot “imagine anyone opposing [his] receipt of a bonus 
for the collection of almost $ 2,000,000 in receivables.” 
See the Sharron Motion Declaration, Plaintiff’s Exhibit 
146 at 13-14, ¶¶ 12 and 14. Sharron bases his entitlement 
to the Bonus sought on the “highly impressive result 
[achieved] during very difficult times.” Id. at 16, ¶ 25.
 
150. Part of Sharron’s duties prior to the order for relief 
against the Debtor included the collection of receivables 
or supervising other personnel at the Debtor to collect 
receivables. See Stipulated Fact (103), Joint Pretrial 
Stipulation, ECF 97 at 13.
 
151. Debtor retained Peter Kravitz of Sltn Trust, LLC dba 
Solution Trust as its CEO in connection with a potential 
assignment for the benefit of creditors of Debtor’s assets 
in June 2013, shortly before the filing of the involuntary 
bankruptcy case. See Letter from Solution Trust to L. 
Sharron, Plaintiff’s Exhibit 131; Consolidated Objection 
to Sharron Claim, Plaintiff’s Exhibit 147 at Exhibit 4, 
Board Resolution Appointing Mr. Kravitz as CEO. Mr. 
Kravitz resigned from his engagement as CEO on or 
about July 18, 2013. There are emails from Mr. Kravitz 
that show that while there were negotiations about a 
proposed compensation plan for Sharron among Mr. 
Kravitz, Debtor’s bankruptcy counsel, and counsel for 
Kody that would have included a bonus, no agreement 
was reached regarding the propriety of this incentive plan. 
See Email from Lowell Sharron to Peter Kravitz re Lets 
Talk, Plaintiff’s Exhibit 132; Email from Lowell Sharron 
to Amanda Demby, Peter Kravitz, David Levene, Lloyd 
Mann re rough draft of 13 wk projections, Plaintiff’s 
Exhibit 133; Email string from Amanda Demby to Kurt 
Ramlo cc: Peter Kravitz, Lowell Sharron, David Levene 
re b 811 – L. Scott Apparel, Inc., Plaintiff’s Exhibit 134; 
Email string from Amanda Demby to Kurt Ramlo cc: 
Peter Kravitz, Lowell Sharron, David Levene re b 811 – 
L. Scott Apparel, Inc., Plaintiff’s Exhibit 135; Email 

string from David Levene to Amanda Demby, Kurt Ramlo, 
Lowell Sharron, Peter Kravitz, Lloyd Mann re b 811 – L. 
Scott Apparel, Inc., Plaintiff’s Exhibit 136; Email string 
from Amanda Demby to David Levene cc: Kurt Ramlo, 
Peter Kravitz re IN re L. Scott Apparel, Inc., Plaintiff’s 
Exhibit 137; Email string from Amanda Demby to David 
Levene, Kurt Ramlo, Lowell Scott cc: Peter Kravitz Peter 
Kravitz re L. Scott – Meeting with EBG, Plaintiff’s 
Exhibit 138; Email string from Steven Gubner to Kurt 
Ramlo re L. Scott Apparel, Plaintiff’s Exhibit 139; Email 
string from Steven Gubner to Kurt Ramlo re L. Scott 
Stipulation, Plaintiff’s Exhibit 140.
 
*34 152. Sharron did not obtain court approval of his 
bonus arrangement after the entry of the order for relief in 
Debtor’s bankruptcy case. Stipulated Facts (101), Joint 
Pretrial Stipulation, ECF 97 at 13.
 
153. Sharron did not get approval of the Creditors’ 
Committee for his bonus arrangement. Stipulated Facts 
(102), Joint Pretrial Stipulation, ECF 97 at 13.
 
154. Sharron’s Form USTLA-12 (Notice of 
Setting/Increasing Insider Compensation) did not disclose 
his claim for a bonus payment. Stipulated Facts (105), 
Joint Pretrial Stipulation, ECF 97 at 13.
 
155. Trustee argues that Sharron’s Bonus Claim should be 
denied because “it suffers from incurable procedural and 
legal infirmities.” Plaintiff’s Trial Brief, ECF 111 at 15. 
Specifically, the Insider Compensation Notice filed for 
Sharron did not disclose any bonus arrangement; 
Sharron’s original insider compensation arrangement was 
never approved by the court; the bonus compensation 
claim does not meet the legal standards of 11 U.S.C. § 
503(c)(1) and (c)(3) as an insider retention plan or other 
transfer to an insider outside the ordinary course of 
business justified by the facts and circumstances of the 
case; CIT, rather than Sharron, was the party primarily 
responsible for collecting Debtor’s accounts receivable 
postpetition; and while Sharron assisted CIT’s efforts, his 
collecting Debtor’s accounts receivable was part of his 
normal job requirements as an officer of Debtor not 
justifying bonus compensation, especially since Debtor 
was not operating at the time. Plaintiff’s Trial Brief, ECF 
111 at 15-19.
 

viii. The Labor Code Claims
156. Sharron contends that because Debtor did not pay 
Sharron’s postpetition wage claims for the Gap Period 
and the postconversion, preconfirmation period after he 
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stopped working for Debtor when he was terminated from 
Debtor after plan confirmation, Debtor’s refusal is willful 
under California Labor Code § 203, and thus, as a penalty 
for his having to wait for payment of his wages, “the 
wages of the employee shall continue to accrue until paid 
for up to thirty days.” Motion of Lowell Sharron for 
Order Compelling Debtor to Pay (1) Administrative 
Expense and Prepetition Unsecured Wage Claims; (2) 
Equity Interest, Plaintiff’s Exhibit 146 at 8-9.
 
157. Trustee opposes Sharron’s waiting time penalties 
under the California Labor Code as “baseless” because 
such penalties should not be imposed under the good faith 
dispute exception under California Labor Code § 203 
since there was a good faith dispute as to (i) whether 
Debtor was authorized to pay Sharron his final wages, and 
(ii) what those wages should be because no insider 
compensation was ever approved or set by the court. 
Plaintiff’s Trial Brief at 19-21. However, Trustee never 
opposed Sharron’s postpetition Gap Period wage claim of 
$ 38,233.12, and Trustee acknowledges that such claim is 
not subject to the insider compensation requirements of 
Local Bankruptcy Rule 2014-1. Id. at 14.
 

III. CONCLUSIONS OF LAW

A. Insolvency

i. Bankruptcy Code Insolvency
1. “The Bankruptcy Code defines insolvency, for a 
corporation, as a ‘financial condition such that the sum of 
such entity’s debts is greater than all of such entity’s 
property, at fair valuation ....’ 11 U.S.C. § 101(32).” 
Wolkowitz v. American Research Corp. (In re DAK 
Industries, Inc.), 170 F.3d 1197, 1199 (9th Cir. 1999). 
“[C]ourts have generally engaged in a two-step process of 
analysis” when determining insolvency. Id. “First, the 
court must determine whether a debtor was a ‘going 
concern’ or was ‘on its deathbed.’ Second, the court must 
value the debtor’s assets, depending on the status 
determined in the first part of the inquiry, and apply a 
simple balance sheet test to determine whether the debtor 
was solvent.” Id. “If the debtor was a going concern, the 
court will determine the fair market price of the debtor’s 
assets as if they had been sold as a unit, in a prudent 
manner, and within a reasonable time. If the company was 
on its deathbed, i.e., only nominally extant, then the court 

will determine the liquidation value of the assets, such as 
a price expected at a foreclosure sale.” Id. at n. 3 (citation 
omitted).
 
*35 2. The court finds that Debtor was operating as a 
going concern until the time that the involuntary 
bankruptcy petition was filed on June 19, 2013. First, 
Debtor was still operating near the time the involuntary 
petition was filed on June 19, 2013. Sharron Trial 
Declaration, ECF 100, ¶¶ 42-48 (Debtor had a large 
backlog of orders over $ 4 million in June 2013); Trinh 
Trial Testimony, Trial Transcript of August 19, 2016, 
ECF 135 at 114 (“[Defendants’ counsel:] In or about 
March 2013, were you still taking orders from L Scott 
Apparel? [Trinh:] Yes, sir.”); Trial Transcript of August 
19, 2016, ECF 135 at 146 (“[Defendants’ counsel:] So it 
was ... in June 2013 that you believed that L Scott could 
continue to operate? [Trinh:] Yes. Yes, I believe so, 
yes.”). Sharron also stated that Debtor and Beyond Basics 
were operating until Debtor’s creditors filed the 
involuntary petition on June 19, 2013. Sharron Trial 
Testimony, Trial Transcript of August 18, 2016, ECF 134 
at 240-241. Second, the expert witnesses for both Plaintiff 
and Defendants agreed that Debtor should be valued as a 
going concern. Although Plaintiff’s expert witness, Wall, 
did not address in his report whether Debtor should be 
valued as a going concern, he testified at trial that Debtor 
was not on its deathbed until sometime between April and 
June 2013. Wall Trial Testimony, Trial Transcript of 
August 19, 2016, ECF 135 at 214 (“I don’t think that this 
company went on its deathbed until sometime in 2013.”); 
see also id. at 214-215 (“[Wall:] My best estimate would 
be sometime between April and June. The court: April 
and June. All right. Between April and June. So it was not 
a going concern – it was a going concern up until that 
date, right? [Wall:] Yes, sir.”). Sharron’s expert witness, 
Hansen, provided a similar assessment in her expert 
report, writing that “Debtor was a going concern and the 
assets and liabilities should be reflected at their fair value 
...” Hansen Expert Report, Defendants’ Exhibit 540 at 9; 
see also Hansen Trial Testimony, Trial Transcript of 
August 18, 2016, ECF 134 at 100 (Trustee’s counsel: 
“Well, the company ceased operations at the time – 
almost at the time of the voluntary [sic] filing. Are you 
aware of that? Hansen: Yes. Trustee’s counsel: And that 
was around about June 19th, to be precise, 2013? Hansen: 
Yes.”). Third, Debtor also appeared to have sufficient 
capital financed by its factor, CIT, to continue operating 
around the time the involuntary petition was filed. Wall 
Trial Testimony, Trial Transcript of August 19, 2016, 
ECF 135 at 198 (“[Defendants’ counsel:] Did you see 
anything in the record to indicate that in May or June 
2013 CIT had advised L Scott Apparel, Inc. that it 
intended to terminate the factoring agreement? [Wall:] 
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No.”); see also Transcript of December 15, 2016, ECF 
166 at 110-111. For these reasons, the court finds that 
Debtor was operating as a going concern at least through 
the date that the involuntary bankruptcy petition was filed 
on June 19, 2013.
 
3. Because Debtor will be valued as a going concern, 
Debtor’s assets must be valued at a fair market valuation 
when determining whether Debtor’s liabilities exceed the 
value of its assets. In re DAK Industries, Inc., 170 F.3d at 
1199. The Wall Expert Report is deficient in this regard. 
In his report, Wall details only four fair value 
adjustments. Hansen Rebuttal Report, Defendants’ 
Exhibit 541 at 9 (“Wall made fair value adjustments for 
only four balance sheet accounts ...”). Wall adjusted the 
Due from Beyond Basics account to a fair market value of 
$ 0, adjusted the Due from Officer Account to 50% of its 
face value, made a 50% adjustment to Debtor’s Security 
Deposits account, and re-characterized the purported $ 
350,000 loan from Sharron to Debtor as equity. Wall 
Expert Report, Plaintiff’s Exhibit 148 at 20-21. In 
explaining these adjustments, Wall simply discounted the 
amount owed by Beyond Basics as worthless in light of 
its lack of payment performance history, lack of 
profitability and its own insolvency, but without 
conducting any analysis of its insolvency, discounted the 
amount owed by Sharron on the Due from Officer 
account by 50% on account of lack of due date, terms of 
repayment, written agreement, collateral or interest 
charges, without any analysis of Sharron’s net worth or 
collectability, and discounted the Security Deposits 
account by 50% due to “lack of marketability,” without 
any analysis of collectability. Id. In the court’s view, these 
adjustments by Wall to fair value of Debtor are 
conclusory and arbitrary, lacking a scientifically valid 
method of valuation, and therefore, not credible. Aside 
from these arbitrary adjustments, Wall otherwise failed to 
conduct a fair market valuation on Debtor’s remaining 
assets, instead appearing to rely on the book value of 
Debtor’s assets. However, relying on the book values of 
assets for a fair market valuation is not the proper 
valuation method here. Bay Plastics, Inc. v. BT 
Commercial Corp. (In re Bay Plastics, Inc.), 187 B.R. 
315, 330 (Bankr. C.D. Cal. 1995) (“The valuation of 
assets for insolvency purposes is based on ‘a fair 
valuation.’ This differs from a balance sheet, where most 
assets ... are carried at historic cost, rather than current 
market value.”). Further, Wall himself acknowledged that 
“[i]tems maintained in the accounting records sometimes 
do not reflect their fair values.” Wall Expert Report, 
Plaintiff’s Exhibit 148 at 20. Wall’s testimony precludes 
the possibility that Wall only made these fair market 
value adjustments because the remaining assets were 
already valued at fair market value in Debtor’s books. At 

trial, Wall testified that Debtor’s assets were not valued at 
a fair market approach. Wall Trial Testimony, Trial 
Transcript of August 19, 2016, ECF 135 at 219 (“[The 
court:] Did you do the market approach and the 
discounted cash flow in your analysis? I didn’t see that. 
[Wall:] It was impossible for me to do that.”). Moreover, 
Wall failed to explain why a fair market valuation of 
Debtor’s assets could not have been conducted. Wall Trial 
Testimony, Trial Transcript of August 19, 2016, ECF 135 
at 220 (“[The court:] –it’s not in the report, so that’s what 
I was – I just wanted to know if it was in the report or not. 
[Wall:] I could have done a better job at spelling out the 
particular challenges that interfered with my ability to do 
that.”). Cf. Plaintiff’s Trial Brief, ECF 111 at 15 (“The 
balance sheet test is an essential step in the determination 
of an entity’s solvency. The test is calculated using the 
fair value (which Hansen admittedly did not determine) of 
the assets of the entity minus its liabilities.”). Thus, 
because Wall failed to value all of Debtor’s assets at fair 
market value, the court finds that the Wall Expert Report 
does not provide sufficient evidence that Debtor was 
insolvent before the involuntary petition was filed on June 
19, 2013 (or as discussed below, before the date of 
insolvency of June 1, 2013 determined by the court based 
on Debtor’s inability to pay debts as they generally 
became due based on Debtor’s inability to generate 
revenue from Kody’s refusal to ship goods ordered by 
Debtor).
 
*36 4. The court also finds that the Hansen Expert Report 
provides insufficient evidence of insolvency, as Hansen 
similarly neglected to value Debtor’s assets at a fair 
market valuation. Hansen Trial Testimony, Trial 
Transcript of August 18, 2016, ECF 134 at 39 
(“[Trustee’s counsel:] And it’s correct to say that you 
didn’t apply – you did not conduct a fair value analysis, 
correct? [Hansen:] That’s correct.”). However, it is 
Trustee who must prove insolvency to sustain his claims, 
and Defendants do not have to disprove insolvency here.
 
5. Accordingly, based on this record, the court is unable 
to find under the Bankruptcy Code insolvency test that 
Debtor was insolvent prior to the involuntary petition 
filing on June 19, 2013, and the court finds that Trustee 
has not established insolvency by a preponderance of the 
evidence prior to June 19, 2013 under this standard.
 

ii. California Law Insolvency
6. Under the California Uniform Fraudulent Transfer Act 
(“CUFTA”), insolvency is defined under California Civil 
Code § 3439.02(a) “under two different tests, the ‘balance 
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sheet test’ and the ‘equity’ or ‘cash flow test.’ ” GSM 
Wireless, Inc. v. Honarkar (In re GSM Wireless, Inc.), 
2013 WL 4017123, slip op. at *18 (Bankr. C.D. Cal. 
2013). “Under the ‘balance sheet’ method, ‘a debtor is 
insolvent if, at fair valuations, the sum of the debtor’s 
debts is greater than all of the debtor’s assets .... Under 
the alternative ‘equity’ or ‘cash flow test,’ California 
Civil Code § 3439.02(c) provides for a presumption of 
insolvency for ‘a debtor who is generally not paying his 
or her debts as they become due is presumed to be 
insolvent.’ ” Id. (citation omitted).
 
7. “A debtor that is generally not paying its debts as they 
become due other than as a result of a bona fide dispute is 
presumed to be insolvent.” 1 Ahart, Rutter Group 
California Practice Guide: Enforcing Judgments and 
Debts, ¶ 3:328 (2018) (citing California Civil Code § 
3439.02(b) and Comment (3) thereto). “To overcome this 
presumption, the transferee has the burden of proving that 
the nonexistence of insolvency is more probable than its 
existence.” Id.
 
8. According to the Legislative Committee Comment 3 to 
California Civil Code § 3439.02, this alternate theory of 
insolvency is necessary because of the “difficulties 
typically imposed on a creditor in proving insolvency in 
the bankruptcy sense.” California Civil Code § 3439.02 
Comment n. 3. Accordingly, the analysis of a debtor’s 
general inability to pay debts under § 3439.02 relies on 
the case law interpreting Bankruptcy Code § 303(h)(1) 
(11 U.S.C.), which enumerates the general inability to pay 
debts as they become due as a ground for the filing of an 
involuntary bankruptcy petition. See id. (“The case law 
that has developed under Section 303(h)(1) of the 
Bankruptcy Code has not required a showing that a debtor 
has failed or refused to pay a majority in number and 
amount of his or her debts in order to prove general 
nonpayment of debts as they become due.”).
 
9. The Ninth Circuit has “adopted a ‘totality of the 
circumstances’ test for determining whether a debtor is 
generally not paying its debts under 11 U.S.C. § 303(h).” 
In re Vortex Fishing Systems, Inc., 277 F.3d 1057, 1072 
(9th Cir. 2002). “A finding that a debtor is generally not 
paying its debts ‘requires a more general showing of the 
debtor’s financial condition and debt structure than 
merely establishing the existence of a few unpaid debts.’ ” 
Id. (quoting In re Dill, 731 F.2d 629, 632 (9th Cir.1984) ). 
In making this determination, “courts compare the 
number of debts unpaid each month to those paid, the 
amount of the delinquency, the materiality of the 
non-payment, and the nature of the debtor’s conduct of its 
financial affairs.” Id. (quoting General Trading Inc. v. 
Yale Materials Handling Corp., 119 F.3d 1485, 1504 n. 

41 (11th Cir.1997).
 
*37 10. The California Legislature’s description is 
consistent with the bankruptcy interpretation of a debtor’s 
general inability to pay debts as they become due:

In determining whether a debtor is paying its debts 
generally as they become due, the court should look at 
more than the amount and due dates of the 
indebtedness. The court should also take into account 
such factors as the number of the debtor’s debts, the 
proportion of those debts not being paid, the duration of 
the nonpayment, and the existence of bona fide 
disputes or other special circumstances alleged to 
constitute an explanation for the stoppage of payments. 
The court’s determination may be affected by a 
consideration of the debtor’s payment practices prior to 
the period of alleged nonpayment and the payment 
practices of the trade or industry in which the debtor is 
engaged. A presumption of insolvency does not arise 
from nonpayment of a debt as to which there is a 
genuine bona fide dispute, even though the debt is a 
substantial part of the debtor’s indebtedness [ (citing 11 
U.S.C. § 303(h)(1) ) ].

California Civil Code § 3439.02 Comment n. 3.
 
11. Similarly, the Judicial Council of California Jury 
Instruction on the presumption of insolvency provides 
that a “debtor who is generally not paying [its] debts as 
they become due, other than because of a legitimate 
dispute, is presumed to be insolvent.” Judicial Council of 
California Civil Jury Instruction 4206, Presumption of 
Insolvency (Sept. 2018) (citing California Civil Code § 
3439.02(b) ). The instruction further provides that in 
determining whether a debtor was generally not paying its 
debts as they became due, juries may consider all the 
following factors:

(a) The number of [name of debtor ]’s debts;

(b) The percentage of debts that were not being paid;

(c) How long those debts remained unpaid;

(d) Whether special circumstances explain any 
failure to pay the debts; and

(e) [Name of debtor ]’s payment practices before the 
period of alleged nonpayment [and the payment 
practices of [name of debtor ]’s [trade/industry] ].

Id. (brackets in original).
 
12. As discussed below, the court finds that Trustee has 
not proven by a preponderance of evidence that Debtor 
was insolvent under either (i) the balance sheet test or (ii) 
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the equity or cash flow test. Moreover, Trustee has not 
proven by a preponderance of evidence that as early as 
October 2012, Debtor was no longer paying its debts as 
they came due. However, the court finds that Debtor was 
no longer paying its debts as they came due, and was 
therefore insolvent, as of June 1, 2013.
 
13. The balance sheet test to determine insolvency under 
California law mirrors the test for insolvency under the 
Bankruptcy Code. See fIn re GSM Wireless, Inc., 2013 
WL 4017123, at *18; In re DAK Industries, Inc., 170 F.3d 
at 1199. Thus, the court incorporates its findings 
discussed above and finds that Trustee has not established 
insolvency by a preponderance of the evidence under the 
California law balance sheet test. Accordingly, the court 
will only address whether Trustee has proven that Debtor 
was insolvent under the “equity” or “cash flow” test under 
California law prior to the filing of the involuntary 
petition on June 19, 2013.
 
*38 14. Trustee argues that “[t]here is clear evidence in 
the record by October 2012, the Debtor was not paying its 
debts as they came due and thus was insolvent under the 
cash flow test.” Plaintiff’s Proposed Findings of Fact and 
Conclusions of Law, ECF 139 at 24. Trustee asserts that 
there are seven facts that support his argument:

(1) On October 6, 2011, Donshen made a formal 
request for adequate assurance of due performance 
on the Debtor after payments became more 
infrequent. Notwithstanding the later dispute and 
settlement agreement, the amounts due Donshen 
under the settlement agreement were never paid by 
the Debtor, and as of the filing of the involuntary 
bankruptcy petition, Donshen held a claim against 
the estate in the amount of $ 271,892.74. See 
Proposed Findings of Fact DD-HH, Plaintiff’s 
Findings of Fact and Conclusions of Law (citing 
Stein Trial Declaration, ¶ 5, 7, 9, 10 and 11; 
Plaintiff’s Exhibit 125, Plaintiff’s Exhibit 126, 
Plaintiff’s Exhibit 127, Plaintiff’s Exhibit 127B).

(2) By June 2012, the Debtor also began defaulting 
on payments to Kody more frequently. Kody also 
made an adequate assurance demand on June 17, 
2013. After negotiations with the Debtor that 
spanned almost a year, Kody and the other 
petitioning creditors filed the involuntary petition. 
Kody now holds a $ 1 million unsecured claim 
against the estate. See Proposed Findings of Fact 
II-MM, Plaintiff’s Findings of Fact and Conclusions 
of Law (citing Trinh Trial Declaration, ¶ 24; Trinh 
Testimony, Trial Transcript, August 25, 2016 at 119, 
122; Plaintiff’s Exhibit 113, Plaintiff’s Exhibit 117, 
Plaintiff’s Exhibit 118, Plaintiff’s Exhibit 22).

(3) By early 2012 the internal projections reflected 
losses ranging from $ 121,000 to $ 800,000 for year 
ended December 31, 2012. See Proposed Finding of 
Fact Y, Plaintiff’s Findings of Fact and Conclusions 
of Law (citing Grobstein Trial Declaration, ECF 
139, ¶¶ 37-40; Plaintiff’s Exhibit 31, Plaintiff’s 
Exhibit 326, Plaintiff’s Exhibit 33, Plaintiff’s Exhibit 
34).

(4) The Debtor’s records reflect emails from several 
vendors beginning late 2012 demanding payment of 
amounts they asserted were past due. See Proposed 
Finding of Fact BB, Plaintiff’s Findings of Fact and 
Conclusions of Law (citing Plaintiff’s Exhibit 114, 
Plaintiff’s Exhibit 115, Plaintiff’s Exhibit 116, 
Plaintiff’s Exhibit 119, 121, 123).

(5) As of June 2012, the Debtor had fallen well short 
of its projections, and ultimately incurred a loss on a 
combined basis for 2012. See Proposed Finding of 
Fact X, Plaintiff’s Findings of Fact and Conclusions 
of Law (citing Grobstein Trial Declaration, ECF 
139, ¶¶ 34-36; Sharron Testimony, Trial Transcript, 
August 26, 2016 at 36; Wall Rebuttal Report, 
Plaintiff’s Exhibit 151 at 10; Plaintiff’s Exhibit 29; 
Plaintiff’s Exhibit 30).

(6) Sharron acknowledges that payment to vendors 
was often late but states that such deal was due to 
legitimate disputes. See Proposed Finding of Fact 
AA, Plaintiff’s Findings of Fact and Conclusions of 
Law (citing Sharron Trial Declaration, ECF 139, ¶¶ 
78-80; Sharron Trial Testimony, Trial Transcript, 
August 25, 2016 at 72-74; Sharron Trial Testimony, 
Trial Transcript, August 26, 2016 at 45).

(7) As of October 1, 2012, the Debtor’s accounts 
payable totaled $ 1,423,219.48. Less than one-third 
of this amount ($ 456,880.05) was current. See 
Proposed Finding of Fact Z, Plaintiff’s Findings of 
Fact and Conclusions of Law (citing Grobstein Trial 
Declaration, ECF 139, ¶ 33; Plaintiff’s Exhibit 28).

*39 Proposed Conclusion of Law, ¶ 10, Plaintiff’s 
Proposed Findings of Fact and Conclusions of Law, ECF 
139 at 24-25.
 
15. The court finds that the evidence is inconclusive and 
that Trustee has not proven by a preponderance of the 
evidence that, as of October 2012, Debtor was insolvent 
under the “equity” or “cash flow” test under California 
Civil Code § 3439.02. Trustee’s assertions in his proposed 
Conclusion of Law, ¶ 10, were more anecdotal than 
analytical. As to the dispute with Donshen, Trustee 
uncritically accepted the assertions of Donshen’s agent, 
Stein; and did not discuss the underlying transactional 
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documents which permitted Debtor to withhold payment 
of the disputed payables pending the outcome of the 
mutually agreed to binding arbitration and the evidence of 
intellectual property infringement by Donshen’s 
contractor in support of Debtor’s arbitration request. See 
Findings of Fact, ¶¶ 53-66, supra. As to the dispute with 
Kody, Trustee merely adopted the conclusory assertion of 
Kody’s agent, Trinh, that Debtor “began defaulting on 
payments to Kody more frequently” by June 2012. But in 
analyzing the payable amounts themselves, most of the 
payables owed by Debtor to Kody were current and 
slightly past due through March 2013, the course of 
conduct between Debtor and Kody indicates that Kody 
willingly accepted Debtor’s orders without prepayment 
despite some late payments through May 2013, and if 
Kody had shipped as promised in May and June 2013, 
based on Sharron’s projections based on Debtor’s AIMS 
reports, Debtor most likely would have been able to paid 
off the outstanding payables to Kody. See Findings of 
Fact, ¶¶ 67-91, 100, 103-106, supra. As to the large 
projected losses of up to $ 800,000 for the year ending 
December 31, 2012, and Debtor falling “well short of its 
projections” for 2012, Trustee did not acknowledge that 
Debtor only had a small loss of approximately $ 10,000 
for that year, even on combined basis with Beyond 
Basics. See Finding of Fact, ¶ 98, supra.
 
16. As to Trustee’s assertion that Debtor’s records 
reflecting emails from several vendors beginning in late 
2012 demanding payment of amounts they asserted were 
past due, the email messages cited in support of this 
assertion seem to be isolated examples and do not show a 
comprehensive pattern. See Trustee’s Proposed Finding of 
Fact, ¶ BB (citing Plaintiff’s Exhibits 114, 115, 116, 119, 
121 and 123). The specifics relating to the amounts and 
aging of the payables in these email messages were not 
generally provided, so it was difficult for the court assess 
the magnitude and significance of these payables in terms 
of Debtor’s overall payables. Plaintiff’s Exhibit 114 was 
an email string from January 2013 relating to a payable to 
Total Logistics and Finishing, Inc. It did not indicate the 
amount or aging of the subject payable, but it did indicate 
that payment was delayed two weeks because Sharron 
(who signed Debtor’s checks) was out of town on 
vacation and when he returned he directed Debtor’s staff 
to make a wire transfer payment. Plaintiff’s Exhibit 115 
was an email string from January 2013 that contained a 
comment by Sharron that “biz sucks.” However, the 
context of the email is not provided, i.e., whether Sharron 
was just expressing normal everyday frustrations or 
addressing a specific financial concern cannot be 
ascertained from this email string. Plaintiff’s Exhibit 116 
was an email string regarding an inquiry from CIT about 
Debtor’s past due invoices in February 2013, but as 

discussed herein, CIT continued to provide factor 
financing through June 2013, and thus, apparently, Debtor 
had adequately responded to the inquiry, and Trustee 
provided no other evidence regarding this inquiry to show 
otherwise. Plaintiff’s Exhibit 119 is an email string 
relating to a payable owing to Design Collection, but no 
information is provided regarding the amount or aging of 
the subject payable. Debtor’s responses in the email string 
to the request for payment indicates that Debtor had 
objections to late shipment and additional air freight costs 
by this vendor, which had not been resolved. Plaintiff’s 
Exhibit 121 is an email string from March 2013 between 
Sharron and Debtor’s controller stating, “Don’t send any 
checks out unless absolutely necessary. The next three to 
four weeks will be extremely tight on cash. So we will 
have to pay some bills late that aren’t urgent.” However, 
Trustee did not provide the context for this email to show 
the financial condition of Debtor at the time, such as the 
overall payables and cash flow. Plaintiff’s Exhibit 123 
consists of an email string from May 2013 relating to 
payables to Apparel Projects Express, but the amounts 
totaling less than $ 13,000 are relatively small in 
comparison to the amount of business that Debtor was 
doing at the time, especially considering the amounts of 
the Kody orders, for example.
 
*40 17. As to Debtor’s payables as of October 1, 2012, 
Trustee asserts that less than one-third of the amount of 
payables of $ 1.4 million was current. However, as 
discussed in the court’s analysis of the payables in 
Finding of Fact, ¶ 100, a majority of the payables, 63.9%, 
was either current or only slightly past due, 30 days or 
less, and most of the seriously past due payables (over 90 
days) and moderately serious past due payables (61-90 
days) was owed to Donshen, which was in bona fide 
dispute as discussed herein, and considering those 
payables in bona fide dispute, 86.8% of Debtor’s total 
remaining payables were either current or slightly past 
due (i.e., 1-30 days). See Finding of Fact 100. Trustee’s 
characterization of Debtor’s payables as of October 1, 
2012 does not give a complete picture of the state of 
Debtor’s payables.
 
18. Regarding Trustee’s reliance on evidence of Debtor’s 
disputes with its major suppliers, Donshen and Kody, the 
court finds that Debtor was involved in two bona fide 
disputes, these disputes were with major suppliers, 
thereby impacting Debtor’s ability to stay current on its 
debts, and Debtor generally made late payments on its 
debts in its ordinary course of business.
 
19. First, regarding Debtor’s dispute with Donshen, on 
October 6, 2011, Donshen made a request for adequate 
assurance with respect to outstanding invoices. Donshen 
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Request for Adequate Assurance, Plaintiff’s Exhibit 125. 
Debtor and Donshen eventually entered into a Settlement 
Agreement in early December 2012 after Debtor alleged 
that Donshen infringed on Debtor’s intellectual property, 
which allegations are referred to herein as the IP Dispute. 
In the Settlement Agreement regarding the various 
disputes between Donshen and Debtor, Donshen and 
Debtor agreed to allow Debtor to withhold $ 300,000 in 
money owed to Donshen until Debtor had sufficient time 
to investigate the IP Dispute and to enter into binding 
arbitration to resolve the disputes if the parties were 
unable to resolve the IP Dispute through investigation. 
The parties went to arbitration as the Settlement 
Agreement provided because Debtor’s investigation did 
not resolve the IP Dispute, but the arbitration was stayed 
by the filing of Debtor’s bankruptcy case.
 
20. Debtor was also involved in several disputes with 
Kody, alleging in part that the merchandise Kody shipped 
to Debtor was of inferior quality. Sharron Trial 
Testimony, Trial Transcript of August 25, 2016, ECF 136 
at 66-67; Copy of Kody Dilution Report, Defendants’ 
Exhibit 522, (noting that “Kody cannot match color” for 
certain products). The court notes that Cathy Trinh, 
principal of Kody Branch, testified that there were no 
disputes over the quality of merchandise. Trinh 
Testimony, Trial Transcript of August 19, 2016, ECF 135 
at 118. The court does not accord much weight to this 
testimony. Although Trinh testified that the disputes were 
not related to quality, Trinh later testified that she did not 
“remember the details” of the disputes between Debtor 
and Kody. Trinh Testimony, Trial Transcript of August 
19, 2016, ECF 135 at 119. The court rejects Plaintiff’s 
argument that the disputes with Donshen and Kody were 
manufactured by Debtor to avoid paying its past due 
invoices. If the disputes with Donshen had as little merit 
as Plaintiff suggests, Donshen would not have agreed to 
allow Debtor’s holdback of the funds to pay the disputed 
invoices and to enter into binding arbitration resolve the 
disputes with Debtor. Although Trustee argues based on 
the trial testimony of Donshen’s representative, Stein, that 
the IP Dispute was manufactured by Debtor to avoid 
paying Donshen’s invoices for shipped goods, the 
evidence of the alleged infringement by Donshen’s 
contractor, Almost Famous (i.e., the email message from 
Debtor’s customer, Deb Shops, reporting the alleged 
infringement), offered in this case is suggestive and 
warranted Debtor’s investigation. The court finds that this 
evidence along with the other circumstances of the 
Donshen dispute, i.e., the parties’ Settlement Agreement 
providing for the holdback and binding arbitration, 
indicates there was a good faith dispute regarding the 
Donshen invoices.
 

*41 21. Similarly, Debtor’s and Sharron’s conduct related 
to Debtor’s dispute with Kody based on the Kody 
Dilution Report involving $ 300,000 in disputed orders 
suggest that Debtor had a good faith dispute with Kody 
regarding product quality. In May 2013, Debtor made 
wire transfers totaling $ 512,000 to Kody and placed an 
additional $ 300,000 in an escrow account with the law 
firm Buchalter Nemer for Kody. Sharron Testimony, Trial 
Transcript of August 25, 2016, ECF 136 at 103-104; 
Trinh Testimony, Trial Transcript of August 19, 2016, 
ECF 135 at 132-133 and 137; Email between Lowell and 
Cathy at Kody, May 13, 2013, Defendants’ Exhibit 528; 
Sharron Trial Declaration at 25, ¶ 80. Debtor’s payments 
to Kody in May 2013 suggest that Debtor was attempting 
to resolve its dispute with Kody in order to continue to 
operate. If Debtor did fabricate the dispute with Kody to 
avoid paying past due invoices, then Debtor’s decision to 
wire $ 300,000 to Kody runs contrary to this purported 
motivation. The court finds that Sharron’s decision to 
send fabricated proof of an additional $ 200,000 wire 
transfer to Kody is insufficient evidence that Debtor’s 
dispute regarding product quality with Kody was 
manufactured. While this behavior of Sharron’s regarding 
the fake wire transfer in isolation is bizarre and could 
plausibly support Plaintiff’s theory, the theory is 
inconsistent with Debtor’s wire transfer payments totaling 
$ 512,000 and its decision to transfer $ 300,000 to an 
escrow account that could be used to pay Kody. 
Moreover, Debtor’s behavior also shows that neither 
Debtor nor Kody entirely trusted the other party, which 
would indicate the dispute was bona fide. Sharron 
testified at trial that he sent fake evidence of a wire 
transfer to Kody because of his distrust. Sharron 
Testimony, Trial Transcript of August 25, 2016, ECF 136 
at 106-107. Accordingly, the court finds that Debtor’s 
dispute with Kody regarding product quality was in good 
faith. However, Debtor’s product quality dispute with 
Kody may partially justify Debtor’s nonpayment of past 
due invoices because the disputed invoices only total $ 
300,000 out of $ 1.2 million in past due invoices for 
goods purchased by, and delivered to, Debtor as reflected 
on the Kody Proof of Claim.
 
22. Second, Debtor’s disputes with Kody impacted its 
ability to stay current on its accounts payables because 
Kody was its major supplier in 2013. That Kody was 
Debtor’s largest supplier is not disputed. Sharron 
Testimony, Trial Transcript of August 25, 2016, ECF 136 
at 50-51. Because Kody was the largest supplier of 
Debtor, the disputes significantly affected Debtor’s 
opportunity to operate. Without receiving merchandise 
from either supplier, Debtor was unable to fulfill its own 
orders and receive payment. Sharron Testimony, Trial 
Transcript of August 25, 2016, ECF 136 at 99:13-102:19 
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(“[Sharron:] [W]hen the largest supplier stops shipping, it 
immediately stops everything at the company from 
moving forward ...”). Additionally, Hansen in her expert 
witness report states, “One of the main reasons that 
Debtor became insolvent is that Kody, one of Debtor’s 
largest vendors, refused to ship its merchandise to Debtor 
to fulfill its backlog of customer orders in the beginning 
of 2013.” Hansen Rebuttal Report, Defendants’ Exhibit 
541 at 8; see also id. at 11 (“Our opinion is Debtor was 
paying its debts as they became due unless those debts 
were the subject of a bona fide dispute as to liability or 
amount ...”). The court finds Hansen’s report credible on 
this fact. Accordingly, the court finds that Debtor’s 
disputes with Kody contributed to Debtor’s inability to 
pay its debts on time after Kody stopped shipping goods 
ordered by Debtor in late May 2013.
 
23. Third, the court notes that Debtor’s failure to pay all 
its debts on time in part stems from Debtor’s business 
model and how it conducted its business. At trial, Sharron 
testified that payments to Debtor’s suppliers were often 
late because Debtor’s employees would have to verify 
orders and check for other outstanding issues, and if the 
issues could not be resolved in time, then payments to the 
supplier would be late. Sharron Trial Testimony, Trial 
Transcript of August 25, 2016, ECF 136 at 51 ( [Sharron:] 
“Yes, there were many payments that were not paid by 
the due date and we had – that was – that happened every 
week. I mean, that was unfortunately the nature of the 
business. There were discrepancies on purchase orders ... 
[a]nd yes, if ... you don’t resolve the problem in time, it 
becomes late ... and you pay it when you resolve it.”); see 
also Sharron Trial Testimony, Trial Transcript of August 
25, 2016, ECF 136 at 71. While Trinh testified that 
Debtor’s business practice of making late invoice 
payments was not standard in the industry, Debtor 
regularly made late payments to Kody in its ordinary 
course of business as recognized by Trinh who testified 
that she did not consider the late payments to be “serious 
situations.” Trinh Testimony, Trial Transcript of August 
19, 2016, ECF 135 at 110-111; see also id. at 109:7-13 
(“[Defendants’ counsel:] [U]p to say 2000—through the 
end of 2012 ... was there anything unusual about ... 
[K]ody’s relationship with L Scott Apparel? [Ms. Trinh:] 
No, sir.”). Accordingly, the court finds that Debtor’s 
pattern of making late payments was in its ordinary 
course of business with Kody, its major supplier in 2012 
and 2013, and that Kody was accustomed to receiving late 
payments until May 2013 when Kody changed its policy 
and practice as to Debtor and stopped shipping on 
Debtor’s orders without payment in advance due to 
Debtor’s failure to pay past due invoices. Thus, Debtor 
could no longer rely upon the lenient payment terms that 
Kody had previously allowed as its customary payment 

practice with Kody, or in general, because Kody at that 
time supplied 80 to 90% of Debtor’s products. That is, in 
considering whether debtor is paying its debts generally 
as they become due, the court must consider the history of 
debtor’s payment practices, such as its prior payment 
practices with Kody, and the change in practices. See 
California Civil Code § 3439.02 Comment n. 3.
 
*42 24. It appears that when at the end of May 2013, 
Kody had stopped shipping the pending purchase orders, 
which it allowed Debtor to place without requiring 
prepayment, Kody was in technical breach of the 
contracts arising from Debtor’s purchase orders that Kody 
had previously accepted. Kody decided not to ship on 
Debtor’s purchase orders due to Debtor’s past due 
invoices, which also indicates technical breaches of the 
purchase orders for payment 30, 45 or 60 days after 
shipment, which Kody had previously acquiesced in by 
accepting and shipping orders despite the past due 
invoices. Kody did not avail itself of its right to request 
adequate assurance until June 2013, after it decided not to 
ship to Debtor on the existing purchase orders. However, 
it is not for this court to determine which party was more 
“at fault” in this dispute because the court, in recognizing 
the fact of Kody’s not shipping Debtor’s orders, 
determines that Debtor could no longer rely upon its past 
practice of relying upon Kody’s acquiescence in shipping 
its orders based on delayed payment and could no longer 
count on the revenue in shipping orders fulfilled by Kody 
to its customers to generate the funds needed to pay its 
bills as they generally became due. Nevertheless, as 
discussed herein in Findings of Facts, ¶¶ 104-107, supra, 
based on the collection of Debtor’s accounts receivable by 
CIT and Sharron and the gross profit projections based on 
Debtor’s pending orders based on the AIMS reports, 
Debtor could have paid off the amounts owed to its 
creditors based on the allowed proof of claim amounts.
 
25. Finally, aside from the invoice disputes with Donshen 
and Kody, Debtor appears to have been current on its 
other obligations. Sharron testified that Debtor did not 
owe any money to employees, was not behind on 
insurance or rent payments, and was current on its payroll 
taxes at the time the involuntary bankruptcy petition was 
filed against Debtor. At least some evidence seems to 
support Sharron’s testimony. See Sharron Testimony, 
Trial Transcript of August 25, 2016, ECF 136 at 70-71; 
see also Email Dated March 26, 2012, Plaintiff’s Exhibit 
93 (email between Sharron and employee discussing the 
amount of money to be wired to meet payroll).
 
26. Based on the foregoing, the court finds Trustee has 
not established by a preponderance of the evidence that 
Debtor was insolvent under California law as of October 
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12, 2012, but that the preponderance of the evidence 
shows that debtor was not insolvent under California law 
until June 1, 2013 based on its inability to pay its debts 
generally as they became due.
 

B. Plaintiff’s Fraudulent Transfer Claims
27. Trustee asserts claims against all defendants for 
avoidance and recovery of transfers: (1) made with actual 
fraudulent intent under 11 U.S.C. §§ 548(a)(1) and 550; 
(2) made with actual fraudulent intent under 11 U.S.C. § 
544 and California Civil Code § 3439.04(a)(1); and (3) 
that were constructively fraudulent transfers under 11 
U.S.C. § 544, California Civil Code § 3439.04(a)(2), and 
California Civil Code § 3439.05. For the reasons 
explained below, the court finds that Trustee has not 
generally met his burden of proving that Defendants made 
transfers with actual fraudulent intent. However, Trustee 
has proven that Defendants engaged in certain transfers 
that were constructively fraudulent transfers because they 
came after the date of insolvency of June 1, 2013.
 

i. 11 U.S.C. §§ 548(a)(1) and 550 (Actual Fraud)
28. Under 11 U.S.C. § 548(a)(1)(A), the “trustee may 
avoid any transfer ... of an interest of the debtor in 
property ... that was made or incurred on or within 2 years 
before the date of the filing of the petition, if the debtor 
voluntarily or involuntarily made such transfer ... with 
actual intent to hinder, delay, or defraud any entity to 
which debtor was or became, on or after the date that such 
transfer was made or such obligation was incurred [or] 
indebted[.]” 11 U.S.C. § 548(a)(1)(A).
 
29. “It is often impracticable, on direct evidence, to 
demonstrate an actual intent to hinder, delay or defraud 
creditors. Therefore, ... courts ... frequently infer 
fraudulent intent from the circumstances surrounding the 
transfer, taking particular note of certain recognized 
indicia or badges of fraud.” Acequia, Inc. v. Clinton (In re 
Acequia, Inc.), 34 F.3d 800, 805-806 (9th Cir. 1994). 
“Among the more common circumstantial indicia of 
fraudulent intent at the time of the transfer are: (1) actual 
or threatened litigation against the debtor; (2) a purported 
transfer of all or substantially all of the debtor’s property; 
(3) insolvency or other unmanageable indebtedness on the 
part of the debtor; (4) a special relationship between the 
debtor and the transferee; and, after the transfer, (5) 
retention by the debtor of the property involved in the 

putative transfer.” Id. at 806.
 
*43 30. “The presence of a single badge of fraud may 
spur mere suspicion; the confluence of several can 
constitute conclusive evidence of actual intent to defraud, 
absent ‘significantly clear’ evidence of a legitimate 
supervening purpose.” Id. (citations omitted).
 
31. The circumstances here indicate that Sharron did not 
cause Debtor to fraudulently transfer Debtor’s funds with 
actual intent to hinder, delay, or defraud creditors. The 
court notes that at least one factor is present here. As a 
principal of Debtor, Sharron caused the transfers from 
Debtor to himself and to Beyond Basics. His position as a 
director and officer of Debtor provided Sharron the ability 
to effectuate these transfers. Thus, a special relationship 
between Debtor and Sharron exists. However, Trustee has 
not established the existence of other indicia 
circumstantial of fraudulent transfers. There were disputes 
with Debtor’s major suppliers, Donshen and Kody, but 
these disputes were occurring in December 2012, and the 
transfers to Sharron and Beyond Basics occurred both 
before and after December 2012. Because the transfers 
occurred before, during, and after the disputes, the 
disputes do not appear to have been an impetus for the 
transfers. Further, because the transfers occurred over an 
extended period, it does not appear that the transfers were 
made in response to the disputes. The court acknowledges 
that while the transfers from Debtor to others on behalf of 
Sharron and Beyond Basics represent significant sums, it 
is unclear whether these transfers constitute all or 
substantially all of Debtor’s property. Trustee also did not 
establish Debtor’s insolvency before June 1, 2013, shortly 
before the date of the filing of the involuntary bankruptcy 
petition against Debtor on June 19, 2013. Because the 
transfers Trustee seeks to avoid occurred before June 1, 
2013, the insolvency factor is not circumstantial evidence 
of actual intent to defraud. As to the final factor, Debtor 
did not retain possession of the funds that were 
transferred. The funds were transferred to Sharron and 
Beyond Basics, not to a subsidiary or other 
Debtor-controlled entity, and are generally indicated as 
debt on the Due from Officer and Due from Beyond 
Basics Accounts. Further, the funds transferred appear to 
have been spent. Thus, Debtor did not retain possession. 
The court finds Debtor’s documentation of the transfers in 
the Due from Officer Account and Due from Beyond 
Basics Account most indicative that Debtor did not act 
with actual intent to hinder, delay, or defraud creditors. If 
Debtor intended to so act, Debtor would have likely not 
documented where the funds were transferred, to whom 
the funds were transferred, when the funds were 
transferred, and the amounts of each transfer. Such 
transparency works against a finding of fraudulent intent. 
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Detailed documentation of these transfers provides 
creditors a blueprint for recovery and makes it easier to 
track where the funds are located. For these reasons, as to 
the transfers made before June 1, 2013, the court finds 
that Debtor did not engage in actual fraudulent transfers 
under 11 U.S.C. § 548(a)(1)(A) because Debtor did not 
act with actual intent.
 
32. However, the court determines that there may be two 
exceptions here as to payments by Debtor after the date of 
insolvency on June 1, 2013 for: (a) prepayment of the 
automobile installment loans on the automobiles driven 
by Sharron and his wife, which was for the personal 
benefit of Sharron; and (b) payment of business expenses 
of Beyond Basics.

*44 a. As to the prepaid automobile loan payments of $ 
15,259.02 in prepaid automobile loan payments made 
by Debtor on behalf of Sharron, the payment was made 
on June 12, 2013, after the date of insolvency, and 
Debtor did not receive reasonably equivalent value 
because the prepayment of the automobile loans was 
for the benefit of Sharron and not for the benefit of 
Debtor since there was no business purpose for use of 
the automobiles. However, Trustee has not 
demonstrated that Debtor made these transfers with 
actual fraudulent intent. Although Sharron had a sense 
of Debtor’s financial peril at the time he prepaid the car 
payments, and this was perhaps the impetus for 
prepaying the loan, the court is not convinced on the 
record before it that these transfers were made with 
actual intent to hinder, delay, or defraud Debtor’s 
creditors. The payments were of relatively small value 
and did not constitute a substantial portion of Debtor’s 
assets. Moreover, it appears Debtor had regularly been 
making the payments for both Sharron’s car and his 
wife’s car, the only difference here was that Debtor 
prepaid for the last half of 2013.

b. As to the payment of business expenses of Beyond 
Basics in the amount of $ 8,131.09 by Debtor after the 
insolvency date of June 1, 2013, (i) the payment of the 
business expenses of Beyond Basics was for the benefit 
of Beyond Basics, and (ii) Debtor did not receive 
reasonably equivalent value for the transfer which was 
in effect a loan by Debtor to Beyond Basics reflected 
on the Due from Beyond Basics account by an entity, 
Beyond Basics, which had doubtful ability to repay the 
loan. However, again, the evidence suggests a lack of 
fraudulent intent regarding the alleged fraudulent 
transfers because the transfers were made right after the 
date of insolvency, that is, days afterwards, and such 
transfers had been regularly made by Debtor before 
insolvency.

 

33. For these reasons, the court finds that Trustee failed to 
meet his burden in proving that certain transfers were 
made with actual fraudulent intent under 11 U.S.C. §§ 
548(a)(1) and 550.
 

ii. 11 U.S.C. § 544 and California Civil Code § 
3439.04(a)(1) (Actual Fraud)

34. Under California Civil Code § 3439.04(a)(1), “[a] 
transfer made or obligation incurred by a debtor is 
voidable as to a creditor ... if the debtor made the transfer 
or incurred the obligation ... [w]ith actual intent to hinder, 
delay, or defraud any creditor of the debtor.”
 
35. “Bankruptcy courts examining transfers under 
[California Civil Code § 3439.04(a)(1) ] must focus on 
the debtor’s state of mind.” Ezra v. Seror (In re Ezra), 
537 B.R. 924, 930 (9th Cir. BAP 2015). “As long as the 
debtor had the requisite intent, a transfer will qualify as 
actually fraudulent even if reasonably equivalent value 
was provided.” Id. (citing Wolkowitz v. Beverly (In re 
Beverly), 374 B.R. 221, 235 (9th Cir. BAP 2007) ).
 
36. “Because direct evidence regarding the debtor’s 
fraudulent or obstructive intent rarely is available, courts 
typically infer the debtor’s intent from the surrounding 
circumstances.” In re Ezra, 537 B.R. at 930. Courts often 
consider the following “badges of fraud” when deciding 
whether the requisite intent existed:

(1) Whether the transfer or obligation was to an 
insider.

(2) Whether the debtor retained possession or control 
of the property transferred after the transfer.

(3) Whether the transfer or obligation was disclosed 
or concealed.

(4) Whether before the transfer was made or 
obligation was incurred, the debtor had been sued or 
threatened with suit.

(5) Whether the transfer was of substantially all the 
debtor’s assets.

(6) Whether the debtor absconded.

(7) Whether the debtor removed or concealed assets.

(8) Whether the value of the consideration received 
by the debtor was reasonably equivalent to the value 
of the asset transferred or the amount of the 
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obligation incurred.

(9) Whether the debtor was insolvent or became 
insolvent shortly after the transfer was made or the 
obligation was incurred.

(10) Whether the transfer occurred shortly before or 
shortly after a substantial debt was incurred.

(11) Whether the debtor transferred the essential 
assets of the business to a lienholder who transferred 
the assets to an insider of the debtor.”

*45 Id. “No single factor necessarily is determinative, and 
no minimum or maximum number of factors dictates a 
particular outcome.... [T]he list should not be applied 
formulaically. Instead, the trier of fact should consider all 
of the relevant circumstances surrounding the transfer.” 
Id. (citations omitted).
 
37. For the reasons set forth above, the court similarly 
finds that Debtor did not engage in fraudulent transfers 
with actual intent to hinder, delay, or defraud creditors 
under California Civil Code § 3439.04(a)(1). First, 
turning to the payments by Debtor after the date of 
insolvency on June 1, 2013 for: (a) prepayment of the 
automobile installment loans on the automobiles driven 
by Sharron and his wife, which was for the personal 
benefit of Sharron; and (b) payment of business expenses 
of Beyond Basics, the court incorporates its findings 
above and again concludes that Debtor did not make the 
prepaid car loan payments or pay the Beyond Basics 
expenses with actual fraudulent intent. As for the 
remaining transfers identified by the Trustee that were 
made before the date of insolvency, Debtor did not 
abscond with assets, Debtor was not insolvent, Debtor did 
not conceal assets, threatened litigation does not appear to 
have influenced Debtor in making the transfers, and the 
transfers were not made shortly before or shortly after a 
substantial debt was incurred. It also does not appear that 
Debtor’s essential assets were transferred. But as noted 
above, some indicia are present. Transfers were made on 
behalf of an insider and an entity that the insider 
controlled. In addition, assets—though not 
concealed—were removed from Debtor. However, the 
court again notes that Debtor’s behavior does not indicate 
that Debtor was acting with actual intent to hinder, delay, 
or defraud when engaging in the transfers. Debtor’s 
documentation of the transfers in its Due from Officer 
Account and Due from Beyond Basics Account indicates 
that Debtor was not intending to hinder, delay, or defraud 
creditors. If Debtor intended to hinder, delay, or defraud 
its creditors, Debtor would not have remained transparent 
about the transfers, nor would Debtor have maintained 
careful documentation of each transfer. The court thus 
finds that Debtor did not act with actual intent to hinder, 

delay, or defraud creditors under California Civil Code § 
3439.04(a)(1).
 

iii. California Civil Code § 3439.04(a)(2) 
(Constructive Fraud)

38. Under California law, a “transfer made or obligation 
incurred by a debtor is voidable as to a creditor ... if the 
debtor made the transfer or incurred the obligation ... 
[w]ithout receiving a reasonably equivalent value in 
exchange for the transfer or obligation, and the debtor 
either: (A) [w]as engaged or was about to engage in a 
business or transaction for which the remaining assets of 
the debtor were unreasonably small in relation to the 
business or transaction[; or] (B) [i]ntended to incur, or 
believed or reasonably should have believed that the 
debtor would incur, debts beyond the debtor’s ability to 
pay as they became due.” California Civil Code § 
3439.04(a)(2). “At its core, ‘a constructive fraudulent 
transfer has two elements: reasonable equivalent value 
and insolvency.’ ” Hoffman v. Adelman (In re SCI Real 
Estate Investments, LLC), 2013 WL 1829648, at *6 
(Bankr. C.D. Cal. May 1, 2013) (quoting Allstate 
Insurance Co. v. Countrywide Financial Corp., 842 
F.Supp.2d 1216, 1224 (C.D. Cal. 2012) ).
 
*46 39. 11 U.S.C. § 544(b) “allows a bankruptcy trustee 
to avoid any transfer of a debtor’s property that would be 
avoidable by an unsecured creditor under applicable state 
law.” In re AFI Holding, Inc., 525 F.3d 700, 703 (9th Cir. 
2008). To invoke § 544(b) there need be only one creditor 
with any claim amount. Id.
 
40. The court finds that Trustee failed to establish that 
transfers made by Debtor before the insolvency date of 
June 1, 2013 were constructively fraudulent. The transfers 
to Sharron and Beyond Basics that Trustee seeks to avoid 
occurred beginning in January 1, 2011. As discussed 
earlier, Trustee has not established insolvency under the 
Bankruptcy Code before June 1, 2013, because Trustee’s 
expert witness, Wall, did not value Debtor’s assets at fair 
market value. Thus, because Trustee’s expert witness, 
Wall, did not properly value Debtor’s assets, the court 
cannot ascertain based on his testimony whether, after the 
transfers, Debtor’s remaining assets were unreasonably 
small in comparison to any business or transaction Debtor 
may have engaged in. The court further finds that Trustee 
has not established that Debtor intended to incur or 
reasonably should have known that any incurred debts 
would be beyond Debtor’s ability to pay. The court 
recognizes that Debtor was making late payments to its 
largest suppliers, Donshen and Kody, but these late 
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payments were not because Debtor was struggling to 
make payments, as explained above, the late payments 
were in the ordinary course of business for Debtor until 
May 2013. Debtor would often hold payments back while 
it inspected shipped merchandise and negotiated with 
vendors. Some late payments were also related to disputes 
between Debtor and Donshen and Kody. At one point, 
Debtor had entered into a settlement agreement resolving 
these disputes. Because these vendors were major 
suppliers of Debtor, it was not unreasonable for Debtor to 
believe it would be able to continue making payments 
once the disputes were resolved. Thus, Trustee has not 
established that Debtor intended to incur or reasonably 
should have known that any incurred debts would be 
beyond Debtor’s ability to pay before June 1, 2013. 
Accordingly, Trustee did not meet his burden of 
establishing those transfers as constructively fraudulent 
under California Civil Code § 3439.04(a)(2).
 
41. However, as previously discussed, there may be two 
exceptions here as to payments by Debtor after the date of 
insolvency on June 1, 2013 for: (a) prepayment of the 
automobile installment loans on the automobiles driven 
by Sharron and his wife, which was for the personal 
benefit of Sharron; and (b) payment of business expenses 
of Beyond Basics.

a. As to the $ 15,259.02 in prepaid automobile loan 
payments made by Debtor on behalf of Sharron, the 
payment was made on June 12, 2013, after the date of 
insolvency, and Debtor did not receive reasonably 
equivalent value because the prepayment of the 
automobile loans was for the benefit of Sharron and not 
for the benefit of Debtor since there was no business 
purpose for use of the automobiles. Accordingly, such 
transfers were constructively fraudulent because both 
elements are present: lack of reasonably equivalent 
value and insolvency.

b. Similarly, the payment by Debtor of $ 8,131.09 in 
business expenses of Beyond Basics after the 
insolvency date of June 1, 2013, (i) was for the benefit 
of Beyond Basics, and (ii) Debtor did not receive 
reasonably equivalent value for the transfer which was 
in effect a loan by Debtor to Beyond Basics reflected 
on the Due from Beyond Basics account by an entity, 
Beyond Basics, which had doubtful ability to repay the 
loan.

 
*47 42. The court may order that a transfer avoided under 
11 U.S.C. § 544 may be recovered from “the initial 
transferee of such transfer or the entity for whose benefit 
such transfer was made ....” 11 U.S.C. § 550(a)(1). The 
court finds that (i) the car loan prepayment transfers are 
recoverable from Sharron because those transfers were 

made for his personal benefit; and (ii) the payment of 
business expenses of Beyond Basics after June 1, 2013 
are recoverable from Beyond Basics because Beyond 
Basics was the initial transferee.
 

iv. California Civil Code § 3439.05 (Constructive 
Fraud)

43. Under California Civil Code § 3439.05, “[a] transfer 
made or obligation incurred by a debtor is voidable as to a 
creditor whose claim arose before the transfer was made 
or the obligation was incurred if the debtor made the 
transfer or incurred the obligation without receiving a 
reasonably equivalent value in exchange for the transfer 
or obligation and the debtor was insolvent at that time or 
the debtor became insolvent as a result of the transfer or 
obligation.” The creditor bears the burden of proving 
these elements by a preponderance of the evidence. 
California Civil Code § 3439.05.
 
44. As set forth above, Trustee has not established that 
Debtor was insolvent under the Bankruptcy Code or that 
Debtor was insolvent under California’s alternative equity 
or cash flow test for insolvency until June 1, 2013. 
Accordingly, none of the transfers that predate Debtor’s 
insolvency of June 1, 2013 are recoverable as 
constructively fraudulent transfers.
 
45. However, as discussed above, Trustee has established 
that the transfers for prepayment of the automobile 
installment loans and payment of business expenses of 
Beyond Basics were made after the insolvency date of 
June 1, 2013, and Debtor did not receive reasonably 
equivalent value. Accordingly, these transfers are also 
recoverable as constructively fraudulent under California 
Civil Code § 3439.05.
 

C. Plaintiff’s Preference Claim
46. In his First Amended Complaint, Trustee alleges that 
“[O]n or about December 31, 2012, Debtor credited 
Sharron with the sum of $ 10,500 ... for accrued interest 
on the Sharron Transfer.” First Amended Complaint, ECF 
64, ¶ 87. Trustee seeks that this transfer be avoided and 
recovered under 11 U.S.C. § 547. Neither Trustee nor 
Defendant addressed this claim in their respective 
Proposed Findings of Fact and Conclusions of Law. ECF 
139 and ECF 149. Nonetheless, the court will briefly 
address this claim on its merits.
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47. “Section 547(b) of the Bankruptcy Code allows a 
trustee to avoid transfers of the debtor’s property made 
before the bankruptcy petition was filed.” Akers v. 
Koubourlis (In re Koubourlis), 869 F.2d 1319, 1321 (9th 
Cir. 1989). “For a trustee to avoid a transfer, five 
conditions must be met: (1) the transfer was made for the 
benefit of a creditor; (2) the transfer was for or on account 
of a debt owed before the debtor made the transfer; (3) the 
debtor was insolvent when the transfer was made; (4) the 
transfer was made during the ninety days immediately 
preceding the filing of the bankruptcy petition; and (5) the 
transfer enabled the creditor to receive more than he 
would otherwise have received from the bankruptcy 
estate.” Id. (citations omitted). The preference period for 
an “insider” is extended to one year before the petition 
date. 11 U.S.C. § 547(b)(4)(B). The debtor is presumed to 
have been insolvent for the 90-day prepetition period, but 
this presumption period is not extended when the alleged 
preferential transfer was to an insider. See 11 U.S.C. § 
547(f).
 
*48 48. Here, the undisputed evidence indicates that the 
transfer, by virtue of a credit to Sharron on the Due from 
Officer Account, in the amount of $ 10,500 was on 
account of interest on the Subordinated Debt allegedly 
owed to Sharron. Stipulated Fact (26), Joint Pretrial 
Stipulation, ECF 97 at 4. As discussed in detail below, the 
court has determined that Trustee has proven his claim 
that the Subordinated Debt should be recharacterized as 
equity. Thus, the transfer at issue here was not on account 
of an antecedent debt for the benefit of a creditor because 
it was a distribution to equity, that is, a dividend or other 
distribution to Sharron as a shareholder. Therefore, the 
transfer was not a preferential transfer within the meaning 
of 11 U.S.C. § 547. Accordingly, the court finds that 
Trustee is not entitled to recover on his claim under 11 
U.S.C. § 547(b).
 

D. Claim for Breach of Fiduciary Duty
49. “Claims involving ‘internal affairs’ of corporations, 
such as the breach of fiduciary duties, are subject to the 
laws of the state of incorporation.” Davis & Cox v. 
Summa Corp., 751 F.2d 1507, 1527 (9th Cir. 1985), 
superseded on other grounds by 28 U.S.C. § 1961. 
California law governs here because Debtor is 
incorporated in California. Stipulated Fact (4), Joint 
Pretrial Stipulation, ECF 97 at 2 (“Articles of 
incorporation for Debtor were filed with the California 
Secretary of State on May 15, 2001, per corporate file no. 
C2343950”); Letter from Crystal Zarpas to L. Sharron 

with attachments, Plaintiff’s Exhibit 1.
 
50. “California courts have recognized that ‘all of the 
assets of a corporation, immediately on its becoming 
insolvent, become a trust fund for the benefit of its 
creditors.’ ” Nahman v. Jacks (In re Jacks), 266 B.R. 728, 
736 (9th Cir. BAP 2001) (quoting Saracco Tank & 
Welding Co., Ltd. v. Platz, 65 Cal.App.2d 306, 315 (1944) 
). “[R]ecovery for breaching the fiduciary duties imposed 
under the trust-fund doctrine in California generally 
pertains to cases where the directors or officers of an 
insolvent corporation have diverted assets of the 
corporation for the benefit of insiders or preferred 
creditors.” Berg & Berg Enterprises, LLC v. Boyle, 178 
Cal.App.4th 1020, 1040-1041 (2009) (citation and 
internal quotation marks omitted). “[T]he doctrine is not 
applied to create a duty owed by directors to creditors 
solely due to a state of corporate insolvency.” Id. at 1041. 
Rather, “[a]pplication of the doctrine requires ... that 
directors have engaged in conduct that diverted, 
dissipated, or unduly risked corporate assets that might 
otherwise have been used to satisfy creditors’ claims.” Id.
 
51. Trustee contends that once Debtor became insolvent, 
Sharron, as an officer of Debtor, had a fiduciary duty to 
not divert Debtor’s assets to the detriment of Debtor’s 
creditors. Trustee asserts that the transfers between 
Sharron and Debtor, and the transfers Sharron effected 
from Debtor to Beyond Basics, were “clearly unfair to the 
Debtor” and “in violation of [Sharron’s] fiduciary duties.” 
Plaintiff’s Trial Brief, ECF 111 at 20. Trustee’s 
contention that an officer of an insolvent corporation has 
a fiduciary duty to creditors to not divert assets is correct. 
Berg & Berg Enterprises, LLC v. Boyle, 178 Cal.App.4th 
at 1040-1041 (observing that in case of corporate 
insolvency, consistent with Pepper v. Litton, 308 U.S. 
295, 306-307 (1939), the California courts “apply the 
‘trust fund doctrine’ where ‘all of the assets of a 
corporation, immediately upon becoming insolvent, 
become a trust fund for the benefit of all creditors’ in 
order to satisfy their claims”).
 
52. In Berg & Berg Enterprises, LLC v. Boyle, the court 
stated that based on “trust fund doctrine” long established 
in California, “under the current state of California law, 
there is no broad, paramount duty of due care or loyalty 
that directors of an insolvent corporation owe the 
corporation’s creditors solely because of a state of 
insolvency .... We accordingly hold that the scope of any 
extra-contractual duty owed by corporate directors to the 
insolvent corporation’s creditors is limited in California, 
to the avoidance of actions that divert, dissipate, or 
unduly risk corporate assets that might otherwise be used 
to pay creditors claim. This would include acts that 
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involve self-dealing or preferential treatment of 
creditors.” 178 Cal.App.4th at 1041 (emphasis in 
original). The court further observed that “because all the 
California cases applying the trust-fund doctrine appear to 
have dealt with actually insolvent entities, and because 
the existence of a zone or vicinity of insolvency is even 
less objectively determinable than actual insolvency, we 
hold that there is no fiduciary duty prescribed under 
California law that is owed to creditors solely by virtue of 
its operating in the ‘zone’ or ‘vicinity’ of insolvency.” Id.
 
*49 53. In order for the court to find that Sharron 
breached his fiduciary duty to Debtor’s creditors, Trustee 
must establish that Debtor was insolvent at the time of the 
transfers. The transfers at issue occurred up until the 
involuntary petition date of June 19, 2013, and none of 
the alleged transfers occurred after the filing of the 
involuntary petition. As discussed earlier, Trustee did not 
establish Debtor’s insolvency before June 1, 2013 because 
(i) his expert witness failed to value Debtor’s assets at fair 
market valuation, and (ii) Trustee otherwise did not prove 
that Debtor was not paying its debts as they came due 
before June 1, 2013. Thus, because Trustee failed to 
establish Debtor’s insolvency before June 1, 2013, the 
court finds that Sharron owed no fiduciary duty to 
Debtor’s creditors under the trust fund doctrine until that 
date. There can be no breach of fiduciary duty if no such 
duty existed. Accordingly, the court finds that Sharron did 
not breach a fiduciary duty to Debtor’s creditors and is 
not liable for the amount of the transfers under this this 
theory, except for the transfers after the date of insolvency 
of Debtor determined to be by the court on June 1, 2013.
 
54. The post-June 1, 2013 transfers by Debtor that 
Sharron caused include: (1) payment to prepay 
automobile loan obligations due monthly for the Audi and 
Cadillac automobiles driven by Sharron and his wife of $ 
15,259.02 on June 12, 2013; and (2) payments of Beyond 
Basics expenses on June 4 and 14, 2013 totaling $ 
8,131.09 for a supplier invoice and online telephone 
service charges. As stated above, the prepaid automobile 
loan payments were for automobiles driven by Sharron 
and his wife for their personal use and not for a business 
purpose of Debtor, and thus, not for the benefit of Debtor. 
Accordingly, the court finds that such payments by 
Debtor caused by Sharron after Debtor became insolvent 
on June 1, 2013 were a diversion or dissipation of 
corporate assets which could have been used to pay 
creditors’ claims in violation of Sharron’s fiduciary duty 
to creditors of Debtor under the “trust fund doctrine.” 
Moreover, the payments by Debtor of business expenses 
of Beyond Basics, a separate business entity primarily 
owned by Sharron, was not for the benefit of Debtor. 
Thus, the court finds that such payments by Debtor 

caused by Sharron after Debtor became insolvent on June 
1, 2013 were a diversion or dissipation of corporate assets 
which could have been used to pay creditors’ claims in 
violation of Sharron’s fiduciary duty to creditors of 
Debtor under the “trust fund doctrine.”
 
55. California Corporations Code § 309(a) codifies the 
“Business Judgment Rule,” which “refers to a judicial 
policy of deference to the business judgment of corporate 
directors in the exercise of their broad discretion in 
making corporate decisions.” Gaillard v. Natomas Co., 
208 Cal.App.3d 1250, 1263-1264 (1989). “[T]he common 
law rule ‘has two components—one which immunizes 
directors from personal liability if they act in accordance 
with its requirements, and another which insulates from 
court intervention those management decisions which are 
made by directors in good faith in what the directors 
believe is the organization’s best interest ... Only the first 
component is embodied in Corporations Code section 
309.’ ” Berg & Berg Enterprises, LLC v. Boyle, 178 
Cal.App.4th at 1045 (quoting Lee v. Interinsurance 
Exchange, 50 Cal.App.4th 694, 714 (1996) ). The court in 
Berg & Berg Enterprises, LLC further explained as 
follows:

The broader rule is a judicial policy of deference to the 
business judgment of corporate directors in the exercise 
of their broad discretion in making corporate decisions. 
It is based on the premise that those to whom the 
management of a business organization has been 
entrusted, and not the courts, are best able to judge 
whether a particular act or transaction is helpful to the 
conduct of the organization’s affairs or expedient for 
the attainment of its purposes. The rule establishes a 
presumption that directors’ decisions are based on 
sound business judgment, and it prohibits courts from 
interfering in business decisions made by the directors 
in good faith and in the absence of a conflict of interest.

*50 An exception to the presumption afforded by the 
business judgment rule accordingly exists in 
circumstances which inherently raise an inference of 
conflict of interest and the rule does not shield actions 
taken without reasonable inquiry, with improper 
motives, or as a result of a conflict of interest. But a 
plaintiff must allege sufficient facts to establish these 
exceptions. To do so, more is needed than conclusory 
allegations of improper motives and conflict of interest. 
Neither is it sufficient to generally allege the failure to 
conduct an active investigation, in the absence of (1) 
allegations of facts which would reasonably call for 
such an investigation, or (2) allegations of facts which 
would have been discovered by a reasonable 
investigation and would have been material to the 
questioned exercise of business judgment. In most 
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cases, the presumption created by the business 
judgment rule can be rebutted only by affirmative 
allegations of facts, which, if proven, would establish 
fraud, bad faith, overreaching or an unreasonable 
failure to investigate material facts. Interference with 
the discretion of directors is not warranted in doubtful 
cases.

Berg & Berg Enterprises, LLC v. Boyle, 178 Cal.App.4th 
at 1045-1046 (internal citations and quotations omitted).
 
56. The court finds that the business judgment rule does 
not protect Sharron for transfers made after the date of 
insolvency. Once Debtor became insolvent on June 1, 
2013, Sharron as a corporate director also had to consider 
the interests of creditors under the business judgment rule. 
While the business judgment rule protects him while 
Debtor was solvent (as to payment of the loans for the 
purchase by Debtor of the automobiles driven by him and 
his wife for their personal use and payments of the debts 
of Beyond Basics, his other business, with which Debtor 
was doing business), these transfers do not reflect sound 
business judgment of a corporate director when there is 
no benefit for Debtor as the corporation. Accordingly, 
Sharron is liable on the claim for breach of fiduciary duty 
for the post-insolvency transfers after June 1, 2013.
 

E. Claim for Corporate Waste
57. “Claims of corporate waste in California are based 
upon Delaware state law.” AWTR Liquidation Trust v. 
2100 Grand LLC (In re AWTR Liquidation), 548 B.R. 
300, 340 (Bankr. C.D. Cal. 2016) (citing Swingless Golf 
Club Corp. v. Taylor, 679 F.Supp.2d 1060, 1070 (N.D. 
Cal. 2008) ). The elements of a claim of corporate waste 
are as follows:

To recover on a claim of corporate waste, [a claimant] 
must shoulder the burden of proving that the exchange 
was so one sided that no business person of ordinary, 
sound judgment could conclude that the corporation 
has received adequate consideration. See In re Walt 
Disney Co. Derivative Litig., 906 A.2d 27, 74 (Del. 
2006) (A claim of waste will arise only in the rare, 
unconscionable case where directors irrationally 
squander or give away corporate assets. This onerous 
standard for waste is a corollary of the proposition that 
where business judgment presumptions are applicable, 
the board’s decision will be upheld unless it cannot be 
attributed to any rational business purpose.).

Id. at 340-341 (quoting Swingless Golf Club Corp. v. 
Taylor, 679 F.Supp.2d at 1070).
 

58. However, because Sharron effectively owned all of 
Debtor’s shares, Sharron’s transfers between himself and 
Debtor, and between Debtor and Beyond Basics, do not 
give rise to a cause of action for corporate waste. See 
Miller & Lux, Inc. v. Anderson, 318 F.2d 831, 838 (9th 
Cir. 1963) (“That a corporation is hurt, or destroyed, by 
the intended conduct of the owners of its shares, gives rise 
to no legal claims, either in the shareholders, or in the 
corporation as a legal entity.”); see also Stipulated Fact 
(9), Joint Pretrial Stipulation, ECF 97 at 3 (“At the time 
of the filing of the involuntary bankruptcy petition on 
June 19, 2013, Debtor’s stock was owned 95% by 
Sharron, 2.5% by the Sharron Family Trust, and 2.5% by 
the Sharron/Bialson Revocable Living Trust.”).
 
59. Moreover, even if Sharron was not the owner of 
Debtor’s shares, his conduct does not rise to the level 
necessary for a finding of corporate waste. This was not 
like the “rare, unconscionable case where directors 
irrationally squander or give away corporate assets.” See 
In re Walt Disney Co. Derivative Litigation, 906 A.2d 27, 
74 (Del. 2006) (citation omitted). Although transfers were 
made from Debtor to Sharron and Beyond Basics, these 
transfers were not gifts. Debtor maintained two separate 
accounts, the Due from Officer Account and Due from 
Beyond Basics Account. These accounts not only 
documented Debtor’s transfers, but also represented 
Debtor’s expectation that the funds reflected in these 
accounts would eventually be returned to Debtor. If 
Debtor did not have an expectation that these funds would 
be repaid, Debtor would not have maintained accounts 
documenting these transfers. Sharron’s history of paying 
back sums to Debtor on the amounts reflected in the Due 
from Officer Account confirms this understanding. 
Regarding Beyond Basics, Sharron testified that he “truly 
believed” Beyond Basics would become profitable and 
ultimately pay off its debt to Debtor. Sharron Trial 
Declaration, ECF 100, ¶ 60. For this reason, it does not 
appear that Debtor was “irrationally squander[ing] or 
giv[ing] away corporate assets.” In re Walt Disney Co. 
Derivative Litigation, 906 A.2d 27, 73 (Del. 2006). 
Nonetheless, for the reasons explained above, the court 
finds that there is no corporate waste because Sharron 
effectively owned all of Debtor’s shares.
 

F. Equitable Subordination
*51 60. “The subordination of claims based on equitable 
considerations generally requires three findings: ‘(1) that 
the claimant engaged in some type of inequitable conduct, 
(2) that the misconduct injured creditors or conferred 
unfair advantage on the claimant, and (3) that 
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subordination would not be inconsistent with the 
Bankruptcy Code.’ ” Henry v. Lehman Commercial 
Paper, Inc. (In re First Alliance Mortgage Co.), 471 F.3d 
977, 1006 (9th Cir. 2006) (citing Feder v. Lazar (In re 
Lazar), 83 F.3d 306, 309 (9th Cir. 1996) ). “In order to 
justify equitable subordination, the court is required to 
make specific findings and conclusions with respect to 
each of the requirements.” In re Lazar, 83 F.3d at 309.
 
61. Trustee argues that when a claim for equitable 
subordination is asserted against an insider, “the burden 
shifts to the insider to prove the transaction’s fairness 
once the plaintiff presents material evidence of 
inequitable conduct.” Plaintiff’s Trial Brief, ECF 111 at 
27. Thus, because Sharron is an insider and because 
Trustee has presented evidence of inequitable conduct, 
Sharron carries the burden of proving the fairness of the 
transfers to himself and Beyond Basics. Trustee relies on 
Stoumbos v. Kilimnik, 988 F.2d 949, 958 (9th Cir. 1993) 
for the assertion that an insider bears the burden of 
proving the fairness of the transaction. The court notes 
that the Ninth Circuit does not appear to expressly state 
that the burden shifts when the conduct of an insider is at 
issue, instead stating, “[w]hen the trustee seeks to 
subordinate the claim of a creditor the trustee must 
present evidence of the creditor’s unfair conduct. If the 
trustee meets this burden, ‘the claimant then must prove 
the fairness of his transactions with the debtor or his claim 
will be subordinated.’ ” Id. Nonetheless, at least some 
courts in this circuit and a secondary source share 
Trustee’s interpretation. See, e.g., Gladstone v. McHaffie 
(In re UC Lofts on 4th, LLC), 2014 WL 1285415, at *20 
(Bankr. S.D. Cal. 2014) (citing Stoumbos v. Kilimnik, 988 
F.2d at 958); 3 March, Ahart, & Shapiro, Rutter Group 
California Practice Guide: Bankruptcy, ¶ 17:1602 at 
17-221 (2018) (“If the party seeking subordination of an 
insider’s claim presents material evidence of unfair 
conduct, the burden shifts to the insider to prove the 
fairness of the transactions with the debtor .... [W]here 
claimant is an insider or fiduciary, trustee bears burden of 
presenting material evidence of unfair conduct; once 
trustee meets its burden, claimant must prove fairness of 
his or her transactions with debtor or claim will be 
subordinated”). Accordingly, if Trustee presents material 
evidence of unfair conduct, Sharron must prove that the 
transfers to himself and Beyond Basics were fair. Trustee 
is correct that Sharron’s conduct faces higher scrutiny 
because he is an insider. Stoumbos v. Kilimnik, 988 F.2d 
at 959 (“Where the trustee seeks to subordinate ‘a claim 
arising from the dealings between a debtor and an 
insider,’ the court will give the insider’s actions rigorous 
scrutiny.”). But Trustee has not presented material 
evidence of unfair conduct. As discussed earlier, subject 
to the narrow exception described above, Trustee did not 

provide sufficient evidence that Sharron’s transfers were 
fraudulent transfers, that Sharron committed corporate 
waste, or that Sharron breached a fiduciary duty. Because 
Trustee did not provide material evidence, the burden 
does not shift to Sharron, and Sharron need not prove the 
fairness of the transactions.
 
*52 62. As to the first element, the court finds that 
Trustee has failed to meet his burden of proving by a 
preponderance of the evidence that Sharron has engaged 
in any inequitable conduct. As previously discussed, 
because Trustee has failed to prove Debtor’s insolvency 
before June 1, 2013, Trustee has also failed to prove that 
Sharron engaged in fraudulent transfers before that date. 
Moreover, the constructively fraudulent transfers 
described above represent a relatively small amount of 
money, and the court has found that Sharron effected 
these transfers without actual fraudulent intent. In 
addition, because Sharron effectively owned all of 
Debtor’s shares, Sharron’s transfers of Debtor’s assets to 
Beyond Basics give no rise to a cause of action for 
corporate waste. See Miller & Lux v. Anderson, 318 F.2d 
at 838. Finally, because Trustee did not prove Debtor’s 
insolvency until June 1, 2013, late in the period at issue in 
this case, Sharron owed no fiduciary duty to Debtor’s 
creditors until that late date. In other words, Sharron did 
not and could not breach his fiduciary duty to Debtor’s 
creditors because no such duty arose under the trust fund 
doctrine until June 1, 2013. Trustee argues that “three 
major categories of inequitable conduct are: ‘(1) fraud, 
illegality, and breach of fiduciary duties; (2) 
undercapitalization; or (3) claimant’s use of the debtor as 
a mere instrumentality or alter ego.’ ” Plaintiff’s Trial 
Brief, ECF 111 at 35 (citing Blasbalg v. Tarro (In re 
Hyperion Enterprises), 158 B.R. 555, 560 (D. R.I. 1993) 
). Although Trustee cites to no binding authority from the 
Ninth Circuit for this proposition, the court will address 
his argument. As discussed above, Trustee failed to prove 
Sharron’s breach of fiduciary duty to Debtor until the late 
date of June 1, 2013, involving relatively small amounts 
totaling approximately $ 25,000. Trustee also did not 
allege that Sharron engaged in any illegal conduct or 
fraud. Thus, Trustee did not prove the first category of 
inequitable conduct for equitable subordination. 
Similarly, there is insufficient evidence that Beyond 
Basics was undercapitalized, and the analysis by 
Plaintiff’s expert witness, Wall, of Beyond Basics’s 
operating losses does not change this conclusion. See 
Wall Expert Report, Plaintiff’s Exhibit 148 at 22-23; Wall 
Rebuttal Report, Plaintiff’s Exhibit 151 at 2. But even if 
Beyond Basics was undercapitalized, undercapitalization 
alone cannot establish inequitable conduct. See Wood v. 
Richmond (In re Branding Iron Steak House), 536 F.2d 
299, 302 (9th Cir. 1976) (“subordination requires some 
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showing of suspicious, inequitable conduct beyond mere 
initial undercapitalization of the enterprise”). Finally, as 
set forth in detail below, Trustee failed to prove that 
Sharron used Debtor as a mere instrumentality or alter 
ego. In short, Sharron’s conduct does not rise to the level 
necessary for equitable subordination. “The burden of 
establishing equitable subordination is very heavy. For 
example, even aiding and abetting fraud does not 
necessarily establish grounds for equitable 
subordination.” In re AWTR Liquidation, Inc., 584 B.R. at 
342 (citation omitted). Although the court determines that 
Trustee is entitled to relief against Sharron for 
constructive fraudulent transfers and breach of fiduciary 
duty, the conduct involved relatively small amounts 
totaling $ 25,000 late in the time period at issue, the 
disputed transfers resulting in partial liability occurred 
less than two weeks after the date that the court now 
determines that Debtor became insolvent on June 1, 2013, 
and the transfers were part of Debtor’s routine course of 
conduct that occurred in its business before Debtor’s 
insolvency. Thus, the court determines that such minor 
conduct involving relatively small amounts do not give 
rise to an equitable subordination against Sharron. For 
these reasons, the court finds that Trustee did not prove 
the first element required for equitable subordination.
 
63. As to the second element, while arguably Sharron’s 
conduct causing Debtor’s transfers may have resulted in 
injury to Debtor’s creditors, Trustee failed to establish 
that Debtor’s transfers were actually fraudulent transfers 
or that Sharron committed corporate waste. Even though 
the court has found that the transfers after June 1, 2013 
were constructively fraudulent and a breach a fiduciary 
duty to creditors under the trust fund doctrine, those two 
exceptions represented a relatively small amount 
(approximately $ 25,000). Injury alone is insufficient for 
equitable subordination—all three elements must be 
established. In re First Alliance Mortgage Co., 471 F.3d 
at 1006. Because the court finds that Trustee did not 
satisfy the first element of equitable subordination, the 
court finds that Trustee cannot establish the second 
element, as Trustee must prove that Sharron’s misconduct 
caused the injury. Accordingly, the court finds that 
Trustee does not satisfy the second element.
 
64. The third element for equitable subordination requires 
that the subordination not be inconsistent with the 
Bankruptcy Code. Id. For the reasons discussed earlier, 
the court finds that because Trustee has not met the other 
elements required for equitable subordination, he cannot 
meet the test for equitable subordination regardless of 
whether he can establish the third element.
 
65. Based on the foregoing, the court finds that Trustee 

has not established the required elements for equitable 
subordination and declines to equitably subordinate 
Sharron’s claim.
 

G. Plaintiff’s Alter Ego Claims
66. Trustee alleges that Beyond Basics is the alter ego of 
Sharron, and as a result, the corporate identity of Beyond 
Basics should be disregarded such that Sharron is 
personally liable for the amounts owing on the Due from 
Beyond Basics Account.7 Legal Issues (10)(iii), (11)(iii), 
Joint Pretrial Stipulation, ECF 97 at 37-38; Plaintiff’s 
Proposed Findings of Fact and Conclusions of Law, ECF 
139, ¶¶ 26-32.
 
67. “Ordinarily, a corporation is regarded as a legal entity, 
separate and distinct from its stockholders, officers and 
directors, with separate and distinct liabilities and 
obligations.” Sonora Diamond Corp. v. Superior Court, 
83 Cal.App.4th 523, 538 (2000). “The same is true of a 
limited liability company (LLC) and its members and 
managers.” Curci Investments, LLC v. Baldwin, 14 
Cal.App.5th 214, 220 (2017). “That legal separation may 
be disregarded by the courts ‘when [a corporation or 
LLC] is used [by one or more individuals] to perpetrate a 
fraud, circumvent a statute, or accomplish some other 
wrongful or inequitable purpose.” Id. (quoting Sonora 
Diamond Corp v. Superior Court., 83 Cal.App.4th at 538) 
(alterations in original). “In those situations, the 
corporation’s or LLC’s actions will be deemed to be those 
of the persons or organizations actually controlling the 
corporation, in most instances the equitable owners.... The 
alter ego doctrine prevents individuals or other 
corporations from misusing the corporate laws by the 
device of a sham corporate entity formed for the purpose 
of committing fraud or other misdeeds.” Id. (internal 
citations and quotations omitted).
 
*53 68. “The basic rule stated by [the] Supreme Court [of 
California] as a guide in the application of [the alter ego] 
doctrine is as follows: The requirements are (1) that there 
be such unity of interest and ownership that the separate 
personalities of the corporation and the individual no 
longer exist, and (2) that, if the acts are treated as those of 
the corporation alone, an inequitable result will follow.” 
Associated Vendors, Inc. v. Oakland Meat Co., 210 
Cal.App.2d 825, 837 (1962) (citing Automotriz Del Golfo 
de California S.A. de C.V. v. Resnick, 47 Cal.2d 792, 796 
(1957) ). “Before a corporation’s acts and obligations can 
be legally recognized as those of a particular person, and 
vice versa, it must be made to appear that the corporation 
is not only influenced and governed by that person, but 
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that there is such a unity of interest and ownership that the 
individuality, or separateness, of such person and 
corporation has ceased, and that the facts are such that an 
adherence to the fiction of the separate existence of the 
corporation would, under the particular circumstances, 
sanction a fraud or promote injustice.” Id.
 
69. “The first requirement for disregarding the corporate 
entity under the alter ego doctrine—whether there is 
sufficient unity of interest and ownership that the separate 
personalities of the individual and the corporation no 
longer exist—encompasses a series of factors.” Misik v. 
D’Arco, 197 Cal.App.4th 1065, 1073 (2011). Factors 
suggesting an absence of separate personalities of the 
individual and the corporation include:

(i) commingling of funds and other assets and failure 
to segregate funds of the separate entities;

(ii) the treatment by an individual of the assets of the 
corporation as his own;

(iii) the disregard of legal formalities and the failure 
to maintain arm’s length relationships among related 
entities; and

(iv) the diversion of assets from a corporation by or 
to a stockholder or other person or entity, to the 
detriment of creditors, or the manipulation of assets 
between entities so as to concentrate the assets in one 
and the liabilities in another.

In re Schwarzkopf, 626 F.3d 1032, 1038 (9th Cir. 2010) 
(quoting Associated Vendors, Inc. v. Oakland Meat Co., 
210 Cal.App.2d at 838-840 (setting forth a list of 
non-exhaustive factors courts have used) ) (internal 
quotations and alterations omitted).8 “No one 
characteristic governs, but the courts must look at all the 
circumstances to determine whether the doctrine should 
be applied.” Sonora Diamond Corp. v. Superior Court, 83 
Cal.App.4th at 539.
 
70. Here, the narrow issue before the court is whether 
there is a sufficient unity of interest and ownership 
between Beyond Basics and Sharron such that the 
separate personalities of Beyond Basics and Sharron no 
longer exist. If so, the court must determine whether an 
inequitable result would follow if the acts of Beyond 
Basics are treated as those of Beyond Basics alone. If the 
answer to both questions is yes, then the corporate 
identity of Beyond Basics must be disregarded and 
Sharron held personally liable for the amounts owing on 
the Due from Beyond Basics Account. As discussed 
below, the court finds that there is not a sufficient unity of 
interest and ownership between Beyond Basics and 
Sharron, and even if there were, preserving Beyond 

Basics’s corporate veil would not lead to an inequitable 
result.
 
71. Trustee asserts that the following facts and allegations 
prove a unity of interest between Sharron and Beyond 
Basics:

a. Sharron is the majority owner of Beyond Basics 
and it is undisputed that he controlled all financial 
decisions in Beyond Basics.

b. Sharron used his position as the sole director and 
officer and majority shareholder of Debtor to cause 
Debtor to advance funds and contribute its own 
employees’ labor with a value of in excess of $ 
500,000 toward Beyond Basics’ operations.

*54 c. Sharron caused Debtor to fund his $ 50,000 
initial capital contribution and his additional $ 
22,500 capital contribution to Beyond Basics.

d. Even though Debtor funded the capital 
contributions, Sharron (not Debtor) was the member 
of Beyond Basics.

e. Debtor’s books were manipulated so that even 
though Debtor advanced Sharron’s capital 
contribution, it saw no benefit from that.

f. Beyond Basics’ books were manipulated to 
Sharron’s benefit by shifting $ 40,000 from the Due 
from Beyond Basics Account to the Due from 
Officer Account, so that Sharron could increase his 
tax loss.

g. Beyond Basics was treated by Debtor’s accountant 
as a “variable interest entity” under GAAP, i.e., an 
entity that was totally reliant on Debtor for its 
survival, and that survival in turn rested on Sharron’s 
willingness to continue to “feed the beast.”

h. Sharron leaned on his partner at Beyond Basics for 
her to give up her share of the tax losses so that 
Sharron could take them all.

i. Beyond Basics was woefully undercapitalized and 
without any assets of its own.

j. Beyond Basics was never profitable.

k. Sharron did not expect to be repaid by Beyond 
Basics until it became profitable, even though he 
knew at the outset Beyond Basics was a “risky 
venture.”

l. Sharron controlled the resources given to Beyond 

Case 2:19-ap-01383-SK    Doc 259-4    Filed 06/03/21    Entered 06/03/21 15:47:43    Desc
Appendix     Page 100 of 266



In re L. Scott Apparel, Inc., Slip Copy (2019)

 © 2021 Thomson Reuters. No claim to original U.S. Government Works. 46

Basics by Debtor and whether Beyond Basics would 
repay the amounts owing to Debtor.

See Plaintiff’s Trial Brief, ECF 111 at 23-24.
 
72. The court has considered the facts and circumstances 
of this case and the relevant factors and finds that any 
unity of interest and ownership between Sharron and 
Beyond Basics does not undermine their separate 
personalities. There is no evidence that Sharron diverted 
Beyond Basics’s funds for non-corporate use. The court 
acknowledges that Sharron “used” the tax attributes of 
Beyond Basics because he claimed its tax losses as his 
own, but this is not probative because income and losses 
of a pass-through tax entity like Beyond Basics, a limited 
liability company, “pass through” to its members, i.e., 
Sharron, and are not really “assets” of the entity. Sharron 
Testimony, Trial Transcript of August 19, 2016, ECF 135 
at 42-47; id. at 50; Email String from Lowell Sharron to 
Jamara Ghalayini regarding 2012 Beyond Basic taxes, 
Plaintiff’s Exhibit 98; Email String from Z. Kabani to 
Lowell Sharron re Beyond Basics Draft Financial 
Statements, Plaintiff’s Exhibit 91, Beyond Basics 
Partnership Returns, Plaintiff’s Exhibits 110A, 110B, 
110C, and 110D; see also Fotenos and Rybka, Rutter 
Group California Practice Guide: Pass-Through Entities, 
¶ 8:401 et seq. (online ed. April 2018 update) (“One of 
the benefits of operating a business through a 
pass-through entity [i.e., partnership and limited liability 
companies] is the potential of using such losses to offset 
the members’ or partners’ income from other sources, a 
benefit not available to C corporation shareholders.”) 
(emphasis in original). But aside from these instances, 
Trustee presented no further evidence that Sharron 
commingled Beyond Basics’s assets with his own. There 
is also no evidence that Sharron and Beyond Basics used 
the same bank accounts or that Beyond Basics’s proceeds 
funded any of Sharron’s personal expenses. Sharron also 
“did not personally own any inventory” of Beyond 
Basics. Stipulated Fact (56), Joint Pretrial Stipulation, 
ECF 97 at 7. Trustee does not allege, nor is there 
evidence, that Sharron represented he was personally 
liable for any debts Beyond Basics incurred. There is also 
no evidence that Sharron was using Beyond Basics to 
shield himself from personal liability, that Beyond Basics 
was being used to conduct illegal activity, or that Beyond 
Basics was formed so that Sharron or Debtor could 
transfer liability to it. Sharron did not have sole ownership 
of Beyond Basics and did not conceal his ownership 
interest in Beyond Basics or the business activity of 
Beyond Basics. Beyond Basics observed corporate 
formalities. Beyond Basics had its own attorneys, it 
obtained a seller’s permit, Defendants’ Exhibit 516, it had 
its own articles of organization, Defendants’ Exhibit 517, 
an operating agreement, Defendants’ Exhibit 518, and a 

non-competition agreement, Defendants’ Exhibit 519, and 
it conducted business under its own fictitious business 
name, “Daily Threads.” Sharron Trial Declaration, ECF 
100, ¶¶ 64-68; Defendants’ Exhibits 516-518; Stipulated 
Facts (52) and (53), Joint Pretrial Stipulation, ECF 97 at 
7. Trustee did not show that Beyond Basics was 
undercapitalized—in fact, Beyond Basics received 
funding from Debtor on Sharron’s behalf, which was 
reflected on the Due from Officer Account and on which 
Sharron admits he is liable. Kabani Testimony, Trial 
Transcript of August 25, 2016, ECF 136 at 147-148. 
Finally, Beyond Basics was not being used as a conduit to 
continue to conduct Sharron’s and Debtor’s businesses. 
For these reasons, the court finds that there is an 
insufficient unity of interest between Sharron and Beyond 
Basics to support an alter ego finding.
 
*55 73. Because Sharron is the controlling shareholder of 
Debtor and owns Debtor’s shares, Trustee argues in part 
that the unity of interest between Debtor and Beyond 
Basics is evidence of a unity of interest between Sharron 
and Beyond Basics. Plaintiff’s Trial Brief, ECF 111 at 
23-24 (“Sharron used his position as the sole director and 
officer and majority shareholder of Debtor to cause 
Debtor to advance funds and contribute its own 
employees’ labor ... toward Beyond Basics’ operations ... 
Even though Debtor funded the capital contributions, 
Sharron was the member of Beyond Basics ... Debtor’s 
books were manipulated so that even though Debtor 
advanced Sharron’s capital contribution, it saw no benefit 
from that ... Beyond Basics was treated by Debtor’s 
accountant as a ‘variable interest entity’ under GAAP i.e. 
an entity that was totally reliant on Debtor for its survival 
...”). The court rejects Trustee’s contention. The evidence 
suggests that Beyond Basics and Debtor were intended to 
remain separate.
 
74. To Trustee’s point, although Sharron’s ownership 
interests in both Debtor and Beyond Basics are not 
identical, Sharron effectively wielded control over both 
entities because he was a majority shareholder of Debtor 
and a majority member of Beyond Basics. See Stipulated 
Facts (9) and (54), Joint Pretrial Stipulation, ECF 97; 
Limited Liability Company Operating 
Agreement—Beyond Basics at Exhibit A, Plaintiff’s 
Exhibit 75. It appears that Beyond Basics was reliant on 
Sharron directing Debtor to fund its operations. Sharron 
Testimony, Trial Transcript of August 18, 2016, ECF 134 
at 240-241; Email string from Jamara Ghalayini to 
Lowell Sharron re Capital Call Notice, Plaintiff’s Exhibit 
86. Debtor was still receiving funding from its factor, 
CIT, under the factoring agreement, and appears to have 
provided some of this financing to Beyond Basics, such 
that Beyond Basics was not a mere shell and did not lack 

Case 2:19-ap-01383-SK    Doc 259-4    Filed 06/03/21    Entered 06/03/21 15:47:43    Desc
Appendix     Page 101 of 266



In re L. Scott Apparel, Inc., Slip Copy (2019)

 © 2021 Thomson Reuters. No claim to original U.S. Government Works. 47

corporate assets. Hansen Rebuttal Report, Defendants’ 
Exhibit 541 at 9 (“Debtor had availability in its credit line 
and was in great standing with its CIT factoring 
agreement. CIT never contended that Debtor was 
insolvent in 2012. [Debtor] could have made advances 
from its credit line to increase working capital if 
needed.”).
 
75. On the other hand, Debtor and Beyond Basics were 
clearly separate entities. As discussed above, Beyond 
Basics observed corporate formalities. Additionally, 
Beyond Basics and Debtor had different attorneys. 
Sharron Trial Declaration, ECF 100, ¶¶ 64, 67. Debtor’s 
board of directors consisted of Sharron and his parents, 
while Beyond Basics’ membership was Sharron, Maren 
Ghalayini, and Riad Ghalayini. Sharron Trial 
Declaration, ECF 100, ¶¶ 64, 68. Although Beyond 
Basics conducted business in the juniors clothing segment 
like Debtor, Beyond Basics’ products were intended to 
serve a more upscale market. Sharron Testimony, Trial 
Transcript of August 18, 2016, ECF 134 at 198. Sharron 
testified that he wanted to avoid any potential claims that 
Debtor was infringing on Beyond Basics’s intellectual 
property. Sharron Testimony, Trial Transcript of August 
18, 2016, ECF 134 at 198-199. Beyond Basics and Debtor 
each maintained different AIMS programs, the production 
software they used. Joint Pretrial Stipulation, ECF 97 at 
7; Sharron Trial Declaration, ECF 100, ¶ 68. To support 
his position, Trustee identifies the Shared Services 
Agreement between Debtor and Beyond Basics, under 
which Debtor agreed to allow its employees to perform 
work for Beyond Basics. Shared Services Agreement, 
Plaintiff’s Exhibit 73. However, the Shared Services 
Agreement did provide value to Debtor because it 
contemplated providing Debtor a commission of $ 1.33 
on every sale in exchange for Beyond Basics’s use of 
Debtor’s infrastructure. Shared Services Agreement, 
Plaintiff’s Exhibit 73 at 2; Sharron Trial Declaration, 
ECF 100, ¶ 57. Further, Sharron testified that the services 
to Beyond Basics were provided by Debtor’s 
underutilized workforce, Sharron Trial Declaration, ECF 
100, ¶¶ 57-58, and the labor was tracked, documented, 
and charged to Beyond Basics. Sharron Trial 
Declaration, ECF 100, ¶ 58; see DT Hours/Payroll, 
Defendants’ Exhibit 515. If there was a unity of interest 
between Beyond Basics and Debtor, it is unclear why 
Beyond Basics would have agreed to pay a commission to 
Debtor and documented the services performed under the 
Shared Services Agreement. Accordingly, even if a unity 
of interest between Debtor and Beyond Basics could 
prove a unity of interest between Sharron and Beyond 
Basics, Trustee has not met his burden in establishing 
such a unity of interest.
 

*56 76. Additionally, the court finds that even if Trustee 
had shown a unity of interest and ownership between 
Sharron and Beyond Basics, preserving the corporate 
identity of Beyond Basics will not lead to an inequitable 
result. “Alter ego is an extreme remedy, sparingly used.” 
Sonora Diamond Corp. v. Superior Court, 83 Cal.App.4th 
at 539. It should be “invoked only where recognition of 
the corporate form would work an injustice to a third 
person.” Tomaselli v. Transamerica Insurance Co., 25 
Cal.App.4th 1269, 1285 (1994) (citing 9 Witkin, 
Summary of California Law (9th ed. 1989), Corporations, 
§§ 12-23, pp. 524-537) (emphasis in original). There must 
be a “showing of such critical facts as inadequate 
capitalization, commingling of assets, disregard of 
corporate formalities, [or] ... other facts which 
demonstrate the critical element: that an inequitable result 
would have followed if the corporate separateness had 
been respected.” Id. “[W]hile the [alter ego] doctrine does 
not depend on the presence of actual fraud, it is designed 
to prevent what would be fraud or injustice, if 
accomplished. Accordingly, bad faith in one form or 
another is an underlying consideration and will be found 
in some form or another in those cases wherein the trial 
court was justified in disregarding the corporate entity.” 
Associated Vendors, Inc. v. Oakland Meat Co., 210 
Cal.App.2d at 837 (emphasis added). “The alter ego 
doctrine does not guard every unsatisfied creditor of a 
corporation but instead affords protection where some 
conduct amounting to bad faith makes it inequitable for 
the corporate owner to hide behind the corporate form. 
Difficulty in enforcing a judgment or collecting a debt 
does not satisfy this standard.” Sonora Diamond Corp. v. 
Superior Court, 83 Cal.App.4th at 539 (emphasis added).
 
77. Here, while Sharron may have engaged in less than 
optimal business strategies vis-à-vis Beyond Basics, 
preserving Beyond Basics’ corporate form would not 
“work an injustice” to Debtor or its creditors because this 
conduct did not perpetrate a fraud, circumvent a statute, 
or accomplish some other wrongful or inequitable 
purpose. This is not a case where a corporate entity is 
being used to hide funds or otherwise obfuscate. While 
Sharron expected Beyond Basics to repay Debtor only if 
Beyond Basics became profitable, he testified that he 
“truly believed” Beyond Basics would become profitable 
and ultimately pay off its debt to Debtor. Sharron Trial 
Declaration, ECF 100, ¶ 60. Sharron testified that it was 
the filing of the involuntary petition that ended Debtor’s 
and Beyond Basics’s respective operations. Sharron 
Testimony, Trial Transcript of August 18, 2016, ECF 134 
at 240-241. The court finds Sharron to be credible on this 
point. Further, the funds transferred from Debtor to 
Beyond Basics were all documented in the Due from 
Beyond Basics Account. Such transparency cuts against 
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the notion that Sharron used Beyond Basics to further a 
bad faith scheme against Debtor’s creditors. There was no 
attempt by Sharron to hide any transfers to Beyond 
Basics. Moreover, Sharron intended that Beyond Basics 
operate as a legitimate company. Beyond Basics was not 
formed as a mere shell to shield Debtor or Sharron from 
liability. Sharron’s emails to the other Beyond Basics 
managers support this understanding. In an email sent on 
December 1, 2011 to Sharron, Jamara Ghalayini 
discussed potential products and ideas for Beyond Basics. 
Email string from Jamara Ghalayini to Lowell Sharron re 
We really need to focus, Plaintiff’s Exhibit 87. Sharron 
wrote in response, “Let’s get a business plan together so 
that we are ready to roll on the next idea after we prove 
the first line is a success.” Id. Sharron and Ghalayini’s 
emails indicate they intended that Beyond Basics operate 
as a legitimate business. Sharron’s email also discussed 
the possibility of seeking additional capital for Beyond 
Basics from potential investors. Email string from Jamara 
Ghalayini to Lowell Sharron re We really need to focus, 
Plaintiff’s Exhibit 87. In short, Sharron and Ghalayini’s 
emails demonstrate that Sharron was engaged in good 
faith efforts to operate Beyond Basics, and that both 
Sharron and Ghalayini desired that Beyond Basics operate 
as a legitimate and successful business. Both the 
documentation of the transfers in the Due from Beyond 
Basics Account and the emails seriously undermine any 
claim that Sharron acted in bad faith. The court finds that 
the Beyond Basics corporate form was not used in bad 
faith, to perpetrate a fraud, to circumvent a statute, or for 
some other wrongful or inequitable purpose. Accordingly, 
the court finds that no inequitable result will follow if the 
acts of Beyond Basics are treated as those of Beyond 
Basics alone.
 
*57 78. The court finds that Trustee failed to establish by 
a preponderance of the evidence a unity of interest 
between Sharron and Beyond Basics and that no 
inequitable result would follow if the court does not 
pierce the corporate veil. Accordingly, because Trustee 
has failed to establish both elements, Sharron cannot be 
held liable under the doctrine of alter ego liability.
 

H. Plaintiff’s Claim for Recharacterization of Loans
79. “The recharacterization of debt to equity is a legal 
concept rooted primarily in tax law ... No provision of the 
Bankruptcy Code expressly authorizes the 
recharacterization of debt to equity. Every Circuit Court 
of Appeal that has addressed this issue, however, has held 
that a bankruptcy court may properly order the 
recharacterization of debt to equity under the broad 

authority afforded by 11 U.S.C. § 105(a).” Daewoo Motor 
America, Inc. v. Daewoo Motor Co., Ltd. (In re Daewoo 
Motor America, Inc.), 471 B.R. 721, 729 (C.D. Cal. 2012) 
(citations omitted). “[A] court may recharacterize an 
obligation that does not constitute ‘debt’ under state 
law[.]” Fitness Holdings International, Inc. v. Hancock 
Park Capital II, L.P. (In re Fitness Holdings, Inc.), 714 
F.3d 1141, 1147 (9th Cir. 2013).
 
80. It does not appear that California state law has 
definitively addressed the question of when debt should 
be recharacterized as equity. “When the California 
Supreme Court has not decided a state law issue, the 
federal courts must predict how it would decide the issue 
by looking to other sources, such as ‘intermediate 
appellate court decisions, decisions from other 
jurisdictions, statutes, treatises, and restatements.’ ” In re 
AWTR Liquidation, 548 B.R. at 311. “California courts 
often look to decisions from Delaware and other States.” 
Id. (citing Swingless Golf Club Corp. v. Taylor, 679 
F.Supp.2d at 1070). As discussed earlier, “[c]laims of 
corporate waste in California are based upon Delaware 
state law.” Id. at 340 (citation omitted). Because 
California looks to Delaware state law for claims of 
corporate waste, the court finds that the California 
Supreme Court would likely apply Delaware law when 
determining whether to recharacterize debt into equity. 
Accordingly, this court will apply Delaware law. In 
Delaware:

Whether a security constitutes equity or debt depends 
on the interpretation of the contract between the 
corporation and the security holders. In interpreting the 
contract, courts consider numerous factors, including: 
(1) the name given to the instrument; (2) the intent of 
the parties; (3) the presence or absence of a fixed 
maturity date; (4) the right to enforce payment of 
principal and interest; (5) the presence or absence of 
voting rights; (6) the status of the contribution in 
relation to regular corporate contributors; and (7) 
certainty of payment in the event of the corporation’s 
insolvency or liquidation.

Official Committee of the Unsecured Creditors of Color 
Tile, Inc. v. Blackstone Family Investment Partnership, 
L.P. (In re Color Tile, Inc.), 2000 WL 152129, at *4 (D. 
Del. 2000) (citations omitted). For the reasons explained 
below, the court finds that the factors weigh in favor of 
recharacterizing the sum of $ 350,000 from debt to equity.
 
81. The first factor, the name given to the instrument, 
weighs in favor of treating the $ 350,000 as debt. The 
Subordination Agreement dated November 20, 2002 
referred to the funds Sharron advanced to Debtor as 
“Subordinated Debt.” Subordination Agreement, 
Plaintiff’s Exhibit 4. The Subordination Agreements 
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dated April 30, 2003 and July 1, 2004 also use the terms 
“Creditor,” “Debtor,” and “Indebtedness.” Subordination 
Agreements, Plaintiff’s Exhibit 7 and Exhibit 8. In 
addition, the amount was also labeled “2130 – Long Term 
Loan” in Debtor’s QuickBooks. Grobstein Trial 
Declaration, ECF 86, ¶ 25. Because the name of the 
instruments, along with the verbiage in these instruments, 
refers to a debt, the court finds that the first factor weighs 
against recharacterization.
 
*58 82. The second factor, the intent of the parties, 
weighs in favor of recharacterization. Sharron was the 
Chief Executive Officer, Chief Financial Officer, 
Secretary, and Director of Debtor. Articles of 
Incorporation, Plaintiff’s Exhibit 1; Statement of 
Information, California Secretary of State, Plaintiff’s 
Exhibit 1A. As an insider, Sharron had the ability to 
enforce payments on his “loan.” Although Sharron 
received “interest payments,” he did not receive any 
payments on the principal. Lenders typically demand 
payments on the loaned principal over the course of the 
loan. Because Sharron had direct control over Debtor, 
Sharron could have easily requested that payments on the 
principal be made. But Sharron never made payment 
requests. If this sum was indeed a loan, Sharron’s 
behavior is even more curious considering the high 
amounts owed by him reflected in the Due from Officer 
Account, as Sharron made no attempt to offset this 
amount with this purported “loan.” Sharron further 
testified that “it wasn’t important that it get paid back at 
some specific date.” Sharron Testimony, Trial Transcript 
of August 18, 2016, ECF 134 at 162. Because Sharron 
could have easily demanded principal payments, it seems 
unlikely that $ 350,000 was actually intended to be a loan 
to Debtor. Accordingly, this factor weighs in favor of 
recharacterization.
 
83. The third factor, the presence or absence of a fixed 
maturity date, weighs in favor of recharacterizing the $ 
350,000 as equity. The maturity date was extended 
multiple times with little explanation. The initial maturity 
date of January 1, 2005 was first extended to July 1, 2005. 
The maturity date was later extended to January 1, 2010, 
January 1, 2012, January 1, 2014, and finally to January 
1, 2015. Promissory Notes, Plaintiff’s Exhibits 5, 6, 10, 
11, 12, 13. Ultimately, the maturity date was extended ten 
years past its initial two-year term. Had Sharron truly 
treated the sum as a loan, he would have likely objected to 
the multiple extensions of the maturity date. Thus, the 
absence of a fixed maturity date suggests the amounts 
were treated as equity.
 
84. The fourth factor, the right to enforce payment of 
principal and interest, favors a finding of 

recharacterization of the $ 350,000 into equity. As 
mentioned above, Debtor’s records contain no record of a 
demand for payment of the amounts owed. Grobstein 
Trial Declaration, ECF 86, ¶ 28. Neither principal nor 
interest payments were made, nor was any reserve created 
for payment on the note. Id. In short, there is no evidence 
that a right to enforce payment of the principal and 
interest existed. Rather than attempt to enforce payment, 
Sharron instead extended the maturity date for a total of 
ten years. Promissory Notes, Plaintiff’s Exhibits 5, 6, 10, 
11, 12, 13. Sharron also apparently left it up to his 
accountant, Kabani, to decide to extend the dates. This 
factor suggests there was no right to enforce payment and 
that the amounts were treated as equity.
 
85. The fifth factor, the presence or absence of voting 
rights, is neutral. There is no apparent evidence that any 
voting rights were conferred. Sharron was already the 
Chief Executive Officer, Chief Financial Officer, 
Secretary, and Director of Debtor and thus likely already 
had voting rights. Articles of Incorporation, Plaintiff’s 
Exhibit 1; Statement of Information, California Secretary 
of State, Plaintiff’s Exhibit 1A. Further, Debtor did not 
have a practice of holding board meetings or shareholder 
meetings on an annual basis. Grobstein Trial Declaration, 
ECF 86, ¶ 13-14. This factor is neutral.
 
86. The sixth factor, the status of the contribution in 
relation to regular corporate contributors, is also neutral. 
There is no evidence of other corporate contributors to 
Debtor. Thus, no comparison of Sharron’s “loan” to other 
corporate contributors can be made. Accordingly, this 
factor is neutral.
 
87. The seventh factor, the certainty of payment in the 
event of the corporation’s insolvency or liquidation, 
weighs in favor of an equity finding. No reserve was 
available to repay Sharron for the amounts owing. 
Grobstein Trial Declaration, ECF 86, ¶ 28. Therefore, 
there was no certainty of payment.
 
88. Of the seven factors, the preponderance of the 
evidence indicates that four weigh in favor of 
recharacterization, two are neutral, and one weighs 
against recharacterization. The court finds the factors 
weighing in favor of recharacterization more dispositive 
here. Although Sharron’s “loan” was a loan in a name and 
form, Sharron treated the loan as an equity contribution. 
Sharron requested no principal payments, and the note 
maturity date was extended multiple times without 
objection. Treating the “loan” as an actual loan would 
require the court to ignore Sharron’s behavior—behavior 
that deviates from that typical of a noteholder and which 
more closely aligns with that of a capital contributor. For 
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these reasons, the court determines that based on a 
preponderance of the evidence, the sum of $ 350,000 
should be recharacterized as equity. Accordingly, because 
the court recharacterizes the sum of $ 350,000 as equity, 
this sum cannot be used to offset the figure set forth in the 
Due from Officer Account.
 

I. Consolidated Objection to Sharron Proof of Claim 
and Sharron Motion
*59 89. The Sharron Proof of Claim asserts a total claim 
amount of $ 766,783.24. Of this amount, $ 350,000 
relates to Sharron’s “loan” to Debtor, that is, the 
Subordinated Debt. The remaining amount of the claim of 
$ 416,783.74 relates to Sharron’s claim for unpaid wage 
compensation, $ 375,283.74 of which Sharron asserts is 
entitled to priority status. Sharron’s claim for unpaid 
wage compensation can be further broken down as 
follows: salary of $ 131,500, a bonus of $ 260,000, and 
expenses of $ 25,283.74.
 

i. Debt Recharacterized as Equity
90. As discussed above, the court has found that the 
amount of the $ 350,000 Subordinated Debt is to be 
recharacterized as equity. Because this amount is to be 
treated as equity and not a debt from a loan, the court 
disallows Sharron’s claim in the amount of $ 350,000.
 

ii. The Gap Period Claim
91. Sharron asserts that he is owed wages accruing during 
the Gap Period (as previously defined, the period from the 
date of the filing of the involuntary petition, June 19, 
2013, to the date of conversion of the case to Chapter 11 
on August 13, 2013). The amount of the Gap Period 
Claim is $ 38,233.12, which is asserted in the Sharron 
Motion, filed on May 5, 2014. Motion of Lowell Sharron 
for Order Compelling Debtor to Pay (1) Administrative 
Expense and Prepetition Unsecured Wage Claims; (2) 
Equity Interest, Plaintiff’s Exhibit 146 at 5, 12, 13. A Gap 
Period Claim in an involuntary bankruptcy case is 
allowed as a third priority claim under 11 U.S.C. § 
507(a)(3) if it is “a claim arising in the ordinary course of 
the debtor’s business” in an involuntary bankruptcy case 
after the commencement of the case but before the earlier 

of the appointment of a trustee or an order for relief; such 
a claim is allowed or disallowed in the same manner as a 
prepetition claim. 11 U.S.C. § 502(f); see 3 March, Ahart 
and Shapiro, Rutter Group California Practice Guide: 
Bankruptcy, ¶ 17:740 at 17-95 – 17-96 (2018) (citing In 
re Manufacturer’s Supply Co., 132 B.R. 127, 129 (Bankr. 
N.D. Ohio 1991) and In re Hasson Industries, Inc., 90 
B.R. 405, 412-417 (Bankr. D. Minn. 1988) ). The Sharron 
Motion filed on May 5, 2014 seeking payment of this 
claim was filed after the claims bar date of December 23, 
2013. Sharron’s Proof of Claim, Defendant’s Exhibit 557; 
see also Motion of Lowell Sharron for Order Compelling 
Debtor to Pay (1) Administrative Expense and Prepetition 
Unsecured Wage Claims; (2) Equity Interest, Plaintiff’s 
Exhibit 146 and Defendant’s Exhibit 558 at 5, 12, 13 
(explaining the “proofs of claim”). It appears that 
Sharron’s claim for Gap Period wages was and is 
subsumed in his timely Proof of Claim filed on December 
23, 2013 wherein he requests payment of a claim for 
salary of $ 131,500, and the court so finds that Sharron’s 
Gap Period claim is timely. Sharron’s timely executed 
and filed proof of claim for Gap Period wages is prima 
facie evidence of the validity and amount of the claim 
under Federal Rule of Bankruptcy Procedure 3001(f), and 
the claim is undisputed. Trustee did not object to this 
claim. See Consolidated Objection to Sharron Claim, 
Plaintiff’s Exhibit 147 at 14 (“The only claim that should 
survive is the Gap Period Claim of $ 38,233.12, which 
would not be subject to LBR 2014-1.”); see also 
Plaintiff’s Trial Brief, ECF 111 at 34. Aside from the 
prima facie validity of Sharron’s filed proof of claim for 
the Gap Period Claim, he has shown by a preponderance 
of the evidence that his Gap Period Wage Claim is a 
proper claim under 11 U.S.C. § 507(a)(3) as the claim is 
for compensation of his services in the ordinary course of 
debtor’s business during the gap period (as attested to in 
his declaration in support of the Sharron Motion that he 
was the chief executive officer of Debtor and one of the 
last remaining employees of the company, and he ran the 
company during its time as a debtor in bankruptcy, 
including collecting its accounts receivable and ensuring 
that Debtor complied with all bankruptcy court and 
United States Trustee requirements). The Sharron Motion 
Declaration, Plaintiff’s Exhibit 146 at 11-17, ¶¶ 1-25. 
Based on the foregoing, the court allows Sharron’s Gap 
Period Wage Claim in the amount of $ 38,223.12.
 

iii. The Administrative Wage Claim
*60 92. Sharron seeks $ 75,500 for wages owing for his 
work from the date of conversion on August 13, 2013 to 
the date that the plan confirmation order was entered on 
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April 3, 2014. Trustee argues that the remainder of 
Sharron’s claim should be disallowed because Sharron 
failed to comply with Local Bankruptcy Rule 2014-1. The 
court rejects this argument. While the court recognizes 
that Sharron should have followed the court’s local rules 
regarding insider compensation, the court will not deny 
Sharron’s administrative claim solely on procedural 
grounds, and instead elects to address Sharron’s claim on 
its merits to determine whether it is an allowable 
administrative expense claim for services which were 
necessary and beneficial to the estate under 11 U.S.C. § 
503(b).
 
93. “In classifying the order of payment for creditors’ 
claims, the Bankruptcy Code affords the highest level of 
priority to ‘administrative expenses.’ ” In re BCE West, 
L.P, 319 F.3d 1166, 1172 (9th Cir. 2003) (citing 11 
U.S.C. § 507(a)(1) and Abercrombie v. Hayden Corp. (In 
re Abercrombie), 139 F.3d 755, 756 (9th Cir.1998) ). 
“Section 503(b)(1)(A) of the Code defines administrative 
expenses and provides a nonexclusive list of allowable 
expenses including ‘the actual, necessary costs and 
expenses of preserving the estate, including wages, 
salaries, or commissions for services rendered after the 
commencement of the case.’ ” Id. (citing Kadjevich v. 
Kadjevich (In re Kadjevich), 220 F.3d 1016, 1019 (9th 
Cir.2000) ). “The availability of the priority encourages 
third parties to deal with a business that has filed in 
bankruptcy, because these parties will be paid ahead of 
other creditors.” Id. (quoting In re Abercrombie, 139 F.3d 
at 757).
 
94. “The burden of proving an administrative expense 
claim is on the claimant. In order to limit abuses of the 
administrative-expense priority, we require a claimant to 
show that the debt: (1) arose from a transaction with the 
debtor-in-possession and (2) directly and substantially 
benefitted the estate.” Id. (quoting In re DAK Industries, 
Inc., 170 F.3d at 1199 and In re Abercrombie, 139 F.3d at 
757) (internal citations omitted). “Critically ... only 
postpetition debts can be treated as administrative 
expenses; pre-petition debts may not be granted 
administrative-expense priority.” Id. (quoting In re 
Kadjevich, 220 F.3d at 1019). Sharron’s services 
primarily consisted of collecting Debtor’s accounts 
receivable, securing insurance, terminating employees 
and determining if money was owed to them, as well as 
miscellaneous work like maintaining files and managing 
payroll. The Sharron Motion Declaration, Plaintiff’s 
Exhibit 146 at 11-17, ¶¶ 1-25. Sharron performed these 
services on behalf of the Debtor in possession. During the 
bankruptcy case, Sharron helped manage Debtor and 
assisted with collecting receivables to pay off Debtor’s 
debts. According to Sharron, through his efforts Debtor 

was able to collect an estimated 96% of receivables, 
which resulted in the debt owed to CIT, Debtor’s primary 
secured creditor, being satisfied. Id., ¶¶ 3-16. Thus, the 
court finds that Sharron’s services in managing the Debtor 
and facilitating the collection of accounts receivable 
during the bankruptcy case were necessary and directly 
and substantially benefitted the estate. The court also 
observes and finds that Sharron is entitled to 
compensation under 11 U.S.C. § 363, as Sharron was 
performing work in the ordinary course of business on 
behalf of the estate during the pendency of the bankruptcy 
case before and after conversion through plan 
confirmation. Finally, the court finds that Sharron’s 
compensation requested for this period is reasonable for 
two reasons. First, Sharron’s salary for the first month of 
the postconversion, preconfirmation period was the same 
as his monthly salary during the Gap Period to which 
Trustee has raised no objection. Second, Sharron actually 
requests a decrease in salary for the remaining months 
explaining it was “fair for [his] salary to be reduced as 
more and more of the receivables were collected, and less 
of [his] time and experience had to be used in the 
collection process.” Id., ¶ 11. Sharron claimed salary of $ 
18,500 per month during the Gap Period and for August 
and September 2013, $ 15,000 per month for October 
2013, $ 10,000 per month for November 2013, and $ 
8,000 per month for December 2013 through March 2013, 
ending right before the plan confirmation date of April 4, 
2014. Id. Thus, because Sharron’s salary claim for this 
period is based on his salary for the immediately 
preceding Gap Period to which Trustee had no objection, 
but is also reduced over time, the court finds Sharron’s 
request of unpaid wages of $ 75,500 is shown by a 
preponderance of the evidence to be reasonable because 
he performed actual and necessary services benefitting the 
estate collecting Debtor’s receivables. For these reasons, 
the court allows Sharron’s administrative expense claim 
for unpaid wages of $ 75,500 for the period between the 
date of conversion of the case to Chapter 11 and the date 
of the plan confirmation.
 

iv. The Bonus Claim
*61 95. The court disallows the bonus portion of 
Sharron’s administrative expense wage claim of $ 
260,000 because the court finds that Sharron has not met 
his burden of proving by a preponderance of the evidence 
that the bonus compensation for his services rendered 
postpetition constitutes “actual, necessary costs and 
expenses of preserving the estate, including ... wages, 
salaries, and commissions for services rendered after the 
commencement of the case ....” pursuant to 11 U.S.C. § 
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503(b)(1)(A)(i). As stated above, while the court allows 
Sharron’s claim of regular salary of $ 75,500 for his work 
during the postconversion, preconfirmation period as 
actual, necessary costs and expenses of preserving the 
estate, Sharron has not shown that a substantial bonus of $ 
260,000 in addition to his regular salary during this period 
constitutes “actual, necessary costs and expenses of 
preserving the estate”.
 
96. First, as Trustee argues, Sharron’s request for bonus 
compensation is procedurally defective because he did not 
comply with the mandatory insider compensation 
procedures of Local Bankruptcy Rule 2014-1, which 
provide that no compensation or other remuneration may 
be paid from the assets of the estate to a debtor’s owners, 
officers, directors or shareholders, such as Sharron, other 
than through the procedures in the rule. Proposed 
Conclusion of Law 68, Plaintiff’s Proposed Finding of 
Fact and Conclusions of Law, ECF 139. The Creditors’ 
Committee filed a timely objection to Sharron’s Insider 
Compensation Notice, and pursuant to Local Bankruptcy 
Rule 2014-1, Debtor was required to set the notice for 
hearing, which it never did, the Committee’s objection 
was never withdrawn, and because the notice of hearing 
was not filed, the matter never came before the court. Id. 
Moreover, Sharron’s Insider Compensation Notice did not 
identify his claim for bonus compensation.
 
97. Second, Sharron has not demonstrated that the 
substantial bonus he claims is an actual, necessary cost or 
expense of preserving the estate under 11 U.S.C. § 
503(b)(1)(A)(i). Sharron himself testified that the filing of 
the involuntary bankruptcy petition ended Debtor’s 
operations. Sharron Trial Testimony, Trial Transcript of 
August 18, 2016, ECF 134 at 240-241 (“So once [Debtor] 
closed, everything stopped. Both companies. I lost both 
companies the same day, basically.”). Based on Sharron’s 
testimony, Debtor was winding down its operations after 
the filing of the involuntary bankruptcy petition. At this 
point, Sharron was not operating Debtor’s business with 
any meaningful prospect for reorganization. Also, as 
noted above, Sharron reduced his salary for the remaining 
months of work explaining it was “fair for [his] salary to 
be reduced as more and more of the receivables were 
collected, and less of [his] time and experience had to be 
used in the collection process.” The Sharron Motion 
Declaration, Plaintiff’s Exhibit 146 at 13, ¶ 11. Thus, 
Sharron explicitly recognized that while he was entitled to 
regular pay for his postpetition services, in fairness, the 
amount of regular pay should be reduced because less of 
his time and experience were needed, which recognition 
is somewhat inconsistent with his claim for bonus 
compensation.
 

98. Awarding Sharron a bonus equal to three times his 
regular salary for his work of collecting on Debtor’s 
accounts receivable is not justifiable as an actual, 
necessary expense of preserving the estate. As stated 
earlier, Sharron is being compensated with his regular 
salary for his postpetition services to collect Debtor’s 
accounts receivables, which was in the ordinary course of 
business for Debtor. Moreover, it is doubtful that it was 
an actual and necessary expense of preserving the estate 
to award a bonus to Sharron for collecting Debtor’s 
accounts receivable because Sharron was not the only 
party collecting the accounts receivable. CIT 
(acknowledged by Sharron as “perhaps the most 
substantial factoring institution in the country today,” 
Sharron Trial Declaration at 23, ¶ 72), was actively 
collecting the accounts from the account debtors as 
recognized by the stipulations between Debtor and CIT 
granting CIT stay relief to collect all of Debtor’s accounts 
receivable, to receive payments from the account debtors 
associated with the accounts, and to apply the proceeds of 
such accounts to reduce the amounts owed by Debtor 
under the Factoring Agreement. See CIT’s Notice of 
Motion and Motion for Relief from the Automatic Stay 
under 11 U.S.C. § 362, Main Bankruptcy Case ECF 7, 
filed on July 2, 2013; Stipulation by and Between L. Scott 
Apparel, Inc. and CIT Group/Commercial Services, Inc. 
Granting Relief from the Automatic Stay to Enable 
Application of Proceeds of Accounts, Main Bankruptcy 
Case ECF 14 at 4, filed on July 19, 2013 (Debtor and CIT 
stipulated to modification of the automatic stay nunc pro 
tunc to the petition date “to enable CIT to continue to 
collect all Accounts, to receive payments from the 
account debtors associated with the Accounts, and to 
apply the proceeds of such Accounts to reduce and satisfy 
the amounts owing to CIT under the Agreements ....”); 
Order Granting Motion for Relief from the Automatic 
Stay under 11 U.S.C. § 362 (Personal Property), Main 
Bankruptcy Case ECF 20, filed on July 22, 2013; Further 
Stipulation by and Between L. Scott Apparel, Inc. and CIT 
Group/Commercial Services, Inc. Granting Relief from 
the Automatic Stay to Enable Application of Proceeds of 
Accounts, Main Bankruptcy Case ECF 64, filed on 
September 18, 2013. These stipulations between Debtor 
and CIT indicated that CIT was collecting all accounts 
receivable from the petition date, receiving the payments 
from the account debtors, applying the account proceeds 
to pay down Debtor’s debt to CIT and remit any balance 
of payments to Debtor. Id. Thus, as stipulated to by 
Debtor, since CIT was collecting all the accounts 
receivable, receiving the payments, and applying them to 
Debtor’s obligations to it, it appears that CIT was already 
doing the work of collecting Debtor’s accounts receivable 
and that most of Sharron’s work regarding Debtor’s 
accounts receivable was supporting CIT in collecting the 
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accounts receivable on which CIT had a senior lien. 
Sharron stated in his declaration in support of his motion 
that “I have spoken with CIT, the factor, on a monthly 
basis to get reports, and/or discuss issues as it relates to 
receivables.” The Sharron Motion Declaration, Plaintiff’s 
Exhibit 146 at 16, ¶ 22. This statement from Sharron 
indicates that he was getting reports from CIT on a 
monthly basis on its efforts to collect the receivables and 
they were discussing issues relating to receivables, which 
suggests that CIT was primarily responsible for collecting 
the receivables, receiving the proceeds of the accounts, 
applying them to Debtor’s debt to CIT, and holding on 
any surplus proceeds to be distributed to Debtor once CIT 
had fully collected on its debt, and Sharron was assisting 
in CIT’s collection efforts which helped to pay down 
Debtor’s debt to it.
 
*62 99. Sharron stated in his declaration in support of his 
motion as follows: “... my contributions to the Debtor 
(especially during the post-confirmation period) were 
enormous. During this period, the main business of the 
Debtor, the collection of receivables, was accomplished 
primarily as a result of my efforts. Indeed, I was uniquely 
qualified to collect the receivables since pre-bankruptcy 
negotiations took place that I was able to recall and 
leverage into a successful collection program. I estimate[ 
] that 96% of the receivables were collected. No one else 
believed that such a collection result was possible. 
Everyone assumed that since we were in bankruptcy, 
numerous parties would take advantage of the situations. 
However, I had been negotiating and speaking with these 
parties all along, the fact that I remained with the 
company during the pendency of the bankruptcy 
proceedings results in such a high collection rate. This 
collection rate has obviously benefitted all concerned. My 
written backup of these pre-bankruptcy negotiations and 
ability to communicate the Debtor’s position to key 
customers and the largest creditors was the sole and 
absolute reason the efforts were as successful as they 
were. I cannot imagine anyone disputing this....Collecting 
the receivables was not just making a few phone calls. 
Many of these invoices I collected upon were disputed, 
and I had to research the charge backs and make a 
determination as to the cost benefit of going after each 
charge and whether time was well spent.” The Sharron 
Motion Declaration, Plaintiff’s Exhibit 146 at 11, ¶¶ 15, 
16 and at 16, ¶¶ 20, 22. The court finds Sharron’s 
statements to be generally credible in that his efforts 
greatly assisted in the collecting of Debtor’s accounts 
receivable, but does not find his testimony to be 
completely credible as to his contentions that the 
collection of the accounts receivable was solely and 
exclusively due to his efforts to warrant the substantial 
bonus compensation that he is requesting. As discussed 

earlier, it also appears that CIT was substantially involved 
in collecting the accounts receivable on which it had the 
senior lien and for which it had obtained stay relief 
through stipulations with Debtor to collect the 
receivables, and these statements of Sharron are not 
inconsistent with CIT’s role in collecting the receivables 
as Sharron is assisting in facilitating CIT’s efforts to 
collect the receivables though his research of the accounts 
and contacts with the account debtors. According to 
Sharron, he collected $ 5,000,000 in accounts receivable 
as CEO of Debtor during the applicable period, and the 
bonus of $ 260,000 reflects a 5.2% commission. Sharron 
Trial Declaration at 30, ¶ 97. In this regard, the court 
agrees with Trustee’s arguments that Sharron’s bonus 
compensation claim does not meet the legal standards set 
forth in the Bankruptcy Code for payments of postpetition 
retention and incentive payments to insiders either under 
11 U.S.C. § 503(c)(1) or (c)(3) in that he had a legitimate 
job offer at an equal or higher rate of compensation or 
that his services were necessary for the survival of the 
business or that as a payment outside the ordinary course 
of business is justified by the facts and circumstances of 
this case. Proposed Conclusions of Law 71-75, Plaintiff’s 
Proposed Findings of Fact and Conclusions of Law, ECF 
139; see also 4 Levin and Sommer, Collier on 
Bankruptcy, ¶ 503.17[2] at 503-113 (16th ed. 2018) 
(citing 11 U.S.C. § 503(c)(1)(A) and (B); In re Fieldstone 
Mortgage Corp., 427 B.R. 357 (Bankr. D. Md. 2010); and 
In re Dana Corp., 358 B.R. 567, 584 (Bankr. S.D.N.Y. 
2006) ); 4 Levin and Sommer, Collier on Bankruptcy, ¶ 
503.17[4] at 503-118 - 503-121 (citing 11 U.S.C. § 
503(c)(3) ). Thus, the court cannot find that Sharron’s 
efforts warrant the requested bonus compensation as an 
actual and necessary cost or expense of preserving the 
estate, nor that the amount is reasonable, especially 
considering that Sharron did not give notice of such claim 
before he rendered such services in compliance with the 
insider compensation procedures of the local court rules. 
See Local Bankruptcy Rule 2014-1(a). For these reasons, 
the court disallows Sharron’s bonus claim of $ 260,000.
 

v. The Expense Claim
100. The court allows in part and disallows in part 
Sharron’s administrative expense claim for unreimbursed 
expenses of $ 31,722.00 because he has met his burden of 
proving by a preponderance of the evidence that the 
expenses were reasonable and necessary expenses 
benefitting the estate pursuant to 11 U.S.C. § 503(b) only 
as to a part of these expenses, but he has not met this 
burden of proof as to most of these expenses either as 
post-conversion administrative expenses under 11 U.S.C. 
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§ 503(b) or as ordinary course business expenses during 
the Gap Period under 11 U.S.C. §§ 502(f) and 507(a)(3).
 
101. In support of Sharron’s claim of $ 11,479.00 for 
general unreimbursed expenses, he attached to his proof 
of claim a summary of simple billing entries with credit 
card account numbers, dates, and amounts, with brief 
descriptions of the expense items mostly limited to one to 
four word descriptions like “chevron,” “google,” “shell,” 
“verizon,” “la pallet,” “Intl Fashion,” “truck rental for 
moving,” “Steam Iron fix,” “Internet Fee,” “USPS,” and 
“Credit Card Fee,” but he did not provide any explanation 
of these expenses in his declaration in support of this 
claim in the Sharron Motion or in his trial Declaration. 
The Sharron Motion Declaration, Plaintiff’s Exhibit 146 
at 13-14, ¶ 13 and Proof of Claim, Exhibit A attached 
thereto. Although these entries are briefly descriptive of 
possible business purposes, they do not sufficiently 
explain the necessity and benefit of the general 
unreimbursed expenses to warrant allowance, and thus, 
the court is unable to evaluate whether these expenses 
were either ordinary course business expenses during the 
Gap Period or reasonably and necessary administrative 
expenses benefitting the estate, and thus, the court finds 
that Sharron has not met his burden of proving these 
claims as third party priority Gap Period expenses or 
second priority post-conversion administrative expenses 
under 11 U.S.C. §§ 502(f), 503(b), 507(a)(2) and (3).
 
102. As to Sharron’s administrative expense claims for 
unreimbursed expenses for the post-conversion period 
from August 2013 to April 2014, namely, his health 
insurance expenses of $ 11,088.00, his automobile 
installment loan payments of $ 950.00 per month for a 
total of $ 8,075.00 and automobile insurance for his 
automobile of $ 120.00 per month for a total of $ 
1,080.00, the court finds that Sharron has met his burden 
of proving by a preponderance of the evidence that his 
unreimbursed health insurance expenses are proper 
administrative expense claims as reasonable, necessary 
expenses benefitting the estate as part of his reasonable 
compensation as an officer and employee of Debtor 
working on behalf of Debtor and the estate during the 
post-conversion period from August 2013 to April 2014.9 
The court also finds, however, that Sharron has not met 
his burden of proving by a preponderance of the evidence 
that his claimed unreimbursed expenses for his 
automobile installment loan payments and the related 
automobile insurance are proper administrative expense 
claims as reasonable, necessary expenses benefitting the 
estate since the automobile appears to have been 
Sharron’s personal vehicle and there was no business 
purpose shown by the evidence for use of the automobile 
in the Debtor’s business. Arguably, these expenses could 

be considered part of Sharron’s insider compensation 
during the pendency of the bankruptcy case because 
Debtor had paid these expenses before the involuntary 
bankruptcy case was filed, but the court finds that Sharron 
has not met his burden of proving that these expenses 
were reasonably and necessarily incurred to benefit the 
estate, or in other words, he has not shown that payment 
of his automobile and related insurance expenses would 
be reasonable insider compensation, aside from the fact 
that Sharron never obtained approval of the court for such 
expenses under the local rules governing insider 
compensation as Trustee argues. 11 U.S.C. § 503(b); 
Local Bankruptcy Rule 2014-1(a). Moreover, the 
evidence from Debtor’s books and records showing that 
Debtor pre-paid Sharron’s automobile loan installment 
payments on the 2013 Audi automobile for June through 
December 2013 shows that he is not entitled to 
reimbursement for such payments as claimed if Debtor 
already paid such expenses. L. Scott Apparel, Inc., 
Transaction Detail by Account, June 20, 2011 through 
June 19, 2013 (Auto Leasing), Plaintiff’s Exhibit 56; 
Grobstein Trial Declaration, ECF 86 at 11, ¶ 42(l); 
Stipulated Fact (50), Joint Pretrial Stipulation, ECF 97 at 
7. Sharron has not offered any evidence that he, rather 
than Debtor, made the car payments for June through 
December 2013.
 
*63 103. Accordingly, the court allows Sharron’s 
administrative expense claim for unreimbursed expenses 
in the amount of $ 11,088.00 and disallows the remaining 
portion of the $ 31,722.00 expense claim.
 

vi. The Labor Code Claims
104. Section 201 of the California Labor Code provides in 
pertinent part that “the wages earned and unpaid at the 
time of discharge are due and payable immediately.” 
California Labor Code § 201. Sharron’s employment with 
Debtor was terminated when the liquidating trustee took 
over the estate pursuant to the confirmed plan of 
reorganization after the entry of the plan confirmation 
order on April 3, 2014, and Debtor was required to pay all 
“wages earned and unpaid” once Sharron’s employment 
terminated. Sharron argues that because Debtor did not 
pay Sharron’s claims after he stopped working for Debtor, 
Debtor’s refusal is willful under California Labor Code § 
203, and thus, “the wages of the employee shall continue 
to accrue until paid for up to thirty days.” Sharron’s 
Motion for Order Compelling Debtor to Administrative 
Expense and Prepetition Unsecured Wage Claims, 
Plaintiff’s Exhibit 146, Main Bankruptcy Case ECF 198 
at 8-9. Trustee disagrees on grounds that he had a good 
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faith dispute with Sharron’s claims for waiting time 
penalties under California Labor Code § 203. California 
Code of Regulations, Title 8, § 13520 provides that “[a] 
willful failure to pay wages within the meaning of Labor 
Code Section 203 occurs when an employer intentionally 
fails to pay wages to an employee when those wages are 
due, but that a good faith dispute that any wages are due 
will preclude imposition of waiting time penalties under 
Section 203.” California Code of Regulations § 13520. A 
good faith dispute “occurs when an employer presents a 
defense, based in law or fact which, if successful, would 
preclude any recover[y] on the part of the employee. The 
fact that a defense is ultimately unsuccessful will not 
preclude a finding that a good faith dispute did exist.” 
California Code of Regulations § 13520(a). See also 
Alonzo v. Maximus, Inc., 832 F.Supp.2d 1122, 1133-1134 
(C.D. Cal. 2011).
 
105. Trustee has good faith disputes with Sharron’s wage 
claims, such as the claims for postconversion, 
preconfirmation wages and for bonus compensation, even 
if not all of Trustee’s arguments prevailed. As discussed 
earlier, the court has disallowed Sharron’s bonus 
compensation claim based on Trustee’s objection, and this 
indicates a good faith dispute on Trustee’s part. While the 
court has allowed Sharron’s claim of $ 75,500 for 
postconversion, preconfirmation wages, the court finds 
that Trustee had a good faith dispute for not immediately 
paying such claim because, as Trustee argues, Sharron did 
not comply with the procedural requirements of Local 
Bankruptcy Rule 2014-1(a), and his notice of insider 
compensation was never set for hearing. Thus, in some 
respect, Trustee’s claims are not meritless and can be 
classified as a good faith dispute precluding waiting time 
penalties under California Labor Code § 203.
 
106. However, it is undisputed that Sharron was entitled 
to his wage claim of $ 38,233.12 for the Gap Period, 
which was not immediately paid on termination, and there 
is no good faith dispute about the obligation to pay such 
claim. Trustee did not object to such claim, apparently 
having no reason to object, and such claim should have 
been immediately paid, thus incurring liability under 
California Labor Code § 203. Arguably, Trustee did not 
have notice of the Gap Period Wage Claim when Sharron 
filed his proof of claim on December 23, 2013 because 
Sharron was claiming his postpetition salary of $ 131,500 
without a breakdown between the Gap Period and the 
postconversion, preconfirmation period, and Trustee had a 
good faith dispute as to the postpetition salary claim. 
However, after his employment was terminated, Sharron 
filed his motion to compel payment of his salary claim on 
May 5, 2014, which gave a detailed breakdown of his 
salary claim between the Gap Period and the 

postconversion, preconfirmation period, at which point 
Trustee could have immediately paid the undisputed Gap 
Period portion since it had been separately itemized. Still, 
Trustee did not pay the Gap Period wages. Thus, the court 
finds that Trustee chose not to immediately pay Sharron’s 
uncontested wage claim after his termination and 
Trustee’s failure to pay the claim was willful for purposes 
of California Labor Code § 203. For these reasons, the 
court finds that Sharron has shown by a preponderance of 
the evidence that he is entitled to waiting time penalties 
under California Labor Code § 203 consisting of an 
additional 30 days of pay, which would be $ 8,000 based 
on his last rate of pay in March 2013 at $ 8,000 per 
month.
 
*64 107. Sharron has also shown by a preponderance of 
the evidence that he is entitled to reasonable attorneys’ 
fees on his waiting time penalty claims under California 
Labor Code § 203. Section 218.5 of the California Labor 
Code provides that any action brought for the nonpayment 
of wages, fringe benefits, or health and welfare or pension 
fund contributions, the court shall award reasonable 
attorneys’ fees and costs to the prevailing party if any part 
of the action requests attorneys’ fees and costs upon the 
initiation of the action. Sharron meets this qualification 
since the action was initiated by his motion. Sharron’s 
Motion for Order Compelling Debtor to Administrative 
Expense and Prepetition Unsecured Wage Claims, 
Plaintiff’s Exhibit 146, Main Bankruptcy Case ECF 198 
at 9. Sharron requested an award of $ 20,000 as 
reasonable attorneys’ fees. Id. However, Sharron provided 
no justification for this amount, and the court declines to 
award such amount of lack of showing of reasonableness. 
Id. The court in reviewing the legal work for Sharron’s 
motion in support of his waiting time penalty claims 
under the California Labor Code awards reasonable 
attorneys’ fees of $ 5,000, representing 10 hours of 
attorney time at an hourly billing rate of $ 500 per hour 
for the work performed by Sharron’s counsel regarding 
these claims in preparing and filing the motion and 
litigating the claims at trial.
 

J. Account Stated, Open Book Account, Due from 
Officers, and Due from Beyond Basics Accounts
108. An account is stated where prior transactions 
between the parties are stated, the items of that account 
are true, and the balance struck is due and owing from one 
party to the other. Gleason v. Klamer, 103 Cal.App.3d 
782, 786-787 (1980). The agreement to repay the amount 
due and owing need not be express and is “frequently 
implied from the circumstances.” Maggio Inc. v. Neal, 
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196 Cal.App.3d 745, 752-753 (1987). “In the usual 
situation, [an account stated] comes about by the creditor 
rendering a statement of the account to the debtor. If the 
debtor fails to object to the statement within a reasonable 
time, the law implies his agreement that the account is 
correct as rendered.” Zinn v. Fred R. Bright Co., 271 
Cal.App.2d 597, 600-601 (1969).
 
109. An open book account exists where a detailed 
statement is kept in the books of a nature of debits and 
credits arising out of a contract or some fiduciary 
relationship. Joslin v. Gertz, 155 Cal.App.2d 62, 65-66 
(1957). The court finds that the Due from Officer Account 
and Due from Beyond Basics Account are open accounts.
 
110. California Code of Civil Procedure § 337a provides 
as follows:

The term “book account” means a detailed statement 
which constitutes the principal record of one or more 
transactions between a debtor and a creditor arising out 
of a contract or some fiduciary relation, and shows the 
debits and credits in connection therewith, and against 
whom and in favor of whom entries were made, is 
entered in the regular course of business of as 
conducted by such creditor or fiduciary, and is kept in a 
reasonable permanent form and manner and is (1) in a 
bound book...or is kept in any other reasonable 
permanent form or manner.

California Code of Civil Procedure § 337a.
 
111. Book accounts include computerized records. 
Interstate Group Administrators, Inc. v. Cravens, Dargan 
& Co., 174 Cal.App.3d 700, 708 (1985). A book account 
is deemed “open” so long as there exists the possibility of 
future transactions between the parties and there is one 
indivisible liability arising from the series of related and 
reciprocal transactions. R.N.C., Inc. v. Tsegeletos, 231 
Cal.App.3d 967, 972; see also Gross v. Racabaren, 206 
Cal.App.3d 771, 778 (1988).
 
112. Sharron does not dispute the accuracy of the amount 
computed as owing on Due from Officer Account. The 
outstanding balance on the Due from Officer Account is $ 
462,194.13. However, this computed amount includes 
credits of $ 105,000 claimed by him for interest on the 
alleged “loan” of $ 350,000 from Sharron to Debtor. 
Because the court has recharacterized this “loan” debt as 
his equity in Debtor, the court finds that there should be 
no deductions for crediting Sharron with interest on the 
alleged loan from the amount owed by him from the Due 
from Officer Account. Accordingly, the court finds that 
Trustee has proven his claims for account stated and open 
book account against Sharron by a preponderance of the 
evidence and that the outstanding balance on the Due 

from Officer Account owed by Sharron to Debtor and its 
estate is $ 567,194.13.
 
*65 113. As of July 24, 2013, the amount owing on the 
Due from Beyond Basics Account is $ 502,008.46. 
Beyond Basics does not contest this amount. Accordingly, 
the court finds that Trustee has proven his claims for 
account stated and open book account against Beyond 
Basics by a preponderance of the evidence and that the 
outstanding balance on the Due from Beyond Basics 
Account owed by Beyond Basics to Debtor and its estate 
is $ 502,008.46.
 
114. The court also finds that Trustee has shown by a 
preponderance of the evidence that Sharron and Beyond 
Basics are also liable to Debtor and its estate for 
prejudgment interest on the account stated and open book 
account claims under California law at the California 
statutory rate of interest of 10% per annum from the date 
of the filing of the adversary complaint on March 3, 2015 
through the date of entry of judgment. California Civil 
Code §§ 3287 and 3289; Oak Harbor Freight Lines, Inc. 
v. Sears, Roebuck & Co., 513 F.3d 949, 961-962 (9th Cir. 
2008); Pacific Mutual Life Insurance Co. v. Fisher, 106 
Cal. 224 (1895); Grangers’ Union v. Ashe, 12 Cal.App. 
757, 759 (1910); see also 3 Jones, Rosen, Wegner and 
Jones, Rutter Group Practice Guide: Federal Civil Trials 
and Evidence, ¶ 19:513 at 19-161 thru 19-162 (2018) 
(prejudgment interest on state law claims in diversity 
jurisdiction cases governed by state law) (citing, inter 
alia, Northrup Corp. v. Triad International Marketing, 
S.A., 842 F.2d 1154, 1155 (9th Cir. 1988) ).
 
115. “On contract claims, any legal rate specified in the 
contract applies until the contract is superseded by the 
verdict or other new obligation ... [o]therwise, the 
prejudgment interest rate is 10% per annum from the date 
of the breach.” See 1 Ahart, Rutter Group California 
Practice Guide: Enforcing Judgments and Debts, ¶ 
3:307.6 at 3-113 (2018) (citing, inter alia, California Civil 
Code § 3289(a) and (b) ) (emphasis in original). Trustee 
argues that he is entitled to prejudgment interest from 
Sharron from the date of the alleged insolvency of Debtor 
on October 16, 2012 on the amount of $ 39,329, which is 
the amount of increase in the Due from Officer Account, 
disregarding the Subordinated Debt interest credits, and 
on the amount of the Due from Beyond Basics Account as 
the alter ego of Beyond Basics and from Beyond Basics 
on the amount of the Due from Beyond Basics Account. 
Plaintiff’s Proposed Findings of Fact and Conclusions of 
Law, ¶¶ 53-55. Trustee asserts that the date that 
prejudgment interest accrues is the date of the alleged 
insolvency of Debtor on October 16, 2012, but he cites no 
authority as to why that is the applicable date. Id., ¶¶ 
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50-55. Defendants do not address prejudgment interest in 
Defendants’ Proposed Findings of Fact and Conclusions 
of Law, ECF 149 The relevant California case authority is 
the California Supreme Court’s decision in Pacific 
Mutual Life Insurance Co. v. Fisher, 106 Cal. at 234, and 
the appellate court decision in Grangers’ Union v. Ashe, 
12 Cal.App. at 759, following it, which decisions hold 
that the time that prejudgment interest accrues on an 
account stated claim is the date that the suit to collect is 
filed. Such holding makes sense because there are no 
definite dates of breach where the accounts are open 
accounts and there are no fixed dates of repayments. 
Thus, if Defendants are liable on Trustee’s account stated 
or open book account claims, prejudgment interest runs 
from the date that Trustee filed his adversary complaint 
asserting such claims on March 3, 2015, rather than the 
date of October 16, 2012 (as argued by Trustee), two and 
one-half years earlier.
 
*66 116. While postjudgment interest is not addressed by 
the parties, it is only allowable in this matter pursuant to 
28 U.S.C. § 1961 at the federal postjudgment interest rate. 
See 3 Jones, Rosen, Wegner and Jones, Rutter Group 
Practice Guide: Federal Civil Trials and Evidence, ¶ 
19:518 at 19-163 (postjudgment interest on state law 
claims in diversity jurisdiction cases governed by 28 
U.S.C. § 1961, not state law) (citing, inter alia, Northrup 
Corp. v. Triad International Marketing, S.A., 842 F.2d at 
1155).
 
117. With respect to Trustee’s Eleventh and Twelfth 
Claims for Relief for account stated and open book 
account, Defendants raised as additional issues for trial in 
the Joint Pretrial Stipulation the following: “Whether 
Sharron is entitled to an offset in the event it is 
determined that he owes any funds based on the ‘Due 
from Officers’ account.” Legal Issues (10) and (11), Joint 
Pretrial Stipulation, ECF 97 at 38. In his proof of claim, 
Sharron asserted a right to setoff with respect to his 
alleged secured claim for the Subordinated Debt in the 
amount of $ 350,000. Sharron Proof of Claim, 
Defendants’ Exhibit 557. As discussed above, the court 
determines that (i) Trustee is entitled to relief on the 
Eleventh and Twelfth Claims for Relief for account stated 
and open book account against Sharron on the Due from 
Officer account, which is a prepetition debt, and (ii) 
Sharron is entitled to relief on the Sharron Motion as to 
his claims for Gap Period wages, Post-Conversion wages 
and unreimbursed Post-Conversion expenses, which are 
postpetition debts. In order for a right of setoff to be 
recognized and preserved under 11 U.S.C. § 553, three 
conditions must be met: “(1) the debtor owes the creditor 
a prepetition debt; (2) the creditor owes the debtor a 
prepetition debt; and (3) the debts are mutual.” In re 

Wade Cook Financial Corp., 375 B.R. 580, 594 (9th Cir. 
BAP 2007) (citations omitted). “In essence, a creditor 
must establish two elements before a setoff may be 
asserted: timing and mutuality.” Id. (citation omitted). 
“With regard to the timing element, ‘each debt or claim 
sought to be offset must have arisen prior to the filing of 
the bankruptcy petition.” Id. (citation omitted; emphasis 
in original). “With respect to the mutuality element, the 
debts and claims must be ‘in the same right and between 
the same parties, standing in the same capacity.’ ” Id. 
(citations omitted). Here, because Debtor’s debts owed on 
Trustee’s claims are prepetition debts, such debts cannot 
be set off against the postpetition debts owed by Trustee 
on behalf of the bankruptcy estate to Debtor because the 
timing element under 11 U.S.C. § 553 is not met. 
Accordingly, the court denies Sharron’s setoff claim.
 

K. Other Amounts Trustee Alleges as Due to Debtor
118. Trustee alleges that certain transfers totaling $ 
25,159.02 were not recorded in the Due from Officer 
Account. These transfers include $ 9,900.00 in payroll 
checks to Mirna Limon Gutierrez for the period of 
January 1, 2013 through June 7, 2013, and $ 15,259.02 
that Sharron caused Debtor to pre-pay on June 12, 2013 
for Sharron and his wife’s vehicle lease payments for 
June 2013 through December 2013. As discussed above, 
the court finds that the amounts attributable to Ms. 
Gutierrez were compensation to her for her work in the 
business of Debtor, so such amounts are not recoverable 
by Trustee. Alternatively, such amounts were not booked 
in the Due from Officer Account, and while they appear 
instead to be shareholder distributions to Sharron, all but 
one of these payments occurred before the date of 
insolvency found by the court on June 1, 2013 and hence 
before Trustee has established insolvency. Thus, such 
amounts are not recoverable as fraudulent transfers. 
Accordingly, the court finds that Trustee has not shown 
by a preponderance of the evidence that Sharron owes this 
sum of $ 9,900 to Debtor and its estate as to payments to 
Ms. Gutierrez.
 
*67 119. However, as to the prepaid payments by Debtor 
for the automobiles driven by Sharron and his wife in the 
amount of $ 15,259.02 on June 12, 2013, because these 
transfers occurred after the date of June 1, 2013 that the 
court finds that Trustee has shown by a preponderance of 
the evidence that as the date of insolvency of Debtor, 
these amounts are recoverable as follows: (i) under the 
breach of fiduciary theory because such transfers were a 
diversion or dissipation of corporate assets which could 
have been used to pay creditors’ claims in in violation of 
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Sharron’s fiduciary duty to creditors of Debtor under the 
“trust fund doctrine,” and (ii) as constructively fraudulent 
transfers because they were made while Debtor was 
insolvent and without reasonably equivalent consideration 
since these payments were made to pay Sharron’s 
automobile loan debts for his and his wife’s automobiles 
used for their personal purposes. Accordingly, the court 
finds that Sharron owes the sum of $ 15,259.02 to Trustee 
on behalf of Debtor and its estate.
 

L. Abandonment of Trustee’s Thirteenth Claim for 
Relief - Accounting
120. Before trial, Trustee abandoned his Thirteenth Claim 
for Relief against Sharron for an Accounting, and 
accordingly, no relief on that claim will be granted. See 
Contested Fact (11), Joint Pretrial Stipulation, ECF 97 at 
31, and Legal Issue (12), Joint Pretrial Stipulation, ECF 
97 at 38.
 

M. Defendants’ Affirmative Defenses
121. In the answer to Trustee’s first amended complaint, 
Defendants asserted fifteen affirmative defenses. ECF 69, 
filed on May 31, 2016, at 10-13.
 
122. Before trial, Defendants admitted that there are no 
facts of which they are aware that support their second 
affirmative defense (statute of limitations), fourth 
affirmative defense (laches, waiver, estoppel) and tenth 
affirmative defense (unclean hands). Stipulated Facts 
(106) through (111), Joint Pretrial Stipulation, ECF 97 at 
13-14. Based on these admissions, the court denies these 
affirmative defenses for lack of factual support.
 
123. In the Joint Pretrial Stipulation, Defendants did not 
identify any issues of fact or any issues of law to be 
litigated relating to their affirmative defenses, and thus, 
did not ask the court to determine any issues relating to 
these defenses. Contested Facts, Joint Pretrial Stipulation, 
ECF 97 at 14-39.
 
124. In Defendants’ (Proposed) Findings of Fact and 
Conclusions of Law on Trustee’s Adversary Complaint 
against Defendants Lowell Sharron and Beyond Basic, 
LLC, ECF 149, Defendants did not propose any findings 
of fact or conclusions of law relating to their affirmative 
defenses, and thus, did not argue that the evidence at trial 
supports any factual finding or conclusion of law in favor 

of these defenses.
 
125. Because Defendants did not identify any issues of 
fact or law relating to their asserted affirmative defenses 
in the Joint Pretrial Stipulation and they did not propose 
any findings of fact or conclusions of law relating to these 
defenses, the court determines that Defendants have 
abandoned their affirmative defenses, and therefore, the 
court denies these defenses as abandoned.
 

IV. CONCLUSION

Based on the foregoing, the court will enter judgment as 
follows:
 
(1) For the Defendants on the First Claim for Relief for 
avoidance and recovery of actual fraudulent transfer 
pursuant to 11 U.S.C. §§ 548(a)(1)(A) and 550.
 
(2) For the Defendants on the Second Claim for Relief for 
avoidance and recovery of actual fraudulent transfer 
pursuant to 11 U.S.C. § 544 and California Civil Code § 
3439.04(a)(1).
 
(3) For the Defendants on the Third Claim for Relief for 
avoidance and recovery of fraudulent transfer pursuant to 
11 U.S.C. § 544 and California Civil Code §§ 
3439.04(a)(2) and 3439.05, except for Plaintiff and 
against Sharron in the amount of $ 15,259.02 in prepaid 
automobile loan payments made by Debtor on behalf of 
Sharron and for Plaintiff and against Beyond Basics in the 
amount of $ 8,131.09 in expenses of Beyond Basics paid 
on behalf of Beyond Basics after Debtor became insolvent 
on June 1, 2013.
 
*68 (4) For Plaintiff on the Fourth Claim for Relief for 
recharacterization of Sharron’s claim of debt as equity.
 
(5) For Defendant Sharron on the Fifth Claim for Relief 
for breach of fiduciary duty, except for Plaintiff and 
against Sharron in the amount of $ 15,259.02 in prepaid 
automobile loan payments made by Debtor on behalf of 
Sharron and in the amount of $ 8,131.09 in expenses of 
Beyond Basics paid on behalf of Beyond Basics after 
Debtor became insolvent on June 1, 2013.10

 
(6) For the Defendants on the Sixth Claim for Relief for 
goods sold and delivered.
 
(7) For the Defendants on the Seventh Claim for Relief 
for corporate waste.
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(8) For Defendant Sharron on the Eighth Claim for Relief 
for equitable subordination.
 
(9) On the Ninth Claim for Relief and claims objection, as 
follows:

a. Sharron’s claim of $ 350,000 for the Subordinated 
Debt is disallowed because the court has 
recharacterized this amount claimed as debt as 
equity.

b. Sharron’s unsecured priority claim of $ 38,233.12 
for unpaid wages during the Gap Period wages is 
allowed pursuant to 11 U.S.C. §§ 502(f) and 
507(a)(3), and in allowing such claim, Trustee must 
account for, withhold, and/or pay applicable federal 
and state employment and unemployment taxes 
related to such wages before crediting or paying 
Sharron the net amount of the claim based on this 
judgment.

c. Sharron’s administrative expense claim of $ 
75,500.00 for unpaid wages covering the period 
between case conversion and plan confirmation is 
allowed pursuant to 11 U.S.C. § 503(b), and in 
allowing such claim, Trustee must account for, 
withhold, and/or pay applicable federal and state 
employment and unemployment taxes related to such 
wages before crediting or paying Sharron the net 
amount of the claim based on this judgment.

d. Sharron’s administrative expense claim of $ 
260,000.00 claimed as bonus compensation for work 
in the period between case conversion and plan 
confirmation is disallowed.

e. Sharron’s administrative expense claim for 
unreimbursed expenses is partially allowed in the 
amount of $ 11,088.00.

f. Sharron’s administrative expense claim for 
damages based on alleged violations of California 
Labor Code § 203 is allowed in the amount of $ 
8,000.00 representing 30 days of wages based at his 
final pay rate of $ 8,000.00 per month, and in 
allowing such claim, Trustee must account for, 
withhold, and/or pay applicable federal and state 
employment and unemployment taxes related to such 
wages before crediting or paying Sharron the net 
amount of the claim based on this judgment. Sharron 
is also entitled to an award of reasonable attorneys’ 
fees of $ 5,000.00 as part of his allowed 
administrative expense claim for damages based on 
alleged violations of California Labor Code § 203.

 

(10) For the Defendants on the Tenth Claim for Relief for 
avoidance and recovery of preferential transfer pursuant 
to 11 U.S.C. §§ 547 and 550.
 
*69 (11) For the Plaintiff on the Eleventh Claim for Relief 
for account stated. The outstanding balance on the Due 
from Officer Account is $ 567,194.13. The outstanding 
balance on the Due from Officer Account is $ 567,194.13, 
and Defendant Sharron owes this amount to Plaintiff, plus 
prejudgment interest at 10% per annum from the date of 
the filing of the adversary complaint on March 3, 2015 to 
the date of entry of judgment in this adversary 
proceeding. The outstanding balance on the Due from 
Beyond Basics Account is $ 502,008.46, and Defendant 
Beyond Basics owes this amount, plus prejudgment 
interest at 10% per annum from the date of the filing of 
the adversary complaint on March 3, 2015 to the date of 
entry of judgment in this adversary proceeding. 
Post-judgment interest is allowed pursuant to 28 U.S.C. § 
1961. Sharron may not set off the postpetition debts owed 
by the bankruptcy estate to him against the prepetition 
debts owed by him to the estate.
 
(12) For the Plaintiff on the Twelfth Claim for Relief for 
open book account. The outstanding balance on the Due 
from Officer Account is $ 567,194.13, and Defendant 
Sharron owes this amount to Plaintiff, plus prejudgment 
interest at 10% per annum from the date of the filing of 
the adversary complaint on March 3, 2015 to the date of 
entry of judgment in this adversary proceeding. The 
outstanding balance on the Due from Beyond Basics 
Account is $ 502,008.46, and Defendant Beyond Basics 
owes this amount, plus prejudgment interest at 10% per 
annum from the date of the filing of the adversary 
complaint on March 3, 2015 to the date of entry of 
judgment in this adversary proceeding. Post-judgment 
interest is allowed pursuant to 28 U.S.C. § 1961. In this 
regard, the court notes that Plaintiff is entitled to a single 
recovery against each defendant on the Eleventh and 
Twelfth Claims for Relief. Post-judgment interest is 
allowed pursuant to 28 U.S.C. § 1961. Sharron may not 
set off the postpetition debts owed by the bankruptcy 
estate to him against the prepetition debts owed by him to 
the estate.
 
(13) No relief will be granted on the Thirteenth Claim for 
Relief for an accounting because Trustee abandoned that 
Claim before trial. See Contested Fact (11), Joint Pretrial 
Stipulation, ECF 97 at 31, and Legal Issue (12), Joint 
Pretrial Stipulation, ECF 97 at 38.
 
A separate judgment consistent with these findings of fact 
and conclusions of law is being filed and entered 
concurrently herewith.
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IT IS SO ORDERED.
 

All Citations

Slip Copy, 2019 WL 1768235

Footnotes

1 As discussed below, the court determines that the date from which prejudgment interest should run is not June 19, 2013, the date 
on which the involuntary bankruptcy petition was filed against Debtor, and not October 16, 2012, the date of alleged insolvency 
argued by Trustee at trial, but March 3, 2015, the date Trustee filed his complaint, which commenced this adversary proceeding.

2 In February 2013, a field examiner with CIT sent an email dated Feburary 5, 2013 to Lita Trinidad with Debtor inquiring about 
accounts payable over 60 days past due, including “Kody Branch - $ 90K, Donshen Textile - $ 221K, ShaoXing County Boran 
Textiles - $ 20K, Ningbo YinZhou - $ 15K” and requesting an explanation why these accounts were past due and if they will be 
paid. Email string from L. Trinidad to L. Sharron, February 8, 2013, Plaintiff’s Exhibit 116. Ms. Trinidad forwarded the email to 
Sharron on February 8, 2013 for his information. Id. Although this inquiry was made by CIT, as discussed herein, CIT continued to 
provide factoring financing to Debtor through June 2013.

3 According to Wall, Debtor’s payables to Kody as of June 30, 2012 were: (1) Current: $ 256,471.81 (53.6% of a total of $ 478,636); 
(2) 1-30 days past due: $ 186,991.71 (39.1%); (3) 31-60 days past due: -$ 670.90 (overpaid); (4) 61-90 days past due: -$ 414.44 
(overpaid); and (5) over 90 days past due: $ 36,258.15 (7.5%). Wall Supplemental Report, Plaintiff’s Exhibit 151 at 6. According 
to these figures, almost all of the payables, 92.7%, were either current or only slightly past due (i.e., 1-30 days). Id.
According to Wall, Debtor’s payables to Kody as of December 31, 2012 were: (1) Current: $ 291,705.13 (36.0% of a total of $ 
810,487); (2) 1-30 days past due: $ 427,378.67 (52.7%); (3) 31-60 days past due: $ 0.00 (0.0%); (4) 61-90 days past due: $ 0.00 
(0.0%); and (5) over 90 days past due, $ 91,402.84 (11.3%). Wall Supplemental Report, Plaintiff’s Exhibit 151 at 6. According to 
these figures, almost all of the payables, 88.7%, were either current or only slightly past due (i.e., 1-30 days). Id.

4 According to Wall, Debtor’s payables to Kody as of March 31, 2013 were: (1) Current: $ 310,276.32 (36.9% of a total of $ 
841.637); (2) 1-30 days past due: $ 336,578.85 (40.0%); (3) 31-60 days past due: $ 82,653.69 (9.8%); (4) 61-90 days past due: $ 
20,229.63 (2.4%); and (5) over 90 days past due: $ 91,898.92 (11.8%). Wall Supplemental Report, Plaintiff’s Exhibit 151 at 6. 
According to these figures, most of the payables, 76.9%, were either current or only slightly past due (i.e., 1-30 days). Id.

5 An Assignment for the Benefit of Creditors “is a recognized but less than comprehensive statutory procedure that is an alternative 
to liquidation in bankruptcy.” Berg & Berg Enterprises, LLC v. Boyle, 178 Cal.App.4th 1020, 1024 (2009) (citing, inter alia, 
California Code of Civil Procedure §§ 493.010 and 1802).

6 The amounts of Sharron’s compensation claimed in the Sharron Motion and in the Sharron Proof of Claim do not exactly match 
up. First, page 5 of the Sharron Motion notes that the Sharron Proof of Claim lists Sharron’s unpaid compensation as unpaid wages 
and salaries of $ 375,283.74, and further notes that the unpaid compensation was explained in the Sharron Proof of Claim as 
unpaid salary of $ 131,500 and the Bonus Claim of $ 260,000, but the total of the $ 131,500 unpaid salary and the $ 260,000 Bonus 
Claim is $ 391,500, which is $ 16,216.26 greater than the amount stated on the face of the Sharron Proof of Claim. The Sharron 
Motion itself gives no explanation for this discrepancy. The Sharron Motion then states that the unpaid wages consist of the $ 
38,233.12 Gap Period Claim, the $ 107,222 Administrative Wage Claim, and the $ 260,000 Bonus Claim, which amounts total $ 
405,455.12. The explanation appears to be an error in addition, and the court will simply address the discrete components of these 
claims one by one.

7 Trustee originally also alleged that Debtor was the alter ego of Sharron and of Beyond Basics. See Legal Issues (5), (10)(iii), 
(11)(iii), Joint Pretrial Stipulation, ECF 97 at 35, 37, 38. However, Trustee later abandoned these claims and limited the alter ego 
allegations to the question of whether the corporate identity of Beyond Basics should be disregarded to hold Sharron personally 
liable for the amounts owing on the Due from Beyond Basics Account. See Plaintiff’s Trial Brief, ECF 111 at 22-24; Plaintiff’s 
Proposed Findings of Fact and Conclusions of Law, ECF 139, ¶¶ 26-32; Transcript of December 15, 2016, ECF 166 at 149-150.

8 Associated Vendors sets forth an extensive list of non-exhaustive factors, many of which are not relevant here. See Associated 
Vendors, Inc. v. Oakland Meat Co., 210 Cal.App.2d at 838-840.

9 The court has considered the reasonableness of the amount of the unreimbursed health insurance expenses of $ 11,088.00 for the 
nine-month period between August 2013 and April 2014, which is approximately $ 1,232.00 per month, which seems a little high, 
but not unreasonable, considering that Sharron had serious health issues, including a severe heart condition. Trustee does not 
dispute the reasonableness of the amount of Sharron’s unreimbursed health insurance expenses; rather, Trustee’s opposition to 
Sharron’s expense claim is based on the argument that Sharron failed to provide a proper accounting for his expenses “organized in 
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a manner that that corresponds to the requirements of the Bankruptcy Code” and that “the Court never approved Sharron’s 
compensation arrangement, or expense reimbursement.” Plaintiff’s Proposed Findings of Fact and Conclusions of Law, 
Conclusions of Law, ¶ 70. Thus, the court allows Sharron’s unreimbursed health insurance expenses.

10 Although the court determines that Plaintiff is entitled to partial recovery against Defendants on his Third and Fifth Claims for 
Relief, Plaintiff is not entitled to multiple recoveries of the amounts awarded since the amounts awarded are the same amounts 
under different theories of recovery.

End of Document © 2021 Thomson Reuters. No claim to original U.S. Government Works.
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REPORT AND RECOMMENDATION RE: 
PLAINTIFF’S MOTION FOR PARTIAL SUMMARY 
JUDGMENT ON COMMON ISSUES (ECF NO. 125)

PATRICIA C. WILLIAMS, United States Bankruptcy 
Judge.

*1 The Honorable Patricia C. Williams, sitting in the 
United States Bankruptcy Court for the Eastern District of 
Washington, hereby files this Report and 
Recommendation regarding Plaintiff’s Motion for Partial 
Summary Judgment on Common Issues (ECF No. 125) 
filed with the bankruptcy court in this adversary 
proceeding.
 
This Report and Recommendation is made pursuant to the 
Honorable Rosanna Malouf Peterson’s Order Granting 
Joinder and Withdraw of Reference and Referring Back to 
Bankruptcy Court for Further Proceedings (ECF No. 28) 
and Order Granting Motion for Clarification (ECF No. 
35).
 
The Recommendation is that the Plaintiff’s Motion for 
Partial Summary Judgment be GRANTED. The basis for 
the recommendation is set forth in the Memorandum 
Decision Re: Plaintiff’s Motion for Partial Summary 
Judgment attached hereto.
 
So Ordered.
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MEMORANDUM DECISION RE: PLAINTIFF’S 
MOTION FOR PARTIAL SUMMARY JUDGMENT 
ON COMMON ISSUES (ECF NO. 125)

This decision represents the bankruptcy court’s report and 
recommendation to the district court regarding Plaintiff’s 
Motion for Partial Summary Judgment (ECF No. 125) 
concerning the “common issues” defined by the parties 
and the court. The adversary proceedings were 
consolidated for the purpose of addressing the “common 
issues.” The two common issues are whether a Ponzi 
scheme existed, and when did the debtor become 
insolvent.
 

PROCEDURAL HISTORY

An involuntary chapter 11 bankruptcy case was filed in 
this court on July 10, 2009, concerning LLS–A, LLC, 
under case No. 09–03910–PCW11. A voluntary chapter 
11 bankruptcy case was commenced by Ralph Gamble as 
CEO of LLS America, LLC, in the bankruptcy court of 
Nevada on July 21, 2009. The Nevada bankruptcy court 
transferred venue of its case to this court on November 4, 
2009 (No. 09–06194–PCW11, ECF No. 1). Also a 
voluntary chapter 11 bankruptcy case was filed in this 
court on February 21, 2011, concerning D & D and 
Associates, LLC, under case No. 11–00785–FLK11.
 
On March 15, 2010 (No. 09–06194–PCW11, ECF No. 
168), Mr. Charles Brent Hall was appointed as an 
examiner (hereinafter “the Examiner”) pursuant to 11 
U.S.C. § 1104(d) and authorized to investigate the acts, 
conduct, assets, liabilities, and financial condition of the 
debtor, including, but not limited to:
 
a. sales or transfers of assets and any related transactions 
between the debtor and any affiliate or insider as those 
terms are defined in 11 U.S.C. § 101(2) and (31);
 
b. any transfer or transaction involving the debtor and any 
insider, affiliate, or member of management of the debtor 
which was improper or a misappropriation of funds of the 
debtor; and
 
c. the debtor’s present financial operations and business 
model to determine if the business model is profitable and 
to analyze the profitability of the business on a 
go-forward basis.
 
On April 7, 2011, the court signed an agreed order 

authorizing the appointment of a chapter 11 trustee in the 
underlying chapter 11 case (No. 09–06194–PCW11, ECF 
No. 321). Notice of the appointment of Mr. Bruce 
Kriegman as trustee of the debtor was filed on April 18, 
2011 (No. 09–06194–PCW11, ECF No. 328).
 
*2 The Examiner’s investigation had revealed the 
existence of dozens of legal entities related to and formed 
by the owner of the initial two debtors. Those entities 
existed in various western states and Canada. Several of 
the entities appeared to have been and continued to be 
inactive, but many did not. On June 30, 2011, the chapter 
11 trustee in the LLS America, LLC, bankruptcy case 
filed a nunc pro tunc motion for substantive consolidation 
of debtor and the non-debtor estates (No. 
09–06194–PCW11, ECF No. 449), which included the 
following entities: 1) D & D and Associates, LLC (Case 
No. 11–00785–PCW11); 2) Team Spirit America, LLC; 
3) LLS Canada, LLC; 4) Little Loan Shoppe America, 
LLC; 5) Little Loan Shoppe, Ltd.; 6) 639504BC, Ltd.; 7) 
Little Loan Shoppe Canada, LLC; 8) 0738106BC, Ltd .; 
9) 0738116BC, Ltd.; 10) 0738126BC, Ltd.; 11) 360 
Northwest Networks, LLC; and 12) LLS North America, 
LLC (collectively, the “LLS America Companies”). An 
order was entered granting the chapter 11 trustee’s nunc 
pro tunc motion for substantive consolidation on 
September 8, 2011 (No. 09–06194–PCW11, ECF No. 
771), substantively consolidating the LLS America 
Companies with the debtor LLS America, LLC, effective 
as of July 21, 2009 (the date of the LLS America, LLC 
bankruptcy filing). The consolidation order further stated 
that the assets and liabilities of the LLS America 
Companies would be pooled with the assets and liabilities 
of LLS America, LLC, the debtor herein, and would be 
administrated by the chapter 11 trustee for the benefit of 
the creditors of the consolidated debtor (hereinafter 
“LLS” or “debtor”).
 
In the summer of 2011, the trustee filed approximately 
225 adversary proceedings seeking to recover funds 
transferred from the debtor to hundreds of “investors” or 
“lenders” as fraudulent transfers under 11 U.S.C. § 548 
and RCW 19.40.041. A few of the adversary proceedings 
sought recovery from defendants who were not investors 
or lenders, but had other relationships with the debtor. 
The trustee confirmed a chapter 11 plan on October 25, 
2012 (No. 09–06194–PCW11, ECF No. 1403). That plan 
devotes the proceeds of recovery in the adversary 
proceedings to the repayment of creditors.
 
Many of the defendants were residents of Canada and 
various decisions were rendered concerning service of 
process and jurisdiction, particularly the court’s 
memorandum decision in adversary proceeding No. 
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11–80093–PCW, ECF No. 146. The defendants and, on 
occasion, the plaintiff, requested that final judgment in 
many of the adversary proceedings be entered by the 
district court and those cases will be tried before that 
court. Some of the adversaries will be tried before the 
bankruptcy court. This decision is applicable to each type 
of adversary.
 
The adversary proceedings were consolidated for the 
purpose of determining the “common issues” identified 
by the parties and the court, i.e., whether a Ponzi scheme 
occurred and when insolvency began. (ECF No. 123). 
Those adversary proceedings not subject to the 
consolidation will be resolved separately by the 
bankruptcy court. Non-common issues remain to be 
determined in each particular adversary proceeding, such 
as the effect of the applicable statute of limitations to each 
defendant, whether that defendant has a defense to the 
trustee’s claims, and an accounting to determine the 
amount of any recovery by the trustee.
 
*3 The plaintiff filed his Motion for Partial Summary 
Judgment together with supporting declarations and legal 
authorities on December 3, 2012 (ECF No. 125). The 
hearing was scheduled for January of 2013, but at the 
request of the defendants, was continued to June 13, 2013. 
The bankruptcy court’s recommendation regarding that 
Motion for Partial Summary Judgment is discussed and 
contained in this decision.
 

FACTS

Many of the facts are recounted in the bankruptcy court’s 
prior decision in adversary proceeding No. 
11–80093–PCW11 on Defendants Sheldon Frank’s and 
Margaret Miller’s Motions to Dismiss (ECF No. 146) and 
other matters and will not be repeated herein. 
Simplistically, Doris Nelson, who had no prior business 
experience, lived in Canada in 1997 and began operating 
a short-term loan (commonly referred to as a “payday 
loan”) business in British Columbia, Canada. In 2001, 
Ms. Nelson relocated herself and her business to Spokane, 
Washington. The payday loan business transformed from 
a “store front” to an internet business. Ms. Nelson 
established a pattern of obtaining funds from individual 
“investors” or “lenders” from the beginning of the 
business, and that pattern continued into 2008. 
Promissory notes were issued evidencing the funds 
obtained. For convenience, the individuals or entities 
providing those funds to the debtor will be referred to as 

“lenders” in this decision. Specific relevant facts will be 
recounted in addressing the issues presented.
 

STANDARDS FOR SUMMARY JUDGMENT

A moving party is entitled to summary judgment where 
the party establishes that no genuine issue of material fact 
exits and the moving party is entitled to judgment as a 
matter of law. Fed. R. Bankr.P. 7056; Fed.R.Civ.P. 56(a). 
The moving party bears the initial burden of proving that 
there are no genuine issues of material fact. Barboza v. 
New Form, Inc. (In re Barboza), 545 F .3d 702, 707 (9th 
Cir.2008). “In response to a properly submitted summary 
judgment motion, the burden shifts to the opposing party 
to set forth specific facts showing that there is a genuine 
issue for trial.” Id. “Merely alleging the existence of a 
factual dispute is insufficient to defeat a summary 
judgment motion; rather, there must exist in the record a 
genuine issue of material fact.” Rieser v. Hayslip (In re 
Canyon Sys. Corp.), 343 B.R. 615, 629 (Bankr.S.D.Ohio 
2006). “Where the record taken as a whole could not lead 
a rational trier of fact to find for the non-moving party, 
there is no ‘genuine issue for trial.’ “ Matsushita Elec. 
Indus. Co., Ltd. v. Zenith Radio Corp., 475 U.S. 574, 
586–87, 106 S.Ct. 1348, 89 L.Ed.2d 538 (1986). The 
judge’s function in ruling on a summary judgment motion 
is not to weigh the evidence and determine the truth of the 
matter, but to determine whether there is a genuine issue 
for trial. Anderson v. Liberty Lobby, Inc., 477 U.S. 242, 
106 S.Ct. 2505, 91 L.Ed.2d 202 (1986).
 
In her affidavit, Ms. Nelson states that she “never 
knowingly or intentionally defrauded anyone” nor did she 
“form the Debtor for the purpose of engaging in a Ponzi 
scheme.” Nelson Aff. (ECF No. 353), ¶¶ 39, 42 and 43. 
She states that promissory notes were not “rolled over” to 
avoid depletion of the debtor’s cash. Nelson Aff. (ECF 
No. 353), ¶ 18. No supporting information was provided. 
A general denial of wrongdoing by a defendant is not 
sufficient to create a genuine issue of fact. Fed. R. 
Bankr.P. 7056, incorporating Fed. R. Civ. 56, provides:

*4 (c) Procedures.

(1) Supporting Factual Positions. A party asserting 
that a fact cannot be or is genuinely disputed must 
support the assertion by:

(A) citing to particular parts of materials in the record, 
including depositions, documents, electronically stored 
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information, affidavits or declarations, stipulations 
(including those made for purposes of the motion only), 
admissions, interrogatory answers, or other materials; 
or

(B) showing that the materials cited do not establish the 
absence or presence of a genuine dispute, or that an 
adverse party cannot produce admissible evidence to 
support the fact.

To allow a defendant accused of wrongdoing to defeat 
summary judgment by simply denying any intent to do 
wrong would render summary judgment motions futile. 
Intent to defraud, harm, or delay creditors may be 
demonstrated and typically is demonstrated by 
circumstantial evidence. The defendant must create a 
genuine issue of fact regarding the circumstantial 
evidence, not simply deny any intent.
 
Self-serving conclusionary assertions are insufficient to 
successfully oppose a summary judgment motion. In an 
adversary complaint seeking a denial of discharge under 
11 U.S.C. § 727(a)(2)(A) for intent to hinder, delay, or 
defraud creditors, the Ninth Circuit stated:

Federal Rule 56(e) requires that an adverse party not 
“rest upon the mere allegations or denials” of his 
pleadings, but “must set forth specific facts showing 
that there is a genuine issue for trial.” Thus, once the 
movant has made a showing sufficient to meet his 
“initial burden to show the absence of a material and 
triable issue of fact; the burden then moves to the 
opposing party, who must present significant probative 
evidence tending to support its claim or defense.” 
Richards, 810 F.2d at 902 (citing General Business 
Systems v. North American Philips Corp., 699 F.2d 
965, 971 (9th Cir.1983); First Nat’l Bank v. Cities 
Service Co., 391 U.S. 253, 290, 88 S.Ct. 1575, 1593, 20 
L.Ed.2d 569 (1968)).

Aubrey v. Thomas (In re Aubrey), 111 B.R. 268, 272 
(B.A.P. 9th Cir.1990). Ms. Nelson’s mere statement of a 
fact or denial, unsupported by any supporting facts or 
information, is not sufficient. See also Matsushita Elec., 
475 U.S. 574.
 

ISSUES

1. Did the operations of the debtor constitute a Ponzi 
scheme?

2. When did the debtor become insolvent?

I.

DID DEBTOR ENGAGE IN A PONZI SCHEME ?

The term Ponzi scheme derives from the Supreme Court’s 
description of “the remarkable criminal financial career of 
Charles Ponzi” in Cunningham v. Brown, 265 U.S. 1, 7, 
44 S.Ct. 424, 68 L.Ed. 873 (1924). Charles Ponzi was the 
name of the perpetrator of the first known such scheme. 
The phrase is applied to any fraudulent arrangement 
whereby early investors are repaid from the contributions 
of later investors.
 
Ponzi schemes have a distinct pattern of repaying earlier 
investors from funds contributed from later investors. 
Variations in the pattern may occur depending upon the 
manner in which the scheme was implemented or the 
circumstances in which it arose. Those variations are 
many, but do not alter the discernable pattern of such 
schemes.
 

A. Essential Nature of a Ponzi Scheme.
*5 A Ponzi scheme is a financial fraud as it induces 
investment by creating an appearance of distribution to 
new investors of profits from a successful business 
venture. The distributions to earlier investors create an 
illusion that a legitimate profitable business exists, thus 
inducing further new investments by later investors. 
“Distributing funds to earlier investors from the receipt of 
monies from later investors is the hallmark of Ponzi 
schemes.” Hayes v. Palm Seedlings Partners–A (In re 
Agricultural Research and Technology Group, Inc.), 916 
F.2d 528, 536 (9th Cir.1990).

A Ponzi scheme is a fraudulent arrangement in which 
an entity makes payments to investors from monies 
obtained from later investors rather than from any 
“profits” of the underlying business venture. The fraud 
consists of funnelling proceeds received from new 
investors to previous investors in the guise of profits 
from the alleged business venture, thereby cultivating 
an illusion that a legitimate profit-making business 
opportunity exists and inducing further investment. 
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(Citations omitted).
Wyle v. C.H. Rider & Family (In re United Energy 
Corp.), 944 F .2d 589, 590 n. 1 (9th Cir.1991).

A Ponzi scheme is a financial fraud that induces 
investment by promising extremely high, risk-free 
returns, usually in a short time period, from an 
allegedly legitimate business venture. “The fraud 
consists of funnelling proceeds received from new 
investors to previous investors in the guise of profits 
from the alleged business venture, thereby cultivating 
an illusion that a legitimate profit-making business 
opportunity exists and inducing further investment.” In 
re United Energy Corp., 944 F.2d 589, 590 n. 1 (9th 
Cir.1991). See generally Cunningham v. Brown, 265 
U.S. 1, 79, 44 S.Ct. 424, 68 L.Ed. 873 (1924) (detailing 
the remarkable criminal financial career of Charles 
Ponzi).

Donell v. Kowell, 533 F.3d 762, 767 n. 2 (9th Cir.2008).
 
Although not a decision in this circuit, Bayou Superfund, 
LLC v. WAM Long/Short Fund II, L.P. (In re Bayou 
Group, LLC), 362 B.R. 624, 633 (Bankr.S.D.N.Y.2007) 
refers to many decisions articulating this general 
principle.

Numerous decisions have established two broad 
principles. First, the label “Ponzi scheme” has been 
applied to any sort of inherently fraudulent 
arrangement under which the debtor-transferor must 
utilize after-acquired investment funds to pay off 
previous investors in order to forestall disclosure of the 
fraud. See Rosen v. Neilson (In re Slatkin), 310 B.R. 
740, 743 n. 3 (C.D.Cal.2004) (citing Danning v. Bozek 
(In re Bullion Reserve of N. Am.), 836 F.2d 1214, 1219 
n. 8 (9th Cir.1988)) (“A ‘Ponzi’ scheme is any sort of 
fraudulent arrangement that uses later acquired funds or 
products to pay off previous investors.”); Hayes v. 
Palm Seedlings Partners (In re Agric. Research and 
Tech. Group, Inc.), 916 F.2d 528, 536 (9th Cir.1990) ( 
“Distributing funds to earlier investors from the receipt 
of monies from later investors is the hallmark of Ponzi 
schemes.”); Cuthill v. Kime (In re Evergreen Sec., 
Ltd.), 319 B.R. 245, 249 (Bankr.M.D.Fla.2003) 
(finding a Ponzi scheme where the debtor “used most 
funds received from new investors to pay prior investor 
claims”). Second, where funds acquired from the later 
investors are used to make payments to earlier investors 
in redemption of impaired or non-existent account 
balances and fictitious profits, “actual intent” to hinder, 
delay and defraud is presumed. Quilling v. Stark, 2006 
WL 1683442, at *6 (N.D. Tex. June 19, 2006).

 
*6 It is not disputed that the debtor operated a legitimate 
business, i.e., the payday loan business. The Examiner’s 

early investigation focused on the question of whether 
that business should continue to operate in the chapter 11. 
His Preliminary Report filed May 19, 2010, concluded 
that the post-bankruptcy petition operation, which was not 
then managed by Ms. Nelson, was profitable (No. 
09–06194–PCW11, ECF No. 182, p. 33). His First 
Interim Report filed August 12, 2010 (No. 
09–06194–PCW11, ECF No. 240), reflected his 
examination of pre-petition matters and particularly noted 
the existence of various related entities and the 
intercompany transfers among them. The Examiner 
reported that his next phase of investigation would focus 
on the transfer of funds by and to lenders, particularly 
from 2006 through 2008, to determine if the payday loan 
business generated sufficient cash flow to repay those 
funds. The Examiner’s Final Report was filed November 
17, 2011 (No. 09–06194–PCW11, ECF No. 991), in 
which he concluded that as early as 1998, the debtor’s 
operations did not generate sufficient profits or cash flow 
to repay lenders. He concluded that the source of 
payments made to lenders were the receipts from later 
lenders (No. 09–06194–PCW11, ECF No. 991, p. 136). 
The report concludes that the debtor’s operations “exhibit 
the financial characteristics of a Ponzi scheme....” (No. 
09–06194–PCW11, ECF No. 991, p. 137).
 
In support of the Motion for Partial Summary Judgment, 
the plaintiff filed the declaration of its expert, Mr. 
Michael Quackenbush (ECF No. 130). At page 16, he 
concluded that the payday lending business was operated 
at a loss from its beginning and did not produce profits 
sufficient to pay lenders. “Rather from its inception, new 
investor funds were used to pay amounts due to prior 
investors.” Mr. Quackenbush developed charts visually 
describing the relationship between the lender deposits 
and disbursements and concluded that eighty-nine percent 
(89%) of lender deposits were used to repay earlier 
lenders. Quackenbush Decl. (ECF No. 130), p. 31.
 
The plaintiff also retained as an accounting expert, Mr. 
Dan Harper. His task was to exercise his professional 
judgment to opine whether the debtor’s receipt of funds 
from lenders was a component of a legitimate business 
plan related to the payday loan business. Mr. Harper’s 
conclusion was that the debtor’s activities demonstrate 
that the debtor engaged in a Ponzi scheme “from the 
inception of the earliest of the companies, onward.” 
Harper Decl. (ECF No. 131), p. 8.
 
The defendants presented evidence of their expert, Ms. 
Marie Rice (ECF No. 274) and an affidavit of Ms. Nelson 
(ECF No. 151). The plaintiff’s motion to strike the 
declaration of Ms. Rice (ECF No. 309) was granted by 
way of a written memorandum decision (ECF No. 345), 
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as the declaration did not fulfill the requirements of 
Fed.R.Evid. 702. The motion to strike the affidavit of Ms. 
Nelson was granted in part and denied in part. For 
convenience, a redacted affidavit reflecting the ruling on 
the motion is attached to the order granting in part and 
denying in part (ECF No. 353).
 
*7 The evidence in support of the plaintiff’s Motion for 
Partial Summary Judgment reveals the hallmark of a 
Ponzi scheme. There are, however, other characteristics of 
reported Ponzi schemes which are present in this 
situation.
 

B. Other Characteristics.
As was recognized by the district court in Bear, Stearns 
Securities Corp. v. Gredd (In re Manhattan Inv. Fund, 
Ltd.), 397 B .R. 1, 12 (S.D.N.Y 2007), although Ponzi 
schemes are revealed by their essential characteristic or 
pattern of payment of earlier investors with funds of later 
investors, the manner in which such schemes are 
conducted is limited only by the imagination of the 
perpetrator. “[T]here is no precise definition of a Ponzi 
scheme and courts look for a general pattern, rather than 
specific requirements.” Id. Certain characteristics are 
often, but not invariably, present in the pattern underlying 
such schemes.
 
The most common characteristic which appears to be 
almost invariable, is a promise of a high rate of return on 
the funds. The actual amount of the “high” rate of return 
will vary depending upon the economic conditions which 
exist during the operation of a Ponzi scheme. Although 
not usually articulated in the reported decisions, the rate is 
“high” in comparison to general market and economic 
conditions then existing. Donell v. Kowell, 533 F.3d at 
766 (20 percent return every 90 days); In re Taubman, 
160 B.R. 964, 972 (Bankr.S.D.Ohio 1993) (typically 15 to 
18 percent per annum); In re Manhattan Inv. Fund, Ltd., 
397 B.R. at 12 (27.4 to 12.4 percent); and Scholes v. 
Lehmann, 56 F.3d 750, 752 (7th Cir .1995) (10 to 20 
percent per month return). As stated in the Donell case, 
investors are often offered a business opportunity which 
“is too good to be true” and, unfortunately, it is not true. 
That is certainly the situation in this case, as the 
promissory notes issued to investors commonly bore an 
interest rate of 40 percent to as much as 60 percent and, 
even on occasion, 75 percent. Plaintiff’s LR 56 Statement 
of Undisputed Facts (hereinafter “SOF”) (ECF No. 127), 
¶ 9; Hall Decl. (ECF No. 129), pp. 5 and 20; and Nelson 
Aff. (ECF No. 353), ¶ 11.
 

One common characteristic is the comingling of investor 
funds. In most Ponzi schemes, the funds being received 
purport to be some form of ownership interest in an asset, 
whether a tangible asset or investment account. No 
separate investor accounts are established and deposits of 
funds from, and payment of funds to investors are 
comingled not only with other investor funds, but with 
any other funds received. In re Taubman, 160 B.R. 964; 
Floyd v. Dunson (In re Ramirez Rodriguez), 209 B.R. 424 
(Bankr.S.D.Tex.1997). In the latter case, the perpetrator 
had been criminally convicted of fraud as is true in many 
of the reported decisions. Ms. Nelson has been indicted, 
but not convicted. Plaintiff’s SOF (ECF No. 127), ¶ 44. 
The In re Ramirez Rodriguez case did not solely rely upon 
that conviction, and the decision contains a description of 
the scheme. In the LLS situation, the funds were 
evidenced by promissory notes and appeared to be loans, 
and the comingling of the funds received from each 
lender with funds of other lenders is not relevant.
 
*8 The perpetrator and family members or insiders often 
utilize the funds for personal use. In re Ramirez 
Rodriguez, 209 B.R. 424 (payment of personal expenses 
of the perpetrator); In re Bayou Group, LLC, 362 B.R. 
624 (incentive bonus to insiders who later pled guilty to 
criminal charges); Cuthill v. Greenmark, LLC (In re 
World Vision Entertainment, Inc.), 275 B.R. 641 
(Bankr.M.D.Fla.2002) (debtor used funds to enrich 
insiders); and In re Taubman, 160 B.R. 964 (perpetrator 
and husband’s personal and other business expenses 
paid). From 1997 through 2009, Ms. Nelson withdrew at 
least $4.4 million for personal use. In two years, from 
2007 through 2008, $500,000 was used by her for 
personal expenditures, including clothing and a Mercedes 
Benz. Approximately $1.3 million of funds received from 
lenders were used to purchase and renovate an office 
building owned by a corporation controlled by her 
husband.1 Plaintiff’s SOF (ECF No. 127), pp. 10–11, 
citing Kriegman Decl. (ECF No. 128), Ex. “A,” Harper 
Decl. (ECF No. 131), ¶¶ 27–30 and 39–40, and Hall Decl. 
(ECF No. 129), ¶¶ 34–35. Ms. Nelson states that she was 
entitled to use these funds for these purposes. However, 
no rationale or basis for that self-serving statement has 
been provided other than she was entitled to use the funds 
as they were “compensation.” Nelson Aff. (ECF No. 353), 
¶¶ 27–30.
 
As stated above, this flat denial is not sufficient to raise a 
genuine issue of fact.
 
It is common that the scheme involves several related 
entities with multiple confusing and ultimately 
unjustifiable intercompany transfers. In re Ramirez 
Rodriguez, 209 B.R. 424, and In re Taubman, 160 B.R. 
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964. LLS directed lenders to deposit funds into various 
accounts of the different corporate entities. Funds were 
comingled and transferred indiscriminately with little or 
no effort to document any business rationale. Hall Decl. 
(ECF No. 129), ¶ 4.
 
The scheme is always founded upon some legitimate 
business enterprise, whether that enterprise actually exists 
or is only a “sham” which exists only in the mind of the 
perpetrator. It strains credibility to assume that a person 
engaging in a Ponzi scheme would not justify the scheme 
by describing it as a legitimate business opportunity. 
Investors are encouraged to invest or lenders to loan 
based upon the appearance of a profitable legitimate 
business. In In re Ramirez Rodriguez, 209 B.R. 424, the 
business represented to investors did not exist, although 
the debtor did have some other inconsequential legitimate 
business operations. In re Canyon Sys. Corp., 343 B.R. 
615, involved sales of gold coins. The court stated that 
one of the characteristics of a Ponzi scheme is a purported 
business operation, which in reality, produces little or no 
profits. A small percentage of funds were used in the 
legitimate business, but no income was produced by that 
business in In re World Vision Entertainment, Inc., 275 
B.R. 641. The perpetrator in Rosen v. Neilson (In re 
Slatkin), 310 B.R. 740 (C .D.Cal.2004), had pled guilty to 
criminal charges, and the court relied upon that plea to 
establish the existence of a Ponzi scheme. It noted, 
however, that a small percentage of funds had been used 
for legitimate business purposes, which may have earned 
some profit. The infamous Ponzi scheme of Bernie 
Madoff resulted in his guilty plea. In describing the 
scheme, it was noted that some legitimate trading in the 
stock market occurred by some of the entities he 
controlled. Securities Investor Protection Corp. v. 
Bernard L. Madoff Investment Securities, LLC (In re 
Bernard L. Madoff Inv. Securities, LLC), 424 B.R. 122 
(Bankr.S.D.N.Y.2010).
 
*9 There is no dispute in this case that LLS did operate a 
legitimate payday loan business. LLS, from 2000 through 
2004, used only 16 percent of funds received from lenders 
in the payday loan business. During its entire operations, 
only 30 percent of the funds were used in that business. 
Plaintiff’s SOF (ECF No. 127), ¶¶ 14 and 15, citing 
Quackenbush Decl. (ECF No. 130), Ex. 10, and Harper 
Decl. (ECF No. 131), ¶¶ 16 and 38. As concluded by the 
Examiner in his Second Interim Report (ECF No. 306) at 
p. 17, there was no positive cash flow or profit from the 
payday loan business to pay lenders.
 
Some Ponzi schemes involve the payment of 
“commissions” or bonuses to individual investors who 
encourage other individuals to later invest in the scheme. 

In re Ramirez Rodriguez, 209 B.R. 424, and In re World 
Vision Entertainment, Inc., 275 B.R. 641. LLS paid 
commissions to third parties who solicited new lenders, 
typically 10 percent of the amount received from the new 
lender. Plaintiff’s SOF (ECF No. 127), ¶ 36, citing to 
Harper Decl. (ECF No. 131), ¶¶ 25–26, Hall Decl. (ECF 
No. 129), ¶¶ 13–17, and Frye Decl. (ECF No. 132), Ex. B. 
LLS records reflect that 42 lenders recruited others to 
participate. Hall Decl. (ECF No. 129), ¶ 38.
 
The alleged profitable legitimate business which 
encourages participation in such schemes may take many 
forms. In re Agricultural Research and Technology 
Group, Inc., 916 F.2d 528, involved the purchase of 
limited partnership interests in a limited partnership 
which purchased palm seedlings. In re Bayou Group, 
LLC, 362 B.R. 624, solicited investments in particular 
hedge funds. Memberships in a discount shopping and 
travel service was the form of solicitation in Dicello v. 
Jenkins (In re International Loan Network, Inc.), 160 
B.R. 1 (Bankr.D.Dist.Col.1993). The scheme in In re 
Bernard L. Madoff Inv. Securities, LLC, 424 B.R. 122, 
was based upon investments in publically traded stocks. 
The Taubman case referenced above is noteworthy as in 
that case, as in the current situation, funds were solicited 
not as an ownership or equity interest in a business, but as 
a loan. LLS, like Taubman, involved the use of standard 
form promissory notes issued to lenders. Hall Decl. (ECF 
No. 129), p. 5; Quackenbush Decl. (ECF No. 130), p. 8.
 
Another characteristic of the scheme described in 
Taubman occurs in the LLS situation. Both schemes 
demonstrate a pattern of “rolling over” the promissory 
notes. Ms. Nelson denies the notes were “rolled over” to 
avoid payment. She does not address the fact that 
hundreds of notes were “rolled over.” Nelson Aff. (ECF 
No. 353), ¶ 18; Plaintiff’s SOF (ECF No. 127), ¶ 16, 
citing Harper Decl. (ECF No. 131), ¶¶ 42–44, and 
Quackenbush Decl. (ECF No. 130), pp. 15 and 27. Just 
prior to the note obligations reaching maturity, new notes 
were issued to replace the existing notes. “Rolling over” 
or replacing current obligations to investors on existing 
investments with new investments occurred in In re 
Bayou Group, LLC, 362 B.R. 624 (transfer of ownership 
interests from original hedge funds into newly created 
hedge funds) and In re Agricultural Research and 
Technology Group, Inc., 916 F.2d 528 (transfer of limited 
partnership interests from existing entity to newly created 
limited partnership). The “rolling over” of obligations is a 
common characteristic of Ponzi schemes.
 
*10 In order to continue the scheme and encourage 
additional investors, Ponzi scheme perpetrators often 
provide false or misleading financial information to 
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existing and new investors. See In re Bayou Group, LLC, 
362 B.R. 624, and In re Manhattan Inv. Fund, Ltd., 397 
B.R. 1. The information provided investors regarding 
their accounts was “bogus” and financial statements of the 
debtor were false in In re Bernard L. Madoff Inv. 
Securities, LLC, 424 B.R. 122. LLS, throughout its 
history, compiled false and misleading financial 
statements and provided such statements to potential 
lenders. Plaintiff’s SOF (ECF No. 127), ¶¶ 33 and 34, 
citing to Harper Decl. (ECF No. 131), ¶¶ 42–47, and 
Gargiulo Decl. (ECF No. 133), ¶¶ 1–15. The final 
Examiner’s report at ECF No. 991 at p. 10 states that his 
investigation revealed significant “inappropriate” 
accounting, which “had the effect of inflating revenue, 
earnings and assets on the financial statements of the 
respective Companies.” Further, the Examiner noted at p. 
129 that as to the financial information LLS provided to 
the British Columbia Securities Commission in 2008, 
“[t]hese financial statements are a complete fabrication.”
 
The only conclusion possible is that this debtor engaged 
in a Ponzi scheme. Not only was the essential nature 
demonstrated by the expert testimony, i.e., the only 
significant source of repayment to earlier lenders were the 
funds received from later lenders, but many of the 
common characteristics of Ponzi schemes are present.
 

II.

A PONZI SCHEME CONSTITUTES ACTUAL 
FRAUD

The plaintiff’s claim to recover funds in these 
“claw-back” adversary proceedings is based upon 11 
U.S.C. § 548(a)(1) of the Code and upon Washington’s 
enactment of the Uniform Fraudulent Transfer Act 
(hereinafter “UFTA”), RCW 19.40.
 

A. Actual fraud under 11 U.S.C. § 548(a)(1)(A).
This section of the Bankruptcy Code provides:

(a)(1) The trustee may avoid any transfer (including 
any transfer to or for the benefit of an insider under an 

employment contract) of an interest of the debtor in 
property, or any obligation (including any obligation to 
or for the benefit of an insider under an employment 
contract) incurred by the debtor, that was made or 
incurred on or within 2 years before the date of the 
filing of the petition, if the debtor voluntarily or 
involuntarily—

(A) made such transfer or incurred such obligation with 
actual intent to hinder, delay, or defraud any entity to 
which the debtor was or became, on or after the date 
that such transfer was made or such obligation was 
incurred, indebted; or

 
The bankruptcy trustee in Barclay v. Mackenzie (In re 
AFI Holding, Inc.), 525 F.3d 700 (9th Cir.2008) 
commenced “claw-back” adversaries against defendants 
who had received transfers from the debtor who had 
engaged in a Ponzi scheme. The perpetrator had pled 
guilty to criminal charges so there was no dispute as to its 
existence. The decision held that “the mere existence of a 
Ponzi scheme” is sufficient to satisfy the actual intent 
requirement of 11 U.S.C. § 548(a)(1)(A). Direct proof of 
fraudulent intent is rarely available and generally 
subjective intent cannot be determined in the context of a 
summary judgment motion. However, actual intent to 
defraud is established as a matter of law in cases in which 
the debtor operates a Ponzi scheme.
 
*11 In yet another reported decision involving the efforts 
of a bankruptcy trustee to recover transfers occurring as 
part of the debtor’s operation of a Ponzi scheme, it was 
held:

As previously noted, the mere existence of a Ponzi 
scheme, which could be established by circumstantial 
evidence, has been found to fulfill the requirement of 
actual intent on the part of the debtor. Appellee 
convincingly argues that Agretech could not possibly 
have made the first payment from the sale of the seeds 
of the first shipment and that the money for this 
payment is traceable to $5,000,000.00 in new 
investments. Distributing funds to earlier investors 
from the receipt of monies from later investors is the 
hallmark of Ponzi schemes.

In re Agricultural Research and Technology Group, Inc., 
916 F.2d at 536. See also In re Slatkin, 310 B.R. 740. This 
principle has been recognized in numerous decisions.

Actual intent to hinder, delay or defraud may be 
established as a matter of law in cases in which the 
debtor runs a Ponzi scheme or a similar illegitimate 
enterprise, because transfers made in the course of a 
Ponzi operation could have been made for no purpose 
other than to hinder, delay or defraud creditors. Thus, 
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“bankruptcy [and other] courts nationwide have 
recognized that establishing the existence of a Ponzi 
scheme is sufficient to prove a Debtor’s actual intent to 
defraud.” Bauman, 326 B.R. at 850. See also Conroy v. 
Shott, 9 Ohio Misc. 117, 363 F.2d 90, 91–92 (6th 
Cir.1966) (quoting with approval the opinion of the 
district court granting a trustee’s motion for summary 
judgment and concluding that “the question of intent to 
defraud is not debatable” given the fact that the debtor 
was engaged in a Ponzi scheme); Emerson v. Maples 
(In re Mark Benskin & Co.), 59 F.3d 170, 1995 WL 
381741, at *5 (6th Cir. June 26, 1995) (“Since 1966, 
this court has found that the question of intent to 
defraud in a Ponzi scheme is not debatable.” (internal 
quotation marks omitted)); Liebersohn v. Campus 
Crusade for Christ, Inc. (In re C.F. Foods, L.P.), 280 
B.R. 103, 110 (Bankr.E.D.Pa.2002) (“Numerous courts 
have decided that a debtor’s actual intent to hinder, 
delay or defraud creditors may be inferred from the 
Debtor’s active participation in a Ponzi scheme.”); 
Cuthill v. Greenmark, LLC (In re World Vision Entm’t, 
Inc.), 275 B.R. 641, 656 (Bankr.M.D.Fla.2002) (“A 
Ponzi scheme is by definition fraudulent.... Every 
payment made by the debtor to keep the scheme 
on-going was made with the actual intent to hinder, 
delay, or defraud creditors, primarily the new 
investors.”); M & L Bus. Mach., 160 B.R. at 857 (“[I]n 
a Ponzi scheme the only inference that a court can 
make is that the Debtor had the requisite intent to 
hinder, delay or defraud under § 548(a)(1).”); Indep. 
Clearing House, 77 B.R. at 860 (“One can infer an 
intent to defraud future [participants] from the mere 
fact that a debtor was running a Ponzi scheme. Indeed, 
no other inference is possible.... The [debtor] must 
know all along, from the very nature of his activities, 
that investors at the end of the line will lose their 
money. Knowledge to a substantial certainty constitutes 
intent in the eyes of the law, and a debtor’s knowledge 
that future investors will not be paid is sufficient to 
establish his actual intent to defraud them.” (citation 
omitted)).

*12 In re Canyon Sys. Corp., 343 B.R. at 636–637.
 

B. Actual fraud under RCW 19.40.
The plaintiff trustee in this situation seeks not only to 
recover under 11 U.S.C. § 548(a)(1), but also 
Washington’s enactment of the UFTA. The Ninth Circuit 
in applying the California enactment of the relevant 
provision of the UFTA [which is identical to RCW 
19.40.41(a)(1) ] concluded that transfers made in 
furtherance of a Ponzi scheme are transfers resulting from 

actual fraud under the UFTA. See In re AFI Holding, Inc., 
525 F.3d 700, and Donell v. Kowell, 533 F.3d 762. Once a 
Ponzi scheme is determined to exist, there is no question 
of fact regarding actual fraud under RCW 19.40.41(a)(1).
 
The same conclusion regarding the Texas enactment of 
the UFTA was reached in In re Ramirez Rodriguez, 209 
B.R. 424. Although the existence of the Ponzi scheme had 
been established by criminal conviction, the court stated 
that its existence satisfied the actual fraud requirement 
contained in the UFTA as well as 11 U.S.C. § 548(a)(1) 
of the Code. See also In re International Loan Network, 
Inc., 160 B.R. 1, referring to Maryland’s enactment of the 
UFTA and In re Slatkin, 310 B.R. 740, referring to 
Hawaii’s enactment of the UFTA. Stoebner v. Ritchie 
Capital Management, LLC (In re Polaroid Corp.), 472 
B.R. 22 (Bankr.D.Minn.2012) reaches the same 
conclusion as to Minnesota’s enactment of the UFTA.2

 

III.

WHEN DID THE DEBTOR BECOME INSOLVENT?

A. Insolvency under the Bankruptcy Code.
As an alternative theory of recovery, the plaintiff argues 
that he is entitled to prevail under 11 U.S.C. § 
548(a)(1)(B). The statute provides in section (A) that 
transfers resulting from actual fraud may be avoided OR 
if no actual fraud is present, may be avoided as 
constructive fraud under (B) if the debtor

(B)(i) received less than a reasonably equivalent value 
in exchange for such transfer or obligation; and

(ii)(1) was insolvent on the date that such transfer was 
made or such obligation was incurred, or became 
insolvent as a result of such transfer or obligation;

11 U.S.C. § 548(a)(1)(B)(i) and (h)(1).
 
As the existence of a Ponzi scheme establishes actual 
fraud as a matter of law, normally it would not be 
necessary to discuss the elements of constructive fraud. 
However, the plaintiff has raised both actual and 
constructive fraud as causes of action so both will be 
analyzed.
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Constructive fraud is based on two concepts, “reasonably 
equivalent value” and insolvency. The requirement of 
reasonably equivalent value” will be discussed hereafter. 
This discussion will concern the requirement of 
insolvency. The term “insolvent” is defined in 11 U.S.C. 
§ 101(32)(A) as a situation where the sum of an entity’s 
obligations is greater than the value of its assets, 
commonly referred to as the “balance sheet” test. The test 
for insolvency set forth in 11 U.S.C. § 548(a)(1)(B)(ii), 
however, is a question of whether the entity’s obligations 
are beyond its current ability to pay, commonly referred 
to as the “cash balance” test. The trustee has presented 
evidence in support of both tests.
 
*13 The Examiner spent 21,349 hours reviewing the 
debtor’s past and then current business operations of the 
numerous entities, which comprise the consolidated 
debtor. He met with Ms. Nelson and the debtor’s 
employees and worked closely with the debtor’s 
accounting staff. Memorandum Decision (ECF No. 345), 
p. 5. As explained in his February 9, 2011, Second 
Interim Report (ECF No. 306), the Examiner reviewed 
information provided by the hundreds of lenders in the 
proof of claim process. Reconciliation, examination, and 
re-creation of financial records are tasks commonly 
performed by examiners appointed by bankruptcy courts. 
The Examiner filed four reports with the court describing 
his work and his conclusions regarding the financial 
affairs of the entities, which comprise the consolidate 
debtor.
 
Mr. Quackenbush, the plaintiff’s expert regarding the 
issue of insolvency, reviewed the Examiner’s 

investigation of and conclusions regarding the debtor’s 
financial situation. His report reflects approximately 650 
hours of work. Mr. Quackenbush also engaged in some 
undescribed independent reconciliation and re-creation of 
the financial records Memorandum Decision (ECF No. 
345), p. 6.
 

1. The Balance Sheet Test for Insolvency.
There is no question that the debtor’s financial records 
from 1997 through 2002 were in disarray and many were 
nonexistent. Significant efforts were required by the 
Examiner and the debtor’s accounting staff to create a 
picture of the debtor’s financial status from source 
documents of the debtor and third parties for 1997 
through 2002. Beginning in 2003, the records were better 
preserved, but some were incomplete or contained errors 
and there had been no reconciliation. For this reason, Mr. 
Quackenbush divided his examination and opinion 
between the two periods.
 
For the period from the inception of the business in 1997 
through 2002, Mr. Quackenbush concluded that the 
debtor was insolvent on a balance sheet basis. 
Quackenbush Decl. (ECF No. 130), p. 19. He opined that 
the debtor was insolvent during 2003 to the date of the 
bankruptcy filing in 2009 and prepared the following 
chart:
 

Year Ended 12/31
 

Debts In Excess of Assets
 

2003
 

$5,355,735
 

2004
 

9,168.363
 

2005
 

10,158,160
 

2006
 

23,360,078
 

2007
 

40,222,250
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2008
 

65,667,591
 

July 21, 2009
 

92,070,303
 

Quackenbush Decl. (ECF No. 130), pp. 20–23.
His report is attached to the declaration as Exhibit “A” 
and describes his conclusions in more detail.
 

2. Cash Flow Test or Ability to Pay Debts When Due.
This is essentially a liquidity test to determine if the 
debtor has sufficient cash reserves or cash flow during a 
particular period to satisfy obligations when they become 
due during that period. The evidence reveals that the 
debtor had continual operating losses and could not meet 
any of the ratios commonly required to demonstrate 
liquidity. Mr. Quackenbush concluded that the losses 
were not apparent due to the increasing amount of funds 
provided by the lenders, but that the debtor was unable to 
pay its obligations as they became due. That condition 
existed from the inception of the business in 1997 until 
the date of the bankruptcy filing in 2009. Quackenbush 
Decl. (ECF No. 130), p. 28 and Ex. “A” thereto.
 

B. Insolvency Under RCW 19.40.41
*14 Just as the trustee does not rely solely upon the actual 
fraud provision of 11 U.S.C. § 548(a)(1)(A), but also 
argues under subpart (B), so the trustee does not rely 
solely on the actual fraud provision of RCW 
19.40.41(a)(1). He also argues under subpart (2), which is 
the constructive fraud provision.
 
Similar to the requirements of 11 U.S.C. § 548(a), the 
UFTA voids a transfer resulting from actual fraud or, as 
an alternative, a transfer made while the debtor is 
insolvent and for which no reasonably equivalent value is 
given. The evidence referenced above also meets the 
requirement of insolvency under the state statute.
 
UFTA does not define insolvency nor require the 

application of any specific accounting test to determine 
insolvency. In addition to the conclusions referenced 
above, Mr. Quackenbush also examined the question of 
whether the debtor had sufficient capital resource to 
continue business operations for the foreseeable future, 
commonly referred to as the “reasonable capital test.” Mr. 
Quackenbush concluded that from 2000 to the bankruptcy 
filing, the debtor experienced net losses each year and had 
annual negative equity. The 10 year average debt to 
equity ratio, i.e., the amount of liabilities compared to 
equity, was 1.25. Quackenbush Decl. (ECF No. 130), p. 
30. In other words, for every dollar of liability, the debtor 
had 25 cents of equity. Mr. Quackenbush’s conclusion at 
ECF No. 130, p. 31, stated, “At no time, during the period 
under this report, did the Debtor have a level of 
capital/equity sufficient to run its business.”
 
To summarize, the moving party has produced evidence 
that the debtor was insolvent from its inception in 1997 to 
the 2009 bankruptcy and no genuine issue of fact exists 
regarding that conclusion.3 The insolvency requirements 
of 11 U.S.C. § 548(a)(1)(B) and that of RCW 
19.40.41(a)(2) have been meet.
 

C. Reasonably Equivalent Value.
The “reasonably equivalent value” referenced regarding 
constructive fraud may be calculated by determining the 
amount the defendant initially transferred to the person 
who engaged in the fraudulent activity. Return of that 
initial loan or investment has been considered to be 
reasonably equivalent value. The same result occurs in 
situations arising from actual fraud if a defendant can 
demonstrate the defenses found in 11 U.S.C. § 548(c). To 
the extent the defendant gave value for the transfer and 
received the transfer in good faith, the plaintiff may only 
recover sums received in excess of the initial investment. 
In re Agricultural Research and Technology Group, Inc., 
916 F.2d 528. See also In re AFI Holding, Inc., 525 F.3d 
at 705. In the context of this case, the trustee may not 
recover any transfer up to the amount that the defendant 
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initially loaned to the debtor if the defendant meets the 
good faith portion of the defense.4

 
The analysis required by both the Bankruptcy Code and 
UFTA to calculate the amount which may be recovered 
by the trustee in the context of a Ponzi scheme is 
contained in Donell v. Kowell, 533 F.3d at 771.

*15 In the context of a Ponzi scheme, whether the 
receiver seeks to recover from winning investors under 
the actual fraud or constructive fraud theories generally 
does not impact the amount of recovery from innocent 
investors. Under the actual fraud theory, the receiver 
may recover the entire amount paid to the winning 
investor, including amounts which could be considered 
“return of principal.” However, there is a “good faith” 
defense that permits an innocent winning investor to 
retain funds up to the amount of the initial outlay. See 
CAL. CIV. CODE § 3439.08(a); Scholes, 56 F.3d at 
759; Agritech, 916 F.2d at 535. Under the constructive 
fraud theory, the receiver may only recover “profits” 
above the initial outlay, unless the receiver can prove a 
lack of good faith, in which case the receiver may also 
recover the amounts that could be considered return of 
principal. CAL. CIV. CODE § 3439.08(d); Scholes, 56 
F.3d at 757.

 
Questions of fact remain in these “claw-back” cases 
regarding the amount of any recovery to which the trustee 
is entitled. Accounting will be necessary to determine if 

reasonably equivalent value was given by any particular 
defendant, i.e., the amount of the transfer which 
represents a return of the initial loan. Evidence must be 
received from each defendant regarding the defense of 
good faith, i.e., whether the defendant knew or should 
have known that the transfer occurred as the result of 
wrongful activity on the part of the debtor. In re 
Agricultural Research and Technology Group, Inc., 916 
F.2d at 536. Those factual questions will be addressed at 
the time of trial by the district court.
 

CONCLUSION

It is the bankruptcy court’s report and recommendation 
that the Plaintiff’s Motion for Partial Summary Judgment 
(ECF No. 125) be GRANTED. The evidence 
conclusively demonstrates that this debtor engaged in a 
Ponzi scheme, and that the debtor was insolvent from its 
inception in 1997 to the 2009 bankruptcy. No genuine 
issues of material fact exist regarding these conclusions.
 

All Citations

Not Reported in B.R., 2013 WL 3305393

Footnotes

1 The Affidavit of Nelson (ECF No. 353), ¶ 32 states the “refurbish” of the building was for the debtor’s office.

2 The determination of actual fraud arising from a Ponzi scheme rather than a determination of constructive fraud is of great 
importance. The statute of limitations contained in UFTA to recover transfers arising from actual fraud is four years from the date 
of discovery. The statute of limitations contained in UFTA to recover transfers arising from constructive fraud is two years. The 
statute of limitations under 11 U.S.C. § 548(a)(1)(A) and (B) limits recovery for transfers made within two years of the bankruptcy 
filing.

3 Ms. Nelson in her affidavit states she made an original capital contribution. Nelson Aff. (ECF No. 353), ¶ 9. The Examiner and the 
plaintiff’s experts state there is no evidence of any such capital contribution. Although this is a disputed fact, it is not material. 
Assuming Ms. Nelson made an initial capital contribution, it was inadequate to render the debtor solvent from 1997 to 2009.

4 The existence of these statutory defenses have resulted in some decisions referring to “the Ponzi scheme presumption” that 
transfers occurring as part of the scheme are presumably recoverable. It is not a presumption that a transfer occurring in the context 
of a Ponzi scheme is a transfer resulting from actual fraud. Rather, that results as a matter of law. Instead of referring to a 
presumption, it is more descriptive to refer to an affirmative defense which may limit a plaintiff’s recovery if the defendant can 
produce evidence and satisfy the burden of demonstrating good faith and reasonably equivalent value.
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Defendant, The Royal Bank of Scotland N.V. (“RBS”)2, 
financed complex derivatives trading for the Plaintiff and 
Debtor, Sherwood Investments Overseas Limited, Inc. 
(“Sherwood”) from 2006, until the onset of the stock 
market meltdown in September 2008. Sherwood seeks 
lost profit damages of up to $209 million due to RBS’s 
alleged misconduct at the end of their trading relationship. 
RBS now seeks summary judgment on all of the 
Plaintiff’s 13 legal theories. Finding no disputed material 
fact, summary judgment is entered in favor of RBS and 
against Sherwood.
 
Sherwood’s Complaint raises 13 counts against RBS.3 
Counts I through IV assert RBS’ breach of an alleged 
implied contract between the parties. Counts V through X 
assert various tort causes of action directed at RBS’s 
conduct during September 2008. Counts XI through XIII 
focus on a two transfers Sherwood made to RBS that 
Sherwood alleges is fraudulent, unjustly enriched RBS, or 
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was converted by RBS. RBS asserts it is entitled to 
summary judgment on all these counts and also 
challenges Sherwood’s lost damages calculation and its 
expert reports, arguing they used the wrong methodology 
and are too speculative.
 
RBS moves for summary judgment4 under Federal Rule 
of Civil Procedure 56.5 Rule 56(a) provides that “[t]he 
court shall grant summary judgment if the movant shows 
that there is no genuine dispute as to any material fact and 
the movant is entitled to judgment as a matter of law.”6 
The moving party has the burden of establishing the right 
to summary judgment.7 A “material” fact is one that 
“might affect the outcome of the suit under the governing 
law.”8 A “genuine” dispute means that “the evidence is 
such that a reasonable jury could return a verdict for the 
nonmoving party.”9 Once the moving party has met its 
burden, the nonmovant must set forth facts showing there 
is a genuine issue for trial.10 In determining entitlement to 
summary judgment, “facts must be viewed in the light 
most favorable to the nonmoving party only if there is a 
‘genuine’ dispute as to those facts.”11

 

The Parties’ Relationship Before September 2008

*2 Sherwood’s claims arise out of the abrupt end of its 
trading relationship with RBS that had started over two 
years prior to September 2008. Sherwood would speculate 
on stocks through risky derivative instruments crafted by 
RBS. Sherwood also owned a subsidiary, Sherwood 
Farms, which operated as a commercial orchid farm in 
Central Florida.12

 
RBS created these derivative instruments, called 
Mini–Long Certificates (“Certificates”),13 and pegged the 
price of each Certificate to the value of other stocks (the 
“Underlying Stock”), usually a U.S. small-cap stock 
(“Single Stock Certificates”) or a bundle of different 
stocks (“Dynamic Basket Certificates”). Sherwood’s 
authorized representative, Julian Benscher, directed all of 
Sherwood’s trading and selected the stocks Sherwood 
included in each purchase. The Certificates provided a 
mechanism for Sherwood to borrow money from RBS to 
speculate on securities with great leverage, similar to 
margin trading. But, in practice, the Certificates’ features 
are even more complicated.
 
For every Certificate, RBS financed 75%–80% of the 
Underlying Stock’s price (the “Financing Level”), and 
Sherwood paid RBS the remaining 20%–25%. Each 
Certificate had a stop-loss level14 set above the Financing 
Level. A stop-loss is a common feature in securities 

trading to limit risk: when a security’s price falls below 
the stop-loss level, the broker, here RBS, sells the 
security. Here, when the Underlying Stock’s market price 
fell below the stop-loss level, a Certificate was said to 
have “knocked out” or terminated.15 RBS, which had 
purchased shares of the Underlying Stock to hedge its 
loan to Sherwood, would sell these shares, recoup its 
financing costs plus interest, and pay Sherwood the 
difference between the stop-loss level and the Financing 
Level, if any. An example may help explain this 
complicated trading relationship.
 
*3 Assume Stock A’s price is $4.90/share. Sherwood paid 
$1.00/share and borrowed $3.90/share from RBS to fund 
a Certificate. The stop-loss level was $4.30/share. The 
Financing Level initially would be $3.90/share but would 
increase over time as interest accrued. If the stock’s 
market price fell below $4.30, the Certificate “knocked 
out” and terminated.16 RBS then would sell its underlying 
hedge stock for $4.25/share, when the Financing Level 
was $3.95/share. RBS would retain its financing amount 
from the sale of the hedge stock and pay Sherwood the 
difference, $0.30/share.
 
The stock’s price in this example went down, and 
Sherwood took a loss. RBS however still made a modest 
gain in interest charges. If, instead, the market price 
increased to $5.95/share, and Sherwood exercised the 
Certificate, then RBS would owe Sherwood the difference 
between the “Final Reference Price” ($5.95) and the 
financing level ($3.95). The Certificate’s value to 
Sherwood then would be $2.00/share—a 100% increase 
from its initial investment of $1.00/share. Sherwood could 
cash out this gain with RBS and move into a Certificate 
with a higher stop-loss level.17

 
RBS hedged any loss from its loan to Sherwood caused 
by the potential increase of the Certificate value by 
purchasing shares of the Underlying Stock.18 If the 
security increased in value—causing RBS to owe money 
to Sherwood if the Certificate was exercised—RBS could 
sell the underlying stock, which would have increased in 
value along with the Certificate, to pay Sherwood. RBS 
simultaneously earned interest on the financing it 
provided to Sherwood. Sherwood obtained large amounts 
of leverage and the potential to reap great gains. 
Concomitantly, Sherwood carried enormous risk in these 
transactions.19

 
Each Certificate had a term sheet and a prospectus, 
detailing the instrument’s features and operation.20 
According to RBS’s corporate representative Richard 
Freeman,21 the prospectus was “the governing document 
that define[d] the payoff products” and was filed with the 
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clearing agent, Euroclear, “when an instrument was 
traded.”22 “It define[d] the law under which the product 
[was] traded and the requirements and expectations that 
go with that.”23 The prospectus was filed with Euroclear. 
The client rarely received a copy.24 RBS usually sent the 
term sheet, a short form of the prospectus, to the client.25

 
*4 From 2006 until mid-September 2008, whenever a 
Certificate “knocked out,” RBS gave Sherwood the 
opportunity to “roll”26 its investment. Rolling allowed 
RBS and Sherwood to create a new Certificate with a new 
stop-loss level and Financing Level. Sherwood would 
“roll” whatever amount it was due from the termination of 
the former Certificate into the new Certificate, and RBS 
would again finance most of the transaction. In betting 
parlance, rolling is similar to keeping all of your winnings 
on “red.” Sherwood still would owe to RBS its additional 
20–25% contribution needed to fully settle the trade (the 
“Settlement Amount”). If Sherwood rolled a Certificate 
after a “knock out,” Sherwood then would hold a new 
Certificate with a lower stop-loss level. RBS continued to 
earn interest and avoided the transaction costs associated 
with unwinding its hedge positions each time a Certificate 
terminated.
 
Sherwood was never a formal client of RBS because 
Sherwood did not meet RBS’s risk management criteria.27 
But, in the wild trading days of 2006–2008, the parties 
found a workaround that made an already complicated 
trading relationship even more complex. RBS required 
Sherwood to operate through an approved 
counterparty—UBS, a Switzerland-based bank. When 
Sherwood and RBS wanted to execute a trade, RBS 
would prepare and send “Instructions” containing the 
details of the trade first to Sherwood and, if approved, 
second to UBS.28 UBS then would pay the required 
Settlement Amount from monies in Sherwood’s accounts 
maintained at UBS. The Instructions’ settlement terms 
were usually on a T+2 or T+3 basis, meaning UBS would 
pay settlement to RBS (on behalf of Sherwood, with 
Sherwood’s funds) two or three days after the trade.29

 
Sherwood maintained three accounts at UBS. The first 
account was unencumbered and belonged solely to 
Sherwood. Sherwood managed the monies in the 
remaining two accounts on behalf of third parties, the 
Pentagon entities: Pentagon Bernini and Pentagon 
Hercules (collectively, “Pentagon”). The second of 
Sherwood’s UBS accounts was pledged to Pentagon 
Bernini (“Pledged 2 Account”), and the third was pledged 
to Pentagon Hercules (“Pledged 3 Account”). Sherwood 
could not authorize UBS to transfer monies from the 
pledged accounts without the consent of Pentagon.
 

Because RBS did not take Sherwood on as a formal 
client, their relationship was not governed by RBS’s 
standard “Terms of Business” or any written agreement. 
The parties’ business relationship was dictated by their 
course of conduct and, as Sherwood argues, by implied 
contractual obligations. The key aspect of this alleged 
implied contractual relationship is the “rolling” feature 
where RBS would permit Sherwood to roll terminated 
Certificates into new Certificates, upon payment of the 
new Settlement Amount. Sherwood argues RBS was 
contractually obligated in perpetuity to give Sherwood the 
opportunity to roll its investments into new Certificates. 
And, the course of conduct between the parties shows that 
RBS consistently allowed Sherwood to roll terminated 
Certificates into new ones until the global financial 
market collapsed in September 2008. The primary issue in 
this adversary proceeding is whether RBS is liable to 
Sherwood for refusing to allow Sherwood to continue the 
“rolls.”
 

Events of September 2008

Sherwood’s claims arise out of events that occurred 
during a two-week period beginning September 15, 
2008—the day after the collapse of Lehman Brothers. 
Sherwood then held two sets of Certificates—the Rentech 
Certificates and the Dynamic Basket Certificates.30 The 
Dynamic Basket Certificates breached their stop-loss 
level on September 15, 2008.
 
*5 Over the next few days, Benscher had several 
conversations with his normal trader at RBS, Michael 
Bayley, who was in New York on business, and Richard 
Langdon, the RBS agent covering Bayley’s desk in 
London. On September 16, 2008, Benscher agreed to 
“roll everything over and we’ll figure it out tomorrow.”31 
Langdon asked Benscher to put Sherwood’s directions 
into written instructions. Benscher complied and provided 
the written instructions in an instant messaging chat 
stating, “I agree to roll the lot.”32

 
On September 17, 2008, Sherwood agreed to roll its 
Dynamic Basket investment into pre-existing Certificates 
with a lower stop-loss level of 59.5.33 Sherwood 
acquiesced, at RBS’s insistence, to roll into previously 
existing Certificates instead of waiting the 5–day period 
for Euroclear to issue a new certificate number. During 
these negotiations, the Rentech Certificates also “knocked 
out.”
 
Bayley prepared and sent Benscher the Term Sheet for the 
two rolls that now encompassed both the Dynamic Basket 

Case 2:19-ap-01383-SK    Doc 259-4    Filed 06/03/21    Entered 06/03/21 15:47:43    Desc
Appendix     Page 134 of 266



In re Sherwood Investments Overseas Limited, Inc., Not Reported in B.R. Rptr. (2015)

 © 2021 Thomson Reuters. No claim to original U.S. Government Works. 4

roll and the Rentech roll.34 Benscher quickly gave his 
approval.35 Bayley, under pressure to act fast due to the 
volatility in the market, promptly sent the Instructions to 
UBS.36

 
Sherwood then needed to make the required substantial 
Settlement Amounts: $957,637.80 to settle the Dynamic 
Basket roll, and $279,120 to settle the Rentech roll.37 For 
the first time in the parties’ business relationship, the 
Term Sheet required Sherwood to settle both trades on a 
T+1 basis—meaning settlement was due the next day on 
September 18, 2008.38 RBS typically required settlement 
payments on T+2 or T+3, two or three days after 
execution of the trade.39

 
Benscher overlooked the T+1 settlement term when he 
approved the two rolls.40 Benscher also failed to 
acknowledge that Sherwood did not have sufficient 
monies in its unpledged UBS account to make the 
settlement payment the next day.41 Benscher needed the 
consent of Pentagon to use monies in their two pledged 
UBS accounts to fund the rolls.42 Benscher also needed to 
modify the Instructions given to UBS to reflect that 
Sherwood would use its two pledged UBS accounts—not 
its unpledged account—to settle the trade.43

 
On settlement day, September 18, 2008, Benscher 
contacted UBS and stopped the money transfer.44 He 
called Bayley ten separate times; they spoke at least 
once.45 During one of those calls, Benscher told Bayley 
that Sherwood could not pay for the two rolls. As Bayley 
puts it, he asked directly: “Can you pay for this?” to 
which Benscher replied: “No”.46 After the phone call, 
Benscher and Bayley continued to talk. Bayley relayed 
that an UBS agent had informed RBS that Benscher 
“cancelled the roll.”47 Benscher maintains Sherwood 
never actually “cancelled” the roll; Sherwood just could 
not make the payment from its unpledged UBS account.48 
Throughout the day on September 18, Benscher tried to 
get RBS to modify the Instructions to UBS, but RBS 
refused.49 RBS’s position was clear: it would not engage 
in further discussions with Sherwood regarding any of its 
positions unless Sherwood paid the required settlement 
amount.50 Benscher then sent a formal email to RBS 
pleading his case.51 RBS did not respond.52

 
*6 RBS agreed to separate the Rentech roll from the 
Dynamic Basket roll. And, on September 19, 2008, 
Sherwood paid the $279,120 settlement to RBS.53

 
The parties, however, reached no resolution on the more 
costly roll of the Dynamic Basket Certificate. RBS 
insisted on payment of the $957,637.80 Settlement 
Amount before it would consider Sherwood’s requested 

roll.54 RBS notified Sherwood that its account was 
“suspended until funds have been received for trades that 
have been agreed.”55 Bayley further explained that if RBS 
was “going to have to make a claim against UBS for the 
[Dynamic Basket] role [sic] then the [account] has to be 
suspended.”56 Remember, UBS was technically RBS’s 
client; thus, as Bayley alluded, any claim for nonpayment 
presumably would be lodged against UBS and not 
Sherwood. Benscher spoke with RBS legal 
representatives that Friday, but could not reach a 
resolution. Benscher claims the lawyer never called him 
back, establishing a “failure to communicate.”57

 
On the following Monday, September 22, 2008, 
Benscher continued to contact RBS and kept asking 
whether the Dynamic Basket Certificates—the ones on 
which RBS was awaiting the Settlement 
Amount—already had “knocked out.”58 RBS continued to 
demand payment.59 At the end of the day, Bayley 
informed Benscher he needed to “step away from 
communications whilst [RBS’s] claim is made against 
UBS, or until the trades are settled.”60 Bencher then hired 
a London attorney who arranged a conference call with 
RBS’s legal representative, Adrian Mulryan, and a UBS 
representative on September 24, 2008.
 
Mulryan’s statements at this conference call form the 
basis of Sherwood’s fraudulent and negligent 
misrepresentation claims.61 Mulryan stated that RBS 
regarded the situation as a disputed trade, reiterated that 
RBS would not consider rolling the Dynamic Basket 
Certificate until Sherwood paid the full Settlement 
Amount, and said they expected payment no later than 
September 25, 2008, or RBS would do everything 
necessary to mitigate their risk.62 Benscher again sought 
information on the current value of the new Dynamic 
Basket Certificates to determine whether they had already 
terminated. Sherwood claims Mulryan misrepresented 
that the Certificates had not “knocked out”. The transcript 
of the parties’ conversation does not support this 
conclusion.63

 
Sherwood finally paid the Settlement Amount of 
$957,637.80 for the Dynamic Basket Certificate roll on 
September 25, 2008.64 Euroclear, the clearing agent, 
apparently had problems processing the payment.65 Until 
the settlement cleared, Bayley told Benscher he still could 
take no orders from Sherwood.66

 
*7 The next day, September 26, 2008, while RBS still 
awaited confirmation that the Dynamic Basket roll settled, 
Bayley distributed an internal email within RBS that, 
when sent externally, was intended to notify Benscher 
that Sherwood’s relationship with RBS was “being put 
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under review.”67 Bayley was instructed to intentionally 
ignore Benscher until RBS received confirmation that the 
Dynamic Basket settlement went through.68 RBS’s 
attorney however informed Sherwood’s lawyer that 
“trading will be seeking to carry out a review of the 
relationship following the recent incident.”69

 
On September 29, 2008, RBS’s counsel informed 
Sherwood’s lawyer that the Dynamic Basket Certificates 
had “knocked out” and were terminated: “Your client 
failed to settle a trade—that trade has now settled. This is 
the end of the matter from our perspective. My 
understanding is that the product your client purchased, 
and failed to settle, has knocked out—i.e. been 
terminated.”70

 
Unbeknownst to Sherwood, both the Dynamic Basket 
Certificates and the Rentech Certificates had “knocked 
out” the week before, on September 18 and September 16, 
respectively.71 The Certificates were worthless before 
Sherwood paid to settle either trade. RBS put the entire 
practice of rolling Certificates with Sherwood under 
review and refused to roll any of Sherwood’s other 
outstanding Certificates as they “knocked out” over the 
next few weeks. Six more sets of Certificates—separate 
and apart from Dynamic Basket and Rentech 
Certificates—terminated between September 16 and 
September 18.72 RBS did not notify Sherwood when these 
Certificates “knocked out” and did not give Sherwood the 
opportunity to roll these Certificates down to a lower 
stop-loss level. By October 8, 2008, all the Certificates 
Sherwood held with RBS had terminated. According to 
Sherwood, its Certificates went from having a value, on 
August 31, 2008, of $6,815,708 to zero.73

 
Sherwood’s 13 claims are all based on two broad 
arguments. First, Sherwood maintains that RBS was 
obligated to inform Sherwood when its Certificates 
“knocked out” and that RBS was obligated to allow 
Sherwood to roll its investments into new Certificates 
with a lower stop-loss level. Second, Sherwood claims 
that once the Dynamic Basket Certificates “knocked out”, 
Sherwood no longer had to pay the Settlement Amount 
associated with the Certificate.
 

Sherwood’s Implied–in–Fact Contract Claims Fail 
(Counts I–IV)

Incredibly, given the size and complexities of the trades, 
no written or oral contract exists between the parties. No 
customer term sheet or agreement controls.74 Sherwood 
was never even a formal client of RBS. UBS was the 

titular “client.” Sherwood argues, however, that its 
historical trading relationship with RBS established a 
pattern of conduct resulting in an implied-in-fact contract. 
RBS does not specifically dispute the existence of such a 
contractual relationship,75 but disputes Sherwood’s terms 
for the implied-in-fact contract. The Court concludes that, 
even assuming an implied contract exists, the terms could 
not support a contractual breach by RBS as a matter of 
law based on the undisputed material facts.
 
*8 “The creation of a contract requires that there be 
mutual assent to a certain and definite proposition.”76 An 
implied-in-fact contract “is one form of an enforceable 
contract; it is based on a tacit promise, one that is inferred 
in whole or in part from the parties’ conduct, not solely 
from their words.”77 As opposed to an express 
contract—an agreement put into writing or reached 
orally—“[a] contract implied in fact is not put into 
promissory words with sufficient clarity, so a fact finder 
must examine and interpret the parties’ conduct to give 
definition to their unspoken agreement.”78 A contract 
implied-in-fact depends upon the “assent of the parties.”79 
“In a contract implied in fact the assent of the parties is 
derived from other circumstances, including their course 
of dealing or usage of trade or course of performance.”80 
Based on the parties conduct, can a court infer that the 
parties made an implied promise to each other?81

 
RBS and Sherwood agree that they made implied 
promises to one another but that the agreement was “not 
put into promissory words with sufficient clarity.”82 They 
do not agree, however, on the terms or scope of the 
implied-in-fact contract.
 
Sherwood, understandably, asks the Court to imply many 
terms into the parties’ amorphous implied-in-fact contract 
including these five terms divined from Sherwood’s 
trading relationship with RBS:

1. RBS and Sherwood would maintain open lines of 
communication (by phone, email, and IB) for trading 
purposes;

2. Sherwood (through Benscher) would direct all of 
the trades of the underlying shares held by RBS 
relative to the Certificates owned by Sherwood;

3. When a trade required the purchase and/or sale of 
Certificates by Sherwood, RBS would promptly 
prepare a written instruction containing the 
agreed-upon terms of the trade, and RBS would 
provide a draft of such instruction to Benscher for 
his review and potential changes before sending the 
instructions to UBS;

Case 2:19-ap-01383-SK    Doc 259-4    Filed 06/03/21    Entered 06/03/21 15:47:43    Desc
Appendix     Page 136 of 266



In re Sherwood Investments Overseas Limited, Inc., Not Reported in B.R. Rptr. (2015)

 © 2021 Thomson Reuters. No claim to original U.S. Government Works. 6

4. Settlement of an agreed-upon trade involving the 
Certificates was due no earlier than on a T+2 or T+3 
basis; and
5. RBS would notify Sherwood if any of its 
Certificates breached their Stop–Loss Level, and 
give Sherwood the opportunity to roll the 
Certificates.83

 
RBS, also understandably, argues for a simpler, more 
straight-forward implied-in-fact contract premised on a 
basic “buy and sell” analogy: RBS had an obligation to 
supply the Certificates ordered by Sherwood/UBS, and 
Sherwood had the concomitant obligation to pay RBS the 
Settlement Amount according to the agreed-upon 
settlement terms.
 
Sherwood argues the parties’ conduct established a 
minimum a two-day, T+2, settlement period. Because 
Sherwood did not pay RBS the Settlement Amounts for 
the Dynamic Basket Certificates within two days of the 
date Sherwood requested the trade, September 19, 2008, 
RBS argues it was Sherwood, not RBS, who breached any 
possible implied-in-fact contract, even applying 
Sherwood’s proposed terms. The facts are undisputed that 
Sherwood failed to timely “settle up” within a two-day, or 
even three-day, period on the Dynamic Basket 
Certificates. “[I]t is a fundamental principle of Florida 
contract law that a material breach by one party excuses 
the performance by the other.”84

 
*9 Implied-in-fact contracts generally are associated with 
uncomplicated transactions, not complex transactions like 
multi-party, international, speculative derivatives stock 
trading. “Common examples of contracts implied in fact 
are where a person performs services at another’s request, 
or ‘where services are rendered by one person for another 
without his expressed request, but with his knowledge, 
and under circumstances’ fairly raising the presumption 
that the parties understood and intended that 
compensation was to be paid. In these circumstances, the 
law implies the promise to pay a reasonable amount for 
the services.”85 For those who do business without an 
express agreement, they proceed at their peril, and courts 
must craft terms for the implied-in-fact contract that 
reasonable people would have reached if they had 
thought to enter into a formal contract.86 The plaintiff 
moreover has a greater burden because he has chosen 
forego the formality of a contract and its protections. “To 
hold otherwise would be to encourage loose dealings and 
place a premium upon carelessness.”87

 
In Count I, Sherwood alleges RBS breached a duty to 
“provide proper instructions.”88 Sherwood argues that 
RBS’ T+1 settlement date breached their implied-in-fact 

contract that the settlement date for rolls would be on T+2 
or T+3 settlement terms. Sherwood’s argument is a red 
herring.
 
First, Benscher/Sherwood explicitly approved the Term 
Sheet including the T+1 settlement date of September 18, 
2008.89 “[I]t is hornbook law in Florida that a party cannot 
avoid its obligations under a contract merely because he 
failed to thoroughly read the contract terms.”90 Sherwood 
agreed to a T+1 settlement date. Sherwood’s argument 
that an unwritten, unstated agreement on the settlement 
dates based on the parties’ prior conduct would trump an 
explicit written term sheet that Sherwood approved is 
worthy of Lewis Carroll and his Alice.
 
Second, Sherwood’s argument fails because, regardless of 
whether the settlement date was T+1, T+2, or T+3, 
Sherwood did not have the money to make a timely 
payment. RBS agreed to split the two trades and accept 
the settlement payment for the Rentech Roll on 
September 19, 2008—which corresponds to a T+2 
settlement date. But Sherwood did not have the money to 
pay RBS for the Dynamic Basket Roll on a T+1, T+2, or 
T+3 basis.91 That RBS demanded payment in one day 
versus three days is irrelevant. Sherwood lacked the 
monies to make the payment on any of these options and 
has established no breach by RBS under Count I based 
upon a failure to “provide proper instructions.”
 
In Count II, Sherwood argues RBS breached a purported 
“duty to communicate.”92 RBS again argues that, even if it 
were bound by such a term, Sherwood’s initial breach by 
failing to timely pay the Dynamic Basket Roll settlement 
excused RBS from performing. Additionally, RBS argues 
that any damages Sherwood suffered were not caused by 
RBS’s failure to communicate. Sherwood does not 
address Count II in its response to RBS’s motion for 
summary judgment or demonstrate how RBS’s alleged 
failure to “communicate” led to damages.
 
*10 The undisputed facts moreover illustrate that 
communications between the parties were frequent. 
Benscher and Bayley spoke by phone on the morning of 
September 18, 2008.93 After Bayley rightfully expressed 
concerned about Sherwood’s ability to pay, he instructed 
Benscher to communicate only through Instant 
Bloomberg chat, presumably to maintain a written 
record.94 Bayley and Benscher communicated by IB every 
day during the episode.95 True, RBS’s position was 
rigid—it would accept no further trade requests from 
Sherwood or allow Benscher to direct trading of RBS’s 
hedge positions until Sherwood paid—but this does not 
mean RBS did not communicate with Benscher. RBS just 
did not say what Benscher wanted to hear. RBS’s position 
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was consistent, regardless of how much it communicated: 
it would execute no further trades for Sherwood unless it 
paid the settlement. Sherwood has established no breach 
by RBS under Count II for “failure to communicate.”
 
Count III tries to insert two unique term’s into 
Sherwood’s version of an implied-in-contract: (1) RBS 
could not sell its own hedge positions without Sherwood’s 
approval or Benscher’s direction, and (2) RBS had to 
allow Sherwood to roll its Certificates when they 
“knocked out” into new Certificates with lower stop-loss 
levels. Sherwood apparently claims RBS had to hold its 
own stock and continue to finance Sherwood’s 
speculative trades in perpetuity whether Sherwood paid 
RBS or not. Sherwood would have RBS continue to roll 
the Certificates, even when Sherwood owed it almost $1 
million and, at the same time, hold onto securities that 
RBS, not Sherwood, owned just as the entire global 
market was crashing in value around them.
 
As to RBS’s right to sell its underlying hedge shares, no 
material factual dispute exists these securities were owned 
by RBS, and neither Sherwood nor Benscher had any 
right to dictate RBS’s decision to sell or to retain these 
securities. The stocks were owned by RBS, who could do 
with them what they wished.
 
The Certificates financed by RBS and purchased by 
Sherwood were nothing more than a speculative bet. RBS 
wanted to protect its own interest and had sufficient 
capital to hedge its bet by purchasing underlying shares so 
that, if RBS “lost its bet” with Sherwood, RBS could sell 
of the underlying shares and, in theory, at least break 
even.96 Benscher admitted in his deposition that RBS 
owned the shares and Sherwood had no legal capacity to 
force or direct RBS to purchase or to sell the underlying 
shares.97 The written terms and conditions attached to the 
Certificates specifically disclaimed any right Sherwood 
had to direct the underlying hedge positions.98 Aside from 
mere historical conduct, Sherwood has not put forth any 
evidence to show that RBS “agreed” to allow Sherwood 
to direct the trading of RBS’s hedge positions. The 
evidence distinctly points to the contrary. No reasonable 
person would agree to such a term, and none can be 
implied in any contract between these parties.
 
*11 Sherwood’s second argument in Count III, that RBS 
was contractually obligated to allow Sherwood to roll its 
Certificates whenever they “knocked out” in perpetuity, 
also fails. No reasonable business person, which is the 
standard,99 would allow a client to speculate in derivative 
securities forever and without regard to whether they paid 
up or not. The argument truly is preposterous.
 

Sherwood attempts to skirt this absurdity by arguing that 
the “contract” wasn’t forever; they could have modified it 
by mutual agreement. This argument is illogical: if the 
term required modification to shorten its duration from 
perpetuity, then Sherwood necessarily argues that under 
its version of their contract, RBS had to fund Sherwood’s 
speculation forever.
 
No reasonable person would agree to fund Sherwood’s 
betting losses indefinitely. An implied-in-fact contract 
requires mutual assent, just like an express contract. The 
key difference is the manner in which assent is 
ascertained: conduct as opposed to words. None of RBS’s 
conduct shows an assent to be bound by Sherwood’s 
audacious proposed contractual terms. “Because a 
contract implied-in-fact is a legal contract based on an 
unspoken agreement, and [Sherwood] presented no 
evidence from which a reasonable jury could find that an 
unspoken agreement existed between the parties,”100 
Sherwood has failed to prove by the undisputed material 
facts any breach by RBS of the implied-in-fact contract 
between the parties. RBS is entitled to summary judgment 
on the breach of contract counts, Counts I through III.
 
In Count IV, Sherwood asserts RBS breached an implied 
covenant of good faith and fair dealing. Sherwood has 
failed, however, to show a breach of any kind by RBS. If 
no breach occurred, RBS acted in good faith and dealt 
fairly with Sherwood. “A breach of the implied covenant 
of good faith and fair dealing is not an independent cause 
of action, but attaches to the performance of a specific 
contractual obligation.”101 “[A] claim for a breach of the 
implied covenant of good faith and fair dealing cannot be 
maintained under Florida law in the absence of a breach 
of an express term of a contract.”102 Sherwood has failed 
to show RBS breached any implied contractual 
obligations and, as such, cannot show the breach of any 
implied covenant. Sure, the Certificates “knocked out” 
and Sherwood lost the potential of reaping huge 
speculative rewards, but this was not caused by RBS but 
rather by the mercurial ups and downs of the stock 
market. Because Sherwood did not show that RBS 
breached any implied covenant of good faith and fair 
dealing, RBS is entitled to summary judgment on 
Sherwood’s Count IV.103

 
In summary, the material undisputed facts establish that 
RBS is entitled to summary judgment on Counts I through 
IV, all asserting breach of an implied-in-fact contract. The 
parties operated under a simple implied contract requiring 
RBS to sell promised Certificates to Sherwood, and 
Sherwood’s obligation to pay the requisite Settlement 
Amount according to the agreed-upon settlement terms. 
RBS breached none of these terms.
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The Independent Tort Doctrine Bars Sherwood’s Tort 
Claims

*12 As a blanket argument against all of Sherwood’s tort 
counts, RBS alleges the independent tort doctrine 
prevents Sherwood from pursuing its six tort claims. The 
independent tort doctrine is derived from fundamental 
contract principles and serves to “bar a tort claim where 
the offending party has committed no breach of duty 
independent of a breach of its contractual obligations.”104 
Put differently, a party to a contract cannot recast a cause 
of action that is otherwise a breach-of-contract claim into 
a tort claim.105 RBS argues that, because the conduct 
underlying Sherwood’s contract counts, Counts I through 
IV, forms the basis for Sherwood’s tort counts, the 
independent tort doctrine bars the claims.
 
Some legal scholars question the continuing vitality of the 
independent tort doctrine after the Florida Supreme 
Court’s decision in Tiara Condominium Association v. 
Marsh & McLennan Companies, which limited the 
economic loss rule, an analogous doctrine, to products 
liability claims.106 Others, including the esteemed judges 
of the Eleventh Circuit Court of Appeals and the Chief 
Judge of the Middle District of Florida, suggest that the 
independent tort doctrine survived the holding in Tiara.107 
If so, Sherwood’s tort claims are barred.
 
“A tort denotes an injury inflicted otherwise than by a 
mere breach of contract.”108 The Court already found that 
the parties’ relationship indeed was governed by a simple 
implied-in-fact contract and that RBS did not breach any 
contractual terms. As such, Sherwood cannot assert its 
tort claims based on the same alleged contractual breach 
under the Independent Tort Doctrine. The Court, 
however, will discuss the individual merits of each tort 
claim out of an abundance of caution.
 

Conversion (Count X)

Sherwood argues that RBS converted the $957,637.80 
settlement payment Sherwood paid for the Dynamic 
Basket Certificate because the underlying stocks were 
worthless when the payment was made. To establish a 
claim for conversion, Sherwood must prove: “(1) an act of 
dominion wrongfully asserted, (2) over plaintiff’s 
property, (3) that is inconsistent with plaintiff’s ownership 
therein.”109 To establish a claim for conversion, “the 

plaintiff must show the defendant ‘exercised a positive, 
overt act or acts of dominion or authority over the money 
or property inconsistent with and adverse to the rights of 
the true owner.’ ”110 “[T]he gist of conversion is ... the 
disseizin of the owner or in an interference with legal 
rights which are incident to ownership, such as the right 
to have possession.”111

 
*13 Sherwood voluntarily and properly paid the 
settlement payment to RBS as required by the parties’ 
implied-in-fact contract. As it turns out, the Certificates 
had “knocked out” and become worthless between the 
time the Certificates were issued and when Sherwood 
paid RBS. When Sherwood made the settlement payment, 
it paid what was due and lost any ownership interest in 
the funds. Sherwood voluntarily paid the funds for 
securities that, as it turns out, were worthless. Sherwood 
is just unhappy that the securities decreased so rapidly in 
value, as were millions of other traders worldwide in 
September 2008. Sherwood lost its bet, but in no scenario 
did RBS convert Sherwood’s monies.
 
Sherwood cannot show RBS wrongfully asserted 
dominion over Sherwood’s property inconsistent with 
Sherwood’s ownership because Sherwood voluntarily 
paid the agreed settlement amount. RBS is entitled to 
summary judgment as a matter of law based on the 
undisputed facts as to Count X.
 

Fraudulent and Negligent Misrepresentation (Counts 
VII and VIII)

Sherwood’s fraudulent and negligent misrepresentation 
claims arise from the conference call between Benscher, 
an RBS attorney, Adrian Mulryan, and others held on 
September 24, 2008.112 Sherwood alleges Mulryan made 
statements that mislead Sherwood into believing that the 
Dynamic Basket Certificates had not yet “knocked out.” 
Thus, Sherwood argues it was fraudulently misled into 
paying for securities that had become worthless. (The call 
occurred days after Sherwood’s settlement payment was 
due on September 20, 2008, and after Sherwood already 
had breached its implied-in-fact contract with RBS.)
 
RBS argues (1) Mulryan’s statements are not misleading; 
(2) Sherwood already knew the Dynamic Basket 
Certificates had “knocked out”; and (3) due to the parties’ 
adversarial relationship by that point, Sherwood could not 
have justifiably relied on RBS’s statements. The Court 
will address each argument.
 
Fraudulent misrepresentation and negligent 

Case 2:19-ap-01383-SK    Doc 259-4    Filed 06/03/21    Entered 06/03/21 15:47:43    Desc
Appendix     Page 139 of 266



In re Sherwood Investments Overseas Limited, Inc., Not Reported in B.R. Rptr. (2015)

 © 2021 Thomson Reuters. No claim to original U.S. Government Works. 9

misrepresentation are similar. To establish a fraudulent 
misrepresentation claim, Sherwood must prove: (1) RBS 
made a false statement concerning a material fact; (2) 
RBS knew the statement was false; (3) RBS intended to 
induce Sherwood to act on the false statement; and (4) 
Sherwood was damaged by relying on the 
misrepresentation.113 Justifiable reliance is not an element 
to a fraudulent misrepresentation claim in Florida.114 To 
establish its negligent misrepresentation claim, Sherwood 
similarly must prove: (1) RBS made a misrepresentation 
of material fact it believed was true but was actually false; 
(2) RBS was negligent in making the statement because it 
should have known the representation was false; (3) RBS 
intended Sherwood to rely on the misrepresentation; and 
(4) Sherwood was injured by its justifiable reliance upon 
the misrepresentation.115 So, in contrast to the fraudulent 
misrepresentation claim, Sherwood must prove it 
justifiably relied on RBS’s alleged negligent 
misrepresentation to prevail.116

 
*14 The key element is whether RBS’ lawyer, Mulryan, 
knowingly or negligently misrepresented a material fact 
to Benscher during this call. Sherwood already had paid 
the $279,000 settlement for the Rentech roll on 
September 19, 2008, but still had not paid the $957,000 
for Dynamic Basket settlement payment. RBS wanted to 
know if Sherwood intended to make this payment. The 
pertinent portion of the transcript follows:

Mulryan: The question we would ask is, A, are 
Sherwood recognizing that these trades exist and, B, 
what are Sherwood and/or UBS and/or yourselves 
doing with respect to settling them? Because if 
they’re not recognized trades and they’re not valid 
trades, then we have to close them out as quickly as 
we can to ensure that our books are not running any 
further exposure [unclear] or losses there and then 
take whatever action is necessary to recover any such 
losses against all parties in the chain.

Benscher: Understood. And from Sherwood’s 
perspective, the valid trade was the trade that was 
signed, which was, I believe, the roll of the RCK 
[Rentech] which was one of the two trades on the 
original, on the original instruction. But the roll of 
the basket, given that it was not signed, was not a 
valid trade. So in that particular instance, you have 
to, you have to do whatever you were planning to do 
with the basket.

Mulryan: Well, our position is we were acting in 
reliance of your instruction, that we have done for 
each and every other similar trade whereby the trade 
was struck [?] immediately, the hedge was put on 
and then the instructions followed in the ordinary 

course via Esther and UBS. That has always been the 
methodology employed here. If you are saying that, 
that your view is that these are not valid trades, 
then are you saying you do not recognize a div 
trade was put on?

Benscher: What I’m saying is that the trade that was 
signed, which was the roll of the RCK, no problem. 
The basket trade, without countersignature, is not 
valid, is not a valid trade from us.....
Mulryan:.... In this instance, we had something that 
was allowed to run and run. We were expecting the 
formal instruction from UBS. We were expecting the 
follow-up from Esther. From our perspective the 
trade was put on, there were various emails, 
communications and calls in respect to sliding 
that trade. It’s on. It’s live. I’m getting the 
impression now that basically you’re saying that, that 
the parties here do not recognize it as a valid trade 
and will not be pursing [sic] any form of further 
instruction or settlement of that trade.117

 
Sherwood proffers that Mulryan’s statements that the 
“trade” was “valid,” “open,” and “live” constitutes a 
representation by RBS that the Certificates had not yet 
terminated. No reading of the transcript of the call in its 
entirety supports Sherwood’s conclusion. RBS also 
argues Sherwood misinterprets Mulryan’s statements and 
accurately identifies an inconsistency between Benscher’s 
statements made during the conference call and 
Sherwood’s current arguments.
 
During the call, Benscher and Mulryan argued back and 
forth about whether the term sheet for Dynamic Basket 
roll was or was not “valid” based on whether Benscher 
had to sign the new term sheet or not.118 No reading of the 
transcript supports a conclusion that anyone, including 
Benscher, interpreted this discussion as a representation, 
false or true, by RBS about the current value of the 
Dynamic Basket Certificates. Benscher stated that the 
Rentech Certificate roll was valid because it was signed 
by Sherwood’s agent in Zurich, Esther Iseppi,119 but 
maintained that the Dynamic Basket Certificate roll was 
not a valid trade because it was not signed.120 The 
discussions did not relate to the value of the underlying 
Certificates but focused instead on whether Sherwood 
was bound to pay for the Dynamic Basket Certificate roll 
even though RBS never received signed instructions from 
UBS.
 
*15 Benscher’s statements near the end of the call show 
that, even after Mulryan’s earlier statements about 
whether the trade was valid or not, he still sought 
information on the value of the Dynamic Basket 
Certificates, stating, “to the extent that you can get Nigel, 
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a status of the underlying position that would be very, 
very helpful.”121 To which Mulryan responded: “Again, 
how we hedge a particular issue or [unclear] is our 
particular internal issue.”122 Elsewhere in the phone call, 
Benscher also sought information on the status of the 
Certificates; Mulryan avoided making a representation 
one way or the other.123 RBS never misrepresented 
intentionally or negligently the value of the underlying 
securities.
 
RBS also points to a statement by RBS’s attorney, Nigel 
Rowley, during the call that acknowledges Sherwood’s 
knowledge that the Certificates already had “knocked 
out.” Referencing the issues between the parties 
concerning the Dynamic Basket trade, Mr. Rowley stated: 
“By the time it was brought to our attention that there was 
a problem, this particular trade happened to be well under 
water.”124 Sherwood offers no explanation for this 
statement other than to reach the same conclusion that 
RBS and the Court reaches: Sherwood knew that the 
underlying stocks had “knocked out” before the call on 
September 24, 2008. Sherwood was looking for a way out 
and avoid paying RBS for the deal by arguing that the roll 
order was invalid.
 
Sherwood cannot blame RBS for its loss by asserting 
RBS made a fraudulent or negligent misrepresentation. 
Mulryan’s statements did not pertain to the value of the 
Dynamic Basket but instead to questions addressing 
whether the trade was valid and whether Sherwood had to 
pay RBS. Sherwood/Benscher could not have relied on 
Mulryan’s statements, justifiably or not, because the 
record evidence undisputedly shows that Benscher 
continued to seek information on the value of the 
Certificates and underlying securities at the end of the 
call, a tacit acknowledgment that he did not rely on 
Mulryan’s previous statements for any valuation 
information and likely already knew that the securities 
were “under water,” based on his own lawyer’s 
comments.
 
The transcript of the call speaks for itself and, when 
RBS’s statements are put in context, RBS made no 
fraudulent or negligent misrepresentation of a material 
fact. Sherwood could not have reasonably or justifiable 
relied on RBS’s statements. Finding no material factual 
disputes, the Court will enter summary judgment in favor 
of RBS on Counts VII and VIII.
 

No Fiduciary Relationship Existed between RBS and 
Sherwood (Counts V and IX)

Sherwood brings two separate claims predicated on a 
fiduciary relationship between RBS and Sherwood: Count 
V for breach of fiduciary duty and Count IX for 
constructive fraud. To succeed on these counts, Sherwood 
must prove RBS had a fiduciary relationship to it. 
Sherwood has failed this task.
 
To prevail on a breach of fiduciary duty claim, a claimant, 
like Sherwood, must show that (1) a fiduciary duty 
existed, (2) the fiduciary duty was breached, and (3) the 
claimant suffered damages proximately caused by the 
breach.125 Likewise, “[c]onstructive fraud exists where a 
duty arising from a confidential or fiduciary relationship 
has been abused, or where an unconscionable advantage 
has been taken.”126 Therefore, both Counts V and IX 
require Sherwood to prove RBS had a fiduciary 
relationship that was breached causing Sherwood 
damages.
 
*16 A fiduciary relationship can be express—i.e., created 
by contract—or implied.127 No written, express contract 
exists. So, Sherwood must establish an implied fiduciary 
relationship. An implied fiduciary relationship under 
Florida law is one “implied in law based on the specific 
facts and circumstances surrounding the parties [sic] 
relationship and the transaction in which they are 
involved.”128 A plaintiff must produce “substantial 
evidence” that the alleged fiduciary recognized, accepted, 
or undertook the duties of a fiduciary.129 The indispensable 
condition of an implied fiduciary relationship is ‘some 
degree of dependency on one side and some degree of 
undertaking on the other side to advise, counsel, and 
protect the weaker party.’ ”130

 
RBS steadfastly maintains that it never accepted the 
responsibilities of a fiduciary and, as a matter of law, 
courts cannot force fiduciary responsibilities upon it. This 
Court agrees. A fiduciary relationship does not arise 
because one side of a business relationship depends on the 
other side. That is the case in virtually every business 
relationship; one side relies on the other to act in an 
expected way. Rather, for a fiduciary obligation to arise, 
the purported fiduciary must accept the more demanding, 
fiduciary responsibilities requiring it to act in the best 
interest of the other party, not itself, which is the virtual 
opposite of the typical business relationship where parties 
act in their own best interest. That is, for the “facts and 
circumstances” to create an implied-in-law fiduciary 
relationship, a required “circumstance” is that “the 
allegedly superior party must have accepted a duty to 
guard the interests of the dependent party.”131 They must 
agree to protect the dependent party, even if their own 
interests are detrimentally affected. The fact that a 
plaintiff “unilaterally placed his trust in [the defendant] to 
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oversee ... account investments is ... insufficient to create 
a fiduciary relationship.”132

 
RBS produced more than ample evidence it never 
undertook fiduciary responsibilities. Richard Freeman, 
RBS’s representative, declared that RBS never gave 
Sherwood investment advice or guidance; Sherwood and 
Benscher were experienced and knowledgeable 
commercial investors, and Sherwood knew more about 
the companies it invested in than RBS.133 Additionally, the 
term sheets for the Certificates expressly disclaimed any 
fiduciary duty.134 And, although the term sheets were not 
binding contracts,135 Benscher’s approval of the term sheet 
and Sherwood’s decision to complete the trades financed 
in part by RBS indicate he and Sherwood knew that RBS 
never agreed to assume any fiduciary role.
 
*17 At its heart, the relationship between RBS and 
Sherwood was simple. RBS loaned money to Sherwood 
so Sherwood could purchase securities. “[C]ourts have 
held that, in the usual creditor-debtor relationship, a 
fiduciary duty does not arise.”136 RBS provided Sherwood 
with 75–80% of the funds required to invest in a 
particular stock.137 “An arms-length relationship can 
support no implied-in-law fiduciary obligations.”138 
Sherwood and RBS engaged in an arms-length business 
relationship with each side seeking to profit from the 
transactions.
 
Sherwood produced absolutely no rebuttal evidence to 
show that RBS assumed any fiduciary duties.139 RBS has 
established as a matter of law that no material factual 
disputes exist that would demonstrate any fiduciary 
relationship existed between Sherwood and RBS.140 And, 
because a fiduciary relationship is an essential element, 
RBS is entitled to summary judgment on Counts V and IX 
asserting breach of a fiduciary duty and a constructive 
trust.
 

Professional Negligence (Count VI)

Sherwood’s Count VI for professional negligence also 
fails. Sherwood alleges RBS is liable for professional 
negligence because it sold its hedge positions in a 
negligent manner causing Sherwood’s certificates to 
“knock out”. An essential element of any professional 
negligence count is that the allegedly negligent 
professional held a professional license that required at 
least a four-year college degree.141 RBS argues it is 
entitled to summary judgment because the traders who 
liquidated its hedge shares were not required to hold four 
year degrees and do not qualify as “professionals” under a 

professional negligence claim.
 
“A claim for professional negligence is similar to a claim 
for ordinary negligence except that the standard of care is 
based on ‘the standard of care used by similar 
professionals in the community under similar 
circumstances.’ ”142 A professional negligence claim is “a 
cause of action that is only applicable to a vocation 
requiring at least a four-year college degree before 
licensing is possible.”143 Further, “a vocation is not a 
profession if a state license is not required at all.”144

 
*18 In its motion for summary judgment, RBS argued that 
no four-year degree is required for its employees who 
liquidated RBS’s hedge shares. RBS introduced record 
evidence that no legal requirement exists requiring “the 
employees who directed and carried out the liquidations 
of its hedged positions have a minimum four-year college 
degree” and there is no legal requirement that any RBS 
employees “involved in the Sherwood trading relationship 
have a minimum four-year college degree.”145 Sherwood 
failed to produce a shred of evidence showing that RBS’s 
employees were professionals, had to hold any particular 
license, or that the license required a four-year college 
degree. Sherwood has failed to support its claim for 
professional negligence. RBS is entitled to summary 
judgment on Count VI.
 

The Presumption against Extraterritorial Application of 
Federal Statutes Bars Recovery of Sherwood’s 
Fraudulent Transfer Claims (Counts XII and XIII)

Sherwood seeks to recover the two settlement payments 
totaling almost $1.3 million it made to RBS for the 
Rentech Roll ($279,120) and the Dynamic Basket Roll 
($957,637.80) (the “Transfers”)146 as fraudulent transfers 
under §§ 548 and 550 of the Bankruptcy Code.147 
Sherwood argues these transfers were constructively 
fraudulent because the underlying certificates already had 
“knocked out” when the payments were made. So 
Sherwood argues it did not receive reasonably equivalent 
value, and the Transfers should be avoided.
 
The Court will focus on RBS’ primary argument that the 
presumption against extraterritorial application of federal 
statutes bars application of 11 U.S.C. §§ 548 and 550 to 
the Transfers.148 “It is a ‘longstanding principle of 
American law that legislation of Congress, unless a 
contrary intent appears, is meant to apply only within the 
territorial jurisdiction of the United States.’ ”149 RBS urges 
the Court to apply this longstanding principle, termed the 
presumption against extraterritorial transfers, prohibiting 
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Sherwood’s fraudulent transfer claims under § 548 of the 
Bankruptcy Code150 because the Transfers occurred 
entirely outside of the United States. Sherwood responds 
that the Transfers had substantial ties to the United States 
and, alternatively, that Congress intended the statute to 
apply extraterritorially.
 
The presumption against extraterritorial application of 
federal statutes “represents a canon of construction, or a 
presumption about a statute’s meaning, rather than a limit 
upon Congress’s power to legislate” and “rests on the 
perception that Congress ordinarily legislates with respect 
to domestic, not foreign matters.”151 The presumption is 
not jurisdictional, but rather dictates whether United 
States statutes apply to foreign transactions or conduct.152 
The presumption “serves to protect against unintended 
clashes between our laws and those of other nations 
which could result in international discord”153 and “applies 
regardless of whether there is a risk of conflict between 
the American statute and a foreign law.”154 It reflects the 
“presumption that United States law governs domestically 
but does not rule the world.”155

 
*19 The rule is that courts should not apply federal 
statutes to transactions that occur outside the United 
States unless Congress expressly says a statute should 
apply extraterritorially. Courts have crafted a two-part test 
to apply this rule. First, a court evaluates the facts and 
circumstances of each case to determine if applying the 
federal statute would amount to extraterritorial 
application.156 If yes, then second, the court determines 
whether Congress intended for the statute to apply outside 
of the United States.157

 
On the first prong of the test, Sherwood relies on 
Benscher’s physical presence in the United States to argue 
it is not seeking any extraterritorial application of § 548. 
Sherwood’s principal, Benscher, undisputedly resided in 
and directed trades from the United States. Sherwood kept 
all of its books and records in the United States and 
operated its orchid growing subsidiary, Sherwood Farms, 
from the United States. Benscher initiated all of his 
contacts with RBS from the United States. These facts, 
Sherwood advances, show that that the “center of gravity” 
of the parties’ relationship had enough contact with the 
United States to shift application of § 548 outside of the 
realm of “extraterritorial.”158

 
Sherwood however ignores the extraterritorial nexus of 
the Transfers themselves. Courts applying the 
extraterritoriality presumption to fraudulent transfers 
typically hold that the proper focus is the transfers sought 
to be avoided, not the parties’ relationship or locus.159 
Courts look at “ ‘the focus of congressional concern,’ or, 

in other words, ‘the transactions that the statutes seek to 
regulate.’ ”160 So, the critical test in this case is “the 
regulatory focus of the Bankruptcy Code’s avoidance and 
recovery provisions.”161

 
Section 548 of the Bankruptcy Code focuses on the 
“nature of the transaction in which property is 
transferred” and not the relationship between the parties 
or the debtor’s physical presence in the United States.162 If 
the debtor’s presence in the United States alone defeated a 
finding of extraterritorial application, the issue would 
never arise in a bankruptcy case filed in this country.163 
But the issue does arise because it is the transfer not the 
debtor’s physical presence that determines whether a 
debtor seeks to impose § 548 outside the borders of the 
United States.164

 
*20 So, the Court here must determine whether the 
Transfers occurred extraterritorially considering “the 
location of the transfers as well as the component events 
of those transactions.”165 The parties agree that the 
Transfers were made from Sherwood’s accounts at UBS 
in Switzerland to RBS’s accounts in England to settle 
both trades. A transfer of funds occurred from 
Switzerland to England. Also, Sherwood is a British 
Virgin Islands corporation, and RBS is a Netherlands 
entity.166 These circumstances are similar to those where 
courts found extraterritorial application of a federal 
statute was inappropriate.
 
In Securities Investor Protection Corp. v. Bernard L. 
Madoff Investment Securities LLC,167 a fraudulent transfer 
case, the court found that the presumption applied where a 
foreign transferee made a subsequent transfer to a foreign 
subsequent transferee. There, however, the initial transfer 
originated from a United States transferor. The court 
looked solely at the subsequent transfer and found the 
presumption to apply. In In re Maxwell Communication 
Corp. plc,168 an English debtor sought to avoid preferential 
transfers made to English and French banks. The court 
reasoned that although the transferred funds were 
proceeds from the sale of the debtor’s United States 
assets, “[w]hile relevant to an extraterritoriality analysis,” 
this was insufficient, in light of the absence of any other 
domestic connection, “to characterize the transfers as 
occurring within the borders of the U.S.”169

 
The Supreme Court’s recent decision in Morrison v. 
National Australia Bank, Ltd. presents an even more 
compelling case.170 An Australian bank there purchased a 
United States mortgage servicer, who misrepresented and 
overstated its value. When the Australian bank adjusted 
its financial reporting to reflect the reduced value, causing 
its stock price to slip, investors sued the Australian bank 
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for federal securities fraud. There, the actual fraudulent 
conduct—the mortgage servicer’s overstatement of its 
value—occurred in the United States. But Justice Scalia 
reasoned that “the focus of the Exchange Act is not upon 
the place where the deception originated, but upon 
purchases and sales of securities in the United States.”171 
Because the securities trades were not executed in the 
United States, and the securities were not listed on U.S. 
exchanges, the Supreme Court held that the presumption 
against extraterritorial use of a federal statute barred 
recovery.172

 
The minimal contacts Sherwood points to in the U.S. 
cannot displace the presumption’s application. Yes, 
Sherwood’s principal lived in the United States and 
directed Sherwood’s business with RBS and UBS from 
his Florida home. But, “even where the claims touch and 
concern the territory of the United States, they must do so 
with sufficient force to displace the presumption against 
extraterritorial application.”173 Benscher’s initiation of the 
Transfers from the United States does not defeat the 
presumption’s application when the actual Transfers 
occurred abroad: UBS transferred monies from 
Sherwood’s Swiss account to RBS’s English account.174 
Perhaps Justice Scalia put it best: “[I]t is a rare case of 
prohibited extraterritorial application that lacks all contact 
with the territory of the United States. But the 
presumption against extraterritorial application would be 
a craven watchdog indeed if it retreated to its kennel 
whenever some domestic activity is involved in the 
case.”175

 
*21 The Court also will not disregard the presumption 
because RBS has bank branches in the United States. The 
focus is where the precise Transfers occurred and the 
events surrounding the Transfers: “Corporations are often 
present in many countries, and it would reach too far to 
say that mere corporate presence suffices” to displace the 
presumption against extraterritorial application.176

 
The Transfers here occurred extraterritorially. The 
recipient was a Netherlands entity. The transferor was a 
British Virgin Islands entity. All trading and creation of 
the underlying securities purchased with the Transfers 
was performed in London, England. The Transfers lack 
the requisite contact with the United States to warrant 
application of § 548 of the Bankruptcy Code. That is, 
unless Congress intended § 548 of the Bankruptcy Code 
to apply extraterritorially, which leads to the second part 
of the inquiry.
 
The second prong of the extraterritoriality inquiry 
requires the Court to determine whether Congress 
intended § 548 to apply outside the United States. “[A]ny 

ambiguity in the statute must be resolved in favor of 
refusing to apply the law to events occurring outside U.S. 
territory.”177 Although not frequently addressed, courts 
have come to different conclusions whether §§ 548 and 
550 contain the requisite Congressional intent, and a 
majority of courts conclude the statute lacks the intent to 
displace the presumption.178 This Court agrees with the 
majority of courts that conclude that the necessary intent 
is lacking.
 
The text of § 548 contains no express language indicating 
Congress intended the statute would apply 
extraterritorially.179 Sherwood’s only colorable argument 
points to the statutory structure of §§ 548 and 550 in 
conjunction with other provisions of the Bankruptcy Code 
as evidence Congress intention that the statutes would 
apply abroad.180 Specifically, Sherwood argues that its 
fraudulent transfer claims are property of the estate under 
§ 541. Section 541(a) classifies different property 
interests as estate property “wherever located.” This, 
Sherwood urges, provides sufficient indication that 
Congress intended § 548 and 550 to apply globally and 
not just in the United States.
 
The Court finds this argument unpersuasive. Sherwood 
provides no argument to impute § 541’s “wherever 
located” language onto § 548 or § 550. Sherwood boldly 
assumes, without discussing, that fraudulent transfer 
claims are property of the estate before they are avoided 
or recovered, an issue on which the Circuit Courts of 
Appeals are divided.181 Section 541(a)(3) states that “any 
interest in property that the trustee recovers under [§ 
550]” is property of the estate. The majority of Circuit 
Courts of Appeals reason this language means a 
fraudulent transfer does not become property of the estate 
until it is “recovered.”182

 
*22 The Transfers here have not yet been “recovered” 
under any definition of the term.183 Ultimately, 
“fraudulently transferred property becomes property of 
the estate only after it has been recovered by the Trustee, 
so § 541 cannot supply any extraterritorial authority that 
the avoidance and recovery provisions lack on their 
own.”184 The inclusion of the “wherever located” language 
in § 541 could show that Congress knew how to rebut the 
presumption against extraterritorial application and chose 
not to in §§ 548 and 550.185

 
As the Supreme Court stated, “[w]hen a statute gives no 
clear indication of an extraterritorial application, it has 
none.”186 Section 548 itself contains no clear indication of 
extraterritorial application, and the Court declines to 
impart § 541’s extraterritorial provision into the largely 
unrelated §§ 548 and 550, consistent with other courts 
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who have considered the issue.187 Because application of 
§§ 548 and 550 to the Transfers at issue would be an 
extraterritorial application of the federal statutes, the 
Court determines that Sherwood cannot pursue its 
fraudulent transfer counts against RBS. Summary 
judgment is granted in favor of RBS on counts XII and 
XIII.
 

Unjust Enrichment (Count XI)

Sherwood’s unjust enrichment claim also does not pass 
muster. Sherwood maintains RBS was unjustly enriched 
by retaining the Transfers because the Certificates already 
had “knocked out” when Sherwood paid the settlement 
amount. RBS disagrees and seeks summary judgment on 
Sherwood’s unjust enrichment count because (1) their 
relationship was governed by an implied-in-fact contract, 
and (2) Sherwood received consideration for the 
Transfers.188

 
To prevail on its unjust enrichment claim, Sherwood must 
prove: (1) it conferred a benefit on RBS; (2) RBS 
accepted the benefit; and (3) under the circumstances, it 
was inequitable for RBS to accept and retain the benefit 
without paying the value of such benefit.189 Unjust 
enrichment further is inapposite when the parties’ 
relationship is governed by a contract: “A party may 
recover on an unjust-enrichment claim only when no valid 
express or implied-in-fact contract exists.”190 RBS 
therefore argues that because an implied-in-fact contract 
governs their relationship, Sherwood can no longer assert 
its unjust enrichment claim even as an alternative 
argument.
 
*23 Sherwood misses the mark with its conclusory 
response, that the unjust enrichment claim is not included 
its breach of contract claim.191 The Court, supra, found 
that the parties’ relationship was governed by an implied 
contract: Sherwood purchased Certificates, RBS issued 
the Certificates, and Sherwood was obligated to pay the 
settlement for the Certificates according to terms 
Sherwood approved.192 Sherwood’s unjust enrichment 
claim overlaps completely with the contract claims.
 
Sherwood argues the Transfers unjustly enriched RBS 
because Sherwood was not obligated to pay the 
Settlement Amounts because the Certificates already had 
“knocked out.” That argument flies in the face of the 
implied contract, which requires Sherwood to pay the 
agreed-upon settlement amount regardless of whether the 
Certificates “knock out” quickly or not. Here, Sherwood 
failed to do so. The substance of Sherwood’s unjust 

enrichment claim should be, and has been, dealt with in 
the context of their implied-in-fact contract claims, 
discussed above.
 
RBS also argues that because Sherwood received 
consideration for the Transfers—the Certificates—it 
cannot prevail on an unjust enrichment claim. “When a 
defendant has given adequate consideration to someone 
for the benefit conferred, a claim of unjust enrichment 
fails.”193 When a defendant gives consideration, the last 
element of an unjust enrichment claim is not satisfied: it is 
not inequitable for the defendant to accept and retain the 
benefit without paying the value of such benefit. Further, 
“[i]t is axiomatic that a party cannot be enriched at the 
expense of another for receipt of that to which the party is 
legally entitled.”194

 
On September 17, 2008, Sherwood approved the 
settlement terms for the Rentech Roll and the Dynamic 
Basket Roll and agreed to pay the Settlement Amounts for 
Certificates with well-defined stop-loss levels and 
Financing Levels. Sherwood had been trading in this 
speculative fashion with RBS for nearly two years. 
Moreover, Sherwood’s attorney’s statements at the 
September 24, 2008 conference call imply that Sherwood 
knew the Certificates had “knocked out” before it 
tendered the Dynamic Basket Roll settlement payment.195 
Simply put, Sherwood knew or should have known the 
risks associated with the Certificates. Sherwood received 
exactly what it bargained for—risky Certificates. Its 
gamble just did not pay off. RBS was “legally entitled” to 
the Transfers and was not unjustly enriched. Summary 
judgment is entered in favor of RBS and against 
Sherwood as to Count XI.
 
In summary, the Court is granting summary judgment in 
favor of RBS on all counts. But, because the additional 
issues concerning the methodology Sherwood used to 
assert its speculative damages buttress this ruling, the 
Court, for completeness, also will address the parties’ 
arguments on Sherwood’s claimed damages.
 

Sherwood’s Experts Used the Wrong Standard to 
Measure Damages

*24 Both RBS and Sherwood agree that if a company 
fails due to an alleged tort or contractual breach, the 
company’s damages are limited to the market value of the 
business at the time of the loss. They also agree that lost 
profits are recoverable if and only if the business was not 
completely destroyed. RBS argues that Sherwood’s 
business stopped operations; Sherwood argues the 
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business continued, albeit in a diminished capacity, and, 
accordingly, hired experts to opine only on lost profit 
damages. Sherwood did not try to value its business. The 
issue then is whether RBS has established at this 
summary judgment stage that Sherwood’s business was 
completely destroyed limiting Sherwood to a business 
valuation measure for damages it cannot now meet.
 
“In Florida, ‘[i]f a business is completely destroyed, the 
proper total measure of damages is the market value of 
the business on the date of the loss,’ not lost profits.”196 
But where a business is not completely destroyed, it may 
recover lost profits.197 So, “[o]nly continuing businesses 
are entitled to recover lost profits attributable to a 
defendant’s acts.”198 What’s more, the types of damages 
are mutually exclusive: “a business may not recover both 
lost profits and the market value of the business.”199

 
Sherwood, as the plaintiff, must prove entitlement to lost 
profits.200 Sherwood has elected to hire experts to opine 
only on lost profits that are recoverable only if the 
business was on-going after RBS’ alleged bad acts 
occurred. Florida appellate courts have reversed and 
remanded trial courts for using the wrong method of 
damages or reduced jury awards attributable to the wrong 
method of damages.201 Other courts have disregarded 
expert testimony if they based their damages calculations 
on the wrong method of damages.202

 
So, again, the question is whether Sherwood “completely 
destroyed,” which is a mixed question of law and fact. 
Determining the proper method of calculating damages is 
a question of law. Determining whether Sherwood was 
“completely destroyed” is a factual question. Despite 
Sherwood’s protestations to the contrary, the record 
evidence is both robust and convincing that Sherwood 
was completely out of business by October 2008. Lost 
profit damages are not allowed.
 
None of the cases RBS cites set forth a specific test or 
standard for determining when a business becomes 
completely destroyed, although they provide useful 
comparisons. In Susan Fixel, Inc. V. Rosenthal & 
Rosenthal, Inc., the defendant supplier terminated its 
agreement with the plaintiff in July 1, 1999, giving rise to 
the plaintiff’s claims.203 The plaintiff ceased operations 
“several months later,” and the court determined the 
business was completely destroyed.204 In City of Key West 
v. Duck Tours Seafari, Inc., the plaintiff, a boat tour 
business, ceased operations and “[t]hereafter ... sold its 
vehicles and used proceeds to pay off its credit lines and 
to fund the underlying litigation.”205 The court deemed the 
business completely destroyed and reversed the trial 
court’s award of lost profits.206 In Montage Group, Ltd. v. 

Athle–Tech Computer Systems, Inc., the court deemed the 
business completely destroyed when it was rendered 
unable to enter into a new product market due to the 
defendant’s breach of contract and non-delivery of 
essential software.207 Because the plaintiff could not enter 
into the new market, and its old products were obsolete, 
the plaintiff was left with “no market alternatives.”208 
Even though the plaintiff continued to receive de minimis 
revenue from supporting old contracts, the court deemed 
the business completely destroyed and limited it to 
business valuation damages.209

 
*25 RBS put forth sufficient proof to meet its summary 
judgment burden to show Sherwood was completely 
destroyed by October 2008, when RBS ended its relations 
with Sherwood. The last of Sherwood’s Certificates 
purchased through RBS “knocked out” on October 8, 
2008.210 Sherwood never made another trade or purchase. 
Sherwood’s bank account activity with UBS stopped 
almost entirely in October 2008.211 Sherwood’s only 
unpledged bank account with UBS carried a negative or 
zero closing balance after October 31, 2008.212 And, 
because Sherwood was in an “overdrawn credit position,” 
UBS quickly liquidated Sherwood’s only remaining 
positions—a handful of forward contracts with RTK and 
DDIC.213 Sherwood stopped using its UBS bank accounts 
for new or continuing business after October 2008.214

 
Sherwood’s own experts testified at deposition that 
Sherwood had no business activity after October 2008. By 
Mr. Sussman’s own statements, Thornapple was hired “to 
evaluate whether the activities during September and 
October 2008 did, in fact, cause Sherwood to not be able 
to continue in business.”215 Mr. Sussman concluded that 
RBS’s activities caused Sherwood not to continue in 
business.216 Another member of the Thornapple team, Mr. 
Conner, also stated that RBS’ actions effectively forced 
Sherwood out of business.217 Conner was not aware that 
Sherwood engaged in any business of any kind after 
October 2008.218 One logically would assume an expert 
analyzing a business’ damages would be most familiar 
with the business’ actual operations during that period.
 
Sherwood makes three points to rebut the conclusion it 
was out of business by October 2008. First, Sherwood 
argues RBS failed to pinpoint an exact date the business 
was completely destroyed. Second, Sherwood argues, 
after September 2008, it continued business by doing such 
things as asking UBS for a loan and operating its 
subsidiary, an orchid farm. Third, Sherwood argues that, 
because it hopes to continue operations after it wins this 
litigation and emerges from Chapter 11, Sherwood is a 
continuing business.
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As to the first rebuttal argument, Sherwood relies mainly 
on one case, Katz Deli of Aventura, Inc. v. Waterways 
Plaza, LLC, to show RBS failed to pinpoint an exact date 
Sherwood was completely destroyed.219 In Katz Deli, the 
plaintiff operated under a commercial lease with the 
defendant.220 A leaky roof caused incremental but 
continuing damage to the deli over a yearlong period, 
leading the plaintiff to file a constructive eviction action. 
The court held that the business was not completely 
destroyed and upheld the trial court’s award of lost profit 
damages because, under the “unique set of facts,” the 
progressively leaky roof slowly caused more harm to the 
plaintiff’s business; the court determined it was 
impossible to pinpoint when the business was completely 
destroyed.221 Because the business was “slowly reduced to 
nothing” due to the defendant’s “long-term, continuing 
breach,” the court upheld the award of lost profits.222

 
*26 This case differs from Katz. Sherwood’s Certificates 
became worthless over a short period, about three weeks, 
ending on October 8, 2008. Sherwood, whose only 
business was trading in derivatives, never purchased 
another derivative again. Sherwood’s bank accounts had 
no meaningful activity after October 2008,223 and 
Sherwood has produced no evidence in response to RBS’ 
motion for summary judgment showing any other bank 
accounts or securities trading to suggest it continued 
operations after October 2008. Here, it is easy to pinpoint 
the date of loss: October 8, 2008, when Sherwood’s 
Certificates “knocked out” and RBS refused to fund 
further trading.
 
Sherwood also cites Montage Group, Ltd. V. Athle–Tech 
Computer Systems, Inc.,224 to support the proposition that 
“ ‘the date of loss’ is critical because the market value of 
the business must be measured on ‘the date the business 
was destroyed.’ ”225 Sherwood’s reliance on this case is 
misplaced. Although the court in Montage mentions that 
the “proper measure of [the plaintiff’s] damages was the 
value of its business on the date the business was 
destroyed,” it focuses on an entire year —1997—as the 
destruction date.226 The Montage court ultimately held that 
the plaintiff’s lost profits damages could not support the 
jury’s award, and, even if lost profits were the correct 
measure, the plaintiff’s damages evidence was too 
speculative.227 A distinct, down-to-the-day date of loss is 
not required for a business to be deemed completely 
destroyed.228

 
Sherwood next utterly fails to show it continued any 
meaningful operations after October 2008. Benscher, in 
early October 2008, apparently met with a UBS 
representative and asked for a loan to purchase DDIC, a 
company Sherwood held forward contracts on at UBS.229 

UBS said “no.” This failed attempt to raise money does 
not evidence a continuation of Sherwood’s business; 
rather, it is better evidence that the business already was 
destroyed.
 
Sherwood’s further contention, it continued in business by 
operating Sherwood Farms, is vague and conclusory. In 
his affidavit, Benscher stated Sherwood’s role with 
Sherwood Farms was to “provide financial assistance to 
Sherwood Farms” “to the extent that it could” and to 
serve as a guarantee on Sherwood Farms’s loan.230 
Benscher claimed that Sherwood “historically supplied 
Sherwood Farms with necessary operating capital, 
sourced and funded some of the orchid inventory, and 
also provided a guaranty of the Sherwood Farms’ loan 
with Centennial Bank.”231 Benscher’s statements about 
what Sherwood historically did in no way show that 
Sherwood continued to provide such assistance; to the 
contrary, Benscher stated that any assistance ended 
“during 2009.”232 More to the point, Sherwood’s 
“business” was not operating an orchid farm. Sherwood’s 
business was to speculate on securities. It merely 
possessed an ownership interest in a separate entity which 
grew orchids, a very different business.
 
*27 Sherwood lastly says it hopes and intends to resume 
operations in the future. What hopes or plans Benscher 
may have for Sherwood after this litigation ends and this 
Chapter 11 concludes does not affect whether its business 
was completely destroyed in October 2008. A mere 
possibility that a business could continue sometime in the 
future does not render it a continuing business. Surely 
many destroyed businesses pursuing lawsuits hope to 
restart operations if their litigation efforts prove 
successful.
 
Sherwood’s business was completely destroyed by 
October 2008. Sherwood’s expert reports opining on 
Sherwood’s lost profits because of RBS’s alleged actions 
are inapposite, used the wrong method for calculating 
damages, and will be excluded by separate order.233 
Neither of Sherwood’s experts sought to determine 
Sherwood’s market value, the only damages Sherwood 
potentially could recover. They limited their opinions to 
estimating Sherwood’s future lost profits based on 
speculative assumptions provided by Benscher, which 
leads to RBS’ next argument: even if Sherwood’s 
business continued and lost profits would be the 
appropriate measure of damages, Sherwood’s proof of 
lost profits is flawed and inadmissible.
 

Sherwood Lost Profit Damages are Speculative and 
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Inadmissible

Even if lost profits were the appropriate measure of 
damages, RBS maintains that Sherwood’s damage 
calculation is speculative and lacks the “reasonable 
certainty” required by Florida law. Sherwood’s experts 
extrapolated lost profits from Benscher’s statements about 
how he would have traded over the five years following 
September 2008. Sherwood argues that it only needs to 
show the existence of damages not a precise amount of its 
damages at this summary judgment stage and that its 
experts properly relied on Benscher’s past “event-driven” 
trading practices support their assumptions. The Court 
rejects Sherwood’s arguments.
 
To recover lost profits in Florida, a plaintiff must prove 
“1) the defendant’s action caused the damage, and 2) 
there is some standard by which the amount of damages 
may be adequately determined.”234 And, “[u]nder the 
certainty rule, which applies in both contract and tort 
actions, recovery is denied where the fact of damages and 
the extent of damages cannot be established within a 
reasonable degree of certainty.”235 The “reasonable 
certainty” requirement is a “threshold necessary to be 
considered legally probative of the amount or extent of 
damages” suffered by a plaintiff.236 If a damage 
calculation is based on speculation or conjecture, as 
opposed to reasonable certainty, then summary judgment 
for the defendant is appropriate.237

 
*28 Sherwood correctly argues that it need not prove the 
precise amount of damages at this summary judgment 
junction, but Sherwood misses the mark by relying on 
cases for the proposition that “a plaintiff’s proof of 
damages will be sufficient as long as he provides some 
evidence by reference to which the amount of damages 
may be satisfactorily ascertained.”238 RBS is not trying to 
lock Sherwood into a specific dollar amount for its 
damages. RBS instead argues that Sherwood has failed to 
show the causation of damages with any reasonable 
certainty.
 
Assuming RBS engaged in the alleged bad acts, 
Sherwood still has failed to show how RBS’ actions 
caused the lost profits sought by Sherwood. An essential 
link, the causation prong, is missing. The Eleventh Circuit 
in Messer v. E.F. Hutton & Co. rejected a nearly identical 
argument made by the plaintiff (Messer) in that case.239 
Messer argued that the defendant’s actions prevented him 
from reaping gains that would have been realized by 
following his stock broker’s documented investment 
advice.240 The Eleventh Circuit upheld the trial court’s 
ruling that lost profits damages were too speculative 
because Messer had no history of following his broker’s 
investment plan, and in doing so, rejected the exact 

argument Sherwood advances:

Messer argues that his proof of damages is not 
speculative because damages need not be measured 
with “absolute exactness.” The problem with Messer’s 
proof of damages, however, is not the measurement of 
damages but their causation. Unless a plaintiff can 
show with reasonable certainty that the defendant’s 
wrongful conduct proximately caused damages, 
questions of measurement never arise. Since Messer 
cannot show with reasonable certainty that he would 
have followed E.F. Hutton’s investment plan, he cannot 
prove that the April 29 unauthorized trade proximately 
resulted in lost future profits.241

 
RBS argues, similar to the arguments in Messer, 
Sherwood’s experts cannot rely on Benscher’s 
“investment strategy” to estimate lost profit damages with 
any reasonable certainty. In Messer, the plaintiff’s broker 
had a written investment plan, but the court found the 
plaintiff had no history of following it. Sherwood, in 
contrast, has never had a written investment plan. 
Sherwood just bought and sold securities based on 
Benscher’s preferences and research all financed by RBS 
and Pentagon. He had no master plan or investment 
strategy. “This is not a case where substantial damages 
have been proved, and it is just a matter of figuring out 
the precise amount.”242 The issue is proximate cause: 
Sherwood must establish a “reasonably certain” causal 
link between RBS’s alleged conduct and the damages it 
seeks. Sherwood “cannot seek refuge in the line of case 
holding that inability to show the precise damage amount 
does not preclude recovery.”243

 
*29 Because Sherwood had no investment plan, 
Sherwood’s experts based their lost profits estimations 
solely on Benscher’s statements about how Sherwood, 
i.e., Benscher, would have invested for five years after 
October 2008. Sherwood proffers two expert reports to 
support its estimation of damages: the Thornapple Report 
and the Foerster Report.244

 
The Thornapple Report contains four damages 
calculations.245 Each damage calculation is based on 
differing but often overlapping assumptions.246 In its two 
more conservative estimates, Thornapple assumed 
Sherwood maintained its exposure in positions held with 
RBS in September 2008, “until an event occurred.”247 
“When an event occurred, such as an acquisition or a 
special dividend, or when it was clear that an event would 
not occur, we adopted as an assumption of fact, based on 
input from Benscher, that the position would be liquidated 
and that the proceeds would be reinvested.”248 The first, 
“most conservative” estimate totaled about $12 million in 
damages.249 The second estimate, similar to the first but 
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assuming Sherwood leveraged its trades, estimated nearly 
$18 million in damages.250 The latter two more aggressive 
damage estimations ramped the assumptions up a step 
further and were based on “how [Benscher] would have 
most likely dynamically traded the portfolio over the 
period from September 17, 2008 through December 31, 
2013.”251 Under the “active trading” assumptions, 
Thornapple estimated $113 million in damages without 
leverage and $209 million with leverage.252 The experts 
behind the Thornapple Report also may have relied on 
other assumptions not expressly list in its report.253

 
The Foerster Report only estimates a single damage figure 
related to Sherwood’s investment in Rentech held with 
RBS in September 2008.254 Foerster opines that RBS’s 
actions, which allegedly divested Sherwood of its position 
in Rentech, resulted in Sherwood’s inability to capitalize 
on an event that caused Rentech stock to skyrocket three 
years later, in 2011.255 This opinion assumed Sherwood 
maintained its 3% exposure to Rentech through late 2011, 
when Rentech spun off one of its profitable divisions 
thereby dramatically increasing the company’s value.256 
Assuming Sherwood maintained this 3% exposure, 
Foerster estimated Sherwood stood to profit $20 million 
from the increase in value.257

 
“[D]amages may not be awarded for lost profits when 
those profits are dependent on a party taking an action 
that it is unclear he would have taken.”258 Florida law is 
reluctant to award damages on speculative assertions by a 
plaintiff wishing to “recover anticipated profits based 
only on his claim that he would have sold the securities at 
the optimal time absent” the defendant’s conduct.259 
“While the existence of a programmed investment plan 
which incorporates a predetermined response to market 
conditions might enable a court to calculate lost profits 
with some certainty, it can only do so with some proof 
that the investor would in fact follow the investment 
plan.”260 Sherwood must prove with reasonable certainty it 
had an investment plan and, perhaps more important, that 
Sherwood would have followed the plan during the 
five-year period.
 
*30 Sherwood has failed to meet this test. Its experts 
relied solely on Benscher’s self-serving, after-the-fact 
statements on how Sherwood would have invested. The 
Thornapple experts based their report solely on the 
assumptions Benscher formulated and communicated to 
them verbally and through email.261 Benscher never 
provided the Thornapple experts with any written plan, 
much less one created prior to September 2008, outlining 
his planned investment strategy for the five-year period.262 
Thornapple’s experts moreover did not even analyze 
Sherwood’s historical trading activity.263

 
Sherwood’s other expert, Foerster, relied solely on a two 
to three hour conversation with Benscher in formulating 
the assumptions on what Sherwood would have done264 
and also used no written investment plan to come to his 
conclusions.265 Forster’s expert opinions relating on 
damages were based on his opinion that Benscher “was a 
gentleman that understood the securities business in a way 
that few do” and that Benscher’s strategy was “taking 
advantage of opportunities as they arise.”266

 
Sherwood had no written plan; it had no coherent 
investment strategy; and it then lacked a plan to follow for 
the relevant five-year period. Benscher may be a 
securities savant but he never wrote down his strategy, 
and Sherwood has produced no credible evidence that any 
plan existed or that Benscher would follow a plan, if it 
existed. Sherwood’s lost profit damages are speculative 
and were not reasonably certain to follow from RBS’s 
alleged misconduct.
 
Assumptions based solely on a plaintiff’s testimony are 
inherently suspect, especially concerning what he would 
have invested in and when. “Florida law requires that the 
assumptions used to support [an expert’s] conclusions be 
reasonably certain, not mere best case scenario 
predictions.”267 “A plaintiff’s ‘self-serving assertion’ is 
‘precisely the type of evidence’ that courts hold to be 
insufficient to establish lost profits.”268 In Emerald 
Investments, Judge Posner of the United States Seventh 
Circuit Court of Appeals characterized a principal’s 
statements about when he would have made certain trades 
as “worthless.”269 Judge Posner stated that testifying one 
would have made a profitable trade “is no evidence one 
would have traded then, for there is no way in which such 
testimony could be tested.”270 It would have been different 
if the plaintiff traded on some specific formula, “[b]ut it 
did not trade on formula. It traded on hunch.”271

 
Perhaps Benscher has unique securities trading skills and 
Sherwood traded on more than “hunch,” but the 
difference is not enough to be material. Sherwood argues 
Benscher used an “event driven” and “active investor” 
approach.272 Sherwood would often attempt to create 
positive change in a business, i.e. change corporate 
structure or facilitate mergers, then capitalize on a 
resulting increase in stock price.273 If Sherwood’s strategy 
was for Benscher to act as the “catalyst to create value,”274 
it produced no evidence that Benscher did anything to 
cause the underlying market events relied upon by 
Sherwood’s experts. Benscher’s fantasized capitalization 
on these “events” amounts to nothing more than 
hindsight-laden conjecture and speculation.
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*31 Sherwood further argues its experts only based their 
opinions on “events” relating to positions Sherwood held 
in September 2008. Like the Eleventh Circuit observed in 
Messer, however, there is no evidence that Sherwood 
would have followed the assumptions Thornapple relied 
on, save Benscher’s self-serving affidavit, rendered with 
complete benefit of hindsight.275 Sherwood claims the 
assumptions are based on how Benscher invested in the 
past. Even assuming this is true,276 “it rests on the 
assumption that [Sherwood] would continue to act in that 
manner.”277 Even “where the investment option is known, 
time-sensitivity of transactions alone can inject enough 
uncertainty into the measurement of damages to render 
lost profits unrecoverable.”278 Sherwood “could have 
decided at any time to change its business strategy” and 
cease its speculative trading, especially since, under the 
best-case scenario, the investments did not regain their 
value until 2010 or later.279 “Perhaps [Sherwood] would 
not have invested in the same way.”280 The important 
point is that “damages may not be awarded for lost profits 
when those profits are dependent on a party taking an 
action that it is unclear he would have taken.”281 The 
investment path Sherwood would have chosen throughout 
the turbulent recession of 2008 and 2009 is entirely 
unclear. Sherwood never had a written contract with RBS, 
and it never had a written investment strategy it followed. 
Any damage calculation based on Benscher’s imagination 
is speculative and inadmissible.
 
Sherwood’s damage estimates also depend on other 
implicit assumptions, beyond that offered by Benscher, 
that make the calculation even more speculative. In 
Thornapple Report’s two leveraged damages estimates, 
Sherwood’s experts assumed RBS would have continued 
to provide 4 to 1 leverage throughout the five year 
period.282 The evidence is undisputed that RBS ended its 
relationship with Sherwood in October 2008. “[W]hen a 
defendant has the right to terminate the contract or sales 
of the product in issue, future events are uncertain.”283 
Even if RBS’s termination of its trading relationship with 
Sherwood was wrongful, surely it was not obligated to 
fund Sherwood’s Certificates for five more years.
 
Nor was UBS obligated to continue to act as an approved 
counterparty.284 UBS terminated its relationship with 
Sherwood in April 2009, when it ceased doing business 
with all clients domiciled in the United States.285 
Sherwood argues it could have successfully challenged 
that letter, but it chose not to.286 Sherwood had no 
approved counterparty to work with RBS.
 
Sherwood’s damage estimates also depend on continued 
financing by Pentagon, something RBS questions.287 
Sherwood highlights emails between itself and Pentagon 

to show Pentagon’s “agreement” to fund Sherwood’s 
trades through the recession and beyond.288 The emails do 
not create a contract or establish any agreement; they may 
indicate Pentagon’s intent to reduce the terms discussed 
into a formal contract.289 No final written agreement 
between Pentagon and Sherwood however was offered.290 
Pentagon’s hesitancy to fund the September 18, 2008, 
Dynamic Basket roll belies Sherwood’s argument that 
Pentagon would continue to finance Sherwood ad 
infinitum. Whether Sherwood could obtain needed 
financing from Pentagon adds yet another element of 
uncertainty on Sherwood’s damages estimates.
 
*32 RBS lastly argues Sherwood’s experts omitted any 
expenses and costs in its profits calculations. If a plaintiff 
“presents evidence only of gross receipts or fails to prove 
expenses with some specificity, an award of damages 
relating to lost profits will be reversed.”291 For one, 
Sherwood’s damages estimations do not consider any 
operating or overhead expenses, such as Benscher’s or 
Iseppi’s wages. Failure to include officer compensation in 
lost profits damages calculations is “inadequate as a 
matter of law.”292 The Court agrees with RBS and finds it 
difficult to fathom that Sherwood would incur no 
operational expenses over the five-year damages period.
 
Aside from operational expenses, Sherwood’s experts 
failed to consider the cost of rolling down into lower 
Certificates as the market declined through 2009. When a 
Certificate “knocked out,” and Sherwood rolled into a 
Certificate with lower Financing Levels and Stop–Loss 
levels, it would owe an equity contribution, i.e., 
settlement amount to RBS. Sherwood’s experts did not 
consider these substantial costs.293 According to RBS’s 
experts, these costs would have totaled $11 million from 
September 17, 2008 through June 2009.294 Sherwood’s 
failure to account for these significant costs is yet another 
reason its lost profits calculations do not pass muster.
 
Sherwood’s experts relied solely on Benscher’s 
self-serving statement to forecast Sherwood’s trading 
activity over five years. Benscher had no written 
investment plan. He had no history of following any such 
plan. The experts moreover assumed RBS would continue 
to finance highly leveraged trades for five years and that 
UBS would continue to act as an approved counterparty 
for five years, neither of which assumptions was 
reasonable. They also assumed Pentagon would continue 
to finance trades without question, even though they 
failed to do so in October 2008. The experts lastly failed 
to adjust the estimated lost profits to reflect normal costs 
and expenses. The opinions are speculative.
 
Leaving a jury decide whether its experts’ forecasts are 
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too speculative to show causation, as Sherwood urges, is 
not a valid option. The trial court is the gatekeeper for 
expert evidence. The Court’s primary concern is that a 
jury may mistake Sherwood’s experts’ assumptions as 
based in fact when they are not. As one court stated:

[T]he greater danger is that the jury may accept as fact 
not just the faulty assumptions on which [the expert] 
relied, but may also accept the conclusions that are 
drawn through his use of these assumptions. When the 
assumptions made by an expert are not based on fact, 
the expert’s testimony is likely to mislead a jury, and 
should be excluded by the district court.295

 
*33 There is no reasonable certainty that Sherwood would 
have taken the actions Benscher promotes. Classifying 
Benscher’s investment strategy as “event driven” and 
“active” provides no concrete basis to extrapolate 
damages with reasonable certainty. How can this Court, 
much less a jury, conclude with reasonable certainty that 
Benscher would have invested the way he claims he 
would have? Juries should not have to weed through this 
type of speculative opinion testimony. So, even if lost 
profit were recoverable by Sherwood, its experts have 
failed to demonstrate with any reasonable certainty any 
causation between the damage calculation and RBS’ 
action. For this additional reason, Sherwood’s expert 
opinions are inadmissible, Sherwood has no other 
evidence of damages, and RBS is entitled to summary 
judgment on damages and under every count.
 

Conclusion

Sherwood’s business was to trade risky derivatives using 
other people’s money. RBS funded this gamble for a time, 
but ended its relationship with Sherwood in September 
2008, when the stock market globally collapsed. Many 
businesses, including Sherwood, failed. By October 2008, 
Sherwood was completely destroyed. Sherwood raises 
many arguments that, if RBS had not terminated its 
relationship, then Sherwood surely would have stuck it 
out through the dog days of the recession and emerged 
successful on the other side. As Justice Scalia aptly 
observed: “Life is too short to pursue every human act to 
its most remote consequences; ‘for want of a nail, a 
kingdom was lost’ is a commentary on fate, not the 
statement of a major cause of action against a 
blacksmith.”296 Based on the record evidence, the Court 
cannot fault RBS’ actions.
 
Even if RBS’s actions were wrongful, however, 
Sherwood further cannot prove the cessation of their 
relationship proximately caused the speculative, lost 
profit damages it seeks. And for all of the other reasons 
finding in favor of RBS on liability, the Court will grant 
summary judgment in favor of RBS and against 
Sherwood on all counts. A final judgment summary 
judgment consistent with the Memorandum Opinion shall 
be entered.
 
DONE AND ORDERED.
 

All Citations

Not Reported in B.R. Rptr., 2015 WL 4486470

Footnotes

1 This Proposed Memorandum Opinion is rendered under 28 U.S.C. § 157(c)(1) and Federal Rule of Bankruptcy Procedure 9033. 
See Notice Transmitting Proposed Orders and Order Setting Schedule for Objections and Responses, entered simultaneously.

2 RBS is successor-in-interest to ABN AMRO Bank N.V.

3 Doc. No. 1.

4 The parties filed the following summary judgment documents: Defendant’s Motion for Summary Judgment, Doc. No. 209; 
Materials in Support of Defendant’s Motion for Summary Judgment, Doc. No. 208; Plaintiff’s Opposition to Defendant’s Motion 
for Summary Judgment, Doc. No. 223; Notice of Filing Deposition of Richard Freeman, Doc. No. 222; Notice of Filing Affidavit 
of Julian Benscher, Doc. No. 224; and Defendant’s Reply to the Plaintiff’s Response, Doc. No. 227.

5 Fed.R.Civ.P. 56, made applicable to adversary proceedings by Fed. R. Bankr.P. 7056.

6 Fed.R.Civ.P. 56(a).
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11 Scott v. Harris, 550 U.S. 372, 380, 127 S.Ct. 1769, 167 L.Ed.2d 686 (2007).
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changed simply because the economic loss rule is once again restricted to products liability actions. Fundamental contractual 
principles continue to bar a tort claim where the offending party has committed no breach of duty independent of a breach of its 
contractual obligations.”) (Conway, C.J.).

108 Shaw v. Fletcher, 188 So. 135, 136 (Fla.1939).

109 Id. (citing Compania de Elaborados de Café v. Cardinal Capital Mgmt., Inc., 401 F.Supp.2d 1270 (S.D.Fla.2003)). Conversion is 
“the disseizin of the owner or an interference with legal rights which are incident to ownership, such as a right to possession.” Del 
Monte Fresh Produce Co. v. Dole Food Co., Inc., 136 F.Supp.2d 1271, 1294 (S.D.Fla.2001).

110 Sirpal v. Univ. of Miami, 684 F.Supp.2d 1349, 1363 (S.D.Fla.2010).

111 Star Fruit Co. v. Eagle Lake Growers, 160 Fla. 130, 133, 33 So.2d 858, 860 (1948).

112 A UBS representative and an attorney for Sherwood, Nigel Rowley, also were present. Transcript of Conference Call on 
September 24, 2008, Doc. No. 223 Ex. 27 at 1.

113 Butler v. Yusem, 44 So.3d 102, 105 (Fla.2010).

114 Id. at 105–06. “[I]n an action involving fraudulent misrepresentation, the [plaintiffs] did not need to allege that they had 
investigated the truth of the misrepresentations because for this claim, ‘a recipient may rely on the truth of a representation, even 
though its falsity could have been ascertained had he made an investigation, unless he knows the representation to be false or its 
falsity is obvious to him.’ ” Id. (citing Besett v. Basnett, 389 So.2d 995, 998 (Fla.1980)).

115 Romo v. Amedex Ins. Co., 930 So.2d 643, 653 (Fla. 3d DCA 2006).

116 Butler, 44 So.3d at 105–06.

117 Transcript of Conference Call on September 24, 2008, Doc. No. 223 Ex. 27 at 3.

118 Id. at 2.

119 Ms. Iseppi worked in an administrative and agency capacity for Sherwood in Zurich, Switzerland, in order to transact business with 
Sherwood’s UBS accounts. Iseppi Dep. 28–35, Nov. 8, 2012, Doc. No. 208–18.

120 Transcript of Conference Call on September 24, 2008, Doc. No. 223 Ex. 27 at 3.

121 Id. at 7.

122 Id.

123 Benscher asked, “[I]f you’re holding it open, does that mean that the basket is, is where it is, that, in fact, nothing actually has 
happened since?” Mulryan responded, “I will have to check with my colleagues in trading. I have no idea as to that level. I, I would 
presume they are trying to manage their risk of debt [unclear] on this position and I can’t confirm that. As to whether it can be put 
back on, is on, I don’t know. I will have to check.” Transcript of Conference Call on September 24, 2008, Doc. No. 223 Ex. 27 at 
6.

Case 2:19-ap-01383-SK    Doc 259-4    Filed 06/03/21    Entered 06/03/21 15:47:43    Desc
Appendix     Page 157 of 266



In re Sherwood Investments Overseas Limited, Inc., Not Reported in B.R. Rptr. (2015)

 © 2021 Thomson Reuters. No claim to original U.S. Government Works. 27

124 Transcript of September 24, 2008 Conference Call, Doc. No. 223 Ex. 27 at 3–4.

125 See Schwab v. Hites, 896 F.Supp.2d 1124, 1133 (M.D.Fla.2012); Patten v. Winderman, 965 So.2d 1222, 1224 (Fla. 4th DCA 
2007).

126 Linville v. Ginn Real Estate Co., LLC, 697 F.Supp.2d 1302, 1309 (M.D.Fla.2010); Harbaugh v. Greslin, No. 03–61674–CIV, 2004 
WL 5589736, at *6 (S.D.Fla. Dec. 14, 2004) (stating “constructive fraud exists where a party abuses a confidential or fiduciary 
relationship”).

127 Maxwell v. First United Bank, 782 So.2d 931, 933 (Fla. 4th DCA 2001).

128 Thunder Marine, Inc. v. Brunswick Corp., 277 F. App’x 910, 912–13 (11th Cir.2008) (citing Doe v. Evans, 814 So.2d 370, 374 
(Fla.2002)).

129 Amoco Oil Co. v. Gomez, 125 F.Supp.2d 492, 509 (S.D.Fla.2000).

130 Thunder Marine, Inc. v. Brunswick Corp., 277 F. App’x 910, 913 (11th Cir.2008) (quoting Watkins v. NCNB Nat’l Bank of Fla., 
N.A., 622 So.2d 1063, 1065 (Fla. 3d DCA 1993)).

131 Joyce v. Morgan Stanley & Co., 538 F.3d 797, 802 (7th Cir.2008).

132 Lamm v. State St. Bank & Trust Co., 889 F.Supp.2d 1321, 1332 (S.D.Fla.2012) aff’d sub nom. Lamm v. State St. Bank & Trust, 749 
F.3d 938 (11th Cir.2014); see Jaffe v. Bank of Am., N.A., 667 F.Supp.2d 1299, 1319 (S.D.Fla.2009) aff’d, 395 F. App’x 583 (11th 
Cir.2010); Joyce, 538 F.3d at 802 (“The fact that one party trusts the other is insufficient. We trust most people with whom we 
choose to do business. The dominant party must accept the responsibility, accept the trust of the other party before a court can find 
a fiduciary relationship.” (quoting Pommier v. Peoples Bank Marycrest, 967 F.2d 1115, 1119 (7th Cir.1992)).

133 Freeman Decl. ¶¶ 25–28, Doc. No. 208–1.

134 Id. at ¶ 24. Exhibit C to Freeman’s Declaration is an August 18, 2008 email from RBS to Benscher with new term sheets 
disclaiming any fiduciary relationship. Freeman Decl. Ex. C at 4, Doc. No. 208–1 at p. 46 of 87. Exhibit D to Freeman’s 
Declaration is an August 18, 2008 email in which Benscher responded with “Its [sic] fine.” Freeman Decl. Ex. D, Doc. No. 208–1 
at p. 51 of 87.

135 This Court previously ruled that the term sheets fell within the Statute of Frauds and were not signed. Doc. No. 73.

136 Taylor Woodrow Homes Florida, Inc. v. 4/46–A Corp., 850 So.2d 536, 541 (Fla. 5th DCA 2003); accord Lamm v. State St. Bank & 
Trust Co., 889 F.Supp.2d 1321, 1331 (S.D.Fla.2012) (“Under Florida law, banks ordinarily do not owe fiduciary duties to their 
customers.”) aff’d sub nom. Lamm v. State St. Bank & Trust, 749 F.3d 938 (11th Cir.2014).

137 Freeman Decl. ¶¶ 25–28, Doc. No. 208–1.

138 Thunder Marine, Inc. v. Brunswick Corp., 277 F. App’x 910, 913 (11th Cir.2008) (citing Taylor Woodrow Homes Florida, Inc. v. 
4/46–A Corp., 850 So.2d 536, 541 (Fla. 5th DCA 2003)).

139 Sherwood only produced conclusory statements from its experts that purported to prove Sherwood had become dependent on RBS. 
Aside from the fact that these statements hold no evidentiary weight, they do not address whether RBS accepted any fiduciary 
duties.

140 See, e.g., Thunder Marine, Inc. v. Brunswick Corp., 277 F. App’x 910, 912–13 (11th Cir.2008) (granting summary judgment in 
favor of defendant on whether fiduciary duty existed); Amoco Oil Co. v. Gomez, 125 F.Supp.2d 492, 509 (S.D.Fla.2000) (same).

141 See Moransais v. Heathman, 744 So.2d 973, 976 (Fla.1999).
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142 Waterford LLC v. Garlick, No. 4:07CV171–SPM/WCS, 2009 WL 248093, at *2 (N.D.Fla. Feb. 2, 2009).

143 Century Land Dev., L.P. v. Weits, No. 07–14377–CIV–MOORE, 2009 WL 252091, at *3 (S.D.Fla. Feb. 2, 2009).

144 Garden v. Frier, 602 So.2d 1273, 1276 (Fla.1992). Admittedly, the Florida Supreme Court in Garden v. Frier limited its holding to 
the specific statute of limitations issue before the court, id. at 1277, but the Florida Supreme Court in Morainsais v. Heathman used 
their Garden definition of “professional” in the context of determining whether an engineer was a professional in relation to a 
professional negligence claim. Moransais v. Heathman, 744 So.2d 973, 976–77 (Fla.1999).

145 Freeman Decl. ¶ 69, Doc. No. 208–1.

146 Benscher Aff. ¶ 38, Doc. No. 224–1.

147 Count XII relates to the Rentech Roll for $279,120, and Count XIII relates to the Dynamic Basket Roll for $957,637.80. 
Complaint, Doc. No. 1 at pp. 40–41.

148 RBS makes a number of other subsidiary arguments in seeking summary judgment on the two fraudulent transfer counts. The 
Court need not address each of these arguments given the ruling on the two primary grounds asserted by RBS.

149 Morrison v. National Australia Bank, Ltd., 561 U.S. 247, 256, 130 S.Ct. 2869, 2877, 177 L.Ed.2d 535 (2010).

150 In re Maxwell Commc’n Corp. plc, 186 B.R. 807, 818 (S.D.N.Y.1995) (hereinafter Maxwell I ) aff’d sub nom. In re Maxwell 
Commc’n Corp. plc by Homan, 93 F.3d 1036 (2d Cir.1996).

151 Id.

152 See Morrison, 561 U.S. at 253–55. Sherwood misconstrues RBS’s argument as one relating to subject matter jurisdiction. Doc. No. 
223 at 60 n.17. This misconception is a common mistake, see Morrison v. Nat’l Australia Bank Ltd., 547 F.3d 167, 177 (2d 
Cir.2008) aff’d, 561 U.S. 247, 130 S.Ct. 2869, 177 L.Ed.2d 535 (2010), and was clarified by the Supreme Court. Morrison, 561 
U.S. at 253–55.

153 Sec. Investor Prot. Corp. v. Bernard L. Madoff Inv. Sec. LLC, 513 B.R. 222, 226 (S.D.N.Y.2014) supplemented, No. 12–MC–115 
JSR, 2014 WL 3778155 (S.D.N.Y. July 28, 2014).

154 Morrison, 561 U.S. at 256.

155 Kiobel v. Royal Dutch Petroleum Co., 133 S.Ct. 1659, 1664, 185 L.Ed.2d 671 (2013) (quoting Microsoft Corp. v. AT & T Corp., 
550 U.S. 437, 454, 127 S.Ct. 1746, 167 L.Ed.2d 737 (2007)).

156 Madoff, 513 B.R. at 226.

157 Id.

158 Sherwood relies on the Court’s prior rulings on forum and applicable law for support that the presumption against extraterritorial 
application does not apply. See Doc. Nos. 36 & 74. In the first ruling, on forum non conviens, the Court examined a standard 
completely inapposite to present determination. On that issue, in seeking to relocate forum to England, RBS had to prove: (1) an 
adequate forum is available, (2) the public and private factors weigh heavily in favor of dismissal, and (3) the plaintiff can reinstate 
his suit in the alternative forum without undue inconvenience or prejudice. Doc. No. 36 at 3. The Court’s determination did not 
delve into the two Transfers themselves, but focused more on the parties’ relationship as a whole, stating “the actions giving rise to 
[Sherwood’s] claim have some connection to Florida and the United States.” Id. at 5.
The second ruling found that Florida had the most significant relation to Sherwood’s tort claims, based on a variety of factors 
wholly separate from those considered here. Doc. No. 74 at 10–13. The Court found that “[p]olicy factors weigh in favor of 
applying Florida law,” that Sherwood operated out of Florida and this “nerve center, albeit small was a necessary element to the 
transactions between the parties.” Id. at 11. The Court did not address the fraudulent transfers.
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159 Madoff, 513 B.R. at 227; Maxwell I, 186 B.R. at 816–17.

160 Madoff, 513 B.R. at 226 (citing Morrison, 561 U.S. at 266–67).

161 Id. at 227.

162 Id.

163 Id. (“[A] mere connection to a U.S. debtor, be it tangential or remote, is insufficient on its own to make every application of the 
Bankruptcy Code domestic.”).

164 Cf. In re Maxwell Commc’n Corp. plc by Homan, 93 F.3d 1036, 1051 (2d Cir.1996) (hereinafter Maxwell II ).

165 Madoff, 513 B.R. at 227 (quoting Maxwell I, 186 B.R. at 817).

166 Doc. No. 36 at 1–2.

167 513 B.R. 222, 227 (S.D.N.Y.2014) supplemented, No. 12–MC–115 JSR, 2014 WL 3778155 (S.D.N.Y. July 28, 2014).

168 Maxwell I, 186 B.R. at 817.

169 Id. at 817.

170 Morrison v. National Australia Bank, Ltd., 561 U.S. 247, 130 S.Ct. 2869, 177 L.Ed.2d 535 (2010).

171 Id. at 266.

172 Id. at 285–86.

173 Kiobel v. Royal Dutch Petroleum Co., 133 S.Ct. 1659, 1669, 185 L.Ed.2d 671 (2013).

174 Maxwell I, 186 B.R. at 817; see Gushi Bros. Co. v. Bank of Guam, 28 F.3d 1535, 1538–39 (9th Cir.1994) (holding that merely 
because a letter containing a request that the plaintiff close its bank account at another bank was sent from a United States territory 
did not preclude application of the presumption against extraterritorial application of the Bank Holding Company Act, 12 U.S.C. 
§§ 1971–1978).

175 Morrison, 561 U.S. at 266.

176 Kiobel, 133 S.Ct. at 1669.

177 Maxwell I, 186 B.R. at 818.

178 Compare Madoff, 513 B.R. at 226–31; In re Bankr. Estate of Midland Euro Exch. Inc., 347 B.R. 708, 717–18 
(Bankr.C.D.Cal.2006); Maxwell I, 186 B.R. at 818–21, with In re French, 440 F.3d 145, 151–52 (4th Cir.2006) (holding that § 
541(a) imparts extraterritorial intent on § 548).

179 See 11 U.S.C. § 548; In re Bankr. Estate of Midland Euro Exch. Inc., 347 B.R. 708, 717 (Bankr.C.D.Cal.2006) (“Nothing in the 
text of § 548 indicates congressional intent to apply it extraterritorially.”).

Case 2:19-ap-01383-SK    Doc 259-4    Filed 06/03/21    Entered 06/03/21 15:47:43    Desc
Appendix     Page 160 of 266



In re Sherwood Investments Overseas Limited, Inc., Not Reported in B.R. Rptr. (2015)

 © 2021 Thomson Reuters. No claim to original U.S. Government Works. 30

180 Sherwood also argues that the absence of extraterritorial transfers from § 541(b) (listing examples of what is not property of the 
estate) and §§ 546 and 548’s safe harbors show that Congress intended §§ 548 and 550 to reach extraterritorial transfers. This 
argument cuts against the Supreme Court’s requirement of an “ ‘affirmative intention of the Congress clearly expressed’ to give a 
statute extraterritorial effect” in order to rebut the presumption. Morrison v. National Australia Bank, Ltd., 561 U.S. 247, 255, 130 
S.Ct. 2869, 2877, 177 L.Ed.2d 535 (2010).

181 Compare In re Allen, 768 F.3d 274 (3d Cir.2014); FDIC v. Hirsch (In re Colonial Realty Co.), 980 F.2d 125 (2d Cir.1992); Rajala 
v. Gardner, 709 F.3d 1031 (10th Cir.2013), with Am. Nat’l Bank of Austin v. MortgageAmerica Corp. (In re MortgageAmerica 
Corp.), 714 F.2d 1266 (5th Cir.1983).

182 The argument can be summed up as follows:
In accordance with 11 U.S.C. § 541(a)(1) (1988), the property of a bankruptcy estate includes (with exceptions not presently 
pertinent) “all legal or equitable interests of the debtor in property as of the commencement of the case;” and pursuant to 11 
U.S.C. § 541(a)(3) (1988), the property of a bankruptcy estate also includes “[a]ny interest in property that the trustee recovers” 
under specified Bankruptcy Code provisions, including 11 U.S.C. § 550 (1988).... “If property that has been fraudulently 
transferred is included in the § 541(a)(1) definition of property of the estate, then § 541(a)(3) is rendered meaningless with 
respect to property recovered pursuant to fraudulent transfer actions.” Further, “the inclusion of property recovered by the 
trustee pursuant to his avoidance powers in a separate definitional subparagraph clearly reflects the congressional intent that 
such property is not to be considered property of the estate until it is recovered.”

In re Colonial Realty Co.,980 F.2d 125, 131 (2d Cir.1992) (citation omitted) (quoting In re Saunders, 101 B.R. 303, 305 
(Bankr.N.D.Fla.1989)).

183 See In re Allen, 768 F.3d 274, 281 (3d Cir.2014) (discussing the definition of “recovered” in the context of § 541(a)(3), discounting 
the requirement of actual recovery, but holding that this Court’s order granting recovery under § 550 satisfied the recovery 
requirement).

184 Madoff, 513 B.R. at 229; Midland Euro Exch. Inc., 347 B.R. at 718 (finding that “neither the plain language of the statute nor its 
reading in conjunction with other parts of the Code establish congressional intent to apply § 548 extraterritorially”).

185 Madoff, 513 B.R. at 230; see Morrison, 561 U.S. at 264–65 (observing that a separate section of the Exchange Act showed 
extraterritorial intent and “when a statute provides for some extraterritorial application, the presumption against extraterritoriality 
operates to limit that provision to its terms”).

186 Morrison, 561 U.S. at 255.

187 See, e.g., Madoff, 513 B.R. at 226–31; Midland, 347 B.R. at 717–18; cf. Maxwell I, 186 B.R. at 818–21. But see In re French, 440 
F.3d 145, 151–52 (4th Cir.2006) (holding that § 541(a) imparts extraterritorial intent on § 548).

188 RBS also argues that Sherwood’s unjust enrichment claim is preempted by § 546(e) of the Bankruptcy Code. The Court need not 
reach that argument.

189 William Ryan Homes Florida, Inc. v. Whitney Nat. Bank, No. 8:12–CV–1575–T–33TGW, 2012 WL 4328769, at *4 (M.D.Fla. 
Sept. 20, 2012) (quoting Vega v. T–Mobile USA, Inc., 564 F.3d 1256, 1274 (11th Cir.2009)).

190 SIG, Inc. v. AT & T Digital Life, Inc., 971 F.Supp.2d 1178, 1199 (S.D.Fla.2013) (emphasis added) (citing Cent. Magnetic Imaging 
Open MRI of Plantation, Ltd. v. State Farm Mut. Auto. Ins. Co., 789 F.Supp.2d 1311, 1317 (S.D.Fla.2011)).

191 Doc. No. 223 at 60.

192 See supra pp. 14–22.

193 Am. Safety Ins. Serv., Inc. v. Griggs, 959 So.2d 322, 331–32 (Fla. 5th DCA 2007); accord Baptista v. JPMorgan Chase Bank, N.A., 
640 F.3d 1194, 1198 n.3 (11th Cir.2011).

194 In re U.S. Capital Holdings, LLC, No. 12–14517–JKO, 2013 WL 5297352, at *5 (Bankr.S.D.Fla. Aug. 5, 2013) (quoting Alaska 
Sales & Serv., Inc. v. Millet, 735 P.2d 743, 747 (Ala.1987)).

195 Mr. Rowley stated: “By the time it was brought to our attention that there was a problem, this particular trade happened to be well 
under water.” Freeman Decl. Ex. R at 3–4, Doc. No. 208–1.
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196 City of Key West v. Duck Tours Seafari, Inc., 972 So.2d 901, 903 (Fla. 3d DCA 2007) (quoting Sostchin v. Doll Enters., Inc., 847 
So.2d 1123, 1128 n.6 (Fla. 3d DCA 2003), review denied, 860 So.2d 977 (Fla.2003)) (other citations omitted); accord Aetna Life & 
Cas. Co. v. Little, 384 So.2d 213, 216 (Fla. 4th DCA 1980) (reducing jury’s award of damages by amount jury attributed to lost 
profits) (“Lost profits and loss of use may be a proper item of damages if the property or business is not completely destroyed.... 
However, where the property or business is totally destroyed ... the proper total measure of damages [is] the market value on the 
date of loss.”).

197 Montage Group, Ltd. V. Athle–Tech Computer Systems, Inc., 889 So.2d 180, 193 (Fla. 2d DCA 2004) (citing Aetna, 384 So.2d at 
216).

198 Duck Tours, 972 So.2d at 903 (citing Sosctchin, 847 So.2d at 1128 n.6).

199 Id. (citing Sostchin, 847 So.2d at 1128 n.6).

200 Montage Group, 889 So.2d at 195.

201 See Duck Tours, 972 So.2d at 903 (holding that the trial court erred in allowing the plaintiff “to seek lost profits as a measure of its 
damages” and remanded the case for a new trial on damages); Aetna Life & Cas. Co. v. Little, 384 So.2d 213, 216 (Fla. 4th DCA 
1980) (reducing jury’s award of damages by amount jury attributed to lost profits).

202 See Envtl. Biotech, Inc. v. Sibbitt Enterprises, Inc., No. 203–CV–124–FTM–33SPC, 2008 WL 5070251, at *6 (M.D.Fla. Nov. 24, 
2008).

203 Susan Fixel, Inc. V. Rosenthal & Rosenthal, Inc., 921 So.2d 43 (Fla. 3d DCA 2006).

204 Id. at 45.

205 Duck Tours, 972 So.2d at 903.

206 Id.

207 Montage Group, 889 So.2d 180. The plaintiff’s business was creating sports film editing platforms for sports teams. Id. at 184. In 
the 90’s, the market began switching from the old analog platforms to new, digital platforms. Id. The plaintiff contracted with 
Montage, one of the defendants, to create a digital software and share profits. Id. at 184–86.

208 Id. at 193.

209 Id. at 193 n.11. Importantly, the court noted that the plaintiff’s business was “destroyed by 1997” despite earning revenues of 
$161,787 in 1998; $2,000 in 1999; and $6,500 in 2000. Id.

210 Doc. No. 223 at ¶ 42; Doc. No. 223 Ex. 37.

211 Sherwood had three accounts at UBS. Two were pledged to Pentagon under its financing agreement (“Pledged 2” and “Pledged 
3”). “Pledged 3” closed on October 20, 2008. Perrow Decl., Composite Ex. F, Doc. No. 208–44 at p. 18 of 111. Although Pledged 
2 had a closing balance of around $1.5 million at the end of October 2008, the account had no activity in November 2008 and, after 
an “amortization charge” of $1.5 million on December 8, 2008, the account closed at $15,102.36, dwindling to $1,000 by the end 
of January 2009. Pledged 2 officially closed in June 2009. Perrow Decl., Composite Ex. G, Doc. No. 208–44 at pp. 19–28 of 111. 
Sherwood’s only non-pledged account shows a negative balance beginning on October 13, 2008; the non-pledged account never 
regained a positive balance before it also was closed in June 2009. Perrow Decl., Composite Ex. H, Doc. No. 208–44 at p. 29–37 
of 111. Sherwood never conducted another transaction from the three UBS accounts after October 8, 2008.

212 Perrow Decl., Composite Ex. H, Doc. No. 208–44 at pp. 29–37 of 111.
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213 Benscher Aff. ¶ 44, Doc. No. 224.

214 See supra note 211 and materials cited therein. See also Montage Group, 889 So.2d at 193 n.11 (determining plaintiff’s business 
completely destroyed in 1997 even though it earned $162,000 in 1998).

215 Sussman Dep. 317, Doc. No. 208–37.

216 Id.

217 Conner Dep. 128, Doc. No. 208–39.

218 Id.

219 Katz Deli of Aventura, Inc. v. Waterways Plaza, LLC, ––– So.3d ––––, 2013 WL 6212040 (Fla. 3d DCA 2013).

220 Id.

221 Id. at *4 (“The leaks began sometime in 2002, but the building did not become untenable until May 2003.”).

222 Id. at *4–5.

223 See supra note 211 and accompanying documents.

224 Montage Group, Ltd. V. Athle–Tech Computer Systems, Inc., 889 So.2d 180 (Fla. 2d DCA 2004).

225 Doc. No. 223 at 42.

226 Montage, 889 So.2d at 193–94.

227 Id. at 193–96.

228 See id. ; Duck Tours, 972 So.2d at 903 (reversing jury’s award of lost profits and holding that the plaintiff ceased operations in 
“June 1996” and [t]hereafter ... sold its vehicles and used the proceeds to pay off its credit lines and to fund the underlying 
litigation); cf. Susan Fixel, Inc. v. Rosenthal & Rosenthal, Inc., 921 So.2d 43, 46–47 (Fla. 3d DCA) (holding that the trial court was 
correct in determining the plaintiff’s expert used the wrong date of loss in calculating damages when the correct date of loss was 
“late 2009”).

229 Benscher Aff. ¶ 42, Doc. No. 224.

230 Benscher Aff. ¶ 43, Doc. No. 224.

231 Id.

232 Id. Sherwood did not provide any evidence, such as loan payment records, checks, etc. to show that Sherwood provided the orchid 
farm with any monetary assistance after October 2008. Benscher’s conclusory and vague statements are insufficient. Further, 
Sherwood’s UBS account records do not show that any such payments were made during this time period. (See supra note 211 and 
referenced documents.)

233 The Court contemporaneously will enter separate orders on RBS’s Daubert motions (Doc. Nos. 210 & 211) consistent with this 
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Order.

234 W.W. Gay Mech. Contractor, Inc. v. Wharfside Two, Ltd., 545 So.2d 1348, 1351 (Fla.1989).

235 Nebula Glass Int’l, Inc. v. Reichhold, Inc., 454 F.3d 1203, 1212 (11th Cir.2006) (emphasis in original).

236 Saewitz v. Saewitz, 79 So.3d 831, 833 (Fla. 3d DCA 2012).

237 Lipscher v. LRP Publications, Inc., 266 F.3d 1305, 1317–18 (11th Cir.2001) (affirming district court’s grant of summary judgment 
when proof of lost profits damages was not supported by evidence other than principal’s affidavit); Resolution Trust Corp. v. 
Stroock & Stroock & Lavan, 853 F.Supp. 1422, 1429 (S.D.Fla.1994) (“As a general matter, this Court is properly reluctant to grant 
summary judgment on the basis of issues involving causation and damages. However, having thoroughly explored what would 
have been presented to the jury, the Court cannot help but conclude that the degree to which the RTC’s damage theories rest on 
speculation raises the dispositive issues to the level of being questions of law. It is also quite clear that in such situations, the issues 
need not, and should not, go to the jury.”); cf. Brough v. Imperial Sterling Ltd., 297 F.3d 1172 (11th Cir.2002) (reversing jury 
award and holding that judgment as a matter of law should have been granted in favor of the defendant because proof of lost profits 
must be, and was not, “proven with a reasonable degree of certainty before [lost profits] are recoverable. The mind of a prudent 
impartial person should be satisfied that the damages are not the result of speculation or conjecture”).

238 Britt Green Trucking, Inc. v. FedEx Nat., LTL, Inc., No. 8:09–CV–445–T–33TBM, 2014 WL 3417569, at *7 (M.D.Fla. July 14, 
2014); accord Slip–N–Slide Records, Inc. v. TVT Records, LLC, No. 05–21113–CIV, 2007 WL 3232274, at *12 (S.D.Fla. Oct. 31, 
2007) (“Proof of the amount of damages need not conform to any particular methodology, and exact proof of the amount of 
damages is not required.”).

239 Messer v. E.F. Hutton & Co., 833 F.2d 909 (11th Cir.1987), amended on reh’g in part, 847 F.2d 673 (11th Cir.1988) (damages 
decision was not disturbed on rehearing).

240 Id.

241 Id. at 923.

242 Resolution Trust Corp. v. Stroock & Stroock & Lavan, 853 F.Supp. 1422, 1429 (S.D.Fla.1994).

243 Id.

244 The expert reports can be found attached to RBS’s respective motions to exclude the reports. See generally Thornapple Report, 
Doc. No. 210 Ex. A; Foerster Report, Doc. No. 211 Ex. A.

245 Thornapple Report 44–46, Doc. No. 210 Ex. A.

246 Thornapple Report Exs. C–F, Doc. No. 210 Ex. A.

247 Thornapple Report 44, Doc. No. 210 Ex. A.

248 Id. at 44–45. Thornapple used the Russel 2000 Index, which is pegged to U.S. small-cap stocks, as a proxy for the type of 
small-cap business Benscher said he liked to buy.

249 Thornapple Report 45, Doc. No. 210 Ex. A.

250 Id.

251 Id. at 45–46.
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252 Id.

253 Sussman Dep. 240–41, June 4, 2014, Doc. No. 208–37.

254 Foerster Report 28, Doc. No. 211, Ex. A.

255 Id. at 28–29.

256 Id. at 29.

257 Id.

258 Brough v. Imperial Sterling Ltd., 297 F.3d 1172, 1177 (11th Cir.2002).

259 Kane v. Shearson Lehman Hutton, Inc., 916 F.2d 643, 647 (11th Cir.1990).

260 Messer v. E.F. Hutton & Co., 833 F.2d 909, 922–23 (11th Cir.1987).

261 Sussman Dep. 18, 132–33, Doc. No. 208–37; Conner Dep. 49–54, June 5, 2014, Doc. No. 208–39.

262 Sussman Dep. 132–35, Doc. No. 208–37.

263 Conner Dep. 68, Doc. No. 208–39.

264 Foerster Dep. 171–72, May 28, 2014, Doc. No. 208–33.

265 Id. at 172.

266 Id.

267 Sun Ins. Mktg. Network, Inc. v. AIG Life Ins. Co., 254 F.Supp.2d 1239, 1247 (M.D.Fla.2003). See Nat’l Papaya Co. v. Domain 
Indus., Inc., 592 F.2d 813 (5th Cir.1979) (applying Florida law, vacating a lost profit damage award for failure to prove underlying 
assumptions).

268 Alphamed Pharm. Corp. v. Arriva Pharm., Inc., 432 F.Supp.2d 1319, 1348 (S.D.Fla.2006) aff’d, 294 F. App’x 501 (11th 
Cir.2008).

269 Emerald Investments Ltd. P’ship v. Allmerica Fin. Life Ins. & Annuity Co., 516 F.3d 612, 618 (7th Cir.2008).

270 Id.

271 Id.

272 Doc. No. 223 at 45–46. See Benscher Aff. ¶¶ 20–30, Doc. No. 224–1; Thornapple Report 44, Doc. No. 210 Ex. A.

273 Thornapple Report 44, Doc. No. 210 Ex. A; see Benscher Aff. ¶¶ 20–30, Doc. No. 224–1.
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274 Thornapple Report 44, Doc. No. 210 Ex. A.

275 See Messer, 833 F.2d at 922–23.

276 Sherwood produced no historical trading evidence, nor did Sherwood’s experts analyze Sherwood’s past trading practices. Conner 
Dep. 68, June 5, 2014, Doc. No. 208–39.

277 Brough, 297 F.3d at 1178.

278 Resolution Trust Corp. v. Stroock & Stroock & Lavan, 853 F.Supp. 1422, 1426 (S.D.Fla.1994).

279 Id. ; see Messer, 833 F.2d at 923 (“[T]here is little reason to believe that Messer would have stayed with the plan to the point it 
became profitable. If Messer had followed the plan, he would have suffered extreme intermediate losses over $200,000 in excess of 
his credit limit.... ”).

280 Merit Ins. Co. v. Colao, 1989 WL 917, at *2 (N.D. Ill. Jan. 3, 1989).

281 Brough, 297 F.3d at 1178.

282 Sussman Dep. 243–51, June 4, 2014, Doc. No. 208–37. Thornapple also did not seek to determine the availability of a different 
counterparty willing to extend 4–1 leverage in the same fashion as RBS. Id. at 244–45. And the Court finds it incredulous to 
assume that, as the global market was careening downward into a recession, some hypothetical lender would provide Sherwood 
4–1 leverage.

283 Envtl. Biotech, Inc. v. Sibbitt Enterprises, Inc., No. 203–CV–124–FTM–33SPC, 2008 WL 5070251, at *5 (M.D.Fla. Nov. 24, 
2008).

284 RBS maintains it would not have accepted any counterparty other than UBS. Freeman Decl. ¶¶ 6–7, Doc. No. 208–1.

285 UBS April 16, 2009 Client Letter, Benscher Dep. II, Ex. 29, Oct. 2, 2013, Doc. No. 208–11 at 6–8.

286 Sherwood argues the terms of the letter should not have applied to it because it is a British Virgin Islands corporation, not a U.S. 
domiciled corporation. Benscher Aff. ¶ 2–3, Doc. No. 224–1.

287 RBS’s expert report alleges Sherwood would have required $11 million in funding from Pentagon to roll down its positions 
through June 1, 2009. NERA Report at 3, Perrow Decl. Ex. I, Doc. No. 208–44. Even if this is not the exact figure, Sherwood 
certainly would require substantial additional funding to continue to trading until the market hit its low point in 2009.

288 Doc. No. 223 Ex. 42.

289 The January 14, 2008 email from Chester to Benscher states: “Please confirm that you are in agreement, so that we have something 
on record while the guys work out the paperwork.” Doc. No. 233 Ex. 42. Although “the parties’ intent to eventually reduce the 
agreement to writing does not prevent the contractual obligations from arising immediately ... the parties must intend that their oral 
or written negotiations be immediately binding.” Venus Lines Agency, Inc. v. CVG Int’l Am., Inc., 234 F.3d 1225, 1230 (11th 
Cir.2000). Benscher clearly did not intend these preliminary negotiations to be binding: he did not even manifest acceptance. In 
response to Chester’s email outlining the proposed terms they clearly intended to reduce to a formal contract, Benscher stated: “I’ll 
respond tomorrow because I’m not home but seems ok.” Doc. No. 233 Ex. 42. He then went on to modify Chester’s stated terms. 
Id.

290 Chester testified that he could not remember if such an agreement was ever created. Chester Dep. 165, Nov. 1, 2013, Doc. No. 
208–26.

291 Clayton v. Howard Johnson Franchise Sys., Inc., 954 F.2d 645, 652 (11th Cir.1992); see Sostchin v. Doll Enterprises, Inc., 847 
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So.2d 1123, 1125 (Fla. 3d DCA 2003) (reversing damages award because the “lost profits damages award was improperly based 
upon gross profits, rather than net profits, and was, to say the least, speculative”).

292 Sostchin, 847 So.2d at 1126 (“The accounting alchemy by which this humble enterprise was transformed into an engine of 
commerce is made possible only by first improperly failing to include officer compensation as part of the corporation’s expenses, 
and thereby basing all assumptions upon gross profits, rather than net profits as the law requires.”).

293 Sussman Dep. 197–99, June 4, 2014, Doc. No. 208–37; Foerster Dep. 195–97, May 28, 2014, Doc. No. 208–33.

294 NERA Report at 61–65, Perrow Decl. Ex. I, Doc. No. 208–44.

295 Three Crown Ltd. P’ship v. Salomon Bros., Inc., 906 F.Supp. 876, 894 (S.D.N.Y.1995) (quoting Tyger Const. Co. Inc. v. 
Pensacola Const. Co., 29 F.3d 137, 144 (4th Cir.1994)).

296 Holmes v. Securities Investor Protection Corp., 503 U.S. 258, 287, 112 S.Ct. 1311, 117 L.Ed.2d 532 (1992) (Scalia, J., 
concurring).

End of Document © 2021 Thomson Reuters. No claim to original U.S. Government Works.
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Appeal from the United States Bankruptcy Court for the 
Central District of California

Attorneys and Law Firms

Appellant Pradeep Singh, pro se, on brief; Ramona D. 
Elliott, P. Matthew Sutko, Robert J. Schneider, Jr., Peter 
C. Anderson, Russell Clementson, and Everett L. Green 
on brief for appellee United States Trustee for Region 16.

Before: FARIS, LAFFERTY, and SPRAKER, 
Bankruptcy Judges.

MEMORANDUM*

Honorable Scott C. Clarkson, Bankruptcy Judge, 
Presiding

INTRODUCTION

*1 Chapter 71 debtor Pradeep Singh appeals from the 
bankruptcy court’s denial of his discharge under §§ 
727(a)(2)(A) and (a)(4). Mr. Singh argues that the 
bankruptcy court erred when it determined that his 
corporation’s transactions were attributable to him 
personally and that he was operating a Ponzi scheme. He 
contends that he did not hide any transaction or make 
false oaths. He also claims that the bankruptcy court 
abused its discretion in making various pretrial and 
evidentiary rulings against him.
 
We discern no error and AFFIRM.
 

FACTUAL BACKGROUND2

A. Mr. Singh’s business ventures
Pradeep Singh Corporation, dba Secure Vision Associates 
(“SVA”) sold insurance, annuities, and various 
insurance-based products. Mr. Singh was SVA’s 
president, chief executive officer, chief financial officer, 
and majority shareholder. Mr. Singh’s wife, co-debtor 
Rindi Singh, was SVA’s secretary. The Singhs and their 
son were the sole shareholders of SVA.
 
Beginning in 2001, SVA stopped complying with many 
corporate formalities. SVA did not hold required 
shareholder meetings or board of directors meetings and 
did not prepare corporate meeting minutes.
 
Mr. Singh held a license to sell life and health insurance 
in California but was not licensed to sell securities. 
Nevertheless, between 2002 and 2014, he persuaded 
dozens of his customers and other individuals to give him 
money through SVA. He directed them to make the 
checks payable to SVA. Those individuals received 
promissory notes that promised repayment plus interest at 
above-market rates.3

 
SVA conducted most of its business with American 
Equity Investment Life Insurance Company (“American 
Equity”). In 2013, American Equity began receiving 
complaints from consumers that Mr. Singh and SVA had 
solicited money from them. Even after American Equity 
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cautioned Mr. Singh that his actions violated company 
policy, Mr. Singh continued to solicit funds from 
individuals.
 
American Equity terminated its contract with SVA in 
June 2014. A second insurance company also terminated 
its contract with SVA due to similar complaints. Mr. 
Singh lost all of his commission-based income and could 
no longer repay any of the individuals who had given him 
money.
 
Mr. Singh dissolved the Pradeep Singh Corporation in 
July 2014.
 

B. The Singhs’ chapter 7 petition
*2 On August 4, 2014, the Singhs filed their joint chapter 
7 petition. They did not disclose loans that they allegedly 
made to SVA or prepetition payments received from 
SVA.
 
Six of the individuals who had given money to SVA at 
Mr. Singh’s request initiated adversary proceedings 
against the Singhs seeking denial of discharge of their 
debts under § 523. In response to a complaint filed by 
creditor Carol Taylor, Mr. Singh asserted as an 
affirmative defense his right to recover funds from Ms. 
Taylor pursuant to the doctrine of usury and a right to 
offset.
 

C. The U.S. Trustee’s adversary proceeding
Appellee United States Trustee for Region 16 (“U.S. 
Trustee”) filed an adversary proceeding seeking to deny 
the Singhs discharge under §§ 727(a)(2)(A), (a)(4), and 
(a)(5). He alleged that SVA was the alter ego of the 
Singhs, who used SVA to shield themselves against 
personal liability and further their fraudulent scheme. He 
claimed that Mr. Singh solicited investments from 
individuals as a part of a Ponzi scheme and funneled the 
funds through SVA, while both the Singhs and SVA were 
insolvent. In order to pay the earlier investors and keep 
his scheme going, he solicited funds from new investors. 
The U.S. Trustee alleged that Mr. Singh repaid investors $ 
400,000 (including $ 31,000 to himself) in the year 
preceding the petition date.
 
The U.S. Trustee represented that the Singhs had failed to 
disclose prepetition payments from SVA to Mr. Singh. 

The U.S. Trustee also alleged that he discovered 
undisclosed bank accounts.
 
Accordingly, the U.S. Trustee asserted a § 727(a)(2)(A) 
claim based on the Singhs’ transfer of money to and from 
SVA (their alter ego) for the purpose of hindering, 
delaying, and defrauding creditors. The U.S. Trustee also 
brought a § 727(a)(4) claim because the Singhs made 
false oaths by failing to disclose loans that they had made 
to SVA and prepetition payments that they received from 
SVA. Finally, he asserted a § 727(a)(5) claim because the 
Singhs failed to explain the loss of certain assets.
 
Mr. Singh denied the substance of the U.S. Trustee’s 
allegations, disputing that he ever engaged in investment 
activity; rather, he asserted that the money that he 
received from clients were loans memorialized by 
promissory notes. He also denied that he was involved in 
a Ponzi scheme.
 

D. Pretrial matters

1. The deemed admissions
In April 2016, Mr. Singh filed a motion for summary 
judgment, relying on purported admissions by the U.S. 
Trustee. The U.S. Trustee had served his responses to Mr. 
Singh’s requests for admissions six days after an extended 
deadline.
 
The U.S. Trustee filed a motion to withdraw the deemed 
admissions. He stated that his counsel had requested a 
seven-day extension to respond, and Mr. Singh’s counsel 
agreed. When the week had passed, the U.S. Trustee’s 
counsel informed Mr. Singh’s counsel that he needed 
another seven days to obtain his client’s approval and 
said, “Please let me know if this presents a problem.” Mr. 
Singh’s counsel did not respond, and the U.S. Trustee 
served his responses six days later.
 
The U.S. Trustee argued that Mr. Singh was not 
prejudiced by the six-day delay because the court 
extended the discovery cut-off date and expert cut-off 
date. Additionally, Mr. Singh had received the responses 
over six months prior to the close of fact discovery.
 
*3 The U.S. Trustee also argued that many of the requests 
for admissions were improper, as they requested legal 
admissions and were not intended to aid in discovery. As 
such, withdrawing the admissions would allow for the 

Case 2:19-ap-01383-SK    Doc 259-4    Filed 06/03/21    Entered 06/03/21 15:47:43    Desc
Appendix     Page 170 of 266



In re Singh, Slip Copy (2019)

 © 2021 Thomson Reuters. No claim to original U.S. Government Works. 3

presentation of the case on the merits.
 
In opposition, Mr. Singh argued that the U.S. Trustee’s 
failure earlier to withdraw the admissions made him feel 
“secure and confident in relying upon them for his 
defense; therefore he [did] not engage in compelling 
additional discovery, including expert depositions.”
 
The bankruptcy court granted the U.S. Trustee’s motion 
to withdraw the admissions, holding that “reliance on a 
deemed admission in preparing a summary judgment 
motion does not constitute prejudice in this instance.” The 
court allowed the U.S. Trustee to serve revised responses 
by May 31, 2016. It reopened discovery “to permit 
non-redundant discovery to be conducted by Singh, solely 
with respect to any received Answers to Admissions, 
through and including August 13, 2016.” It denied 
without prejudice the motion for summary judgment.
 

2. Summary judgment
Mr. Singh filed another motion for summary judgment, 
arguing that the U.S. Trustee had no standing to assert 
alter ego and that this necessarily defeated all of his 
claims. Additionally, he argued that the U.S. Trustee 
failed to establish factual bases for his claims.
 
The bankruptcy court denied Mr. Singh’s motion for 
summary judgment without a hearing, holding that the 
U.S. Trustee was not precluded from asserting alter ego 
and that there were triable factual issues relating to the §§ 
727(a)(2)(A), (a)(4), and (a)(5) claims.
 

3. Joint amended pretrial stipulation
On March 8, 2017, the parties filed a joint amended 
pretrial stipulation. The U.S. Trustee did not give notice 
that he intended to rely on the omission of Mr. Singh’s 
usury defense against Ms. Taylor as a false oath. The 
bankruptcy court approved the pretrial stipulation.
 

4. Motion in limine
Mr. Singh filed a motion in limine to exclude the expert 
report and testimony of the U.S. Trustee’s expert 
accountant, Hakop Jack Arutyunyan. He argued that Mr. 

Arutyunyan’s expert report was inaccurate and unreliable 
because it did not include supporting data or exhibits and 
the expert had only consulted limited materials. 
Additionally, he questioned Mr. Arutyunyan’s 
qualification as an expert because he was employed by 
the U.S. Trustee and had not previously testified as an 
expert.
 
The bankruptcy court denied the motion in limine.
 

E. Trial and memorandum decision
The bankruptcy court conducted a five-day trial on the 
U.S. Trustee’s § 727 complaint. The Singhs testified, as 
well as three of the alleged victims, the chapter 7 trustee, 
the U.S. Trustee’s bankruptcy auditor, and the parties’ 
expert witnesses. The investors testified that Mr. Singh 
convinced them to give him substantial sums of money 
for investment in the stock market or other ventures and 
that he guaranteed them a high rate of return. Although 
they received promissory notes, he led them to believe 
that he was investing their money.
 
The U.S. Trustee’s expert, Mr. Arutyunyan, testified as to 
two primary conclusions: that SVA was insolvent and that 
Mr. Singh was operating a Ponzi scheme. He testified that 
he was not able to account for approximately $ 117,000 
that went into SVA’s bank account.
 
*4 Mr. Singh maintained that he did not engage in a Ponzi 
scheme or make a false oath. Mr. Singh’s sister testified 
that she had reconciled the bank and credit card accounts 
and accounted for all of the loan proceeds. Mr. Singh’s 
expert witness, Peter Salomon, opined that his business 
dealings did not constitute a Ponzi scheme.
 
The bankruptcy court issued its memorandum decision in 
favor of Mrs. Singh on all counts, but found against Mr. 
Singh on the U.S. Trustee’s §§ 727(a)(2) and (a)(4) 
claims.
 

1. The Ponzi scheme
The bankruptcy court found that Mr. Singh was 
conducting a Ponzi scheme with the customers’ 
investments. It found that Mr. Singh “willfully and 
knowingly paid prior investors with funds from new 
investors, as well as from commission checks.” The court 
continued:
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A careful review of all of the evidence presented leaves 
this Court with no doubt that [Mr. Singh] engaged in a 
classic Ponzi scheme—luring invest[ments]/loans from 
innocent victims with the false promises of safe and 
wise future investments and high returns of 10% per 
annum—and repaying some or all of the early 
debt/investments back with the funds lured by later 
invest[ments]/loans.

(Citation and footnote omitted).
 

2. The § 727(a)(2)(A) claim
The bankruptcy court held that the U.S. Trustee had 
satisfied § 727(a)(2)(A). First, it found that the money 
transferred from SVA’s accounts was “property of the 
debtor.” The court ruled that, under California’s alter ego 
doctrine, SVA was Mr. Singh’s alter ego because 
“although SVA once was a legitimate business operation, 
[Mr. Singh] increasingly used SVA for his own personal 
Ponzi scheme banking operation, especially as [Mr. 
Singh’s] insurance commission based income declined. 
The existence of SVA became meaningless except as a 
tool to implement fraud.” It noted that Mr. Singh “used 
the corporate bank account as his own de facto account, 
and not for any legitimate corporate purpose or 
enterprise.” As such, the court concluded that the transfers 
involved Mr. Singh’s property.
 
Second, the court agreed with the U.S. Trustee that Mr. 
Singh intended to defraud creditors by repaying the earlier 
investors with contributions from the later investors. The 
small interest payments that Mr. Singh paid to the 
investors “served no purpose other than to bolster, sustain, 
and lend credibility to [the] false impression” that Mr. 
Singh had invested the funds and that his operation was 
successful and profitable.
 

3. The § 727(a)(4) claim
The bankruptcy court next found that various omissions 
satisfied the false oath requirement under § 727(a)(4).
 
First, the court found that Mr. Singh made a false oath by 
omitting from his schedules references to assets and the 
transfer of monies received from the investors. The court 
also held that “[f]ailing to list the usury claim in his 
schedules was a false oath.”
 
The bankruptcy court found that these omissions were 

material because they concerned Mr. Singh’s business 
transactions, the discovery of assets, or the existence and 
disposition of his property.
 
Next, the court found that Mr. Singh knowingly made a 
false oath because he deliberately and consciously signed 
the inaccurate schedules.
 
Finally, the court ruled that Mr. Singh had a fraudulent 
intent because “[r]ather than submit forthright schedules 
as required in a bankruptcy case, he used his schedules to 
continue to perpetrate his fraudulent scheme, effectively 
seeking to evade making any further payments to his 
victims.”
 

4. The § 727(a)(5) claim and claims against Mrs. 
Singh

*5 The bankruptcy court ruled that the U.S. Trustee had 
failed to establish any claim against Mrs. Singh, finding 
that she did not have the requisite fraudulent intent. It also 
held that the U.S. Trustee did not meet his burden of 
proof under § 727(a)(5) as to either of the Singhs.
 
The bankruptcy court entered judgment against Mr. Singh 
on the §§ 727(a)(2)(A) and (a)(4) claims. Mr. Singh 
timely appealed.
 

JURISDICTION

The bankruptcy court had jurisdiction pursuant to 28 
U.S.C. §§ 1334 and 157(b)(2)(J). We have jurisdiction 
under 28 U.S.C. § 158.
 

ISSUE

Whether the bankruptcy court erred in denying Mr. Singh 
his discharge under §§ 727(a)(2)(A) and (a)(4).
 

STANDARDS OF REVIEW

In an action for denial of discharge under § 727, we 
review: (1) the bankruptcy court’s determinations of the 
historical facts for clear error; (2) its selection of the 
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applicable legal rules under § 727 de novo; and (3) mixed 
questions of law and fact de novo. Searles v. Riley (In re 
Searles), 317 B.R. 368, 373 (9th Cir. BAP 2004), aff’d, 
212 F. App’x 589 (9th Cir. 2006).
 
“De novo review requires that we consider a matter anew, 
as if no decision had been made previously.” Francis v. 
Wallace (In re Francis), 505 B.R. 914, 917 (9th Cir. BAP 
2014) (citations omitted).
 
Factual findings are clearly erroneous if they are illogical, 
implausible, or without support in the record. Retz v. 
Samson (In re Retz), 606 F.3d 1189, 1196 (9th Cir. 2010). 
“To be clearly erroneous, a decision must strike us as 
more than just maybe or probably wrong; it must ... strike 
us as wrong with the force of a five-week-old, 
unrefrigerated dead fish.” Papio Keno Club, Inc. v. City of 
Papillion (In re Papio Keno Club, Inc.), 262 F.3d 725, 
729 (8th Cir. 2001) (citation omitted). If two views of the 
evidence are possible, the court’s choice between them 
cannot be clearly erroneous. Anderson v. City of Bessemer 
City, 470 U.S. 564, 573-75 (1985).
 
“[W]e review a bankruptcy court’s evidentiary rulings for 
abuse of discretion, and then only reverse if any error 
would have been prejudicial to the appellant.” Van Zandt 
v. Mbunda (In re Mbunda), 484 B.R. 344, 351 (9th Cir. 
2012), aff’d, 604 F. App’x 552 (9th Cir. 2015) (citing 
Johnson v. Neilson (In re Slatkin), 525 F.3d 805, 811 (9th 
Cir. 2008) ). “We afford broad discretion to a district 
court’s evidentiary rulings .... A reviewing court should 
find prejudice only if it concludes that, more probably 
than not, the lower court’s error tainted the verdict.” Id. at 
352 (quoting Harper v. City of L.A., 533 F.3d 1010, 1030 
(9th Cir. 2008) ).
 
We apply a two-part test to determine whether the 
bankruptcy court abused its discretion. United States v. 
Hinkson, 585 F.3d 1247, 1261-62 (9th Cir. 2009) (en 
banc). First, we consider de novo whether the bankruptcy 
court applied the correct legal standard to the relief 
requested. Id. Then, we review the bankruptcy court’s 
factual findings for clear error. Id. at 1262. We must 
affirm the bankruptcy court’s factual findings unless we 
conclude that they are illogical, implausible, or without 
support in inferences that may be drawn from the facts in 
the record. Id.
 

DISCUSSION

A. The bankruptcy court did not err in holding that 
Mr. Singh made prepetition transfers under § 
727(a)(2)(A) with the requisite intent.
Section 727(a)(2) provides that the debtor is entitled to a 
discharge unless:

*6 the debtor, with intent to hinder, delay, or defraud a 
creditor or an officer of the estate charged with custody 
of property under this title, has transferred, removed, 
destroyed, mutilated, or concealed, or has permitted to 
be transferred, removed, destroyed, mutilated, or 
concealed—

(A) property of the debtor, within one year before the 
date of the filing of the petition[.]

§ 727(a)(2)(A).
 
“A party seeking denial of discharge under § 727(a)(2) 
must prove two things: ‘(1) a disposition of property, such 
as transfer or concealment, and (2) a subjective intent on 
the debtor’s part to hinder, delay or defraud a creditor 
through the act [of] disposing of the property.’ ” In re 
Retz, 606 F.3d at 1200 (emphasis added) (quoting Hughes 
v. Lawson (In re Lawson), 122 F.3d 1237, 1240 (9th Cir. 
1997) ).
 

1. Disposition of property of the debtor
Mr. Singh argues that the money that SVA used to make 
payments to creditors and himself was not “property of 
the debtor” within the meaning of § 727(a)(2). He also 
argues that the U.S. Trustee lacked standing to argue the 
“alter ego” doctrine. We reject both arguments.
 
This Panel and other courts have held that “property of 
the debtor” includes not only property nominally held by 
the debtor, but also property held by the debtor’s alter 
ego. “In bankruptcy, an alter ego is a nominal third party 
that has no substantive existence separate from the debtor, 
and property purportedly held by that third party is, 
therefore, the debtor’s own property.” Chantel v. Pierce 
(In re Chantel), BAP No. AZ-14-1511-PaJuKi, 2015 WL 
3988985, at *6 (9th Cir. BAP July 1, 2015), aff’d, 693 F. 
App’x 723 (9th Cir. 2017) (citations omitted).
 
The imposition of the alter ego doctrine requires a broad 
inquiry:

Factors for the trial court to consider include the 
commingling of funds and assets of the two entities, 
identical equitable ownership in the two entities, use of 
the same offices and employees, disregard of corporate 
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formalities, identical directors and officers, and use of 
one as a mere shell or conduit for the affairs of the 
other. No one characteristic governs, but the courts 
must look at all the circumstances to determine whether 
the doctrine should be applied.

Toho-Towa Co. v. Morgan Creek Prods., Inc., 217 Cal. 
App. 4th 1096, 1108-09 (2013) (citations omitted). The 
proponent of the alter ego doctrine must establish (1) a 
unity of interest and ownership such that the separate 
personalities of the corporation and the individual no 
longer exist and (2) that failure to disregard the 
corporation would result in fraud or injustice. See Flynt 
Distrib. Co. v. Harvey, 734 F.2d 1389, 1393 (9th Cir. 
1984).
 
In many cases, the alter ego doctrine is used to hold 
shareholders liable for the debts or conduct of a 
corporation. See Toho-Towa Co., 217 Cal. App. 4th at 
1107. But the doctrine can also be employed to determine 
whether a corporation or its shareholder is the true owner 
of property. See Stout v. Marshack (In re Stout), 649 F. 
App’x 621, 623 (9th Cir. 2016) (“[P]roperty owned by a 
corporation may be considered a debtor’s property where 
the corporation was the debtor’s alter ego.”) (considering 
§ 547(b) ); Sethi v. Wells Fargo Bank, Nat’l Ass’n (In re 
Sethi), BAP No. EC-13-1312-KuJuTa, 2014 WL 
2938276, at *7 (9th Cir. BAP June 30, 2014) (holding that 
the bankruptcy court did not make appropriate alter ego 
findings and that the creditor “was entitled to prevail on 
its § 727(a)(2) claim only if it proved that the property 
[debtor] concealed was her own property and not property 
of one of her corporations”); Hoffman v. Bethel Native 
Corp. (In re Hoffman), BAP No. AK-06-1298-BZR, 2007 
WL 7540947, at *6 (9th Cir. BAP May 9, 2007) 
(affirming the bankruptcy court’s finding that the 
corporation was the debtor’s alter ego because the debtor 
was the sole shareholder and director of the corporation; 
the corporation was undercapitalized; corporate 
formalities were ignored; and the debtor transferred the 
corporation’s assets to his wife’s corporation); Kendall v. 
Turner (In re Turner), 335 B.R. 140, 147 (Bankr. N.D. 
Cal. 2005), modified on reconsideration, 345 B.R. 674 
(Bankr. N.D. Cal. 2006), aff’d, 2007 WL 7238117 (9th 
Cir. BAP Sept. 18, 2007) (“[A]n entity or series of entities 
may not be created with no business purpose and personal 
assets transferred to them with no relationship to any 
business purpose, simply as a means of shielding them 
from creditors. Under such circumstances, the law views 
the entity as the alter ego of the individual debtor and will 
disregard it to prevent injustice.”) (considering § 544(b) ); 
Compton v. Bonham (In re Bonham), 224 B.R. 114, 116 
(Bankr. D. Alaska 1998) (denying the debtor discharge 
under § 727(a)(2) because she had “disregarded the 
corporate formalities in operating both [corporations] and 

used the corporations as her own pocket book. She used 
them for an illegal and fraudulent purpose—to operate a 
Ponzi scheme. She transferred money freely and without 
rhyme or reason between the corporations and herself.”).
 
*7 In this case, the bankruptcy court was free to employ 
the alter ego doctrine in order to determine whether the 
transferred monies were “property of the debtor.” The 
court found unity of interest and ownership: it said that 
“although SVA once was a legitimate business operation, 
[Mr. Singh] increasingly used SVA for his own personal 
Ponzi scheme banking operation .... The existence of SVA 
became meaningless except as a tool to implement fraud.” 
Although Mr. Singh directed the investors to make their 
checks payable to SVA, the promissory notes that Mr. 
Singh drafted identified the borrower as “Pradeep Singh 
president of Secure Vision Associates[.]” This arguably 
made him the obligor under the promissory notes or at 
least blurred the distinction between SVA and Mr. Singh 
personally. The court also found that failure to disregard 
the corporation would result in fraud or injustice: it said 
that “the company was simply a convenient conduit used 
by [Mr. Singh] to funnel the money he scammed from 
innocent victims.” Neither of these findings is clearly 
erroneous. Thus, the bankruptcy court did not err in 
finding that the transferred assets were “property of the 
debtor” under § 727(a)(2)(A).
 
Mr. Singh incorrectly argues that the U.S. Trustee cannot 
assert an alter ego claim. Congress has specifically 
authorized the U.S. Trustee to “object to the granting of a 
discharge under [§ 727(a) ].” See § 727(c)(1). That 
authorization would be hamstrung if the U.S. Trustee 
could not employ the alter ego doctrine when litigating 
the issue of whether certain assets are property of the 
debtor. Decisions limiting the standing of a chapter 7 or 
chapter 11 trustee to impose liabilities on alter egos are 
inapposite because the authority of the U.S. Trustee is 
different from that of a case trustee, and limitations on the 
attribution of liabilities under the doctrine do not 
necessarily apply when the doctrine is employed to 
attribute assets.
 

2. Intent to hinder, delay, or defraud
Mr. Singh challenges the bankruptcy court’s finding that 
he intended to hinder, delay, or defraud creditors. “A 
debtor’s intent need not be fraudulent to meet the 
requirements of § 727(a)(2). Because the language of the 
statute is in the disjunctive it is sufficient if the debtor’s 
intent is to hinder or delay a creditor.” In re Retz, 606 
F.3d at 1200. Debtors rarely admit harboring fraudulent 
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intent, so courts may rely on circumstantial evidence, 
sometimes called “badges of fraud,” to support a finding 
of intent.4

 
The bankruptcy court’s determinations concerning the 
debtor’s intent are factual matters reviewed for clear 
error. Beauchamp v. Hoose (In re Beauchamp), 236 B.R. 
727, 729 (9th Cir. BAP 1999). We give great deference to 
the bankruptcy court’s determinations of witnesses’ 
credibility. Anderson, 470 U.S. at 575.
 
The bankruptcy court found that Mr. Singh’s intent to 
defraud creditors was established by his operation of a 
Ponzi scheme: he used newly contributed funds to make 
payments to older contributors, thereby obscuring the 
falsity of his representation that he could repay creditors 
through a real and profitable business or investment. Cf. 
Sec. Inv’r Prot. Corp. v. Bernard L. Madoff Inv. Sec. LLC, 
531 B.R. 439, 471 (Bankr. S.D.N.Y. 2015) (“Once it is 
determined that a Ponzi scheme exists, all transfers made 
in furtherance of that Ponzi scheme are presumed to have 
been made with fraudulent intent.”). The court found that 
he was “motivated by an effort to convey to contributors a 
false impression that they are receiving funds because of a 
legitimate profit making opportunity.” He gave investors 
the impression that he invested their funds and the funds 
were generating a profitable return. The court found that 
“[t]he fraudulent intent arises not from the act of 
repayment but from the false message communicated in 
the repayment—that the payment results from the return 
of an investment when no such investment exists.”
 
*8 Mr. Singh contends that he solicited loans rather than 
investments. We reject this argument for two reasons. 
First, the distinction is irrelevant. The existence of a Ponzi 
scheme does not depend on the form the schemer uses to 
raise money. In fact, the namesake of the Ponzi scheme, 
Charles Ponzi himself, raised funds by “borrowing money 
on his promissory notes.” Cunningham v. Brown, 265 
U.S. 1, 7 (1924). Second, the determination that the 
transactions were investments is a factual finding subject 
to clear error review. The court considered all of the 
evidence and reached conclusions that were not illogical, 
implausible, or without support in the record.
 
Mr. Singh argues that there was no Ponzi scheme because 
he operated a legitimate business (an insurance agency) 
which generated commission income (until the insurance 
companies he represented cut him off because he was 
borrowing money from his customers). But the presence 
of some legitimate business activities does not necessarily 
negate the existence of a Ponzi scheme. If the revenues of 
the legitimate business are insufficient to pay the claims 
of creditors and investors, such that the schemer must 

solicit new investors to meet the claims of old investors, 
there is a Ponzi scheme. See, e.g., Hayes v. Palm 
Seedlings Partners-A (In re Agric. Research & Tech. 
Grp., Inc.), 916 F.2d 528 (9th Cir. 1990). After all, 
Bernard Madoff had a legitimate business in the securities 
industry at the same time as he perpetrated the largest 
Ponzi scheme in history. See James Bandler, How Bernie 
did it, Fortune.com, 
http://archive.fortune.com/2009/04/24/news/newsmakers/
madoff.fortune/index.htm (last visited Feb. 12, 2019).
 
Mr. Singh argues that the payments that the court 
characterized as § 727(a)(2) transfers were “made in the 
ordinary course of business” and that “the Court cannot 
make a determination as to which deposits were 
responsible for which payments.” He offers no authority 
for the proposition, however, that the U.S. Trustee had to 
prove that every transfer to the investors came from 
newer investors’ money. The court carefully considered 
the evidence provided by the parties, including competing 
expert testimony, and reviewed the dozens of transactions 
that occurred in the year preceding the Singhs’ 
bankruptcy filing. It was not unreasonable for the 
bankruptcy court to conclude that some of the monies 
paid to earlier investors came from later investors’ funds. 
This finding is not clearly erroneous, and it is legally 
sufficient.
 
Accordingly, the bankruptcy court did not err in denying 
Mr. Singh’s discharge under § 727(a)(2)(A).5

 

B. The bankruptcy court did not err in its pretrial and 
evidentiary rulings.
Mr. Singh raises a litany of other purported errors. He 
believes that the bankruptcy court treated him unfairly. 
We are not convinced.
 

1. Deemed admissions
Mr. Singh contends that the bankruptcy court erred by 
allowing the U.S. Trustee to withdraw his deemed 
admissions, because Mr. Singh was relying on the U.S. 
Trustee’s non-responses to support his first motion for 
summary judgment. The bankruptcy court did not abuse 
its discretion.
 
Civil Rule 36, made applicable in adversary proceedings 
by Rule 7036, provides that:
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A matter admitted under this rule is conclusively 
established unless the court, on motion, permits the 
admission to be withdrawn or amended. Subject to 
Rule 16(e), the court may permit withdrawal or 
amendment if it would promote the presentation of 
the merits of the action and if the court is not 
persuaded that it would prejudice the requesting 
party in maintaining or defending the action on the 
merits.

*9 Civil Rule 36(b) (emphasis added). A bankruptcy court 
has discretion to allow a party to withdraw its deemed 
admissions. See 999 v. C.I.T. Corp., 776 F.2d 866, 869 
(9th Cir. 1985).
 
The bankruptcy court correctly determined that the case 
should be decided on the merits, rather than on a 
procedural error stemming from a failure of 
communication among counsel. It also correctly 
determined that the U.S. Trustee’s late responses did not 
prejudice Mr. Singh. The responses were only six days 
late, and the court extended the discovery cut-off for three 
months after it allowed the U.S. Trustee to amend his 
responses. This negated any prejudice that Mr. Singh 
might have suffered. The burden of having to prove the 
merits of one’s case (rather than prevailing by default) is 
not “prejudice” under Civil Rule 36(b). See Conlon v. 
United States, 474 F.3d 616, 622 (9th Cir. 2007). We 
discern no abuse of discretion.
 

2. The U.S. Trustee’s expert
Mr. Singh argues that the bankruptcy court erred in 
denying his motion in limine to exclude Mr. 
Arutyunyan’s expert report. He also contends that the 
court should not have relied on his testimony at trial.
 
Federal Rule of Evidence 702 provides:

A witness who is qualified as an expert by knowledge, 
skill, experience, training, or education may testify in 
the form of an opinion or otherwise if:

(a) the expert’s scientific, technical, or other 
specialized knowledge will help the trier of fact to 
understand the evidence or to determine a fact in issue;

(b) the testimony is based on sufficient facts or data;

(c) the testimony is the product of reliable principles 
and methods; and

(d) the expert has reliably applied the principles and 

methods to the facts of the case.
Fed. R. Evid. 702. “[T]he trial court has discretion to 
decide how to test an expert’s reliability as well as 
whether the testimony is reliable, based on the particular 
circumstances of the particular case.” City of Pomona v. 
SQM N. Am. Corp., 750 F.3d 1036, 1044 (9th Cir. 2014) 
(citation omitted). Once the expert’s testimony is deemed 
admissible, “the expert may testify and the fact finder 
decides how much weight to give that testimony.” Id.
 
Mr. Singh challenges Mr. Arutyunyan’s qualification as 
an expert because (1) Mr. Arutyunyan was biased since he 
works for the U.S. Trustee; and (2) Mr. Arutyunyan had 
never testified as an expert before. These arguments are 
meritless. No rule or doctrine prohibits expert testimony 
from an employee of a party or permits only experienced 
witnesses to give expert testimony. Mr. Singh was free to 
(and did) argue at trial that Mr. Arutyunyan was biased 
and inexperienced, but those arguments go to the weight 
of his testimony, not its admissibility.
 
Mr. Singh believes that Mr. Arutyunyan’s testimony had 
less weight that his witnesses’ contrary testimony. When 
evaluating factual findings, “we give singular deference to 
a trial court’s judgments about the credibility of 
witnesses. That is proper, we have explained, because the 
various cues that ‘bear so heavily on the listener’s 
understanding of and belief in what is said’ are lost on an 
appellate court later sifting through a paper record.” 
Cooper v. Harris, 137 S.Ct. 1455, 1474 (2017) (citations 
omitted). An attack on credibility determinations rarely 
succeeds, because “when a trial judge’s finding is based 
on his decision to credit the testimony of one of two or 
more witnesses, each of whom has told a coherent and 
facially plausible story that is not contradicted by 
extrinsic evidence, that finding, if not internally 
inconsistent, can virtually never be clear error.” Anderson, 
470 U.S. at 575.
 
*10 The bankruptcy court was presented with conflicting 
testimony by Mr. Singh’s and the U.S. Trustee’s 
witnesses. The bankruptcy court simply found more 
credible and persuasive the expert and lay witness 
testimony presented by the U.S. Trustee. Mr. Singh only 
argues that the bankruptcy court should have preferred his 
version of the facts. The court’s decision to believe the 
U.S. Trustee’s evidence was not clear error. Id. at 573-75.
 

3. Admission of the U.S. Trustee’s exhibits
Mr. Singh argues that the bankruptcy court erred in 
“reopening” the U.S. Trustee’s case after he had rested to 
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allow the U.S. Trustee to offer exhibits for admission into 
evidence. Mr. Singh misconstrues the record.
 
The U.S. Trustee had not rested or otherwise waived his 
right to move to admit his exhibits. The parties had told 
the court that they would reach an agreement on the 
admission of exhibits during a recess, and that issue was 
pending. The U.S. Trustee’s counsel’s statement to the 
court that he had no further witnesses did not preclude the 
later admission of exhibits.
 
In any event, even if the U.S. Trustee had rested, the 
bankruptcy court always had discretion to reopen his case. 
See Keith v. Volpe, 858 F.2d 467, 478 (9th Cir. 1988) 
(“we have held that such reopening [a case to permit 
introduction of evidence] is within the discretion of the 
trial court, noting that the evidence requested should both 
be important as a matter preventing injustice and 

reasonably be available”); Love v. Scribner, 691 F. Supp. 
2d 1215, 1235 (S.D. Cal. 2010), aff’d sub nom. Love v. 
Cate, 449 F. App’x 570 (9th Cir. 2011) (“A motion to 
reopen the record to submit additional evidence is 
addressed to the sound discretion of the Court.”). The 
bankruptcy court did not abuse its discretion.
 

CONCLUSION

The bankruptcy court did not err. We AFFIRM.
 

All Citations

Slip Copy, 2019 WL 1231146

Footnotes

* This disposition is not appropriate for publication. Although it may be cited for whatever persuasive value it may have, see Fed. R. 
App. P. 32.1, it has no precedential value, see 9th Cir. BAP Rule 8024-1.

1 Unless specified otherwise, all chapter and section references are to the Bankruptcy Code, 11 U.S.C. §§ 101-1532, all “Rule” 
references are to the Federal Rules of Bankruptcy Procedure, and all “Civil Rule” references are to the Federal Rules of Civil 
Procedure.

2 We borrow from the bankruptcy court’s detailed ruling. We exercise our discretion to review the bankruptcy court’s docket, as 
appropriate. See Woods & Erickson, LLP v. Leonard (In re AVI, Inc.), 389 B.R. 721, 725 n.2 (9th Cir. BAP 2008).

3 The promissory notes identified the borrower as “the undersigned Pradeep Singh president of Secure Vision Associates ....” But the 
signature line identified the borrower as SVA, with Mr. Singh signing on its behalf.

4 The badges of fraud include:
(1) a close relationship between the transferor and the transferee; (2) that the transfer was in anticipation of a pending suit; (3) 
that the transferor Debtor was insolvent or in poor financial condition at the time; (4) that all or substantially all of the Debtor’s 
property was transferred; (5) that the transfer so completely depleted the Debtor’s assets that the creditor has been hindered or 
delayed in recovering any part of the judgment; and (6) that the Debtor received inadequate consideration for the transfer.

In re Retz, 606 F.3d at 1200 (quoting Emmett Valley Assocs. v. Woodfield (In re Woodfield), 978 F.2d 516, 518 (9th Cir. 1992) ).

5 Because our affirmance of the bankruptcy court’s § 727(a)(2)(A) holding provides a sufficient basis to affirm the judgment, we do 
not reach Mr. Singh’s arguments concerning § 727(a)(4), including his arguments about the U.S. Trustee’s reliance on the usury 
defense and his allegedly false oaths pertaining to bank accounts and asset transfers.

End of Document © 2021 Thomson Reuters. No claim to original U.S. Government Works.
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OPINION

THE HONORABLE DONALD H. STECKROTH, 
BANKRUPTCY JUDGE

*1 Before the Court is the motion filed by the defendant 
law firm, Deutsch Atkins, P.C. (“Deutsch Atkins” or 
“Defendant”), to dismiss the adversary complaint 
(“Motion”) filed by Charles Forman, the chapter 7 trustee 
(“Trustee”) for The Russ Companies, Inc., et al. 

(“Debtors”),1 pursuant to Federal Rule of Civil Procedure 
12(b)(6). The Trustee filed a two-count complaint against 
Deutsch Atkins seeking: (i) avoidance of preferential 
transfers paid to Deutsch Atkins for the benefit of David 
Moll, a creditor of the Debtors, pursuant to section 547(b) 
of the Bankruptcy Code and (ii) recovery of the voidable 
transfers pursuant to section 550(a) of the Code.
 
The Defendant submits the following arguments in 
support of its motion to dismiss: (i) the transfer was of 
property belonging to a third party, not the Debtors; (ii) 
the transfers were not made on account of an antecedent 
debt because: (a) the debt was not the Debtors’, but rather 
a third party’s, or alternatively (b) if the debt is one of the 
Debtors’, the transfers were made contemporaneously 
with incurring the debt; (iii) the Trustee is not permitted 
to pursue two adversary proceedings to recover the 
transferred funds from two different parties; and, lastly, 
(iv) the Debtors received new value for the transfers.
 
The Court has jurisdiction over this motion pursuant to 28 
U.S.C. §§ 1334(b), 157(a), and the Standing Order of 
Reference from the United States District Court for the 
District of New Jersey dated July 23, 1984 as amended 
September 18, 2012. This matter is a core proceeding 
pursuant to 28 U.S.C. § 157(b)(2)(E), (F), and (H). Venue 
is proper under 28 U.S.C. §§ 1408 and 1409(a). The 
following shall constitute the Court’s findings of fact and 
conclusions of law as required by Federal Rule of 
Bankruptcy Procedure 7052.
 

BACKGROUND AND RELEVANT FACTS

Considering the nature of the Defendant’s motion, one 
seeking dismissal of the complaint pursuant to Rule 
12(b)(6), for purposes of this hearing, the factual record 
comprises the facts as presented in the Trustee ‘s 
Complaint.
 
The Debtors were in the business of designing and 
marketing gifts, collectibles, and home decor. Between 
October, 2006 and July, 2009, David Moll served as Vice 
President for the Debtors. Mr. Moll was subsequently 
terminated and prior to the petition date filed an 
arbitration demand (“Arbitration Action”) against the 
Debtors seeking unpaid severance payments that had 
accrued. Deutsch Atkins represented Mr. Moll in that 
arbitration.
 
On March 8, 2011, the Debtors and Mr. Moll resolved the 
Arbitration Action by entering into a settlement 
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agreement (“Settlement Agreement”), whereby the 
following payments were to be made by the Debtors:

●$66,666.67 on March 10, 2011 to Mr. Moll;

●$33,333.33 on March 10, 2011 to Deutsch Atkins;

●$36,666.66 on April 10, 2011 to Mr. Moll;

*2 ●$18,333.34 on April 10, 2011 to Deutsch Atkins;

●$36,666.66 on May 10, 2011 to Mr. Moll; and

●$18,333.34 on May 10, 2011 to Deutsch Atkins;
The actual payments made to the Defendant included:

●$33,333.33 on March 8, 2011;

●$5,987.50 on March 17, 2011; and

●$18,333.34 on April 11, 2011.
 
The Debtors filed independent voluntary petitions for 
relief under chapter 7 on April 21, 2011. On the same day, 
the Trustee was appointed by the Court to act as chapter 7 
trustee for each of the Debtors’ estates. The matters were 
procedurally consolidated. Thereafter, the Trustee 
initiated this adversary proceeding seeking to avoid the 
payments made to Deutsch Atkins.
 

DISCUSSION

I. Standard of Review
Federal Rule of Civil Procedure 12(b)(6) permits a party 
to seek dismissal of a complaint for failure to state a claim 
upon which relief may be granted. Bankruptcy Rule 7012 
provides that Rule 12(b)(6) applies in adversary 
proceedings. Federal Rule of Civil Procedure 8 provides 
that pleadings must contain “a short and plain statement 
of the claim showing that the pleader is entitled to relief, 
in order to give fair notice of what the ... claim is and the 
grounds upon which it rests.” Bell Atlantic Corp. v. 
Twombly, 550 U.S. 544, 555, 127 S.Ct. 1955, 167 
L.Ed.2d 929 (2007) (quoting Conley v. Gibson, 355 U.S. 
41, 47 (1957)). Upon considering a 12(b)(6) motion to 
dismiss, courts “accept all factual allegations as true, 
construe the complaint in the light most favorable to the 
plaintiff, and determine whether, under any reasonable 
reading of the complaint, the plaintiff may be entitled to 
relief.” Phillips v. County of Allegheny, 515 F.3d 224, 233 

(3d Cir.2008) (citation and quotations omitted). The 
factual allegations contained in the complaint “must be 
enough to raise the right to relief above the speculative 
level.” Twombly, 550 U.S. at 555.
 
Furthermore, “[t]he allegations of the complaint should 
‘plausibly suggest’ the pleader is entitled to relief.” 
Wilkerson v. New Media Tech. Charter Sch. Inc., 522 
F.3d 315, 321 (3d Cir.2008) (citing Twombly, 127 S.Ct. at 
1966). The Supreme Court clarified the “plausibility” 
standard in Ashcroft v. Iqbal by holding that in order “[t]o 
survive a motion to dismiss, a complaint must contain 
sufficient factual matter, accepted as true, to ‘state a claim 
to relief that is plausible on its face.’ ” Ashcroft v. Iqbal, 
129 S.Ct. 1937, 1949, 173 L.Ed.2d 868 (2009) (citation 
omitted). “The plausibility standard is not akin to a 
‘probability requirement,’ but it asks for more than a 
sheer possibility that a defendant acted unlawfully.” Id. 
Indeed, mere “labels and conclusions, and a formulaic 
recitation of the elements of a cause of action will not do. 
“ Twombly, 550 U.S. at 555. Thus, Rule 8 “requires a 
‘showing,’ rather than a blanket assertion, of entitlement 
to relief.” Twombly, 550 U.S. at 555 n.3.
 

II. Factual Record Before the Court
As a threshold matter, the Trustee contends that many of 
the Defendant’s arguments rely on facts introduced by 
counsel’s certification in opposition and are outside the 
four corners of the Complaint. These facts include that 
Mr. Moll worked as Vice President for Russ Berrie & 
Company, Inc. until December 2008 when he was 
transferred to Russ Berrie U.S. Gift, Inc., and was 
terminated from Russ Berrie U.S. Gift, Inc. in or about 
July, 2009.
 
*3 The Court cannot consider the extraneous facts 
introduced by the Defendant unless those facts can be 
found in documents relied on by the Trustee is forming 
the allegations contained in the Complaint. See In re 
Burlington Coat Factory Sec. Litig., 114 F.3d 1410, 
1424–25 (3d Cir.1997) (when ruling on a motion to 
dismiss, the Court is not permitted to go beyond the facts 
alleged in the Complaint and the documents on which the 
claims made therein were based). For this reason, the 
Court will look no further than the four corners of the 
Complaint, the Debtors’ disbursement receipts, and the 
Settlement Agreement entered into by Mr. Moll and the 
Debtors resolving the Arbitration Action.
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III. Count I—Preferential Transfers
To succeed, the Trustee must adequately plead that the 
Debtors’ interest in property was transferred and that the 
subject transfers: (1) were to or for the benefit of a 
creditor; (2) were for or on account of antecedent debt 
owed by the debtor before such transfer was made; (3) 
were made while the debtor was insolvent; (4) were made 
on or within 90 days before the date of the filing of the 
petition; and (5) enabled the creditor to receive more than 
such creditor would receive under a chapter 7 distribution 
if the transfers had not been made. 11 U.S.C. § 547(b).
 
The Defendant challenges, first, that the funds transferred 
do not constitute an interest of the Debtors in property, 
and, second, that the transfers were not on account of an 
antecedent debt. Finally the Defendant seeks dismissal 
based on a procedural argument and an affirmative 
defense. Each is discussed in turn.
 

A. Interest of the Debtors in Property
The Defendant argues the funds transferred by the 
Debtors were not property of the Debtors, but rather Mr. 
Moll because Mr. Moll was required to declare the funds 
transferred to the Defendant as his own income. (See 
Settlement Agreement) The Trustee counters that this is 
the kind of extraneous fact THAT cannot be considered 
by the Court in determining a motion to dismiss. This is 
incorrect, however, since the Settlement Agreement, 
relied upon by the Trustee, does require such an 
acknowledgment. However, the Court still must 
determine whether the Trustee has sufficiently alleged 
that the property transferred was an interest of the 
Debtors’ in property.
 
The Bankruptcy Code does not define the phrase: “an 
interest of the debtor in property.” Jacobs v. Matrix 
Capital Bank (In re AppOnline.com, Inc.), 315 B.R. 259, 
272 Bankr. E.D.N.Y. (2004). Courts have concluded, 
however, that the term is equivalent to the term: “property 
of the estate,” pursuant to 11 U.S.C. § 541. See Begier v. 
Internal Revenue Serv., 496 U.S. 53, 59–60 (1990); 
AppOnline.com, 315 B.R. at 272. Courts turn then to § 
541 in order to determine the scope of property interests 
that are recoverable under §§ 544, 547, and 548. See 
Begier, 496 U.S. at 59–60, 110.

Because the purpose of the avoidance provision is to 
preserve the property includable within the bankruptcy 
estate—the property available for distribution to 
creditors—“property of the debtor” subject to the 
preferential transfer provision is best understood as that 

property that would have been part of the estate had it 
not been transferred before the commencement of 
bankruptcy proceedings.

Begier, 496 U.S. at 59. Section 541(a)(1) provides that 
property of the estate includes “all legal or equitable 
interests of the debtor in property as of the 
commencement of the case.” 11 U.S.C. § 541(a)(1). As 
such, the Complaint needs only a short and plain 
statement that plausibly suggests that the Debtors held an 
interest in the funds in their Disbursement Account that 
were subsequently transferred to the Defendant such that 
if they had not been transferred they would have 
constituted property of the estate upon commencement of 
the bankruptcy case.
 
*4 Reviewing the Complaint makes clear that the Trustee 
clearly alleges a transfer of the Debtors’ interest in 
property. The Complaint alleges that “the Debtors made 
the following payments (the “Transfers”) by checks to 
Defendant’s attorneys that were drawn from the Debtors’ 
Disbursement Account based upon the Agreement 
reached in the Arbitration Action ...” and that the 
Disbursement Account was one maintained by Russ 
Berrie U.S. Gift, Inc. at Wells Fargo bank, N.A. for 
purposes of the Debtors’ receipt and disbursement of 
funds, thus, supporting the requirement that the funds 
transferred were property of the Debtors. (Compl., ¶¶ 
11,17).
 
The Trustee further argues that because the funds were 
transferred from the Debtors’ account, there is a 
presumption that they constitute an interest of the 
Debtors’ in property. In re Spinnaker Industries, Inc., 328 
B.R. 755 (Bankr.S.D.Oh.2005) (stating that “The check 
evidencing the Transfer was drawn on a Spinnaker 
Coating account with Key Bank of Maine in the amount 
$100,000 and, thus, was unquestionably property of the 
Debtor’s estate” because it constituted a legal or equitable 
interest); In re Tax Grp., LLC, 439 B.R. 47 
(Bankr.S.D.N.Y.2010) (holding that funds in the debtor’s 
bank account were presumed to be property of the estate 
upon commencement of the case); But see also In re Fin. 
Res. Mortgage Inc., 468 B.R. 487 (Bankr.D.N.H.2012) 
(found that funds held in the debtor’s account were 
presumed to be property of the estate based on New 
Hampshire state law).
 
Notwithstanding the Trustee’s attempt to establish the 
presumption that the Debtors held an interest in the funds 
transferred, such a presumption is not required under the 
pleading standard of Rule 8. It is sufficient that the 
Trustee clearly and plainly alleges facts that would 
plausibly suggest that the Debtors held an interest in the 
funds transferred to the Defendant from the Debtors’ 
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Disbursement Account. Therefore, the Court finds that the 
Trustee has adequately pleaded that the transfers were of 
property in which the Debtors held an interest.
 

B. On Account of an Antecedent Debt
The Defendant argues that the Complaint must be 
dismissed because the transfers from the Disbursement 
Account were not on account of an antecedent debt. Its 
argument relies on, first, a finding by the Court that the 
debt owed to the Defendant was not that of the 
transferring Debtor, but of a third party, or, alternatively, 
that the debt was contemporaneous with the transfer, not 
antecedent.
 

i. Debt of the Debtor or of a Third Party

The Defendant argues that the payments to Deutsch 
Atkins were made on behalf of Kid Brands, Inc., the new 
name for Russ Berrie & Company, neither of which is a 
debtor in this case. Further, the Defendant contends that 
Russ Berrie U.S. Gift, Inc., a Debtor herein, made 
payment to Deutsch Atkins for Kid Brands, Inc. in 
connection with the Settlement Agreement for various 
forms of consideration and a release of Russ Berrie U.S. 
Gift, Inc. and its affiliates.
 
Defendant’s statements are not contained within the 
Complaint and should not be considered by the Court. 
Moreover, the Complaint sets out a clear statement 
plausibly suggesting that the Trustee is entitled to relief. 
Paragraph 12 states that Mr. Moll served as vice president 
for the Debtors until July, 2009. Paragraph 13 states that 
on March 8, 2011, Mr. Moll and the Debtors reached a 
settlement to the Arbitration Action. Paragraph 17 clearly 
states that between March 10, 2011, and April 11, 2011, 
payments were made to the Defendant, and paragraph 22 
states that “[e]ach of the Transfers was made for or on 
account of an antecedent debt owed by the Debtors to 
David Moll before each of the Transfers was made.”
 
*5 The Complaint clearly states that the payments were 
made to the Defendant on account of a debt owed by the 
Debtors. Furthermore, the extraneous facts introduced by 
the Defendants should not be considered by the Court in 
considering a motion to dismiss pursuant to Rule 
12(b)(6). See In re Burlington Coat Factory Sec. Litig., 
114 F.3d 1410, 1424–25 (3d Cir.1997). For these reasons, 
the Court finds that the Trustee has adequately plead that 

the payments were made on account of an antecedent debt 
and denies the motion insofar as it seeks to dismiss for 
that reason.
 

ii. Antecedent or Contemporaneous Debt

Alternatively, the Defendant argues that, if the debt is 
determined to be that of the Debtors, then the payment of 
March 8, 2011, made the same day as the Settlement 
Agreement resolving the Arbitration Action, was 
contemporaneous with the debt being incurred and, 
therefore, not antecedent. See In re U.S. Digital, Inc., 443 
B.R. 22, 37 (Bankr.D.Del.2011). The Trustee counters 
that the debt did not arise with the Settlement Agreement, 
but rather the moment when Mr. Moll was entitled to his 
pension benefits – upon his termination, which is alleged 
to have occurred prior to the Arbitration Action, which 
commenced in January, 2010.
 
Again, considering the Complaint on its face, the Trustee 
has sufficiently alleged that the Debt was antecedent. 
Much of the factual evidence on which the Defendant 
relies is drawn from a 2008 Severance Policy that was 
created in anticipation of an acquisition of Russ Berrie & 
Company, Inc. (or Kids Brand, Inc.) by The Encore 
Group, Inc., not properly in evidence and not to be 
considered in defense of this Motion. Notwithstanding the 
improper submission of facts by the Defendant, the debt, 
whether arising at the point of Mr. Moll’s termination, 
pursuant to the 2008 Severance Policy, upon the 
commencement of the Arbitration Action, or pursuant to 
the Settlement Agreement, it is clear that: (1) the 
Complaint clearly sets forth that the debt owed to Mr. 
Moll arose prior to the date of the payments to the 
Defendant, and (2) to make a final determination on the 
Trustee’s preference action, the Court needs a more 
developed factual record to determine the nature of the 
debt and when it arose. Because there remain substantial 
questions of fact, the Court will allow the parties to 
pursue discovery and present a fully developed factual 
record for the Court to consider.
 

C. Other Arguments
The Defendant contends that the Trustee’s Complaint 
must be dismissed because he has initiated a similar 
action seeking avoidance of the transfer from Mr. Moll. 
While Section 550(d) provides that “[t]he trustee is 
entitled to only a single satisfaction under subsection (a),” 
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it recognizes the possibility that more than one party may 
be liable and, thus, the trustee’s remedy is limited not by 
parties, but by amount. In other words, the limiting nature 
of section 550(d) ensures only that the trustee’s recovery 
does not exceed the property value or the property 
transferred. See 5 Collier on Bankruptcy ¶ 550.05 (Alan 
N. Resnick & Henry J. Sommer eds., 16th eds.) (citing 
Freeland v. Enodis Corp., 540 F.3d 721 (7th Cir.2008)). 
The Trustee is not precluded from pursuing separate 
actions against multiple parties for receipt of the same 
property. The limitation is on the recovery.
 
Lastly, the Defendant seeks dismissal of the Complaint 
based upon its claimed affirmative defense of 
contemporaneous exchange for new value. The preference 
exception, codified by 11 U.S.C. § 547(c)(1), serves as a 
defense to an avoidance action based on a preferential 
transfer when the transfer was “substantially 
contemporaneous” and was intended to be for new value 
by both the creditor and the debtor. In re Hechinger Inv. 
Co. of Delaware, Inc., 489 F.3d 568, 572 (3d Cir.2007) 
(citing 11 U.S.C. § 547(c)(1)). Affirmative defenses, 
however, notwithstanding their likelihood of success, 
cannot be used to dismiss a plaintiff’s complaint under 
Rule 12(b)(6). In re Adams Golf, Inc. Securities 
Litigation, 381 F.3d 267, 277 (3d Cir.2004) (citing Doe v. 
GTE Corp., 347 F.3d 655, 657 (7th Cir.2003)) 
(defendant’s affirmative defense to plaintiff’s loss 
causation pleading could not be used to dismiss the 
complaint). Furthermore, courts have specifically 
determined that preference exceptions listed under 11 
U.S.C. § 547(c) cannot be used to dismiss a plaintiff’s 
complaint under Rule 12(b)(6). See e.g. Gluth Bros. 

Const., Inc., 424 B.R. 379, 398 (Bankr.N.D.Ill.2009) 
(defendant’s argument that payments fell within the 
ordinary course of business exception were irrelevant for 
the purposes of the motion to dismiss since the preference 
exceptions in § 547(c) are affirmative defenses); Adelphia 
Communications Corp. v. Bank of America, N.A. (In re 
Adelphia Communications Corp.), 365 B.R. 24, 79 
(Bankr.S.D.N.Y.2007) (the ordinary course of business 
affirmative defense under 11 U.S.C. § 547(c)(2) raised 
factual issues inappropriate for a determination on a 
motion to dismiss under Rule 12(b)(6)); In re DVI, Inc., 
2008 WL 4239120, at *3 (Bankr.D.Del.2008) (conduit 
defense is an affirmative defense and cannot form the 
basis of a motion to dismiss). Therefore, the Defendant’s 
affirmative defense of contemporaneous exchange for 
new value is irrelevant to the instant Rule 12(b)(6) action.
 

CONCLUSION

*6 For the foregoing reasons, the Defendant’s motion to 
dismiss the adversary complaint pursuant to Federal Rule 
of Bankruptcy Procedure 7012 is denied. An Order in 
conformance with this Opinion has been entered by the 
Court and a copy attached hereto.
 

All Citations

Not Reported in B.R. Rptr., 2013 WL 4028098

Footnotes

1 The Debtors are The Russ Companies, Inc., Russ Berrie Company Investments, Inc., Russ Berrie U.S. Gift Inc., The Encore 
Group, Inc., Russ Berrie and Company Properties, Inc., andRussplus, Inc.

End of Document © 2021 Thomson Reuters. No claim to original U.S. Government Works.
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OPINION AND ORDER

RICHARD J. SULLIVAN, United States Circuit Judge 
Sitting by Designation

*1 This is the third Opinion and Order issued by this 
Court resolving claims arising out of the 2007 leveraged 
buyout (“LBO”) of the Tribune Company (“Tribune” or 
the “Company”) and its subsequent 2008 bankruptcy. The 
multidistrict litigation (“MDL”) in which these claims 
arise includes several actions brought by Tribune’s 
litigation trustee, Marc Kirschner (the “Trustee”), in 
which he seeks to recover assets for Tribune’s creditors. 
Now before the Court are five motions to dismiss claims 
asserted against various individuals and entities who were 
involved in, and/or received payments following, the 
LBO transaction. (11-md-2296, Doc. Nos. 5939, 5938, 
5942, 5933, 5928.) The relevant claims are asserted in 
several complaints, including those filed in (1) Kirschner 
v. FitzSimons, No. 12-cv-2652 (the “FitzSimons 
Complaint”) and (2) eighteen tag-along actions, Nos. 
13-cv-3736 through 13-cv-3753 (the “Tag-Along 
Complaints”).1 For the reasons set forth below, all five 
motions are GRANTED.
 

I. Background

A. Facts2

Prior to filing for bankruptcy in 2008, Tribune was 
“America’s largest media and entertainment company,” 
owning numerous radio and television stations and major 
newspapers, including the Chicago Tribune and the Los 
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Angeles Times. (FitzSimons Compl. ¶ 116.) However, in 
the years preceding the 2007 LBO, the newspaper 
publishing business – which made up approximately 75% 
of Tribune’s revenues – experienced a consistent decline 
in circulation and profits. (Id. ¶¶ 122–23.) In fact, Tribune 
experienced shrinking profits even more acutely than the 
industry as a whole. (Id. ¶ 125.) Accordingly, in 2005, the 
Company began a strategic review of its businesses, and, 
in May of 2006, it entered into a leveraged 
recapitalization transaction. (Id. ¶ 126–27.)
 
*2 Following the May 2006 transaction, 33% of Tribune 
stock was held by two constellations of family trusts and 
foundations — (1) the Chandler Trusts, which owned 
20% of Tribune stock, and (2) the Robert R. McCormick 
Foundation (“McCormick Foundation”) and the Cantigny 
Foundation (together with the McCormick Foundation, 
the “Foundations”), which collectively owned 
approximately 13% of Tribune stock. (Id.) Tribune had an 
eleven-member board of directors (the “Board”), which 
was chaired by Tribune’s President and Chief Executive 
Officer (“CEO”), Dennis FitzSimons, who also served as 
Chairman of the McCormick Foundation and a board 
member of the Cantigny Foundation. (Id. ¶¶ 27, 38.) The 
Board also included three trustees and/or beneficiaries of 
the Chandler Trusts – Jeffrey Chandler, Roger Goodan, 
and William Stinehart Jr. (the “Chandler Directors”). (Id. 
¶¶ 35–37.) Finally, the Board included seven independent 
members who neither served as Tribune officers nor were 
affiliated with the Chandler Trusts or the Foundations (the 
“Independent Directors”) – Enrique Hernandez, Jr., Betsy 
D. Holden, Robert S. Morrison, William A. Osborn, J. 
Christopher Reyes, Dudley S. Taft, and Miles D. White. 
(Id. ¶¶ 28–34, 39.)
 
In June of 2006 – soon after the leveraged recapitalization 
transaction – Stinehart, acting in his capacity as the 
trustee of the Chandler Trusts, wrote to the Board 
expressing dismay over the Company’s deteriorating 
business. (Id. ¶ 129.) In response to Tribune’s troubling 
economic realities, Stinehart “demanded” that a special 
committee of independent directors be formed to “take 
prompt decisive action to enhance stockholder value.” (Id. 
¶ 130.) Accordingly, in September of 2006, the Board 
announced the formation of a special committee (the 
“Special Committee”), which was composed of the seven 
Independent Directors. (Id. ¶ 136.)
 
In January 2007, private-equity investor Sam Zell 
emerged as a bidder for Tribune (Id. ¶ 145), and, on 
February 2, 2007, Zell – in association with Equity Group 
Investments (“EGI”), a company in which he owned a 
controlling interest – proposed that EGI-TRB, an affiliate 
of EGI, buy all of Tribune’s outstanding stock pursuant to 

a merger. (Id. ¶¶ 76–78, 145–46). Over the course of the 
next several weeks, Zell negotiated his proposal with 
Tribune and the Special Committee, which sought the 
views of the Chandler Trusts and the Foundations on a 
number of occasions. (Id. ¶¶ 147–51.) Zell and EGI also 
negotiated directly with the Chandler Trusts. (Id. ¶ 151.) 
Throughout these negotiations, Morgan Stanley advised 
the Special Committee, and Merrill Lynch, Pierce, Fenner 
& Smith Inc. (“Merrill Lynch”) and Citigroup Global 
Markets, Inc. (“Citigroup”) advised the Board as a whole. 
(Id. ¶¶ 14–15, 90, 92, 127, 137, 155–56, 167,336–38.)
 
Meanwhile, Tribune Officers Chandler Bigelow, Donald 
Grenesko, and Daniel Kazan3 prepared projections 
forecasting Tribune’s financial health through 2011 (the 
“February Projections”) while simultaneously 
“negotiat[ing] with Zell over the amount of the special 
money incentives they would receive if the LBO was 
consummated.” (Id. ¶¶ 170–74.)
 
Ultimately, Zell and EGI submitted a revised proposal 
whereby Tribune would enter into a two-step LBO 
transaction. (Id. ¶¶ 119, 150.) In the first step (“Step 
One”), Tribune would borrow approximately $7 billion 
and execute a tender offer, purchasing about 50% of 
Tribune’s outstanding shares at $34 per share. (Id. ¶ 211.) 
In the second step (“Step Two”), Tribune would borrow 
another $3.7 billion, purchase its remaining shares, and 
merge with the newly formed Tribune Employee Stock 
Ownership Plan (“ESOP”). (Id. ¶ 211.) At the conclusion 
of the LBO, Tribune would become a private company, 
wholly owned by the ESOP. (Id. ¶ 355.) Zell’s proposal 
also included financial benefits that would be awarded to 
the Officer Defendants, and to the officers and directors 
of Tribune’s subsidiaries, if the LBO was consummated. 
(Id. ¶¶ 158–63; see also id. ¶¶ 49, 71.)
 
As the deal with Zell was being negotiated, Tribune hired 
additional financial advisors to perform various roles 
necessary to ensure a successful transaction. On February 
13, 2007, the Board hired accounting firm Duff & Phelps 
to provide a solvency opinion for the LBO.4 (Id. ¶ 176.) 
And on February 26, 2007, the Board hired GreatBanc 
Trust Company (“GreatBanc”) to serve as trustee of the 
ESOP and to evaluate the LBO transaction on the ESOP’s 
behalf. (Id. ¶ 177.) Duff & Phelps also agreed to provide a 
separate, but substantially identical, solvency opinion to 
GreatBanc to assist it in assessing the LBO. (Id. ¶¶ 
178–79.)
 
*3 By March 28, 2007, however, Duff & Phelps advised 
the Board that it could not provide an opinion as to 
Tribune’s post-LBO solvency unless it incorporated what 
the Duff & Phelps team considered an impermissible 
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consideration: $1 billion in tax savings that Tribune 
expected would result from converting the Company into 
a subchapter S corporation following the LBO. (Id. ¶¶ 
180–82, 185, 187.) Accordingly, the Board terminated 
Duff & Phelps’ engagement to issue a solvency opinion. 
(Id. ¶ 187.) Nevertheless, on April 1, 2007, Duff & Phelps 
issued a “viability opinion” for GreatBanc’s benefit, in 
which it concluded that “the fair market value of 
Tribune’s assets would exceed the value of its liabilities 
on a post-transaction basis” and that Tribune “would be 
able to pay its debts as they became due.” (Id. ¶¶ 188-89, 
193.) According to the Trustee, this opinion was “the 
equivalent of a solvency opinion,” with the exception that 
it took Tribune’s expected tax savings into account. (Id. ¶ 
189.)
 
On April 1, 2007, the same day Duff & Phelps produced 
its viability opinion for GreatBanc, GreatBanc’s ESOP 
Committee approved the LBO. (Id. ¶ 193.) Also on that 
day, the Special Committee unanimously recommended 
that the Board approve the LBO. (Id. ¶ 211.) Accordingly, 
a majority of the Board – that is, six of the Independent 
Directors and FitzSimons – voted to approve the 
transaction. (Id.) Dudley S. Taft, the seventh Independent 
Director, was absent at the time of the vote, and the 
Chandler Directors abstained; however, no director casted 
a dissenting vote. (Id.) Tribune then executed a voting 
agreement and registration rights agreement with the 
Chandler Trusts in which the Trusts agreed to vote their 
shares in favor of the LBO in exchange for preferential 
registration rights. (Id. ¶ 204.) This agreement “virtually 
guaranteed shareholder approval for the LBO.” (Id. ¶ 
205.) On April 2, 2007, Tribune publicly announced that 
it had agreed to Zell and EGI’s proposal. (Id. ¶ 226.)
 
Knowing that a solvency opinion would be required 
before the transaction could close, and in light of the fact 
that Duff & Phelps had declined to produce such an 
opinion, Tribune management began soliciting bids from 
other valuation firms. (Id. ¶¶ 197-98.) On April 11, 2007, 
Tribune formally engaged Defendant Valuation Research 
Corporation (“VRC”) – a “lesser known solvency opinion 
firm” – to provide two solvency opinions that would be 
presented to the Board prior to the consummation of each 
step of the LBO. (Id. ¶¶ 198, 201.) VRC’s engagement 
letter provided that it would rely on a definition of fair 
value that included Tribune’s expected tax savings. (Id. ¶ 
201.)
 
On April 23, 2007, EGI-TRB made a $250 million 
investment in Tribune in exchange for nearly 1.5 million 
shares and a $200 million promissory note, payable at 
Step Two of the LBO. (Id. ¶ 228.) Thereafter, on May 9, 
2007, Zell was appointed as a member of Tribune’s 

Board. (Id. ¶ 227.) Finally, on May 24, 2007, VRC 
rendered its Step One solvency opinion, partially relying 
on the February Projections in vouching for Tribune’s 
financial health after Step One. (Id. ¶¶ 274-79.) On June 
4, 2007, Tribune Officers Grenesko and Bigelow 
delivered certificates to the major banks that would be 
funding the LBO attesting that Tribune was “solvent as of 
that date.” (Id. ¶ 273.) That same day, the directors and 
officers of Tribune’s subsidiaries agreed to guarantee the 
LBO debt against the subsidiaries’ assets (id. ¶ 282), and 
Step One of the LBO closed (id. ¶ 287). Upon the close of 
Step One, the Chandler Directors left the Tribune Board. 
(Id. ¶¶ 35-37.)
 
In October of 2007, in advance of Step Two of the LBO, 
the Officer Defendants revised the February Projections, 
lowering Tribune’s expected financial performance for 
the 2007 calendar year but raising predictions for 
Tribune’s subsequent growth rate over the next five years 
(the “October Projections”). (Id. ¶ 306.) VRC used these 
projections in completing its Step Two solvency opinion. 
(Id. ¶ 320.) Over the next few months, Morgan Stanley, 
the Board’s advisor on the transaction, met several times 
with the Board to discuss the solvency opinion. (Id. ¶ 
338.) And on December 4, 2007, VRC met with the 
Board and gave a “comprehensive presentation” regarding 
VRC’s Step Two solvency analysis and opinion. (Id.) 
Finally, on December 18, 2007, the Special Committee 
recommended that the Board rely on VRC’s Step Two 
solvency opinion and effectuate Step Two of the LBO. 
(Id. ¶ 326.) The Board did not hold an additional vote as 
to whether Tribune should proceed with Step Two (id.); 
nevertheless, on December 20, 2007, the directors and 
officers of Tribune’s subsidiaries guaranteed the 
additional debt necessary for Step Two (id. ¶ 329) and the 
Company completed Step Two, repurchasing its 
remaining 119 million shares of common stock at $34 per 
share (id. ¶ 353). As anticipated, at the close of Step Two, 
Tribune – now a private company – carried a debt burden 
of $13.7 billion. (Id. ¶ 354.)
 
*4 Following Step Two, Zell was named President, CEO, 
and Chairman of the Tribune Board. (Id. ¶ 356.) 
However, soon after the LBO was completed, Tribune 
experienced financial difficulties. Specifically, between 
2007 and 2008, the Company did not meet the projected 
growth rate that management had forecasted in the 
October Projections, and it experienced significant 
declines in advertising revenue that made it difficult to 
service its new debt. (Id. ¶¶ 357-58.) As a result of this 
financial distress, Tribune and many of its subsidiaries 
filed for Chapter 11 bankruptcy on December 8, 2008. 
(Id. ¶ 359.)
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B. Procedural History

In 2010, the Official Committee of Unsecured Creditors 
of Tribune (the “Unsecured Creditors”) sought standing in 
the Bankruptcy Court to assert claims on behalf of 
Tribune’s bankruptcy estate and subsequently filed claims 
against Tribune’s directors, officers, shareholders, and 
financial advisors to claw back funds transferred during 
the LBO. (See In re Tribune Co., No. 08-bk-13141 
(Bankr. D. Del.) (“Bankr. Doc.”), Doc. Nos. 5668, 6150.) 
In connection with these proceedings, the Unsecured 
Creditors undertook wide-ranging discovery from over 30 
persons and entities involved in the LBO, “obtained and 
reviewed nearly 4.5 million pages of documents” pursuant 
to Rule 2004 of the Federal Rules of Bankruptcy 
Procedure, and deposed “a number of” critical 
participants. (Bankr. Doc. 8173 at 13, 19.)
 
Separately, Tribune’s creditors filed numerous civil 
actions across the country against a variety of individuals 
and entities associated with Tribune. On December 19, 
2011, in light of these voluminous filings and pursuant to 
28 U.S.C. § 1407, the Judicial Panel on Multidistrict 
Litigation consolidated approximately seventy-four 
federal and state cases filed across the country involving 
more than 5,000 defendants in the Southern District of 
New York before Judge Holwell. See In re Tribune Co. 
Fraudulent Conveyance Litig., 831 F. Supp. 2d 1371 
(J.P.M.L. 2011). On February 9, 2012, the consolidated 
action was reassigned to Judge Pauley. (Doc. No. 499.) 
On July 23, 2012, the bankruptcy court confirmed a plan 
for Tribune’s reorganization and transferred the 
Unsecured Creditors’ claims to the Trustee. (Bankr. Doc. 
No. 12074; FitzSimons Compl. ¶ 26.) On March 27, 2013, 
the MDL and all related motions were transferred to my 
docket. (Doc. No. 2419.)
 
On September 23, 2013, this Court granted Defendants’ 
motion to dismiss the individual creditors’ state-law 
fraudulent conveyance claims (the “Phase One Motions”), 
finding that Section 362(a)(1) of the Bankruptcy Code 
deprives individual creditors of standing to challenge the 
same transactions that the Trustee is simultaneously 
seeking to avoid. (Doc. No. 2710.) On September 30, 
2013, the parties filed a joint notice of appeal (see Doc. 
No. 2730), and on March 29, 2016 – two and a half years 
later – the Second Circuit affirmed this Court’s decision 
on different grounds, holding that the individual creditors’ 
state-law fraudulent conveyance claims were preempted 
by the Section 546(e) safe-harbor provision of the 
Bankruptcy Code – an argument that this Court had 
rejected in its September 23, 2013 opinion. In re Tribune 

Co. Fraudulent Conveyance Litig., 818 F.3d 98 (2d Cir. 
2016). On July 22, 2016, the Second Circuit denied 
rehearing en banc, and the Second Circuit’s mandate 
issued on August 1, 2016. (See Doc. Nos. 6895, 6896.)
 
On September 9, 2016, the individual creditors filed a 
petition for a writ of certiorari with the United States 
Supreme Court. See Deutsche Bank Tr. Co. Ams., et al. v. 
Robert R. McCormick Found., et al., No. 16-317. Around 
the same time, the Supreme Court granted certiorari in 
Merit Management Group, LP v. FTI Consulting, Inc. – a 
Seventh Circuit case that had rejected the Second 
Circuit’s interpretation of Section 546(e) and held that 
“the section 546(e) safe harbor [does not] protect[ ] 
transfers that are simply conducted through financial 
institutions (or the other entities named in section 546(e) 
), where the entity is neither the debtor nor the transferee 
but only the conduit.” 830 F.3d 690, 691 (7th Cir. 2016) 
(emphasis in the original). On February 27, 2018, the 
Supreme Court unanimously affirmed the Seventh 
Circuit’s decision in Merit Management. See Merit Mgmt. 
Grp., LP v. FTI Consulting, Inc., 138 S. Ct. 883 (2018). 
Subsequently, on April 3, 2018, Justice Kennedy and 
Justice Thomas issued a “statement” concerning the 
petition for certiorari in Deutsche Bank, advising the 
parties that “consideration of the petition for certiorari 
[would] be deferred for an additional period of time ... 
[to] allow the Court of Appeals or the District Court to 
consider whether to recall the mandate, entertain a 
Federal Rule of Civil Procedure 60(b) motion to vacate 
the earlier judgment, or provide any other available relief 
in light of [the Supreme Court’s] decision in Merit 
Management ... given the possibility that there might not 
be a quorum in the [Supreme] Court[,]” presumably due 
to conflicts posed by the sheer number of defendants in 
the MDL. Deutsche Bank Tr. Co. Americas v. Robert R. 
McCormick Found., 138 S. Ct. 1162 (2018). Therefore, 
on May 15, 2018, the Second Circuit recalled the mandate 
in Deutsche Bank “in anticipation of further panel 
review.” (See Doc. Nos. 7432, 33.)
 
*5 Meanwhile, following the Court’s September 23, 2013 
Opinion and Order, the Court issued an order establishing 
the timing and procedures for Defendants’ contemplated 
motions to dismiss many of the remaining causes of 
action in the MDL (the “Phase Two Motions”). (Doc. No. 
5697.) Defendants then filed twelve separate motions to 
dismiss, including the five present motions, in the summer 
of 2014. The Court thereafter imposed a stay of discovery 
pending resolution of the Phase Two Motions.
 
Ultimately, the Court deferred ruling on the Phase Two 
Motions until after the Second Circuit issued its March 
29, 2016 opinion. On January 6, 2017, the Court granted 
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the shareholder defendants’ motion to dismiss Count 1 of 
the FitzSimons complaint, which sought to avoid billions 
of dollars paid to Tribune’s shareholders as actual 
fraudulent conveyances under the Bankruptcy Code. 
(Doc. No. 6924.) In that opinion, the Court declined to 
impute the intent of Tribune’s officers to the corporation 
for purposes of the Trustee’s fraudulent conveyance 
claim. (Id.) The Court also determined that, although the 
Independent Directors’ intent could be imputed to the 
corporation, the Trustee had not sufficiently alleged that 
the Independent Directors acted with fraudulent intent. 
(Id.) As a result of that Opinion and Order, the Court 
terminated thousands of individual shareholders from this 
action.
 
Following the Court’s January 6, 2017 Opinion and 
Order, the Court partially lifted the discovery stay, and, 
on April 5, 2017, entered a case management plan setting 
a discovery schedule for the Trustee and the non-moving 
Defendants. (Doc. No. 6952.) The Court also directed that 
the moving Defendants be treated as third-party 
Defendants with respect to discovery. (Id.) However, 
given the uncertainty occasioned by the Deutsche Bank 
petition for certiorari, the Court once again deferred 
ruling on the remaining Phase Two Motions pending 
resolution of the petition. It was not until after the April 3, 
2018 “statement” from Justices Kennedy and Thomas, 
and the subsequent recall of the mandate by the Second 
Circuit in Deutsche Bank on May 15, 2018, that the Court 
issued an order on June 18, 2018 directing the parties to 
file a joint letter regarding the status of discovery and 
“indicating how they wish[ed] to proceed with respect to 
a potential global resolution of this multi-district 
litigation[.]” (Doc. No. 7552.) Thereafter, a number of 
parties, including the Trustee, indicated that it would not 
be fruitful to resume settlement discussions until “the 
Court has rendered rulings on the pending motions to 
dismiss....” (Doc. No. 7586).
 

II. Standard of Review

To survive a motion to dismiss pursuant to Rule 12(b)(6) 
of the Federal Rules of Civil Procedure, a complaint must 
“provide the grounds upon which [the] claim rests.” ATSI 
Commc’ns, Inc. v. Shaar Fund, Ltd., 493 F.3d 87, 98 (2d 
Cir. 2007); see also Fed. R. Civ. P. 8(a)(2) (“A pleading 
that states a claim for relief must contain ... a short and 
plain statement of the claim showing that the pleader is 
entitled to relief....”). To meet this standard, a plaintiff 
must allege “enough facts to state a claim to relief that is 
plausible on its face.” Bell Atl. Corp. v. Twombly, 550 
U.S. 544, 570 (2007). “A claim has facial plausibility 

when the plaintiff pleads factual content that allows the 
court to draw the reasonable inference that the defendant 
is liable for the misconduct alleged.” Ashcroft v. Iqbal, 
556 U.S. 662, 678 (2009). In reviewing a Rule 12(b)(6) 
motion to dismiss, a court must accept as true all factual 
allegations in the complaint and draw all reasonable 
inferences in favor of the plaintiff. ATSI Commc’ns, 493 
F.3d at 98. However, that tenet “is inapplicable to legal 
conclusions.” Iqbal, 556 U.S. at 678. Thus, a pleading 
that offers only “labels and conclusions” or “a formulaic 
recitation of the elements of a cause of action will not 
do.” Twombly, 550 U.S. at 555. If the plaintiff “ha[s] not 
nudged [its] claims across the line from conceivable to 
plausible, [his] complaint must be dismissed.” Id. at 570.
 
*6 In addition, to state a claim for actual fraudulent 
conveyance, a plaintiff must satisfy the heightened 
pleading requirements of Federal Rule of Civil Procedure 
9(b), see In re Sharp Int’l Corp., 403 F.3d 43, 56 (2d Cir. 
2005), which requires a plaintiff to “state with 
particularity the circumstances constituting fraud or 
mistake,” Fed. R. Civ. P. 9(b). While “malice, intent, 
knowledge, and other conditions of a person’s mind may 
be alleged generally,” id., this “must not be mistaken for 
license to base claims of fraud on speculation and 
conclusory allegations[,]” In re Carter-Wallace, Inc., Sec. 
Litig., 220 F.3d 36, 39 (2d Cir. 2000). Accordingly, a 
complaint alleging an actual fraudulent conveyance must 
“allege facts that give rise to a strong inference of 
fraudulent intent.” Id.; accord In re Sharp, 403 F.3d at 56. 
“An inference is strong if it is cogent and at least as 
compelling as any opposing inference one could draw 
from the facts alleged.” Loreley Fin. (Jersey) No. 3 Ltd. v. 
Wells Fargo Sec., LLC, 797 F.3d 160, 176-77 (2d Cir. 
2015) (internal quotation marks omitted); accord In re 
Lyondell Chem. Co. (“Lyondell III”), 554 B.R. 635, 652 
(S.D.N.Y. 2016), reconsideration denied, No. 16-cv-518 
(DLC), 2016 WL 5818591 (S.D.N.Y. Oct. 5, 2016). “In 
determining whether this strength-of-inference 
requirement is met,” the Court assesses “the complaint in 
its entirety and take[s] into account plausible opposing 
inferences.” Loreley, 797 F.3d at 177 (internal quotation 
marks omitted). Although “the degree of particularity 
required” of a bankruptcy trustee may vary depending on 
whether “the plaintiff has had an opportunity to take 
discovery of those who may possess knowledge of the 
pertinent facts,” Devaney v. Chester, 813 F.2d 566, 569 
(2d Cir. 1987), the particularity requirement still applies 
in cases where, as here, the bankruptcy trustee had access 
to “numerous documents” and “depositions of many 
witnesses” when crafting the Fifth Amended Complaint, 
see In re Old CarCo LLC, 435 B.R. 169, 192 (Bankr. 
S.D.N.Y. 2010).
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III. Discussion

A. Motion 3, Motion 4, and Motion 5

In Motion 3, Motion 4, and Motion 5, subsidiary director 
and officer Durham J. Monsma (“Monsma”), the 
Chandler Trusts and the Foundations, and the Chandler 
Directors move, respectively, to dismiss the counts 
alleged against them in the FitzSimons Complaint. 
Specifically, these Defendants argue that (1) they did not 
breach their fiduciary duties to Tribune or its 
subsidiaries;5 (2) they did not aid and abet Tribune’s 
officers and directors in breaching their fiduciary duties; 
and (3) they were not unjustly enriched by the LBO. 
Finally, the Chandler Directors also assert that (4) they 
did not violate Sections 160 or 173 of the Delaware 
General Corporation Law (“DGCL”) in connection with 
the LBO. The Court address each argument in turn.
 

1. Breach of Fiduciary Duty

a. The Impact of Insolvency on Corporate Directors’ 
Fiduciary Duties

As a general matter, Delaware corporate directors owe 
fiduciary duties to their corporation. See, e.g., N. Am. 
Catholic Educ. Programming Found., Inc. v. Gheewalla, 
930 A.2d 92, 101 (Del. 2007). When the corporation is 
solvent, “those duties may be enforced by its 
shareholders, who have standing to bring derivative 
actions on behalf of the corporation because they are the 
ultimate beneficiaries of the corporation’s growth and 
increased value.” Id. (emphasis omitted). Indeed, “[i]t is 
well established that the directors owe their fiduciary 
obligations to the corporation and its shareholders.” Id. at 
99. On the other hand, “the general rule is that directors 
do not owe creditors duties beyond the relevant 
contractual terms.” Id. (internal quotation marks omitted). 
However, when a corporation becomes insolvent, “its 
creditors take the place of the shareholders as the residual 
beneficiaries of any increase in value.” Id. at 101. 
Accordingly, “the creditors of an insolvent corporation 
have standing to maintain derivative claims against 
directors on behalf of the corporation for breaches of 
fiduciary duties.” Id. (emphasis in the original).6

 

*7 Under Delaware law, a creditor’s standing to maintain 
a derivative action against a corporation’s directors arises 
at the precise moment that the corporation passes from 
solvency to insolvency. Id.; see also Robert J. Stearn, Jr. 
& Cory D. Kandestin, Delaware’s Solvency Test: What Is 
It and Does It Make Sense? A Comparison of Solvency 
Tests Under the Bankruptcy Code and Delaware Law, 36 
Del. J. Corp. L. 165, 171 (2011) (“[U]pon a corporation’s 
insolvency, its creditors gain standing to bring derivative 
actions for breach of fiduciary duty, something they may 
not do if the corporation is solvent, even if it is in the zone 
of insolvency.”). Indeed, the Delaware Supreme Court 
explicitly rejected the theory that a corporation operating 
in the “zone of insolvency” owes some level of fiduciary 
duty to its creditors. Gheewalla, 930 A.2d at 101. 
Accordingly, “[w]hen a solvent corporation is navigating 
in the zone of insolvency, the focus for Delaware 
directors does not change: directors must continue to 
discharge their fiduciary duties to the corporation and its 
shareholders by exercising their business judgment in the 
best interests of the corporation for the benefit of its 
shareholder owners.” Id.
 
Notwithstanding the Delaware Supreme Court’s rejection 
of the “zone of insolvency” theory, Delaware courts are 
split regarding whether creditors – once they gain 
standing to sue – can assert derivative claims against a 
corporation based on conduct that pre-dates the 
corporation’s insolvency. Compare Quadrant Structured 
Prod. Co. v. Vertin, 102 A.3d 155, 180 (Del. Ch. 2014) 
(concluding that creditors of an insolvent corporation 
have standing to assert claims for any breaches of 
fiduciary duty that “cause[d], hasten[ed], or otherwise 
contribute[d] to insolvency [which] occurred before the 
point of insolvency in fact.”) with Trenwick Am. Litig. Tr. 
v. Ernst & Young, L.L.P., 906 A.2d 168, 202 (Del. Ch. 
2006) (Strine, V.C.) (concluding that the litigation trust 
could not sue corporate directors for breaches of fiduciary 
duties when “the complaint fail[ed] to plead facts 
supporting a rational inference that [the corporation] was 
insolvent before any of the challenged transactions or that 
any of the challenged transactions would, when 
consummated, leave [the corporation] unable to satisfy its 
creditors.”), aff’d sub nom. Trenwick Am. Litig. Tr. v. 
Billett, 931 A.2d 438 (Del. 2007).
 
Here, in light of Gheewalla’s rejection of the “zone of 
insolvency” theory, the Court concludes that creditors are 
limited under Delaware law to asserting breach of 
fiduciary duty claims for conduct that either (1) occurred 
while the corporation was insolvent, or (2) directly and 
definitively caused the corporation to become insolvent. 
Creditors cannot sue for actions that simply made a 
solvent corporation “less valuable as an entity,” even if 
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that corporation eventually became insolvent. Trenwick, 
906 A.2d at 201; see also In re Tropicana Entm’t, LLC, 
520 B.R. 455, 471 (Bankr. D. Del. 2014) (holding that a 
creditor “must allege either that a corporation was 
insolvent or became insolvent as a result of the 
misconduct” in order to bring a derivative suit for 
breaches of fiduciary duty). The Court agrees that “[a]ny 
lesser standard would undercut the utility of the business 
judgment rule by permitting creditors to second-guess 
good faith action simply because the [corporation] 
ultimately became insolvent[,]” Trenwick, 906 A.2d at 
203, and would conflict with Gheewalla’s mandate that 
corporate directors “must continue to discharge their 
fiduciary duties ... for the benefit of its shareholder 
owners” even while the corporation is in the zone of 
insolvency, Gheewalla, 930 A.2d at 101.
 

b. Insolvency Tests

Thus, in order to determine whether the Trustee – who 
represents the interests of Tribune’s creditors in this 
action – has standing to assert fiduciary duty claims 
against Monsma, the Chandler Trusts, the Foundations, 
and the Chandler Directors, the Court must determine 
when Tribune actually became insolvent.
 
*8 “Delaware courts define insolvency in two ways.... 
‘First, a company is insolvent if it is unable to pay its 
debts as they fall due in the usual course of business. 
Second, a company may be insolvent if it has liabilities in 
excess of a reasonable market value of assets held.’ ” 
Pereira v. Farace, 413 F.3d 330, 343 (2d Cir. 2005) 
(quoting U.S. Bank Nat’l Ass’n v. U.S. Timberlands 
Klamath Falls, LLC, 864 A.2d 930, 947-48 (Del. Ch. 
2004), vacated on other grounds, 875 A.2d 632 (Del. 
2005) ); see also N. Am. Catholic Educ. Programming 
Found., Inc. v. Gheewalla, 2006 WL 2588971, at *10 
(Del. Ch. Sept. 1, 2006) (“Insolvency may be 
demonstrated by either showing (1) a deficiency of assets 
below liabilities with no reasonable prospect that the 
business can be successfully continued in the face thereof, 
or (2) an inability to meet maturing obligations as they 
fall due in the ordinary course of business.”) (internal 
quotations omitted), aff’d, 930 A.2d 92.
 
In his opposition brief, the Trustee contends that Tribune 
was insolvent under both of these tests – the “inability to 
pay debts when due” test and the “balance sheet” test. 
(Opp’n at 33-37.) However, the Trustee also asks the 
Court to apply a third test – the “unreasonably small 
capital” test – which posits that a company is insolvent 
when “it is left with unreasonably small capital for the 

ongoing function of its business[.]” (Opp’n at 33.) The 
Trustee cites three cases in support of this argument. (Id. 
at 34.) However, two of those cases applied the 
“unreasonably small capital” test pursuant to different 
states’ laws. See In re Tronox Inc., 503 B.R. 239, 320 
(Bankr. S.D.N.Y. 2013) (applying Oklahoma law); 
Moody v. Sec. Pac. Bus. Credit, Inc., 971 F.2d 1056, 1063 
(3d Cir. 1992) (applying Pennsylvania law). And the third 
– In re Suburban Motor Freight, Inc., 124 B.R. 984 
(Bankr. S.D. Ohio 1990) – involved a claim under Section 
548 of the Bankruptcy Code, which explicitly lists 
insolvency and the unreasonably small capital test as 
alternative predicates for bringing a constructive 
fraudulent conveyance claim. See 11 U.S.C. 
548(a)(1)(B)(ii). Accordingly, the Court sees no basis for 
applying the unreasonably small capital test in assessing 
the Trustee’s Delaware law fiduciary duty claims, and 
declines to do so. Indeed, applying the unreasonably small 
capital test would be totally inconsistent with Delaware’s 
rejection of the “zone of insolvency” theory discussed 
above. See Gheewalla, 930 A.2d at 101.
 
The Trustee also urges the Court to consider Step One and 
Step Two of the LBO as a unitary transaction; that is, to 
include, “in assessing Tribune’s solvency at the time of 
Step One, the debt Tribune had already agreed it would 
incur just a few months later to consummate Step Two[.]” 
(Opp’n at 33 n.13.) According to the Trustee, if the Court 
finds that the LBO rendered Tribune insolvent, then it 
should conclude that Tribune was insolvent as of April 1, 
2007 – the day that Tribune’s Board originally voted to 
approve the LBO.
 
In support of this theory, the Trustee relies on Orr v. 
Kinderhill Corp., in which the Second Circuit considered 
the transfer of property from a corporation to its 
subsidiary and the subsequent distribution of the 
corporation’s shares in that subsidiary to its own 
shareholders to be a “single, integrated transaction” under 
the New York Uniform Fraudulent Conveyance Act. Orr 
v. Kinderhill Corp., 991 F.2d 31, 35 (2d Cir. 1993). As 
the Second Circuit subsequently explained in a different 
case, “[i]t is well established that multilateral transactions 
may under appropriate circumstances be ‘collapsed’ and 
treated as phases of a single transaction for analysis under 
the [New York Uniform Fraudulent Conveyance Act].” 
HBE Leasing Corp. v. Frank, 48 F.3d 623, 635 (2d Cir. 
1995) (citing Orr, 991 F.2d at 35-36). But the fact that a 
multilateral transaction can be treated as a single 
transaction under the New York Uniform Fraudulent 
Conveyance Act has little bearing on whether a court may 
conduct a similar analysis under Delaware law.
 
*9 Moreover, even assuming that Delaware law does 
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allow a court to collapse a multilateral transaction into a 
single transaction for purposes of assessing a 
corporation’s solvency, it would be inappropriate to do so 
in this case. While the Second Circuit’s “collapsing” 
methodology “finds its most frequent application to 
lenders who have financed leveraged buyouts of 
companies that subsequently become insolvent[,]” the 
“paradigmatic” case for applying this approach — 
collapsing two transfers where “one transferee gives fair 
value to the debtor in exchange for the debtor’s property 
[i.e., transfer one], and the debtor then gratuitously 
transfers the proceeds of the first exchange to a second 
transferee [i.e., transfer two]” – bears little resemblance to 
the complex, two-step LBO transaction at issue here. 
Frank, 48 F.3d at 635; see also United States v. Tabor 
Court Realty Corp., 803 F.2d 1288, 1302 (3d Cir. 1986) 
(treating “two exchanges” as “part of one integrated 
transaction” where “[t]he $4,085,000 in ... loan proceeds 
which were lent immediately by the borrowing companies 
to [the holding company] were merely passed through the 
borrowers to [the holding company] and ultimately to the 
selling stockholders....”); Crowthers McCall Pattern, Inc. 
v. Lewis, 129 B.R. 992, 998 (S.D.N.Y. 1991) (collapsing 
transactions in light of the fact that the monetary transfers 
“were merely passed through the corporation to the 
shareholders.”).
 
In In re Sabine Oil & Gas Corp., Judge Chapman 
identified three factors to be considered in determining 
whether to apply the “collapsing doctrine” to a 
multilateral transaction: “[1] [w]hether all of the parties 
involved had knowledge of the multiple transactions; [2] 
[w]hether each transaction would have occurred on its 
own; and [3] [w]hether each transaction was dependent or 
conditioned on other transactions.” 547 B.R. 503, 541 
(Bankr. S.D.N.Y.) (citing In re Adelphia Commc’ns 
Corp., 512 B.R. 447, 491 (Bankr. S.D.N.Y. 2014) ), aff’d 
562 B.R. 211 (S.D.N.Y. 2016).
 
Here, the relevant parties clearly knew about both steps of 
the LBO, and, in fact, anticipated that both steps would be 
consummated. However, the FitzSimons Complaint 
makes clear that, even after the Board voted in favor of 
the LBO, and even after Step One closed, it was never 
certain that Step Two would occur. (See, e.g., FitzSimons 
Compl. ¶¶ 242 (“[A]t the time of Step One, Step Two 
was, at a minimum, highly likely to occur.”); 302 
(describing three scenarios pursuant to which Step Two 
would not close).) In fact, the parties specifically designed 
the two-step framework in light of the Foundations’ and 
the Chandler Trusts’ concerns that “the deal would not 
actually close” “given the need to obtain approval from 
the Federal Communications Commission....” (Id. ¶ 149.)
 

Moreover, the FitzSimons Complaint contains several 
allegations that bely the Trustee’s assertion that the LBO 
was one, unitary transaction. For example, the Trustee 
alleges that Zell – who joined Tribune’s Board on May 9, 
2007 (over a month after the Board voted to approve the 
LBO on April 1, 2007) – breached his fiduciary duties to 
Tribune in failing to prevent the LBO from closing. See In 
re Walt Disney Co., 2004 WL 2050138, at *4 (Del. Ch. 
Sept. 10, 2004) (“[O]fficers and directors become 
fiduciaries only when they are officially installed, and 
receive the formal investiture of authority that 
accompanies such office or directorship[.]”). Similarly, 
the Trustee blames Tribune’s directors for “failing to act” 
in December of 2007 when they, too, could have 
prevented Step Two from closing. (FitzSimons Compl. ¶ 
327.) These allegations demonstrate the Trustee’s tacit 
acknowledgement that the LBO was not a unitary 
transaction that occurred, or became inevitable, on April 
1, 2007.
 
Accordingly, the Court concludes that Step One and Step 
Two of the LBO were independent transactions. Cf. 
Sabine Oil & Gas Corp., 547 B.R. at 542 (applying the 
“collapsing doctrine” in light of the fact that the second 
transaction “could [not] have been stopped or have been 
reversed” after the first transaction occurred). The Court 
therefore analyzes the Trustee’s insolvency allegations at 
each step of the LBO.
 

c. Allegations of Tribune’s Insolvency

Although the Trustee conclusorily alleges that 
“[c]onsummation of Step One rendered the Company 
balance sheet insolvent, unable to pay its debts as they 
came due, and inadequately capitalized” (FitzSimons 
Compl. ¶ 288), the law is clear that “[a] pleading that 
offers labels and conclusions or a formulaic recitation of 
the elements of a cause of action will not do[,]” Iqbal, 556 
U.S. at 678 (internal quotations omitted). Here, the 
Trustee fails to allege any facts suggesting that Tribune 
was insolvent at Step One of the LBO under either the 
“balance sheet” or the “inability to pay debts when due” 
tests.
 
*10 With respect to balance sheet insolvency, the 
Trustee’s assertions mostly relate to Step Two of the 
LBO. Nevertheless, the Trustee does allege that (1) 
“[p]rior to Step One, Tribune’s year to date performance 
was already tracking the downside case ‘B’ included in 
the February Projections”; (2) “[i]n advance of the Step 
One close, S&P reduced the rating on Tribune’s notes to 
CCC+”; and (3) solvency firm “Houlihan [Lokey] 
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determined it would be tough to opine Tribune was 
solvent at Step One, and later stated that Tribune was 
insolvent at the time of Step One and was more insolvent 
at the time of Step Two”. (Opp’n at 35 (citing FitzSimons 
Compl. ¶¶ 268, 245, 197).) However, these allegations 
fail to support a finding that Tribune’s liabilities exceeded 
its assets as of the close of Step One. Indeed, the fact that 
Tribune’s financial situation was trending in the wrong 
direction prior to Step One, and that Standard & Poor 
downgraded Tribune’s debt in advance of Step One, is 
totally irrelevant to the balance sheet test. And while the 
FitzSimons Complaint does allege that Houlihan 
“commented” in December 2007 that “the Company was 
insolvent in May and is more so now” (FitzSimons 
Compl. ¶ 197), the Trustee never affirmatively alleges 
that this was true, nor does he bother to explain the basis 
for Houlihan’s “comment.” Moreover, as demonstrated by 
the discussion of insolvency above, the term “insolvent” 
carries more than one meaning – both legally and 
colloquially – and Houlihan never suggested that Tribune, 
at Step One of the LBO, was insolvent pursuant to 
Delaware’s balance sheet test. Thus, the Court concludes 
that the Trustee has inadequately pleaded that Tribune 
was balance sheet insolvent at Step One.
 
As for the “inability to pay debts when due” test, the 
Trustee’s insolvency argument hinges upon his assertion 
that the Court “ha[s] to consider[ ]” Tribune’s Step Two 
debt at Step One because the “inability to pay debts when 
due” test is “forward looking and explicitly require[s] 
consideration of contemplated future transactions.” 
(Opp’n at 34 n.14.) The Trustee alleges, for example, that 
“[s]hortly after Step One closed, Lehman reported that 
after Step Two Tribune would be unable to cover its 
estimated annual interest expense from operations, let 
alone have free cash to pay down debt each year.” (Opp’n 
at 37 (citing FitzSimons Compl. ¶ 294).) However, the 
Trustee mischaracterizes Delaware’s “inability to pay 
debts when due” test. In Pereira, the Second Circuit 
explicitly rejected an insolvency test similar to the 
Trustee’s proposed version of the “inability to pay debts 
when due” test as inapplicable under Delaware law, 
noting that such a test “projects into the future to 
determine whether capital will remain adequate over time 
while the Delaware test looks solely at whether the 
corporation has been paying bills on a timely basis and/or 
whether its liabilities exceed its assets.” 413 F.3d at 343 
(emphasis added). Because the Trustee never alleges that 
Tribune failed to pay any of its debts in a timely manner – 
prior to Step One or Step Two – his claim that Tribune 
was insolvent pursuant to the “inability to pay debts when 
due” test must fail.
 
Nevertheless, the Court concludes that the Trustee has 

adequately pleaded that Tribune was rendered insolvent 
by, and at, Step Two of the LBO. Specifically, the Trustee 
alleges that Tribune took on $13.7 billion in debt over the 
course of the LBO (FitzSimons Compl. ¶ 354) even 
though Tribune, “at the time the second step of the LBO 
closed in December 2007, was worth no more than $10.4 
billion” (id. ¶ 20). This allegation is sufficient to support a 
“balance sheet” theory that Tribune’s liabilities 
outweighed its assets at Step Two.
 
Unfortunately for the Trustee, however, his allegations of 
insolvency at Step Two are totally irrelevant to his 
fiduciary duty claims against the Chandler Directors and 
the Chandler Trusts. That is because the Chandler 
Directors resigned from Tribune’s board at the close of 
Step One, and the Chandlers Trusts no longer owned any 
Tribune stock at the time of the Step Two transaction. 
(FitzSimons Compl. ¶¶ 35-37, 491.) Thus, the Chandler 
Directors’ and the Chandler Trusts’ fiduciary duties to 
Tribune terminated prior to Tribune’s insolvency. 
Accordingly, as explained above, the Trustee does not 
have standing to assert fiduciary duty claims against 
either the Chandler Directors or the Chandler Trusts.
 
With respect to Monsma, the Trustee likewise fails to 
allege that Tribune’s subsidiaries were insolvent as of 
Step One of the LBO. (See FitzSimons Compl. ¶ 472 
(alleging that “the Subsidiary Guarantors were rendered 
insolvent by the LBO”).) And the Trustee admits that 
Monsma “was not a director or officer of a Subsidiary 
Guarantor during Step Two of the LBO.” (Opp’n at 65; 
see also FitzSimons Complaint, Ex. B.) Consequently, the 
Trustee does not have standing to assert a breach of 
fiduciary duty claim against Monsma either.7

 
*11 The Foundations are situated somewhat differently, 
as they still owned 10% of Tribune’s stock at Step Two. 
(Id. ¶ 492.) But the Trustee’s theory that the Foundations 
owed fiduciary duties to Tribune is premised on the 
argument that the Foundations functioned as “controlling 
shareholders with respect to the [LBO].” (FitzSimons 
Compl. ¶ 492.) Specifically, the Trustee alleges that the 
Foundations “exercised their control over the company ... 
[in] causing Tribune to transform the LBO structure and 
ultimately enter into the LBO.” (Id.) However, the 
Trustee fails to allege any activity by the Foundations 
following the close of Step One, let alone activity 
demonstrating control over Tribune. The Trustee 
therefore fails to allege that the Foundations owed 
fiduciary duties to Tribune following the close of Step 
One, and his breach of fiduciary duty claims against the 
Foundations must be dismissed for the same reasons as 
his claims against the Chandler Directors, the Chandler 
Trusts, and Monsma.
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2. Aiding and Abetting Liability

The Trustee also alleges that Monsma, the Chandler 
Trusts, the Foundations, and the Chandler Directors aided 
and abetted Tribune’s officers and directors in breaching 
their fiduciary duties to Tribune. But again, the Trustee 
fails to allege any action by Monsma, the Chandler 
Trusts, the Foundations, or the Chandler Directors after 
the close of Step One, and he lacks standing to assert 
aiding and abetting claims for breaches that occurred at, 
or prior to, Step One. As a result, the Trustee’s aiding and 
abetting claims against Monsma, the Chandler Trusts, the 
Foundations, and the Chandler Directors must be 
dismissed as well.
 

3. Unjust Enrichment

The Trustee also asserts claims for unjust enrichment 
against Monsma, the Chandler Trusts, the Foundations, 
and the Chandler Directors. Specifically, the Trustee 
“seeks restitution from these defendants and an order of 
this Court disgorging all payments, transfers, credit, 
profits, fees, benefits, incentives, and other things of value 
obtained by the defendants as a result of their wrongful 
conduct and breaches of fiduciary duties.” (FitzSimons 
Compl. ¶ 611.)
 
The Trustee argues that, pursuant to Delaware choice of 
law rules, Illinois law governs his unjust enrichment 
claim. (Opp’n at 125-26.) But because the same result 
would obtain under either Delaware or Illinois law, the 
Court need not resolve this choice of law issue. Indeed, 
although the elements of an unjust enrichment claim 
differ slightly under Delaware and Illinois law, both states 
require that the plaintiff allege either a mistake or “some 
type of wrongful conduct” on the part of the defendant. 
HPI Health Care Servs., Inc. v. ML Vernon Hosp., Inc., 
131 Ill. 2d 145, 161 (1989); see also In re Lear Corp. 
S’holder Litig., 967 A.2d 640, 657 n.73 (Del. Ch. 2008).
 
Here, the Trustee does not argue that Tribune mistakenly 
transferred assets to any of the defendants, and the only 
wrongful conduct that he alleges against Monsma, the 
Chandler Trusts, the Foundations, and the Chandler 
Directors is that they “rendered [Tribune] insolvent and 
harmed its creditors” “in dereliction of their fiduciary 
duties[.]” (Opp’n at 131; see also FitzSimons Compl. ¶¶ 
609-11.) But the Court has already concluded that 

Monsma, the Chandler Trusts, the Foundations, and the 
Chandler Directors did not render Tribune insolvent at 
Step One, and they never owed any fiduciary duties to 
Tribune’s creditors. Therefore, the Court also dismisses 
the unjust enrichment claims asserted against them.
 

4. DGCL Sections 160 and 173

Finally, the Trustee alleges that the Chandler Directors 
violated Sections 160 and/or 173 of the DGCL by 
“willful[ly] or negligent[ly] approv[ing] and/or 
facilitati[ng]” the transfer or “cash and/or property to 
[Tribune’s] shareholders ... while Tribune lacked a 
sufficient surplus or net profits or was otherwise 
insolvent[.]” (FitzSimons Compl. ¶ 386.) Notably, Section 
174 of the DGCL provides that corporate directors are 
“jointly and severally liable” for “any wilful or negligent 
violation[s]” of Section 160 or 173 of the DGCL that 
occurred “under [their] administration.” Del. Code Ann. 
tit. 8, § 174(a). DGCL Sections 160 and 173, in turn, 
forbid a Delaware corporation from (1) “purchas[ing] or 
redeem[ing] its own shares of capital stock ... when the 
capital of the corporation is impaired or when such 
purchase or redemption would cause any impairment of 
the capital of the corporation[,]” and (2) paying dividends 
when the corporation has no “surplus.”8 Id. §§ 160, 173, 
170.
 
*12 Here, however, the Trustee admits that, under 
Delaware law, the test for whether a corporation “has no 
‘surplus’ ” and whether “its capital is ‘impaired’ ” is 
equivalent to the balance sheet insolvency test. (See 
Opp’n at 82); see also SV Inv. Partners, LLC v. 
ThoughtWorks, Inc., 7 A.3d 973, 982 (Del. Ch. 2010) 
(“As a practical matter, the [capital impairment] test 
operates roughly to prohibit distributions to stockholders 
that would render the company balance-sheet 
insolvent....”). Once again, the Trustee’s failure to allege 
that Tribune was insolvent at Step One proves fatal to the 
Trustee’s claim that the Chandler Directors violated 
DGCL Sections 160 and/or 173.
 

B. Motion 6

In Motion 6, certain Tribune executives who were 
involuntarily terminated within one year of the LBO (the 
“Motion 6 Defendants”) move to dismiss the actual and 
constructive fraudulent conveyance claims set forth in 
Count 34 of the FitzSimons Complaint and Count 2 of the 
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Tag-Along Complaints.9

 
Under certain circumstances, the Bankruptcy Code 
authorizes a bankruptcy trustee to avoid transfers of the 
debtor’s property and “obligation[s] ... incurred by the 
debtor” that were made or incurred by the debtor within 
two years of its filing for bankruptcy. 11 U.S.C. § 
548(a)(1). Specifically, avoidance is authorized where the 
transfer or obligation is an actual fraudulent conveyance – 
that is, one made “with actual intent to hinder, delay, or 
defraud any entity to which the debtor was or became ... 
indebted.” Id. § s548(a)(1)(A). The Code also allows for 
the avoidance of constructive fraudulent conveyances, 
defined as transfers or obligations for which (1) the debtor 
received less than “reasonably equivalent value in 
exchange[,]” and (2) the debtor was, among other things, 
insolvent “on the date that such transfer was made or such 
obligation was incurred[.]” Id. § 548(a)(1)(B).
 
Here, the Trustee seeks to avoid and “claw back” 
severance payments made to the Motion 6 Defendants 
following their termination in the wake of the LBO (the 
“Motion 6 Transfers”). The Motion 6 Defendants respond 
that the obligations underlying the Motion 6 Transfers 
were incurred more than two years prior to Tribune’s 
filing for bankruptcy, and are therefore not avoidable 
pursuant to 11 U.S.C. § 548(a)(1). They also contend that 
the Trustee cannot avoid the Motion 6 Transfers 
themselves because he has failed to allege (1) that they 
were made with an actual intent to hinder, delay, or 
defraud Tribune’s creditors, or (2) that they were made 
for less than reasonably equivalent value. The Court will 
address each argument in turn.
 

1. Tribune’s Obligations Under The Company’s 
Transitional Compensation Plan

The parties agree that the Motion 6 Transfers were made 
pursuant to Tribune’s Transitional Compensation Plan for 
Executive Employees, which was enacted in 1985 and last 
amended on July 19, 2006. (Doc. No. 5935-3 (the 
“Plan”).) Under the Plan, participants – defined as “[a]ny 
full-time, key executive employee of Tribune Company or 
any of its subsidiaries ... designated by the Committee as 
being covered by the Plan” – were eligible to “receive 
transitional compensation, in the amounts and at the times 
described in paragraph 5 [of the Plan],” if they were 
involuntarily terminated within 36 months after a 
“Change in Control,” itself defined to include the 
“[c]onsummation of a reorganization, merger, 
consolidation or other transaction involving Tribune 
Company....” (Id. §§ 1,3, 4(c).) The LBO certainly 

constituted such a change of control, and it is undisputed 
that the Motion 6 Defendants were terminated within 36 
months of the LBO. (See Opp’n at 102; FitzSimons 
Compl, Ex. C.) Thus, pursuant to the Plan, the Motion 6 
Defendants were eligible to receive “transitional 
compensation” following their termination. Accordingly, 
the only question before the Court is when Tribune’s 
“obligations” to make the Motion 6 Transfers were 
incurred.
 
*13 As a threshold matter, the Motion 6 Defendants ask 
that the Court take judicial notice of the Plan, which is 
attached as Exhibit C to the Declaration of Amy Y. Cho 
and was included as Exhibit 10.7 to Tribune’s 2007 Form 
10-K filing. (Mot. 6 at 3 n.2.) In light of the fact that the 
Trustee does not object to this request, the Court takes 
judicial notice of the Plan. See, e.g., Rothman v. Gregor, 
220 F.3d 81, 88-89 (2d Cir. 2000) (“For purposes of a 
motion to dismiss, we have deemed a complaint to 
include ... public disclosure documents required by law to 
be, and that have been, filed with the SEC....”) (internal 
citations omitted).
 
The Motion 6 Defendants principally argue that the 
Trustee cannot avoid Tribune’s obligations to make the 
Motion 6 Transfers because those obligations were 
incurred more than two years before Tribune filed for 
bankruptcy. (Mot. 6 at 5.) Specifically, the Motion 6 
Defendants assert that the obligations were incurred no 
later than July 19, 2006, when the Plan was last amended 
– which is more than two years before Tribune filed for 
bankruptcy on December 8, 2008.
 
The Trustee, by contrast, contends that Tribune “did not 
become liable to make any severance payments to any of 
the Insider Payment Defendants until they were 
terminated (and the other conditions to payment under the 
Plan were met).” (Opp’n at 103.) That is, according to the 
Trustee, an “obligation” is only incurred upon the 
fulfillment of all conditions precedent, when payment is 
certain.
 
Given the absence of a statutory definition for the word 
“obligation” and the dearth of caselaw interpreting that 
term, the Court looks to other provisions of the 
Bankruptcy Code for guidance. Indeed, both the 
Bankruptcy Code and the Second Circuit appear to treat 
“debt” and “obligation” as equivalent terms. See, e.g., 11 
U.S.C. § 101(14A) (defining a “domestic support 
obligation” to mean “a debt that accrues” in connection 
with domestic support); In re NextWave Pers. Commc’ns, 
Inc., 200 F.3d 43, 56 (2d Cir. 1999) (equating a “transfer 
or obligation” under Section 548 with a “conveyance or 
incurrence of debt”).
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But while the Trustee cites to a number of cases standing 
for the proposition that a “debt” arises “when the debtor 
becomes legally bound to pay[,]” In re Transpacific 
Carriers Corp., 50 B.R. 649, 652 (Bankr. S.D.N.Y. 
1985), aff’d, 113 B.R. 139 (S.D.N.Y. 1990), “the 
[caselaw] reveals an obvious trend [towards] interpreting 
‘antecedent debt’ [under Section 547] broadly and 
rejecting the proposition that debt is only incurred as it 
becomes due[,]” In re Enron Corp., 357 B.R. 32, 44 
(Bankr. S.D.N.Y. 2006) (compiling cases). “Though these 
[more recent cases] applied the ‘legally obligated to pay’ 
standard, they concluded that the legal obligation arose 
not ... when the agreement was breached or payment 
due[,] but when ... the agreement was made.” Id. at 44-45.
 
The Court concludes that this broader definition of “debt” 
is more clearly supported by the statutory text. 
Specifically, the term “debt” is defined by the Bankruptcy 
Code to mean “liability on a claim.” 11 U.S.C. § 101(12). 
A “claim,” in turn, is defined to include a “right to 
payment, whether or not such right is reduced to 
judgment, liquidated, unliquidated, fixed, contingent, 
matured, unmatured, disputed, undisputed, legal, 
equitable, secured, or unsecured[.]” Id. § 101(5)(A) 
(emphasis added). Thus, even if a right to payment is 
unliquidated, contingent, and disputed, “such right still 
constitutes a claim under the Bankruptcy Code, and where 
a claim exists, so does a debt.” Enron, 357 B.R. at 45 
(internal quotations omitted); see also Pennsylvania Dep’t 
of Pub. Welfare v. Davenport, 495 U.S. 552, 558 (1990) 
(“Section 101(11) of the Bankruptcy Code defines ‘debt’ 
as a ‘liability on a claim.’ This definition reveals 
Congress’ intent that the meanings of ‘debt’ and ‘claim’ 
be coextensive.”). Accordingly, the Court concludes that a 
“debt” is incurred when a contract or agreement is 
formed, not when payment becomes due under that 
contract.
 
*14 This conclusion applies with equal force to 
“obligations” under Section 548, and is supported by the 
most relevant Section 548 caselaw. For example, in In re 
Incentium, LLC, the bankruptcy court held that severance 
payments made pursuant to the terms of an employment 
contract could not be avoided because “the original 
Employment Agreement” was created more than two 
years prior to the debtor’s bankruptcy filing, even though 
the transferee’s employment was ultimately terminated 
within the applicable two-year window. 473 B.R. 264, 
272 (E.D. Tenn. 2012). Accordingly, the Court holds that, 
for purposes of Section 548, an “obligation” is incurred 
when a contract or agreement is formed. There is no 
requirement that every condition precedent set forth in the 
contract or agreement be fulfilled prior to the triggering of 

the obligation.
 
The Trustee next contends that, in the alternative, the 
Court should find that Tribune incurred the relevant 
obligation on April 1, 2007, “when it entered into the 
Merger Agreement providing that the post-LBO Tribune 
entity would make the Executive Transition Payments.” 
(Opp’n at 104.) As the Trustee explains in the FitzSimons 
Complaint, “[t]he Merger Agreement expressly provided 
that the LBO would constitute a ‘Change of Control’ 
under all of Tribune’s various employee benefits plans, 
and that the surviving company – not just pre-LBO 
Tribune – was obligated to pay the Executive Transition 
Payments[.]” (FitzSimons Compl. ¶ 160; see also id. ¶ 
638 (alleging that Tribune “incurred or reaffirmed the 
obligation to make the Insider Payments” “[w]ithin two 
years before the Petition Date[.]”) (emphasis added).)
 
However, the mere fact that Tribune “reaffirmed” its 
obligations pursuant to the Plan on April 1, 2007 does not 
alter the reality that Tribune incurred its obligation to 
make the Motion 6 Transfers at an earlier date. And the 
two cases cited by the Trustee in support of its argument – 
TSIC, Inc. v. Thalheimer and In re TransTexas Gas Corp., 
597 F.3d 298 (5th Cir. 2010) – are wholly inapposite.
 
In TSIC, the debtor’s chief executive officer entered into 
an employment contract with the debtor in 2002 in which 
the debtor agreed to pay him a base salary of $850,000 
and an unspecified “severance package upon termination 
of his employment[.]” TSIC, 428 B.R. at 107-08. After his 
employment was terminated in 2006, the parties entered 
into a “settlement agreement” that “provided for [the 
CEO] to receive $1.775 million in severance, $3.9 million 
in SERP benefits, $300,000 in secretarial and office 
allowances, and up to $800,000 in reasonable attorney’s 
fees in negotiating the Settlement Agreement.” Id. at 108. 
Under these circumstances, the court concluded that the 
debtor’s obligation to pay the transferee his severance 
package was incurred in 2006 pursuant to the settlement 
agreement, rather than in 2002 under the original 
employment agreement. The court explicitly noted that 
“[a]lthough the Employment Agreement contemplated 
‘severance payments’ and ‘SERP benefits,’ the details of 
these benefits were not finalized at the time the parties 
signed the Employment [Agreement].” Id. at 114.
 
Similarly, in TransTexas Gas, the debtor entered into an 
employment agreement with its chief executive officer in 
2000 providing that “[a]t termination, [he] would be 
entitled to severance pay.” 597 F.3d at 302. Specifically, 
the contract provided that “[i]f he were dismissed for 
reasons other than cause, he would receive three million 
dollars. If he were terminated for cause, his payment 
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would be one and a half million dollars. If he voluntarily 
resigned, he would be paid no severance.” Id. Two years 
later, following a meeting of the board of directors, the 
debtor and the CEO “agreed that he would resign.” Id. 
The parties then executed a “separation agreement” which 
provided for a three million dollar payment to the CEO. 
Id. In holding that the debtor incurred its obligation under 
Section 548 when the separation agreement, and not the 
original employment agreement, was formed, the court 
explained that the CEO was likely not entitled to a three 
million dollar severance payment under his original 
employment contact since he resigned and probably could 
have been terminated for cause. Id. at 307.
 
*15 Here, in contrast, the Plan specifically provided that 
participants were eligible to “receive transitional 
compensation” in specific, predetermined amounts if they 
were involuntarily terminated within 36 months after a 
“Change in Control.” As explained above, the Trustee 
admits that the Motion 6 Defendants were involuntarily 
terminated within 36 months of the LBO. (Opp’n at 102; 
FitzSimons Compl., Ex. C.) And while the FitzSimons 
Complaint alleges that the LBO “Merger Agreement 
expressly provided that the LBO would constitute a 
‘Change of Control’ under all of Tribune’s various 
employee benefit plans” (FitzSimons Compl. ¶ 160), the 
LBO – as a “reorganization, merger, consolidation or 
other transaction involving Tribune Company” in which 
“persons who were the shareholders of the Tribune 
Company immediately prior to such reorganization, 
merger, consolidation or other transaction [did] not, 
immediately thereafter, own, directly or indirectly, 50% 
or more of the combined voting power of the then 
outstanding securities” (Plan § 4(c) ) – also constituted a 
Change of Control pursuant to the express terms of the 
Plan. Thus, the LBO Merger Agreement did not in any 
way modify or supplement the terms of the Plan.
 
To be sure, the LBO merger agreement also provided that 
“the surviving company – not just pre-LBO Tribune – was 
obligated to pay the Executive Transition Payments.” 
(FitzSimons Complaint ¶ 160 (emphasis added).) But the 
fact that the surviving company expressly assumed 
Tribune’s obligations pursuant to the LBO merger 
agreement is irrelevant. Indeed, the merger agreement, 
which “simply provided that Tribune, as the surviving 
corporation under the merger, would fully ‘honor, fulfill, 
and discharge’ its preexisting obligations under the Plan[,] 
... simply reflected a result that would have occurred by 
operation of law in any event.” (Mot. 6 at 5.) That is, 
Delaware law expressly provides that the “surviving or 
resulting corporation” of a merger is:

subject to all the restrictions, disabilities and duties of 
each of [the constituent] corporations so merged or 

consolidated; and all ... rights of creditors and all liens 
upon any property of any of said constituent 
corporations shall be preserved unimpaired, and all 
debts, liabilities and duties of the respective constituent 
corporations shall thenceforth attach to said surviving 
or resulting corporation, and may be enforced against it 
to the same extent as if said debts, liabilities and duties 
had been incurred or contracted by it.

Del. Code Ann. tit. 8, § 259. Therefore, the merger 
agreement did no more than “reaffirm” that Tribune was 
legally obligated to honor its prior contracts and abide by 
the terms and conditions set forth in the Plan. See In re 
Incentium, 473 B.R. at 272 (holding that an obligation to 
make severance payments was incurred as of the date of 
the transferee’s employment agreement, and not a 
subsequent separation agreement that incorporated the 
debtor’s obligation under the employment agreement, 
since the obligation allegedly created by the separation 
agreement was “the same severance obligation created by 
the original Employment Agreement and was part of the 
overall compensation package negotiated to hire the 
defendant as the debtor’s CEO.”).
 
As a last resort, the Trustee protests that the Motion 6 
Defendants’ argument – that Tribune “became obligated 
to pay them severance from the moment it adopted [the 
Plan] back in 1985 (or in 2006, when the Plan was last 
amended)” – would lead to the “patently absurd” result 
that Tribune “became obligated to pay at least some of 
[the Motion 6 Defendants] severance before they were 
even employed by Tribune.” (Opp’n at 103 (emphasis in 
the original).)
 
But the Trustee’s reductio ad absurdum argument does 
not undermine the Court’s holding that, for purposes of 
Section 548, an “obligation” is incurred when a contract is 
formed, and not when the debtor’s obligations under the 
contract are triggered by the fulfillment of any conditions 
precedent set forth in that contract. Here, the relevant 
contract was “formed” as to each of the Motion 6 
Defendants on the later of two dates: (1) the date on 
which each Defendant became a participant under the 
Plan, or (2) the date on which the Plan was last 
substantively amended. Put simply, the Trustee cannot 
avoid Tribune’s obligations to make the Motion 6 
Transfers to any Motion 6 Defendant who was a 
participant of the Plan as of December 7, 2006 – two 
years and one day before Tribune filed for bankruptcy.
 
*16 Significantly, the FitzSimons Complaint affirmatively 
alleges that two of the Motion 6 Defendants – Dennis J. 
FitzSimons and Donald C. Grenesko – were “full-time, 
key executive employee[s]” of Tribune as of at least 
September 2006, when Tribune’s Special Committee was 
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formed. (See FitzSimons Compl. ¶¶ 136, 27, 43.) Thus, 
Tribune’s obligations to Defendants FitzSimons and 
Grenesko are clearly not avoidable. As for the remaining 
Motion 6 Defendants, the FitzSimons Complaint does not 
even attempt to allege when they were hired by Tribune 
or otherwise became Plan participants.10 Given this 
absence of factual allegations, the Trustee has failed to 
“plead[ ] factual content that allows the court to draw the 
reasonable inference that the defendant is liable for the 
misconduct alleged.” Iqbal, 556 U.S. at 678. See In re 
Bernard L. Madoff Inv. Sec. LLC, 458 B.R. 87, 115 
(Bankr. S.D.N.Y. 2011) (“To the extent that the Court is 
unable to determine whether a transfer falls under the 
look-back period of any applicable law, the Trustee’s 
claim to avoid it as a Constructive Fraudulent Transfer 
fails under Rule 8(a) to provide ‘the defendant fair notice 
of what the ... claim is and the grounds upon which it 
rests.’ ”) (quoting Erickson v. Pardus, 551 U.S. 89, 93 
(2007) ). Accordingly, the Trustee has failed to state a 
claim for avoidance of Tribune’s obligations under the 
Plan.
 

2. The Motion 6 Transfers

Of course, the Trustee also seeks to avoid the actual 
Motion 6 Transfers themselves, which were indisputably 
made during the two-year window preceding Tribune’s 
bankruptcy filing. The Trustee seeks to avoid these 
transfers as both actual and constructive fraudulent 
conveyances. The Court will address each theory in turn.
 

a. Actual Fraudulent Conveyance

As noted above, Section 548 of the Bankruptcy Code 
authorizes a bankruptcy trustee to avoid a transfer made 
“with actual intent to hinder, delay, or defraud any entity 
to which the debtor was or became ... indebted.” 11 
U.S.C. § 548(a)(1)(A). Here, the Trustee’s allegations of 
actual fraudulent intent with respect to the Motion 6 
Transfers mirror his allegations regarding the 
“shareholder transfers” that were the subject of this 
Court’s January 6, 2017 Opinion and Order. (Doc. No. 
6924; see FitzSimons Complaint ¶ 639 (“Tribune ... made 
the Insider Payments with the actual intent to hinder, 
delay, and defraud Tribune’s creditors, which intent is 
demonstrated by, among other things, the facts set forth in 
Paragraphs 379 and 380, which are incorporated herein by 
reference.”).) Indeed, the Trustee argues that the Motion 6 
Transfers constituted actual fraudulent conveyances 

because they were “made pursuant to the Merger 
Agreement documenting the LBO and were intrinsically 
tied to and made part of the LBO.” (Opp’n at 108.)
 
However, this Court has already held that the LBO did 
not constitute an actual fraudulent conveyance. (See Doc. 
No. 6924 (finding that the Trustee “has ... failed to allege 
that Tribune entered the LBO ‘with actual intent to 
hinder, delay, or defraud’ its creditors and fails to state a 
claim upon which relief may be granted....”).) 
Accordingly, for the reasons set forth in the January 6, 
2017 Opinion and Order, the Court concludes that the 
Trustee has failed to plead that the Motion 6 Transfers 
were actual fraudulent conveyances.
 

b. Constructive Fraudulent Conveyance

Having failed in his actual fraudulent conveyance claim, 
the Trustee nevertheless argues that the Motion 6 
Transfers can still be avoided as constructive fraudulent 
conveyances because they were not made for reasonably 
equivalent value. In assessing reasonably equivalent 
value, a court must determine “whether the debtor has 
received value that is substantially comparable to the 
worth of the transferred property.” BFP v. Resolution 
Trust Corp., 511 U.S. 531, 548 (1994); see also In re 
Churchill Mortg. Inv. Corp., 256 B.R. 664, 678 (Bankr. 
S.D.N.Y. 2000) (“Defined quantitatively, the debtor 
should receive a fair equivalent or an amount not 
disproportionately small as compared with the value of 
the property or obligation the debtor has given up.” 
(internal quotation marks omitted) ), aff’d sub nom., 
Balaber-Strauss v. Lawrence, 264 B.R. 303 (S.D.N.Y. 
2001).
 
*17 Here, the Trustee claims that severance payments are 
made for less than reasonably equivalent value “as a 
matter of law” because “[s]everance, by definition, is paid 
only to former employees who no longer provide value of 
any kind to the transferring employer and who received 
regular salaries or other compensation for their work 
while they were employed.” (Opp’n at 105.) Once again, 
the Trustee is seriously mistaken, and the two cases cited 
in support of his erroneous claim do not stand for such a 
proposition. See TSIC, 428 B.R. at 115 (finding that the 
debtor’s transfer of “severance payment[s] was for less 
than reasonably equivalent value” after avoiding the 
underlying obligation, which had been incurred after the 
transferee’s termination); TransTexas Gas, 597 F.3d at 
307 (same).
 
Contrary to the Trustee’s unsupported assertion, 
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severance payments are often included in corporate 
employment packages to entice well-qualified applicants 
to come work for an employer, and can therefore be made 
for reasonably equivalent value under certain 
circumstances. See, e.g., In re Incentium, 473 B.R. at 272 
(noting that a severance package was “part of the overall 
compensation package negotiated to hire the defendant as 
the debtor’s CEO[,]” and explaining that “[i]t is certainly 
not unusual for an employment contract designed to 
attract a high level executive to contain a severance 
obligation in the event that the executive is terminated 
without cause.”) In fact, the Plan at issue here notes that it 
was adopted by Tribune’s board of directors for that very 
reason – “to attract and retain executives of outstanding 
competence....” (Plan at 1.)
 
Even more fundamentally, the Trustee’s argument fails 
because transfers made in satisfaction of unavoidable 
obligations are per se made for reasonably equivalent 
value. See, e.g., In re Incentium, 473 B.R. at 272 (“The 
transfers of severance pay to the defendant satisfied the 
prior, unavoidable severance obligation, so the debtor 
received ‘value’ in exchange for the transfers ... [that was] 
‘reasonably equivalent’ to the value of the severance 
obligation....”); In re Trinsum Grp., Inc., 460 B.R. 379, 
388 (Bankr. S.D.N.Y. 2011) (holding that transfers made 
in satisfaction on an underlying obligation are 
“presumed” to be made “for value”). Indeed, the 
Bankruptcy Code “expressly includes ‘satisfaction ... of a 
present or antecedent debt of the debtor’ in its definition 
of ‘value.’ ” In re Wilkinson, 196 F. App’x 337, 343 (6th 
Cir. 2006) (quoting 11 U.S.C. § 548(d)(2)(A) ). 
Accordingly, the Court concludes that the Motion 6 
Transfers were made for reasonably equivalent value.
 
Finally, the Trustee argues that “an employee who 
breaches the duty of loyalty owed to his or her employer 
has no right to severance or any other compensation 
benefits.” (Opp’n at 105.) Therefore, the Trustee asks that 
the Court avoid at least those transfers made to Motion 6 
Defendants against whom the Trustee asserts a claim for 
breach of the duty of loyalty.
 
But while it may be true as a matter of fiduciary duty law 
that a corporation can recover compensation paid to an 
officer or director who breached her duty of loyalty, see, 
e.g., Citron v. Merritt-Chapman & Scott Corp., 409 A.2d 
607, 611 (Del. Ch. 1977), aff’d, 407 A.2d 1040 (Del. 
1979), the Court’s conclusion that Tribune received 
reasonably equivalent value for the Motion 6 Transfers 
rests solely on the fact that the transfers were made in 
satisfaction of Tribune’s unavoidable obligation, pursuant 
to the Plan, to make those transfers. Indeed, there is 
nothing in the Plan indicating that it is voidable upon a 

breach of the duty of loyalty, and the Trustee cites no 
caselaw or authority suggesting that a breach of fiduciary 
duty can be used under the Bankruptcy Code to avoid an 
otherwise unavoidable payment. Thus, while the Trustee 
may certainly recover some or all of the monies paid to 
the Motion 6 Defendants as damages arising out of his 
breach of fiduciary duty claims, he may not avoid the 
Motion 6 Transfers pursuant to Section 548 of the 
Bankruptcy Code.11

 

C. Motion 7

*18 The Bankruptcy Code also authorizes a bankruptcy 
trustee to avoid “preference” payments, which are defined 
as transfers of property made by an insolvent debtor to a 
creditor “for or on account of an antecedent debt owed by 
the debtor” that put the creditor in a better position than 
he or she would otherwise be in post-bankruptcy. 11 
U.S.C. § 547(b). Under most circumstances, a trustee can 
only avoid preference payments made “on or within 90 
days before” the debtor filed for bankruptcy. Id. § 
547(b)(4). However, if the creditor was an “insider” “at 
the time of such transfer[,]” the trustee may claw back 
payments made within a year of the bankruptcy petition. 
Id. As relevant here, the Bankruptcy Code defines a 
corporate insider to include a director or officer of the 
corporation. 11 U.S.C§ 101(31)(B).12

 
In Count 35 of the FitzSimons Complaint and Count 1 of 
the Tag-Along Complaints, the Trustee seeks to avoid 
payments made to certain employees within one year of 
Tribune’s bankruptcy filing (the “Motion 7 Transfers”). In 
Motion 7, the majority of those employees (the “Motion 7 
Defendants”) seek dismissal of those claims.13 
Specifically, the Motion 7 Defendants argue that the 
Trustee has failed to allege that they were insiders at the 
time the relevant transfers were made, and that, 
accordingly, he cannot avoid transfers made more than 
ninety days before Tribune filed for bankruptcy. For the 
reasons that follow, the Court agrees.
 

1. The Insider Requirement

As explained above, Section 547 allows a bankruptcy 
trustee to avoid preference payments made up to a year 
prior to the filing of a bankruptcy petition if the creditor 
receiving those payments was an insider “at the time of 
such transfer[.]” 11 U.S.C. § 547(b)(4).
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Despite the apparent clarity of this temporal language, the 
parties dispute what it means to be an insider at the time 
of a transfer. Specifically, the Trustee contends that “a 
claim for preference may be stated if the transferee was an 
insider when the payment was arranged, and the transfer 
was made within the one year look-back period applicable 
to preference claims against insiders.” (Opp’n at 109 
(emphasis added).) According to the Trustee, then, “the 
time of such transfer” can include both the date on which 
the transfer was “arranged” and the date on which the 
transfer actually occurred. Unfortunately for the Trustee, 
this theory runs contrary to both the statutory text and 
relevant precedent.
 
In Barnhill v. Johnson, the Supreme Court held that a 
transfer of an “ordinary check” does not occur for 
purposes of Section 547(b)(4) until the bank honors the 
check. 503 U.S. 393 (1992). In so holding, the Court 
explicitly rejected the petitioner’s theory that the transfer 
occurred on “the date he received the check.” Id. at 395. 
Indeed, the Supreme Court repeatedly emphasized that the 
transfer did not take effect “until the moment of honor.” 
Id. at 401; see also id. at 400 (“For the purposes of 
payment by ordinary check, therefore, a ‘transfer’ as 
defined by § 101(54) occurs on the date of honor, and not 
before.”) Thus, the Supreme Court made clear that a 
transfer occurs at the precise point in time when “the 
[creditor] no longer ha[s] a claim against the debtor.” Id. 
at 399–100.
 
*19 Here, the Motion 7 Defendants still had a claim 
against Tribune when the Motion 7 Transfers were 
“arranged.” In fact, the Motion 7 Defendants had a claim 
against Tribune up until the exact moment when they 
actually received the transfers. Accordingly, because the 
transfers occurred at the precise moment that the Motion 
7 Defendants received payment, Section 547 requires that 
the Motion 7 Defendants be insiders at that moment.
 
Section 547(e)(2), which defines a transfer “for the 
purposes of [Section 547 of the Bankruptcy Code,]” 
bolsters this conclusion. Pursuant to Section 547(e)(2), “a 
transfer is made at the time such transfer takes effect 
between the transferor and the transferee....” This 
definition is inconsistent with the Trustee’s suggestion 
that an individual can be an insider “at the time of [a] 
transfer” if he was an insider when the transfer was 
arranged – that is, before the transfer “[took] effect 
between the transferor and the transferee.”
 
The Trustee nevertheless cites four cases for the 
proposition that “[a] creditor who is an insider at the time 
the transfer of the debtor’s property is arranged is an 
insider at the time of the transfer.” In re F & S Cent. Mfg. 

Corp., 53 B.R. 842, 849 (Bankr. E.D.N.Y. 1985); see also 
In re Vaniman Int’l. Inc., 22 B.R. 166, 189 (Bankr. 
E.D.N.Y. 1982) (“That [the transferees] ceased to be 
[insiders] simultaneously with the transfers is of no 
significance.”); In re EECO Inc., 138 B.R. 260, 264-65 
(Bankr. CD. Cal. 1992) (explaining that “the transfer 
occurred when it was arranged”); In re Consol. Indus. 
Corp., 292 B.R. 354, 363 (N.D. Ind. 2002), rev’d and 
remanded sub nom. Freeland v. Enodis Corp., 540 F.3d 
721 (7th Cir. 2008).
 
The Court is not persuaded by the reasoning in any of 
those cases – three of which were decided before 
Barnhill. In fact, In re EECO Inc. – which explicitly 
relied upon the Ninth Circuit’s pre-Barnhill holding that 
“[a] debtor’s payment by check on an existing debt, 
presented to the bank within a reasonable time and 
honored by the bank, is deemed made at the time the 
debtor gave the check to the creditor” – can be rejected 
out of hand. 138 B.R. at 264 (quoting In re Kenitra, Inc., 
797 F.2d 790, 791 (9th Cir. 1986) ). And the other 
decisions cited by the Trustee did not even look to the 
statutory text in reaching their conclusions. For example, 
the court in In re F & S Cent. Mfg. Corp. - again, decided 
before Barnhill - simply concluded that “Section 
547(b)(4) was not intended to allow those who are 
insiders to escape the insider provision by delaying ... the 
date the debtor transfers its property.” 53 B.R. at 849. But 
while the bankruptcy court in In re F & S Cent. Mfg. 
Corp. was free to speculate as to the intent of Congress, it 
was certainly not free to rewrite a statute that was clear on 
its face. And, again, Section 547(b)(4)(B) expressly 
provides that a trustee may avoid preference payments 
made “between ninety days and one year before the date 
of the filing of the petition” only if the creditor receiving 
those payments was an insider “at the time of such 
transfer.”
 
Moreover, with only one exception, every court to have 
considered the issue since Barnhill has concluded that the 
transferee must be an insider on the exact date when the 
transfer was effected in order for Section 547(b)(4)(B) to 
apply. See, e.g., In re Incentium, LLC, 473 B.R. 264, 273 
(Bankr. E.D. Tenn. 2012) (“[T]he court holds that the 
transferee must constitute an insider at the time the 
transfer was made, and that it is not enough that the 
transferee be an insider at the time the transfer was 
arranged. This holding is consistent with virtually all of 
the cases that have examined the issue in the last twenty 
years.”); Capmark Fin. Grp. Inc. v. Goldman Sachs 
Credit Partners L.P., 491 B.R. 335, 344 (S.D.N.Y. 2013) 
(“[T]he language of section 547(b)(4)(B) states that an 
insider relationship is to be determined on the exact date 
of the challenged transfer.” (quoting Collier on 

Case 2:19-ap-01383-SK    Doc 259-4    Filed 06/03/21    Entered 06/03/21 15:47:43    Desc
Appendix     Page 200 of 266



In re Tribune Company Fraudulent Conveyance Litigation, Not Reported in Fed. Supp....

 © 2021 Thomson Reuters. No claim to original U.S. Government Works. 17

Bankruptcy ¶ 547.03[6] n.113) ); Stanley v. U.S. Bank, 
Nat. Ass’n, 2008 WL 8866400, at *4 (S.D. Tex. Sept. 23, 
2008), aff’d sub nom. In re TransTexas Gas Corp., 597 
F.3d 298 (5th Cir. 2010) (holding that the “Bankruptcy 
Court erred in adopting the ‘arranged-transfer’ approach” 
in light of Barnhill.); Butler v. David Shaw, Inc., 72 F.3d 
437, 441–42 (4th Cir. 1996) (rejecting the trustee’s 
argument that “a transfer is not a single occurrence, but 
rather a related sequence of events[,]” and explaining that 
the Supreme Court in Barnhill “clearly held that a transfer 
... is a single event occurring at a definite moment in 
time[.]”).14

 
*20 In light of this authority, the Court agrees that, in 
order to state a claim for avoidance of a preference 
payment under Section 547(b)(4)(B) that was made more 
than ninety days prior to a bankruptcy filing, a bankruptcy 
trustee must allege that the transferees were insiders at the 
exact moment when the transfers were effected.
 

2. Failure to State a Claim

Here, the Trustee has failed to allege that the Motion 7 
Defendants were insiders on the exact date that the 
Motion 7 Transfers were made. In Count 35 of the 
FitzSimons Complaint, the Trustee alleges that the Motion 
7 Defendants were insiders “at the time of the [LBO].”15 
(FitzSimons Compl. ¶ 643; see also id. ¶¶ 27, 43, 50-52, 
58-61, 64, 65, 67 (explaining how each of the Motion 7 
Defendants named in the FitzSimons Complaint were 
related to Tribune “at the time of the LBO.”).) However, 
the Trustee fails to allege that any of the these Defendants 
remained Tribune insiders at the time the Motion 7 
Transfers were actually made. Thus, the Court concludes 
that the Trustee has failed to state a claim for avoidance 
of the Motion 7 Transfers in the FitzSimons Complaint.16

 
For the same reasons, Count 1 of the Tag-Along 
Complaints must also be dismissed. Indeed, the 
Tag-Along Complaints fail to allege any facts 
demonstrating that the Tag-Along Defendants were ever 
insiders of Tribune, and utterly fail to explain what 
relationship, if any, each of the Tag-Along Defendants 
had to Tribune. The conclusory assertion that each 
Tag-Along Defendant “was an insider as defined by 
section 101(31) of the Bankruptcy Code at the time the 
Transfer occurred and/or was arranged” (see, e.g., 
13-cv-3736, Doc. No. 21 ¶ 97 (emphasis added) ) is 
clearly insufficient, since “[a] pleading that offers labels 
and conclusions or a formulaic recitation of the elements 
of a cause of action will not do[,]” Iqbal, 556 U.S. at 678 
(internal quotations omitted). See also In re Caremerica, 

Inc., 409 B.R. 737, 753 (Bankr. E.D.N.C. 2009) (“The 
trustee’s assertion that the defendants ‘are insiders as that 
term is defined in § 101(31) and used in § 547(b)’ is 
conclusory and insufficient without supporting facts.”).17

 
Perhaps recognizing this glaring deficiency, the Trustee 
argues that the Tag-Along Complaints imply that the 
Tag-Along Defendants were officers of Tribune insomuch 
as they explain – in a section titled “Zell Induces The 
FitzSimons Officer Defendants And FitzSimons 
Subsidiary D&O Defendants To Recommend And 
Facilitate the LBO” – that “[t]he LBO also triggered 
enormous ‘change of control’ severance payments ... for 
officers let go after the LBO....” (See, e.g., 13-cv-3736, 
Doc. No. 21 ¶ 142.) However, paragraph 142 of the 
Tag-Along Complaints, which appears to refer 
exclusively to the Defendants named in the FitzSimons 
Complaint, does not mention the Tag-Along Defendants 
at all. Indeed, it is not clear from the face of the 
Tag-Along Complaints that the Motion 7 Transfers at 
issue here are one and the same as the severance 
payments discussed in paragraph 142. (See id. ¶ 141 
(explaining that the “FitzSimons Officer Defendants ... all 
received Success Bonus Payments and/or Phantom Equity 
Payments[,]” but failing to mention the Tag-Along 
Defendants at all.) Accordingly, because the Trustee fails 
to do more than simply restate the elements of a Section 
547(b) claim, Count 1 of the Tag-Along Complaints must 
also be dismissed.18

 

IV. Leave to Amend

*21 Rule 15(a) of the Federal Rules of Civil Procedure 
provides that leave to amend “shall be freely given when 
justice so requires.” McCarty v. Dun & Bradstreet Corp., 
482 F.3d 184, 200 (2d Cir. 2007). Nevertheless, “it is 
within the sound discretion of the [court] to grant or deny 
leave to amend.” Id.
 
Here, the Trustee makes a request to amend in the final 
section of his opposition brief. (Opp’n at 143-45.) 
However, as noted in the Court’s January 6, 2017 Opinion 
and Order, the Trustee has not attached a proposed 
amended complaint, and gives “no clue as to how the 
complaint’s defects would be cured.” Loreley, 797 F.3d at 
190 (internal quotations omitted); see also Bankr. Trust of 
Gerard Silicon v. Refco Grp., LLC, No. 05-cv-10072 
(GEL), 2006 WL 2129786, at *5 (noting that Rule 7(b) 
“generally requires a movant to supply a copy of the 
proposed amendment ... so that both the Court and the 
opposing parties can understand the exact changes 
sought.” (internal quotation marks omitted) ). In other 
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words, the Trustee has “identified no additional facts or 
legal theories ... [he] might assert if given leave to 
amend.” City of Pontiac Policemen’s & Firemen’s Ret. 
Sys. v. UBS AG, 752 F.3d 173, 188 (2d Cir. 2014). 
Accordingly, the Trustee’s request to amend is DENIED.
 

V. Conclusion

For the foregoing reasons, IT IS HEREBY ORDERED 
THAT the motions of Defendants Monsma, the Chandler 
Trusts, the Foundations, and the Chandler Directors are 
GRANTED in their entirety. IT IS FURTHER 
ORDERED THAT the Motion 6 Defendants’ motion to 
dismiss Count 34 of the FitzSimons Complaint and Count 
2 of the Tag-Along Complaints is GRANTED. IT IS 
FURTHER ORDERED THAT the Motion 7 Defendants’ 
motion to dismiss Count 35 of the FitzSimons Complaint 
and Count 1 of the Tag-Along Complaints is also 
GRANTED.19

 
The Clerk of Court is respectfully directed to terminate 
the motions pending at: docket numbers 5939, 5938, 
5942, 5933, and 5928 in case number 11-md-2296; docket 
numbers 4460, 4463, 4465, 4542, and 4539 in case 

number 12-cv-2652; docket number 34 in case number 
13-cv-3736; docket numbers 41 and 38 in case number 
13-cv-3737; docket number 34 in case number 
13-cv-3739; docket number 29 in case number 
13-cv-3740; docket number 35 in case number 
13-cv-3741; docket numbers 37 and 34 in case number 
13-cv-3742; docket number 35 in case number 
13-cv-3743; docket number 38 in case number 
13-cv-3744; docket number 29 in case number 
13-cv-3745; docket numbers 34 and 37 in case number 
13-cv-3746; docket number 29 in case number 
13-cv-3748; the motion pending at docket number 35 in 
case number 13-cv-3750; the motion pending at docket 
number 34 in case number 13-cv-3751; and the motion 
pending at docket number 34 in 13-cv-3753. The Clerk of 
Court is also respectfully directed to terminate Defendant 
Monsma, the Chandler Trusts, the Foundations, and the 
Chandler Directors from this action.
 

SO ORDERED.

All Citations

Not Reported in Fed. Supp., 2018 WL 6329139

Footnotes

1 The eighteen Tag-Along Defendants are: Brian Litman, Irene M. F. Sewell, Joseph A. Young, Patrick Shanahan, Gary Weitman, 
Betty Ellen Berlamino, David P. Murphy, Tom E. Ehlmann, John F. Poelking, Pamela S. Pearson, James L. Ellis, Marc Schacher, 
Vincent R. Giannini, William P. Shaw, Peter A. Knapp, John R. Hendricks, Vincent A. Malcolm, and Gina M. Mazzaferri.

2 The following facts are taken from the Fifth Amended Complaint (Doc. No. 2701 (“FitzSimons Complaint” or “FitzSimons 
Compl.”) ), and are presumed to be true for the purposes of this motion, see ATSI Commc’ns, Inc. v. Shaar Fund, Ltd., 493 F.3d 87, 
98 (2d Cir. 2007). In ruling on the relevant motions, the Court has also considered the moving Defendants’ memoranda of law 
(Doc. No. 5941 (“Motion 3”) ), (Doc. No. 5940 (“Motion 4”) ), (Doc. No. 5944 (“Motion 5”) ), (Doc. No. 6020 (“Motion 6”), and 
Doc. No. 6017 (“Motion 7”) ), the Trustee’s opposition (Doc. No. 6137 (“Opp’n”) ), the moving Defendants’ replies (Doc. No. 
6195 (“Motion 3 Reply”) ), (Doc. No. 6208 (“Motion 4 Reply”) ), (Doc. No. 6200 (“Motion 5 Reply”) ), (Doc No. 6186 (“Motion 
6 Reply”) ), (Doc. No. 6184 (“Motion 7 Reply”) ), and all exhibits and declarations attached thereto. In addition, unless otherwise 
noted, all docket numbers refer to case number 11-md-2296.

3 The FitzSimons Complaint refers to Bigelow, Grenesko, and Kazan – together with Mark Hianik, Crane Kenney, and Harry 
Amsden – as the “Officer Defendants.” (FitzSimons Compl. ¶¶ 41–47.)

4 According to the FitzSimons Complaint, “[a] ‘solvency opinion’ is a recognized and commonly used vehicle in leveraged 
transactions to provide assurances to lenders, the borrower (i.e., the target company itself)[,] and other participants that the 
company will not fail after and as a result of the transaction, and that the transaction will not effect a fraudulent conveyance.” 
(FitzSimons Compl. ¶ 175.) The Trustee alleges that solvency opinions are “[t]ypically rendered by a reputable, independent 
financial advisory firm, ... [are] the result of a standardized, legally condoned methodology that is designed to test whether a 
company will be able to survive under the weight of the additional leverage it intends to incur[,] ... [and are] generally a 
prerequisite to any leveraged transaction on the scale of the Tribune LBO....” (Id.)

5 In Count 14 of the FitzSimons Complaint, the Trustee alleges that the Chandler Trusts and the Foundations owed fiduciary duties 
to Tribune because they functioned as “controlling shareholders with respect to the [LBO].” (FitzSimons Compl. ¶¶ 491, 492.) 
However, in Motion 4, the Chandler Trusts and the Foundations vigorously deny that they owed any fiduciary duties to Tribune. 
(Motion 4 at 8-19.) Because the Court dismisses the Trustee’s breach of fiduciary claims against the Chandler Trusts and the 
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Foundations on other grounds, the Court assumes, without deciding, that the Chandler Trusts and the Foundations owed fiduciary 
duties to Tribune.

6 The Delaware Supreme Court has held that, even once a corporation becomes insolvent, creditors cannot assert direct claims 
against the corporation’s directors for breaches of fiduciary duty. Gheewalla, 930 A.2d at 103.

7 Moreover, any argument that Defendant Monsma breached his fiduciary duties to Southern Connecticut Newspapers, Inc. and 
TMLS1, Inc. – the two subsidiaries of which he was a director – would also fail on the merits, since “Delaware law does not 
embrace the concept that a director of a wholly-owned subsidiary owes a duty to second-guess the business judgment of its parent 
corporation....” Trerrwick, 906 A.2d at 201. Thus, because the Trustee has failed to allege that Southern Connecticut Newspapers, 
Inc. or TMLS1, Inc. were insolvent during Monsma’s tenure as a director or officer of either subsidiary, Monsma was free to 
simply sign the Step One guarantees at Tribune’s request. See id. (“There is no sound basis to hold that the boards of 
wholly-owned subsidiaries must engage in their own parallel merger consideration processes....”).

8 While not relevant to this opinion, Delaware law allows corporations, under certain circumstances, to pay dividends even if they do 
not have a “surplus.” See Del. Code Ann. tit. 8, § 170(a)(2).

9 The Motion 6 Defendants are: James L. Ellis, Dennis J. FitzSimons, Donald C. Grenesko, David Dean Hiller, Timothy P. Knight, 
Timothy J. Landon, Thomas D. Leach, Luis E. Lewin, R. Mark Mallory, Richard H. Malone, David P. Murphy, John E. Reardon, 
Irene M.F. Sewell, Scott C. Smith, John J. Vitanovec, and Kathleen M. Waltz.

10 Indeed, the Tag-Along Complaints do not allege any specific details regarding the relationship between the Tag-Along Defendants 
and Tribune, let alone when they became full-time, key executive employees of Tribune or its subsidiaries. (See, e.g., 13-cv-3737, 
Doc. No. 21 (alleging merely that “Defendant Sewell was an insider as defined by section 101(31) of the Bankruptcy Code at the 
time the Transfers occurred and/or were arranged[,]” that “[t]he Tribune Company ... made one or more payments to Defendant 
Sewell in the year prior to the Petition Date[,]” and that “[t]he Transferor made the Transfers to Defendant Sewell during the 
Preference Period in an amount not less than $387,850.00.”) ).

11 To the extent that the arguments set forth in Motion 6 apply to other, similarly situated defendants who did not join the motion, 
such as Vincent A. Malcolm and Marc S. Schacher, the Court also dismisses the claims set forth in Count 34 of the FitzSimons 
Complaint and Count 2 of the Tag-Along Complaints against them. See, e.g., Wachtlerv. Cty. of Herkimer, 35 F.3d 77, 82 (2d Cir. 
1994) (“The district court has the power to dismiss a complaint sua sponte for failure to state a claim ... so long as the plaintiff is 
given notice and an opportunity to be heard.”) (internal quotations marks and citations omitted).

12 Courts “regularly” treat the examples of “insiders” set forth in Section 101(31) of the Bankruptcy Code as “illustrative of types of 
insider relationships and not as an exhaustive list.” In re Longview Aluminum, L.L.C., 657 F.3d 507, 509 (7th Cir. 2011).

13 The Motion 7 Defendants are: Betty Ellen Berlamino, Tom E. Ehlmann, James L. Ellis, Dennis J. FitzSimons, Vincent R. Giannini, 
Donald C. Grenesko, John R. Hendricks, David Dean Hiller, Peter A. Knapp, Timothy P. Knight, Timothy J. Landon, Thomas D. 
Leach, Luis E. Lewin, Brian F. Litman, R. Mark Mallory, Richard H. Malone, Gina M. Mazzaferri, David P. Murphy, Pamela S. 
Pearson, John F. Poelking, John E. Reardon, Irene M.F. Sewell, Patrick Shanahan, Scott C. Smith, Kathleen M. Waltz, and Gary 
Weitman.

14 The one court to uphold the “arranged-transfer” approach post-Barnhill made no mention of Barnhill while relying on the now 
discredited opinions in In re F & S Central Mfg. Corp. and In re EECO Inc. See In re Consol. Indus. Corp., 292 B.R. at 363.

15 Paragraph 643 of the FitzSimons Complaint reads: “The D&O Defendants, the Subsidiary D&O Defendants, and the Additional 
Officer Recipients were insiders as defined by Section 101(31) of the Bankruptcy Code at the time of the transaction.” (FitzSimons 
Compl. ¶ 643.) The term “transaction,” while not expressly defined, clearly refers to the LBO throughout the FitzSimons 
Complaint. (See, e.g., id. ¶¶ 1, 18, 119, 167, 177, 180, 181, 182, 183, 197, 211 (using the term “transaction” to refer to the LBO).)

16 Because the Motion 7 Defendants only moved to dismiss Count 35 with respect to payments made more than ninety days prior to 
Tribune’s bankruptcy filing, Count 35 remains as to Defendant John J. Vitanovec – the only Motion 7 Defendant who was paid on 
or after September 9, 2008. (See FitzSimons Compl., Ex. C.)

17 Moreover, the Trustee admits in his opposition brief that all of the Tag-Along Defendants were “let go after the LBO” and were 
therefore no longer insiders when they received the Motion 7 Transfers. (Opp’n at 108 (internal quotations omitted).)

18 As with Motion 6, to the extent that the arguments set forth in Motion 7 apply to other, similarly situated defendants who did not 
join the motion, such as Vincent A. Malcolm, Marc S. Schacher, William P. Shaw, and Joseph A. Young, the Court also dismisses 
the claims set forth in Count 35 of the FitzSimons Complaint and Count 1 of the Tag-Along Complaints against those defendants. 
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See Wachtler, 35 F.3d at 82.

19 As noted above, the Trustee may proceed on Count 35 with respect to Defendant Vitanovec for payments made on or after 
September 9, 2008.

End of Document © 2021 Thomson Reuters. No claim to original U.S. Government Works.

Case 2:19-ap-01383-SK    Doc 259-4    Filed 06/03/21    Entered 06/03/21 15:47:43    Desc
Appendix     Page 204 of 266



Exhibit 13 

Case 2:19-ap-01383-SK    Doc 259-4    Filed 06/03/21    Entered 06/03/21 15:47:43    Desc
Appendix     Page 205 of 266



In re Tribune Company Fraudulent Conveyance Litigation, Not Reported in Fed. Supp....

 © 2021 Thomson Reuters. No claim to original U.S. Government Works. 1

KeyCite history available
2019 WL 294807

Only the Westlaw citation is currently available.
United States District Court, S.D. New York.

IN RE: TRIBUNE COMPANY 
FRAUDULENT CONVEYANCE 

LITIGATION

11md2296 (DLC)
|

12cv2652 (DLC)
|

12cv6055 (DLC)
|

Signed 01/23/2019

Attorneys and Law Firms

For the Trustee: David M. Zensky, Mitchell P. Hurley, 
Deborah J. Newman, Akin Gump Strauss Hauer & Feld 
LLP, One Bryant Park, New York, NY 10036, Michael L. 
Waldman, Mark A. Hiller, Robbins, Russel, Englert, 
Orseck, Untereiner & Sauber LLP, 1801 K Street, N.W., 
Suite 411L, Washington, DC 20006, Jeffrey T. 
Golenbock, Dougles L. Furth, Golencok Eiseman Assor 
Bell & Peskoe LLP, 437 Madison Ave, New York, NY 
10022, Robert J. Lack, Hal Neier, Amy C. Brown, Jeffrey 
R. Wang, Friedman Kaplan Seiler & Adelman LLP, 7 
Times Square, New York, NY 10036.

For the Independent Directors: Matthew R. Kipp, Donna 
L. McDevitt, Jason T. Manning, Skadden, Arps, Slate, 
Meagher & Flom LLP, 155 North Wacker Drive, 
Chicago, Illinois 60606.

For Samuel Zell, EGI-TRG, LLC, Equity Group 
Investments, LLC, and Sam Investment Trust: David J. 
Bradford, Catherine L. Steege, Daniel J. Weiss, Andrew 
W. Vail, Jenner & Block LLP, 353 North Clark Street, 
Chicago, Illinois 60654.

For GreatBanc Trust Company: Roger H. Stetson, 
William J. Barrett, Jack O. Snyder, Jr., Barack Ferrazzano 
Kirschbaum & Nagelberg LLP, 200 West Madison Street, 
Suite 3900, Chicago, IL 60606.

For Morgan Stanley & Co. LLC: Jonathan D. Polkes, 
Michael F. Walsh, Stacy Nettleton, Weil, Gotshal & 
Manges LLP, 767 Fifth Avenue, New York, NY 10153.

For Merrill Lynch, Pierce, Fenner & Smith Inc.: Daniel L. 
Cantor, Evan M. Jones, Daniel S. Shamah, O’Melveny & 
Myers LLP, 7 Times Square, New York, NY 10036.

For Citigroup Global Markets Inc.: Andrew G. Gordon, 
Kira A. Davis, Paul, Weiss, Rifkind, Wharton & Garrison 
LLP, 1285 Avenue of the Americas, New York, NY 
10019.

For Duff & Phelps, LLC: Steven V. D’Amore, Michael S. 
Pullos, Winston & Strawn LLP, 35 W. Wacker Drive, 
Chicago, IL 60601.

For Valuation Research Corporation: Richard W. 
Reinthaler, David Neier, Winston & Strawn LLP, 200 
Park Avenue, New York, NY 10166.

OPINION & ORDER

DENISE COTE, United States District Judge

*1 Background...––––

Procedural History...––––

Discussion...––––
I. General Principles of Law...––––

A. Avoidance of Transfers and Preference 
Payments...––––

B. DGCL Sections 160 and 173...––––

C. Corporate Directors’ Fiduciary Duties...––––

D. Aiding and Abetting Breach of Fiduciary 
Duty...––––

E. Unjust Enrichment...––––

F. Professional Malpractice...––––

G. In Pari Delicto...––––
 
II. Independent Directors (Motion 1)...––––
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A. Breach of Fiduciary Duty...––––

B. DGCL Sections 160 and 173...––––

C. Unjust Enrichment...––––

D. Equitable Subordination...––––

E. Avoidance of Indemnification Obligations...––––
 
III. Zell Defendants (Motion 2)...––––

A. Breach of Fiduciary Duty...––––

B. DGCL Sections 160 and 173...––––

C. Aiding and Abetting Liability...––––

D. Avoidance of Indemnification Obligations to 
Zell...––––

E. Alter Ego Liability...––––

F. Avoidance of EGI and EGI-TRB Fraudulent 
Transfers and Preference Payments...––––

G. Unjust Enrichment...––––

H. Equitable Subordination...––––
 
IV. Advisor Defendants (Motions 8-10)...––––

A. Aiding and Abetting Breach of Fiduciary 
Duty...––––

1. Morgan Stanley...––––

2. VRC...––––

3. Duff & Phelps...––––

4. Affirmative Defense - In Pari Delicto...––––

B. Professional Malpractice...––––

C. Unjust Enrichment...––––

D. In Pari Delicto...––––

E. Fraudulent Transfers...––––

1. Constructive Fraudulent Transfers...––––

2. Actual Fraudulent Transfer...––––
 

Conclusion...––––
On July 23, 2012, the Tribune Company (“Tribune” or the 

“Company”) emerged from bankruptcy. The 
reorganization plan confirmed by the United States 
Bankruptcy Court for the District of Delaware (the 
“Bankruptcy Court”) transferred certain claims of the 
bankruptcy estate to Tribune’s litigation trust, whose 
board later selected Marc S. Kirschner as litigation trustee 
(the “Trustee”), to recover assets for the benefit of 
Tribune’s creditors. This Opinion addresses motions to 
dismiss filed in two actions being pursued by the Trustee.
 
In Marc S. Kirschner, as Litigation Trustee for the 
Tribune Litigation Trust v. Dennis J. FitzSimons, et al., 
12cv2652 (the “FitzSimons Action”), which was 
originally filed on November 1, 2010 in the Bankruptcy 
Court as Official Committee of Unsecured Creditors of 
Tribune Company, et al. v. FitzSimons, et al., and was 
transferred to this district on March 20, 2012, the Trustee 
asserts a claim of intentional fraudulent transfer of assets 
and various other claims against several individuals and 
entities. Most but not all defendants have moved to 
dismiss the claims against them. Opinions of January 6, 
2017 and November 30, 2018 addressed some of the 
motions to dismiss. See In re Tribune Co. Fraudulent 
Conveyance Litig., 11md2296 (RJS), 2018 WL 6329139 
(S.D.N.Y. Nov. 30, 2018) (“the November 2018 
Opinion”); In re Tribune Co. Fraudulent Conveyance 
Litig., 11md2296 (RJS), 2017 WL 82391 (S.D.N.Y. Jan. 
6, 2017) (“the January 2017 Opinion”). Familiarity with 
those Opinions is assumed.
 
In Marc S. Kirschner, as Litigation Trustee for the 
Tribune Litigation Trust v. Citigroup Global Markets Inc. 
and Merrill, Lynch, Pierce, Fenner, & Smith, Inc., 
12cv6055 (the “Citigroup Action”), which was originally 
filed in the Bankruptcy Court for the District of Delaware 
on April 2, 2012 as Official Committee of Unsecured 
Creditors v. Citigroup Global Markets, Inc. and Merrill, 
Lynch, Pierce, Fenner & Smith Inc., and was transferred 
to this district on August 8, 2012, the Trustee asserts 
claims for aiding and abetting breaches of fiduciary duties 
and other claims against Citigroup Global Markets, Inc. 
(“Citigroup”) and Merrill, Lynch, Pierce, Fenner, and 
Smith, Inc. (“MLPFS”).
 
*2 This Opinion resolves most of the remaining motions 
to dismiss in the FitzSimons and Citigroup Actions.1 
These motions are granted or denied for the following 
reasons.
 

Background

This lawsuit arises out of the 2007 leveraged buyout 
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(“LBO”) of Tribune and its subsequent bankruptcy in 
2008. Prior to filing for bankruptcy in 2008, Tribune was 
“America’s largest media and entertainment company,” 
owning numerous radio and television stations and major 
newspapers, including the Chicago Tribune and the Los 
Angeles Times. In the years preceding the 2007 LBO, the 
newspaper publishing business, which made up 
approximately 75% of Tribune’s revenues, experienced a 
consistent decline in circulation and profits.
 

Retention of MLPFS and Citigroup and 2006 
Recapitalization
Tribune retained the services of MLPFS in October 2005, 
and later Citigroup, to assist with a strategic review of its 
business, including evaluation of potential strategic 
transactions. Both advisors’ retention agreements 
expressly provided that they would be permitted to 
participate as lenders in any strategic transaction in which 
the Company engaged.
 
In May 2006, with the advice of MLPFS and Citigroup, 
Tribune engaged in a leveraged recapitalization. 
Following the May 2006 transaction, 33% of Tribune 
stock was held by two constellations of family trusts and 
foundations: (1) the Chandler Trusts, which owned 20% 
of Tribune stock, and (2) the Robert R. McCormick 
Foundation (“McCormick Foundation”) and the Cantigny 
Foundation (together with the McCormick Foundation, 
the “Foundations”), which collectively owned 
approximately 13% of Tribune stock.
 
Tribune had an eleven-member board of directors (the 
“Board”), which was chaired by Tribune’s President and 
Chief Executive Officer (“CEO”), Dennis FitzSimons 
(“FitzSimons”), who also served as Chairman of the 
McCormick Foundation and a board member of the 
Cantigny Foundation. The Board also included three 
trustees and/or beneficiaries of the Chandler Trusts: 
Jeffrey Chandler, Roger Goodan, and William Stinehart 
Jr. (the “Chandler Directors”). Finally, the Board included 
seven independent members who neither served as 
Tribune officers nor were affiliated with the Chandler 
Trusts or the Foundations (the “Independent Directors”).2

 

Formation of Special Committee and Retention of 
Morgan Stanley
In June of 2006, soon after the recapitalization, William 

Stinehart, Jr. (“Stinehart”), acting in his capacity as a 
trustee of the Chandler Trusts, wrote to the Board 
expressing dismay over the Company’s deteriorating 
business. Stinehart “demanded” that a special committee 
of independent directors be formed to “take prompt 
decisive action to enhance stockholder value.” 
Accordingly, in September 2006, the Board established a 
special committee of the seven Independent Directors to 
explore the possibility of further strategic transactions to 
keep the Company afloat (the “Special Committee”).
 
*3 In October of 2006, Morgan Stanley was retained to 
act as financial advisor to the Special Committee. Morgan 
Stanley’s engagement letter provided for a $7.5 million 
fee contingent upon the preparation of an opinion 
concerning, or the closing of, a financial transaction, 
recapitalization, or restructuring plan for Tribune, as well 
as an additional discretionary fee. Morgan Stanley 
ultimately received more than $10 million in fees and 
expenses for its work advising the Special Committee. 
Morgan Stanley’s engagement letter, unlike the Citigroup 
and MLPFS retainers, provided that it would not 
participate as a lender in any potential LBO.
 
MLPFS and Citigroup solicited bids from third parties 
that expressed an interest in pursuing a strategic 
transaction with the Company and advised the Company 
respecting the bids. MLPFS and Citigroup representatives 
also met regularly with the Special Committee in the 
months leading up to approval of the LBO.
 

Zell Bids for Tribune
In January 2007, private-equity investor Sam Zell (“Zell”) 
emerged as a bidder for Tribune. On February 2, 2007, 
Zell, in association with Equity Group Investments 
(“EGI”), a company in which he owned a controlling 
interest, proposed that EGI-TRB, LLC (“EGI-TRB”), an 
affiliate of EGI created for the purpose of consummating 
the LBO, buy all of Tribune’s outstanding stock pursuant 
to a merger. Over the course of the next several weeks, 
Zell negotiated his proposal with Tribune and the Special 
Committee, which sought the views of the Chandler 
Trusts and the Foundations on a number of occasions. 
Zell and EGI also negotiated directly with the Chandler 
Trusts.
 
As the Company negotiated the LBO with Zell, its 
financial advisors harbored doubts about the wisdom of 
the transaction which they did not share with either the 
Company or its Special Committee. A managing director 
at MLPFS expressed doubts given the amount of debt the 
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LBO would require Tribune to take on. Similarly, a senior 
member of Citigroup’s leveraged finance team wrote to 
Citigroup’s principal advisor to Tribune that she was 
“extremely uncomfortable with Zell” and “very 
concerned” about the potential increase in debt in light of 
the Company’s declining earnings. Citigroup and MLPFS 
also expressed concerns about February 2007 financial 
projections (“the February 2007 Projections”) put together 
by three Tribune officers, commenting that the “Tribune 
Management Projections [were] generally more 
aggressive than Wall Street research,” and were “[a]bove 
consensus for Revenues and EBITDA through 2007.” The 
Trustee alleges that MLPFS and Citigroup lobbied 
aggressively for the Zell proposal despite these doubts.
 

Proposed Two-Step Transaction
On March 4, 2007, Zell and EGI submitted a revised 
proposal for a two-step LBO transaction. In the first step 
(“Step One”), Tribune would borrow approximately $7 
billion and execute a tender offer, purchasing about 50% 
of Tribune’s outstanding shares at $34 per share. In the 
second step (“Step Two”), Tribune would borrow another 
$3.7 billion, purchase its remaining shares, and merge 
with the newly formed Tribune Employee Stock 
Ownership Plan (“ESOP”). At the conclusion of the LBO, 
Tribune would become a private company, wholly owned 
by the ESOP. Zell’s proposal also included financial 
benefits that would be awarded to the Officer 
Defendants,3 and to the officers and directors of Tribune’s 
subsidiaries, if the LBO were consummated.
 
Just weeks earlier, on February 13, 2007, the Board had 
hired accounting firm Duff & Phelps, LLC (“Duff & 
Phelps”) to provide a solvency opinion for the LBO in 
exchange for a fee of $1.25 million. Duff & Phelps was 
given full access to all documents relevant to Tribune’s 
financial condition to assist it in preparing the solvency 
opinion. On February 26, 2007, the Board hired 
GreatBanc Trust Company (“GreatBanc”) to serve as 
trustee of the ESOP and to evaluate the LBO transaction 
on the ESOP’s behalf. Half of GreatBanc’s total fee was 
made contingent upon a shareholder vote in favor of the 
merger. Duff & Phelps also agreed to provide a separate, 
but substantially identical, solvency opinion to GreatBanc 
to assist it in assessing the LBO. The February 26 
engagement letter between GreatBanc and Tribune 
explicitly provided that GreatBanc was to engage Duff & 
Phelps as its financial advisor, but that letter was later 
superseded by a direct letter of engagement between 
GreatBanc and Duff & Phelps dated March 8, 2007. 
Tribune agreed to pay $1 million to Duff & Phelps for the 

work it performed for GreatBanc.
 
*4 Duff & Phelps formed two teams to work on the LBO: 
a “solvency team” which performed a solvency analysis 
for Tribune, and an “ESOP team,” which performed 
analysis for GreatBanc. GreatBanc and Duff & Phelps 
representatives participated in a meeting with the Special 
Committee on March 21, 2007.
 
By March 28, 2007, however, Duff & Phelps advised the 
Board that it could not provide an opinion as to Tribune’s 
post-LBO solvency unless it incorporated what the Duff 
& Phelps team concluded was an impermissible 
consideration: $1 billion in tax savings that Tribune 
expected would result from converting the Company into 
a subchapter S corporation following the LBO. In a 
March 19 meeting, Duff & Phelps had advised GreatBanc 
that there was “no case law to support considering tax 
savings of the ESOP in [determining] solvency.” Without 
considering the anticipated tax savings, Duff & Phelps’ 
analysis found that, using the low-end estimate of 
Tribune’s post-LBO value, its liabilities would exceed its 
assets by $300 million. Before the end of March, the 
Board terminated Duff & Phelps’ engagement to issue a 
solvency opinion.
 

April 1, 2007 Approval of LBO
Instead of issuing a solvency opinion, on April 1, 2007, 
for a fee of $750,000, Duff & Phelps issued a “viability 
opinion” for GreatBanc’s benefit, taking into account the 
projected tax savings, in which it concluded that “the fair 
market value of Tribune’s assets would exceed the value 
of its liabilities on a post-transaction basis” and that 
Tribune “would be able to pay its debts as they became 
due.”4 Duff & Phelps acknowledged that it had done 
nothing to evaluate the likelihood that the ESOP would be 
able to realize the tax savings. The viability opinion 
“expressly disclaimed” that it was a solvency opinion, 
stating:

The Determinations are not intended to be, and do not 
conform to, (a) determinations of insolvency as 
promulgated by § 101(29)(A) of the U.S. Bankruptcy 
Code or (b) determinations of fraudulent transfers 
under the Uniform Fraudulent Transfer Act and other 
state laws dealing with fraudulent conveyance and the 
Determinations do not include the standard analyses 
and determinations typically included in a standard 
Duff & Phelps solvency opinion.

 
On April 1, 2007, the same day Duff & Phelps produced 
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its viability opinion for GreatBanc, GreatBanc’s ESOP 
Committee approved the LBO. Also on that day, the 
Special Committee unanimously recommended that the 
Board approve the LBO. Accordingly, a majority of the 
Board -- six of the Independent Directors and FitzSimons 
-- voted to approve the transaction, causing Tribune to 
enter into a merger agreement with EGI-TRB. Dudley S. 
Taft, the seventh Independent Director, was absent and 
the Chandler Directors abstained. No director cast a 
dissenting vote.
 
Tribune then executed a voting agreement and registration 
rights agreement with the Chandler Trusts in which the 
Trusts agreed to vote their shares in favor of the LBO in 
exchange for preferential registration rights. This 
agreement “virtually guaranteed shareholder approval for 
the LBO.” On April 2, Tribune publicly announced that it 
had agreed to Zell and EGI’s proposal.
 

Step One Closes on June 4, 2007
Knowing that a solvency opinion would be required 
before the transaction could close, Tribune management 
began soliciting bids from other valuation firms. At least 
one such firm told Tribune that it could not provide a 
solvency opinion. On April 11, Tribune formally engaged 
a “lesser known solvency opinion firm”, Valuation 
Research Corporation (“VRC”), to provide two solvency 
opinions that would be presented to the Board prior to the 
consummation of each step of the LBO.
 
*5 Internally, VRC executives expressed doubts about the 
transaction, noting that it was “[h]ighly [u]nusual 
(because of S-Corp ESOP tax benefits) and highly 
leveraged.” One executive commented: “This may be just 
acceptable risk levels, but we will need to be 
compensated.” Another noted that the fact that another 
firm declined to bid on the contract “[r]aises the risk by 
itself.” VRC eventually charged Tribune $1.5 million -- 
the highest fee it had ever charged for a solvency opinion.
 
VRC’s engagement letter provided that it would deviate 
from the “standard” definition of fair value and rely on a 
definition of fair value that included Tribune’s anticipated 
tax savings. VRC had never before worked on a solvency 
opinion that incorporated this definition of fair value. The 
engagement letter also stated that VRC would rely upon 
the reasonableness of Tribune’s financial forecasts and its 
determination that it would receive the projected tax 
benefits. The letter added that VRC would “advise” the 
Company if it came to believe that any such forecasts 
were “unreasonable.”

 
VRC initially submitted draft solvency opinions to the 
Officer Defendants that took into account all the debt that 
Tribune would acquire upon consummation of the LBO. 
The Officer Defendants, however, instructed VRC that 
they should ignore the debt that would be incurred at Step 
Two of the transaction when issuing the Step One 
solvency opinion. VRC agreed, and delivered its Step One 
solvency opinion to Tribune on May 24, 2007.
 
Meanwhile, on April 23, 2007, EGI-TRB made a $250 
million investment in Tribune in exchange for nearly 1.5 
million shares of Tribune common stock and a $200 
million exchangeable promissory note, payable at Step 
Two. On May 9, 2007, Zell was appointed as a member of 
Tribune’s Board. On June 4, 2007, the directors and 
officers of Tribune’s subsidiaries agreed to guarantee the 
LBO debt against the subsidiaries’ assets, and Step One of 
the LBO closed. Upon the close of Step One, the 
Chandler Directors left the Board.
 

Step Two Closes on December 20, 2007
As early as March 2007, Tribune’s performance was 
falling well short of the February 2007 Projections. The 
Officer Defendants updated those projections in October 
2007 (“October Projections”), after Step One of the LBO 
had been completed. Taking into account the October 
Projections, VRC concluded that it could not issue a 
solvency opinion unless Tribune could represent that it 
would be able to refinance debt that was set to mature in 
2014 and 2015. In a December 2, 2007 telephone call, 
certain Officer Defendants represented to VRC that 
Morgan Stanley had agreed that Tribune could refinance 
its debt in 2014, even in a “downside” scenario. The 
Officer Defendants confirmed this representation in 
writing in a letter to VRC dated December 20, 2007. 
Morgan Stanley, however, had told Officer Defendant 
Chandler Bigelow that it was unable to make such a 
representation. On December 18, 2007, VRC issued its 
Step Two solvency opinion, relying in part on the Officer 
Defendants’ representations and the October Projections, 
although VRC’s internal projections differed 
significantly.
 
In September 2007, Tribune officers asked Morgan 
Stanley to “reengage with the board” concerning Step 
Two of the LBO. An internal email among Morgan 
Stanley representatives indicated that the scope of the 
work would be “i) reviewing the 5/9/07 solvency opinion 
rendered by [VRC], ii) replicating their analysis, and iii) 
making sure that VRC (based on their initial analysis) 
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would still render today an opinion that Tribune remains a 
solvent entity.” Morgan Stanley performed a number of 
independent internal valuations showing that Tribune 
would be insolvent after Step Two under reasonable 
assumptions. After performing those valuations, Morgan 
Stanley representatives attended meetings of both the 
Board and the Special Committee, including one in which 
VRC representatives made a presentation to the Board 
regarding its solvency opinion. Morgan Stanley did not 
disclose its internal valuations to the Board or the Special 
Committee at those meetings or at any time.
 
*6 On December 11, 2007, Officer Defendant Chandler 
Bigelow forwarded an email to a Morgan Stanley 
representative which contained a series of questions from 
the lead banks financing the LBO. One of those questions 
was:

VRC indicates that it is relying, in part, on a 
representation from Tribune which states that based 
upon recent discussions with Morgan Stanley, the 
Company would be able to refinance debt in its 
downside forecasts without the need for additional 
asset sales. Did VRC meet with someone from Morgan 
Stanley and does VRC know whether Morgan Stanley 
understands that Tribune is relying upon its view?

Morgan Stanley did not contact VRC, the Board, or the 
Special Committee to alert them that it had not, and could 
not, make such a representation.
 
As provided for in their engagement letters with the 
Board, Citigroup and MLPFS participated in the LBO as 
lenders. In connection with this role, Citigroup and 
MLPFS performed their own internal solvency analyses 
in the days leading up to Step Two, which concluded that 
Tribune would be insolvent under various scenarios after 
Step Two. Despite concerns about the viability of the 
transaction, the LBO lenders, including Citigroup and 
MLPFS, went forward with Step Two because they 
believed they were contractually obligated to do so and 
the Officer Defendants had threatened them with 
litigation. Neither Citigroup nor MLPFS disclosed their 
internal solvency analyses to the Board or the Special 
Committee.
 
On December 18, 2007, the Special Committee 
recommended that the Board rely on VRC’s Step Two 
solvency opinion and effectuate Step Two of the LBO. 
The Board did not hold an additional vote as to whether 
Tribune should proceed with Step Two. On December 20, 
the directors and officers of Tribune’s subsidiaries 
guaranteed the additional debt necessary for Step Two 
and the Company completed Step Two, repurchasing its 
remaining 119 million shares of common stock at $34 per 
share. As anticipated, at the close of Step Two, Tribune, 

now a private company, carried a debt burden of $13.7 
billion.
 

Filing for Bankruptcy: December 8, 2008
Following Step Two, Zell was named President, CEO, 
and Chairman of the Tribune Board. Soon after the LBO 
was completed, Tribune experienced serious financial 
difficulties. Specifically, between 2007 and 2008, the 
Company experienced significant declines in advertising 
revenue that made it difficult to service its new debt and 
missed the projected growth rate forecasted in the October 
Projections. As a result of this financial distress, Tribune 
and many of its subsidiaries filed for Chapter 11 
bankruptcy on December 8, 2008.
 

Procedural History

On October 27, 2010, the Bankruptcy Court granted 
standing to the Official Committee of Unsecured 
Creditors of Tribune (the “Unsecured Creditors”) to assert 
claims on behalf of Tribune’s bankruptcy estate. The 
Unsecured Creditors initiated a number of adversary 
proceedings in the Bankruptcy Court, including the 
FitzSimons Action on November 1, 2010, against 
Tribune’s directors, officers, shareholders, and financial 
advisors to claw back funds transferred during the LBO.
 
Separately, Tribune’s creditors filed numerous civil 
actions in venues across the country against a variety of 
individuals and entities associated with Tribune. On 
December 19, 2011, pursuant to 28 U.S.C. § 1407, the 
Judicial Panel on Multidistrict Litigation (the “MDL 
Panel”) consolidated approximately forty federal and state 
cases involving more than 5,000 defendants in the 
Southern District of New York before the Honorable 
Richard Holwell. See In re Tribune Co. Fraudulent 
Conveyance Litig., 831 F. Supp. 2d 1371 (J.P.M.L. 
2011).5 On February 9, 2012, the consolidated action was 
reassigned to the Honorable William Pauley.
 
*7 Of particular relevance to this Opinion, on March 20, 
2012, the MDL Panel transferred the FitzSimons Action 
to the Southern District of New York to proceed as part of 
the MDL. The motions to dismiss claims in the 
FitzSimons Action are the primary subject of this 
Opinion. Similarly, on August 8, 2012, the MDL Panel 
transferred yet another adversary proceeding from the 
Bankruptcy Court -- the Citigroup Action -- to this district 
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to proceed as part of the MDL. Finally, on May 21, 2013, 
the MDL Panel transferred another eighteen actions from 
the Bankruptcy Court to this district (the “Tag-Along 
Actions”) to proceed as part of the MDL.
 
On July 23, 2012, the Bankruptcy Court confirmed a plan 
for Tribune’s reorganization and transferred certain of the 
Unsecured Creditors’ claims to the Trustee. On March 27, 
2013, the MDL and all related motions were transferred to 
the Honorable Richard Sullivan.
 
On September 23, 2013, Judge Sullivan granted the 
defendants’ motion to dismiss the individual creditors’ 
state-law fraudulent conveyance claims (the “Phase One 
Motions”) brought in forty-one of the related MDL 
actions against the Tribune shareholders who had 
received payouts through the LBO (the “Creditor 
Actions”), finding that Section 362(a)(1) of the 
Bankruptcy Code deprives individual creditors of 
standing to challenge the same transactions that the 
Unsecured Creditors were simultaneously seeking to 
avoid. In re Tribune Co. Fraudulent Conveyance Litig., 
499 B.R. 310 (S.D.N.Y. 2013). On September 30, 2013, 
the parties in those actions filed a joint notice of appeal, 
and on March 29, 2016, the Court of Appeals for the 
Second Circuit affirmed Judge Sullivan’s decision on 
different grounds, holding that the individual creditors’ 
state law fraudulent conveyance claims were preempted 
by the Section 546(e) safe harbor provision of the 
Bankruptcy Code. In re Tribune Co. Fraudulent 
Conveyance Litig., 818 F.3d 98 (2d Cir. 2016). On July 
22, 2016, the Second Circuit denied rehearing en banc, 
and the Second Circuit’s mandate issued on August 1, 
2016.
 
On September 9, 2016, the plaintiffs in the Creditor 
Actions filed a petition for a writ of certiorari with the 
United States Supreme Court. See Deutsche Bank Tr. Co. 
Ams., et al. v. Robert R. McCormick Found., et al., No. 
16-317. Around the same time, the Supreme Court 
granted certiorari in Merit Management Group, LP v. FTI 
Consulting, Inc., a Seventh Circuit case that had rejected 
the Second Circuit’s interpretation of Section 546(e) in an 
earlier case and had held that “the section 546(e) safe 
harbor [does not] protect[ ] transfers that are simply 
conducted through financial institutions (or the other 
entities named in section 546(e) ), where the entity is 
neither the debtor nor the transferee but only the conduit.” 
830 F.3d 690, 691 (7th Cir. 2016) (emphasis in original). 
On February 27, 2018, the Supreme Court unanimously 
affirmed the Seventh Circuit’s decision in Merit 
Management. See Merit Mgmt. Grp., LP v. FTI 
Consulting, Inc., 138 S. Ct. 883 (2018).
 

Subsequently, on April 3, 2018, Justice Kennedy and 
Justice Thomas issued a statement concerning the petition 
for certiorari in the Creditor Actions, advising the parties 
that

consideration of the petition for certiorari [would] be 
deferred for an additional period of time ... [to] allow 
the Court of Appeals or the District Court to consider 
whether to recall the mandate, entertain a Federal Rule 
of Civil Procedure 60(b) motion to vacate the earlier 
judgment, or provide any other available relief in light 
of [the Supreme Court’s] decision in Merit 
Management ... given the possibility that there might 
not be a quorum in the [Supreme] Court.

*8 Deutsche Bank Tr. Co. Americas v. Robert R. 
McCormick Found., 138 S. Ct. 1162, 1162–63 (2018). On 
May 15, 2018, the Second Circuit recalled the mandate in 
the Creditor Actions “in anticipation of further panel 
review.”
 
Meanwhile, on June 4, 2013, the Trustee moved as the 
“successor plaintiff” to the Unsecured Creditors in both 
the FitzSimons Action and the Citigroup Action to amend 
the operative complaints, a motion which was granted on 
July 22, 2013. On August 2, 2013, the Trustee filed the 
fifth amended complaint in the FitzSimons Action 
(“FAC”) and the first amended complaint in the Citigroup 
Action (“the Citigroup Complaint”). The Background 
section of this Opinion is drawn from the FAC and the 
Citigroup Complaint, which are substantially identical in 
all respects that are material to this Opinion. On 
November 20, 2013, Judge Sullivan granted the Trustee 
leave to file amended complaints in each of the 
Tag-Along Actions, which the Trustee did on December 
5, 2013.
 
Pursuant to a scheduling order issued by Judge Sullivan 
on April 24, 2014, defendants in the FitzSimons Action, 
the Citigroup Action, and the Tag-Along Actions filed 
twelve separate motions to dismiss. Judge Sullivan 
imposed a stay of discovery pending resolution of the 
motions, which are referred to as the “Phase Two 
Motions”.
 
On January 6, 2017, Judge Sullivan granted the 
shareholder defendants’ motion to dismiss Count 1 of the 
FAC, which sought to avoid billions of dollars paid to 
Tribune’s shareholders during the LBO as actual 
fraudulent conveyances under the Bankruptcy Code. The 
January 2017 Opinion declined to impute the intent of 
Tribune’s officers to Tribune for purposes of the Trustee’s 
actual fraudulent conveyance claim, and determined that, 
although the Independent Directors’ intent could be 
imputed to the Company, the Trustee had not sufficiently 
alleged that the Independent Directors acted with 

Case 2:19-ap-01383-SK    Doc 259-4    Filed 06/03/21    Entered 06/03/21 15:47:43    Desc
Appendix     Page 212 of 266



In re Tribune Company Fraudulent Conveyance Litigation, Not Reported in Fed. Supp....

 © 2021 Thomson Reuters. No claim to original U.S. Government Works. 8

fraudulent intent. Following the January 2017 Opinion, 
Judge Sullivan partially lifted the discovery stay to allow 
document discovery to proceed.
 
On November 30, 2018, Judge Sullivan granted five 
additional motions to dismiss filed by subsidiary director 
and officer Durham J. Monsma,6 the Chandler Trusts and 
the Foundations, the Chandler Directors, certain Tribune 
executives who were involuntarily terminated within one 
year of the LBO, and other Tribune employees who 
received payments within one year of Tribune’s 
bankruptcy filing. This Opinion addressed motions 
brought in the FitzSimons Action and in the Tag-Along 
Actions. On December 1, 2018, this case was reassigned 
to this Court.
 
At a conference held on January 14, 2019, the Court 
discussed the schedule that would apply to this litigation. 
Following a decision on the pending motions to dismiss 
or substantially all of them, the parties will be permitted 
two months for mediation, with depositions and the 
completion of fact discovery to follow.
 

Discussion

“To survive a motion to dismiss, a complaint must contain 
sufficient factual matter, accepted as true, to state a claim 
to relief that is plausible on its face.” Cohen v. Rosicki, 
Rosicki & Assocs., 897 F.3d 75, 80 (2d Cir. 2018) 
(citation omitted). A claim to relief is plausible when the 
factual allegations in a complaint “allow[ ] the court to 
draw the reasonable inference that the defendant is liable 
for the misconduct alleged.” Progressive Credit Union v. 
City of New York, 889 F.3d 40, 48 (2d Cir. 2018) 
(citation omitted). “[T]hreadbare recitals of the elements 
of a cause of action, supported by mere conclusory 
statements, do not suffice.” Carlin v. Davidson Fink LLP, 
852 F.3d 207, 212 (2d Cir. 2017). The plaintiff must plead 
enough facts to “nudge[ ] [his] claims across the line from 
conceivable to plausible....” Bell Atlantic Corp. v. 
Twombly, 550 U.S. 544, 570 (2007).
 
*9 When a party moves to dismiss for failure to state a 
claim upon which relief can be granted under Rule 
12(b)(6), Fed. R. Civ. P., a court must “accept all 
allegations in the complaint as true and draw all 
inferences in the non-moving party’s favor.” LaFaro v. 
N.Y. Cardiothoracic Grp., PLLC, 570 F.3d 471, 475 (2d 
Cir. 2009) (citation omitted). “A complaint is deemed to 
include any written instrument attached to it as an exhibit 
or any statements or documents incorporated in it by 
reference.” Nicosia v. Amazon.com, Inc., 834 F.3d 220, 

230 (2d Cir. 2016) (citation omitted). A court may also 
consider documents that are “integral to the complaint.” 
Goel v. Bunge, Ltd., 820 F.3d 554, 559 (2d Cir. 2016). “A 
document is integral to the complaint where the complaint 
relies heavily upon its terms and effect.” Id. A court may 
consider “documents that the plaintiffs either possessed or 
knew about and upon which they relied in bringing the 
suit....” Rothman v. Gregor, 220 F.3d 81, 88 (2d Cir. 
2000). A court may also take judicial notice of “relevant 
matters of public record.” Giraldo v. Kessler, 694 F.3d 
161, 164 (2d Cir. 2012).
 

I. General Principles of Law
Before addressing the individual motions to dismiss, the 
legal standards governing many of the claims are set 
forth. This section of the Opinion describes the law of 
avoidance of transfers and preference payments under the 
Bankruptcy Code, Delaware General Corporate Law 
Sections 160 and 173, corporate directors’ fiduciary 
duties, aiding and abetting a breach of fiduciary duty, 
unjust enrichment, professional malpractice, and the 
affirmative defense of in pari delicto.
 

A. Avoidance of Transfers and Preference Payments
Under certain circumstances, the Bankruptcy Code 
authorizes a bankruptcy trustee to avoid transfers of the 
debtor’s property and “obligation[s] ... incurred by the 
debtor” that were made or incurred by the debtor within 
two years prior to its filing for bankruptcy. 11 U.S.C. § 
548(a)(1). This includes an actual fraudulent conveyance, 
which occurs when

the debtor voluntarily or involuntarily -- (A) made such 
transfer or incurred such obligation with actual intent to 
hinder, delay, or defraud any entity to which the debtor 
was or became, on or after the date that such transfer 
was made or such obligation was incurred, indebted....

Id. § 548(a)(1)(A).
 
Because a Section 548(a)(1)(A) claim sounds in fraud, a 
plaintiff asserting such a claim must satisfy the 
heightened pleading standards of Rule 9(b), Fed. R. Civ. 
P. See, e.g., In re Sharp Int’l Corp., 403 F.3d 43, 56 (2d 
Cir. 2005) (applying Rule 9(b) to New York state 
intentional fraudulent conveyance statute); see also In re 
Lyondell Chemical Co., 554 B.R. 635, 652 (S.D.N.Y. 
2016) (applying Rule 9(b) to a Section 548(a)(1)(A) 
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claim). Rule 9(b) provides, “[i]n alleging fraud or 
mistake, a party must state with particularity the 
circumstances constituting fraud or mistake. Malice, 
intent, knowledge, and other conditions of a person’s 
mind may be alleged generally.” Fed. R. Civ. P. 9(b). 
Under Rule 9(b), “though mental states may be pleaded 
generally, Plaintiffs must nonetheless allege facts that 
give rise to a strong inference of fraudulent intent.” 
Loreley Fin. (Jersey) No. 3 Ltd. v. Wells Fargo Sec., 
LLC, 797 F.3d 160, 171 (2d Cir. 2015) (citation omitted). 
A “strong inference” of fraud may be established by 
alleging facts showing either (1) a “motive and 
opportunity to commit the fraud”; or (2) “strong 
circumstantial evidence of conscious misbehavior or 
recklessness.” Employees’ Ret. Sys. of Gov’t of the 
Virgin Islands v. Blanford, 794 F.3d 297, 306 (2d Cir. 
2015) (securities law); see also Adelphia Recovery Trust 
v. Bank of Am., N.A., 624 F. Supp. 2d 292, 308 
(S.D.N.Y. 2009) (applying “motive and opportunity” test 
to the pleading of a Section 548 claim). A complaint will 
survive “if a reasonable person would deem the inference 
of scienter cogent and at least as compelling as any 
opposing inference one could draw from the facts 
alleged.” Blanford, 794 F.3d at 306 (citing Tellabs v. 
Makor Issues & Rights, Ltd., 551 U.S. 308, 324 (2007) ).
 
*10 “Due to the difficulty of proving actual intent to 
hinder, delay, or defraud creditors, the pleader is allowed 
to rely on ‘badges of fraud’ to support his case[.]” In re 
Sharp Int’l Corp., 403 F.3d at 56 (badges applied to 
pleading of state law claim of intentional fraudulent 
conveyance); see also In re Kaiser, 722 F.2d 1574, 1582 
(2d Cir. 1983) (badges applied in finding actual fraud); 
Lyondell, 554 B.R. at 652-53 (listing badges of fraud) 
(citing Uniform Fraudulent Transfer Act § 4, 7A U.L.A. 
at 653); see also 5 Collier on Bankruptcy ¶ 548.04[1] 
(16th ed. 2016). While “[t]he presence of a single badge 
of fraud may spur mere suspicion, the confluence of 
several can constitute conclusive evidence of an actual 
intent to defraud, absent ‘significantly clear’ evidence of a 
legitimate supervening purpose.” Max Sugarman Funeral 
Home, Inc. v. A.D.B. Investors, 926 F.2d 1248, 1254–55 
(1st Cir. 1991) (citation omitted).
 
The Code also allows for the avoidance of constructive 
fraudulent conveyances, which occur when

the debtor voluntarily or involuntarily ... received less 
than a reasonably equivalent value in exchange for such 
transfer or obligation and ... (I) was insolvent on the 
date that such transfer was made or such obligation was 
incurred, or became insolvent as a result of such 
transfer or obligation; (II) was engaged in business or a 
transaction, or was about to engage in business or a 
transaction, for which any property remaining with the 

debtor was an unreasonably small capital; (III) intended 
to incur, or believed that the debtor would incur, debts 
that would be beyond the debtor’s ability to pay such as 
debts matured; or (IV) made such transfer to or for the 
benefit of an insider, or incurred such obligation to or 
for the benefit of an insider, under an employment 
contract and not in the ordinary course of business.

11 U.S.C. § 548(a)(1)(B).
 
In connection with constructive fraudulent conveyances, 
“the question of reasonably equivalent value is 
determined by the value of the consideration exchanged 
between the parties at the time of the conveyance or 
incurrence of debt which is challenged.” In re NextWave 
Personal Commc’ns, Inc., 200 F.3d 43, 56 (2d Cir. 1999) 
(citation and emphasis omitted). A court should consider 
both direct and indirect benefits flowing to the debtor as a 
result of the exchange in determining if there was 
reasonably equivalent value. Mellon Bank, N.A. v. Metro 
Commc’ns, Inc., 945 F.2d 635, 646–47 (3d Cir. 1991); 
Rubin v. Mfrs. Hanover Trust Co., 661 F.2d 979, 991–92 
(2d Cir. 1981).
 
The Bankruptcy Code also authorizes a bankruptcy 
trustee to avoid “preference” payments. Pursuant to 
Section 547(b),

The trustee may avoid any transfer of an interest of the 
debtor in property -- (1) to or for the benefit of a 
creditor; (2) for or on account of an antecedent debt 
owed by the debtor before such transfer was made; (3) 
made while the debtor was insolvent; (4) made -- (A) 
on or within 90 days before the date of the filing of the 
petition; or (B) between ninety days and one year 
before the date of the filing of the petition, if such 
creditor at the time of such transfer was an insider; and 
(5) that enables such creditor to receive more than such 
creditor would receive if -- (A) the case were a case 
under Chapter 7 [of the Bankruptcy Code]; (B) the 
transfer had not been made; and (C) such creditor 
received payment of such debt to the extent provided 
by the provisions of this title.

11 U.S.C. § 547(b).
 
There are exceptions to these rights to avoid transfers, 
including the exception contained in Section 546(e):

Notwithstanding sections 544, 545, 547, 548(a)(1)(B), 
and 548(b) of this title, the trustee may not avoid a 
transfer that is a margin payment, as defined in section 
101, 741, or 761 of this title, or settlement payment, as 
defined in section 101 or 741 of this title, made by or to 
(or for the benefit of) a commodity broker, forward 
contract merchant, stockbroker, financial institution, 
financial participant, or securities clearing agency, or 
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that is a transfer made by or to (or for the benefit of) a 
commodity broker, forward contract merchant, 
stockbroker, financial institution, financial participant, 
or securities clearing agency, in connection with a 
securities contract, as defined in section 741(7), 
commodity contract, as defined in section 761(4), or 
forward contract, that is made before the 
commencement of the case, except under section 
548(a)(1)(A) of this title.

*11 Id. § 546(e) (emphasis supplied).
 

B. DGCL Sections 160 and 173
Section 174 of the Delaware General Corporation Law 
(“DGCL”) provides that corporate directors are “jointly 
and severally liable” for “any wilful or negligent 
violation” of Section 160 or 173 of the DGCL that 
occurred “under [their] administration.” Del. Code Ann. 
tit. 8, § 174(a). DGCL Section 160 forbids a Delaware 
corporation from “purchas[ing] or redeem[ing] its own 
shares of capital stock ... when the capital of the 
corporation is impaired or when such purchase or 
redemption would cause any impairment of the capital of 
the corporation[.]” Id. § 160. Section 173 requires 
corporations that pay dividends to comply with related 
provisions of Delaware law. Id. § 173. Related provision 
Section 170 limits the payment of dividends to 
circumstances when the corporation has a “surplus.”7 Id. § 
170(a)(1).
 
Pursuant to the Delaware doctrine of “independent legal 
significance,” any

action taken in accordance with different sections of 
[the DGCL] are acts of independent legal significance 
even though the end result may be the same under 
different sections. The mere fact that the result of 
actions taken under one section may be the same as the 
result of action taken under another section does not 
require that the legality of the result must be tested by 
the requirements of the second section.

Orzeck v. Englehart, 195 A.2d 375, 377 (Del. 1963). The 
doctrine of legal independent significance has been 
repeatedly described as a “formalistic” method of 
reasoning, Quadrant Structured Prod. Co. v. Vertin, 102 
A.3d 155, 201 (Del. Ch. 2014), that allows a corporation 
to “resort to one section [of the DGCL] without having to 
answer for the consequences that would have arisen from 
invocation of a different section.” Rauch v. RCA Corp., 
861 F.2d 29, 31 (2d Cir. 1988). This doctrine “provide[s] 
a board with substantial discretion in determining the 
proper method by which to structure a material corporate 
transaction.” Esopus Creek Value LP v. Hauf, 913 A.2d 

593, 603 (Del. Ch. 2006).
 

C. Corporate Directors’ Fiduciary Duties
Tribune is a Delaware corporation and Delaware law 
provides the standards governing several corporate duties 
at issue here. See VantagePoint Venture Partners 1996 v. 
Examen, Inc., 871 A.2d 1108, 1113 (Del. 2005). Under 
Delaware law, corporate directors owe two overlapping 
fiduciary duties to the corporation: the duty of care and 
the duty of loyalty. See, e.g., In re Walt Disney Co. 
Derivative Litig., 907 A.2d 693, 745 (Del. Ch. 2005) 
(“Disney I”), aff’d, In re Walt Disney Co. Derivative 
Litig., 906 A.2d 27, 52 (Del. 2006) (“Disney II”).
 
The duty of care requires a corporate director to “use that 
amount of care which ordinarily careful and prudent” 
directors would use “in similar circumstances and 
consider all material information reasonably available in 
making business decisions....” Disney I, 907 A.2d at 749 
(citation omitted). The duty of loyalty requires a corporate 
director to act in the best interests of the corporation and 
to remain free of conflicts when making corporate 
business decisions. Id. at 751. “The classic example that 
implicates the duty of loyalty is when a fiduciary either 
appears on both sides of a transaction or receives a 
personal benefit not shared by all shareholders.” Id.
 
*12 The “requirement to act in good faith[,]” while 
sometimes listed as a separate fiduciary duty, is actually 
“a subsidiary element” of the duty of loyalty. Stone v. 
Ritter, 911 A.2d 362, 370 (Del. 2006) (citation omitted). 
The Court therefore construes the Trustee’s claim that 
Tribune’s directors breached their duty of good faith as 
another claim that the directors breached their duty of 
loyalty.
 
Corporate directors ordinarily owe fiduciary duties to the 
corporation and its shareholders. When a corporation 
becomes insolvent, however, the corporation’s “creditors 
take the place of the shareholders as the residual 
beneficiaries of any increase in value.” N. Am. Catholic 
Educ. Programming Found., Inc. v. Gheewalla, 930 A.2d 
92, 101 (Del. 2007).
 
Delaware corporate directors’ business decisions are 
ordinarily protected by the business judgment rule, which 
“presumes that in making a business decision the directors 
of a corporation acted on an informed basis, in good faith, 
and in the honest belief that the action taken was in the 
best interests of the company.” Disney II, 906 A.2d at 52 
(citation omitted). The presumption arising from the 
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business judgment rule “can be rebutted if the plaintiff 
shows that the directors breached their fiduciary 
dut[ies]....” Id. Once the presumption has been rebutted, 
“the burden then shifts to the director defendants to 
demonstrate that the challenged act or transaction was 
entirely fair to the corporation and its shareholders.” Id. 
(citation omitted). If a plaintiff fails to rebut the 
presumption, that plaintiff “is not entitled to any remedy 
unless the transaction constitutes waste[;]” that is, the 
plaintiff must show that “the board’s decision ... cannot be 
attributed to any rational business purpose.” Id. at 74 
(citation omitted).
 

D. Aiding and Abetting Breach of Fiduciary Duty
All parties agree that Delaware law applies to the 
Trustee’s claims for aiding and abetting Tribune’s 
directors, officers, and major shareholders’ breaches of 
fiduciary duty.8 The elements of a claim of aiding and 
abetting a breach of fiduciary duty under Delaware law 
are: “(i) the existence of a fiduciary relationship, (ii) a 
breach of the fiduciary’s duty, (iii) knowing participation 
in the breach by the defendants, and (iv) damages 
proximately caused by the breach.” RBC Capital Markets, 
LLC v. Jervis, 129 A.3d 816, 861 (Del. 2015).
 
The Delaware Supreme Court has made clear that

[i]t is the aider and abettor that must have acted with 
scienter. The aider and abettor must act knowingly, 
intentionally, or with reckless indifference; that is, with 
an illicit state of mind. To establish scienter, the 
plaintiff must demonstrate that the aider and abettor has 
active or constructive knowledge that their conduct was 
legally improper.

Id. at 862 (citation omitted). “Knowing participation in a 
fiduciary breach requires that the third party act with the 
knowledge that the conduct advocated or assisted 
constitutes such a breach.” Gatz v. Ponsoldt, 925 A.2d 
1265, 1276 (Del. 2007) (citation omitted). A third party 
may be liable for aiding and abetting a breach of fiduciary 
duty “when [the] third party, for improper motives of its 
own, misleads the directors into breaching their duty of 
care.” In re Rural Metro Corp., 88 A.3d 54, 99 (Del. Ch. 
2014).
 

E. Unjust Enrichment
*13 The parties dispute which jurisdiction’s law applies to 

the Trustee’s various claims for unjust enrichment. The 
Independent Directors and Zell assume that Delaware law 
governs the unjust enrichment claims against them. 
Morgan Stanley, Citigroup, and MLPFS contend that the 
unjust enrichment claims against them are governed by 
New York law. The Trustee argues that Illinois law 
should apply to all of its unjust enrichment claims.
 
All parties agree that Delaware choice of law principles 
apply because this action was originally filed in 
Delaware, and “when a case is transferred the choice of 
law rules of the state in which the case was initially filed 
transfer with it.” In re Coudert Bros. LLP, 673 F.3d 180, 
186 (2d Cir. 2012). Delaware courts apply a two-part 
choice of law analysis. “[F]irst, the court determines 
whether there is an actual conflict of law between the 
proposed jurisdictions.” Bell Helicopter Textron, Inc. v. 
Arteaga, 113 A.3d 1045, 1050 (Del. 2015) (citation 
omitted). If the result would be the same under the law of 
both jurisdictions, then there is a “false conflict, and the 
Court should avoid the choice-of-law analysis altogether.” 
Deuley v. DynCorp Intern., Inc., 8 A.3d 1156, 1161 (Del. 
2010) (citation omitted). “If there is an actual conflict, the 
court determines which jurisdiction has the most 
significant relationship to the occurrence and the parties 
based on the factors ... listed in the Restatement (Second) 
of Conflict of Laws.” Bell Helicopter Textron, Inc., 113 
A.3d at 1050. The four factors, which are “evaluated 
according to their relative importance with respect to the 
particular issue,” are:

(1) the place where the injury occurred;

(2) the place where the conduct causing the injury 
occurred;

(3) the domicil[e], residence, nationality, place of 
incorporation and place of business of the parties; and

(4) the place where the relationship, if any, between the 
parties is centered.

Id.
 
Under Delaware law, “[u]njust enrichment is the unjust 
retention of a benefit to the loss of another, or the 
retention of money or property of another against the 
fundamental principles of justice or equity and good 
conscience.” Nemec v. Shrader, 991 A.2d 1120, 1130 
(Del. 2010) (citation omitted). The elements of a 
Delaware unjust enrichment claim are: “(1) an 
enrichment, (2) an impoverishment, (3) a relation between 
the enrichment and impoverishment, (4) the absence of 
justification, and (5) the absence of a remedy provided by 
law.” Id.
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“In Illinois, to state a cause of action based on a theory of 
unjust enrichment, a plaintiff must allege that the 
defendant has unjustly retained a benefit to the plaintiff’s 
detriment, and that defendant’s retention of the benefit 
violates the fundamental principles of justice, equity, and 
good conscience.” Cleary v. Phillip Morris, Inc., 656 F.3d 
511, 516 (7th Cir. 2011) (citation omitted); see also HPI 
Health Care Services, Inc. v. Mt. Vernon Hosp., Inc., 131 
Ill.2d 145, 160 (1989). There is “uncertainty” under 
Illinois law whether proof of unjust enrichment

requires proving that the defendant has been enriched at 
the expense of the plaintiff by having committed a tort, 
breach of contract, or other unlawful act, or instead 
whether it is enough that it would be ‘unjust’ to allow 
the defendant to retain the benefit that he obtained at 
the plaintiff’s expense.

Macon Cty., Ill. v. MERSCORP, Inc., 742 F.3d 711, 
713–14 (7th Cir. 2014). Cf. Platt v. Brown, 872 F.3d 848, 
853 (7th Cir. 2017) (“[I]f an unjust enrichment claim rests 
on the same improper conduct alleged in another claim, 
then the unjust enrichment claim will be tied to this 
related claim -- and, of course, unjust enrichment will 
stand or fall with the related claim.” (citation omitted) ).
 
*14 Accordingly, there is also uncertainty in Illinois law 
as to whether a claim for unjust enrichment survives 
where there is an adequate remedy at law for the claimed 
harm. Compare Bd. of Highway Comm’rs, Bloomington 
Twp. v. City of Bloomington, 253 Ill. 164, 174 (1911) 
(“The right to recover is governed by principles of equity, 
although the action is at law.”), and Partipilo v. Hallman, 
156 Ill. App. 3d 806, 809–10 (Ill. App. 1987) (rejecting 
claim that unjust enrichment is unavailable where there 
exists an adequate remedy at law), with Season Comfort 
Corp. v. Ben A. Borenstein Co., 281 Ill. App. 3d 648, 656 
(Ill. App. 1995) (“It is axiomatic that an unjust 
enrichment claim is viable only when there is no adequate 
remedy at law.”). What is clear, however, is the 
following:

When two parties’ relationship is governed by contract, 
they may not bring a claim of unjust enrichment unless 
the claim falls outside the contract. In determining 
whether a claim falls outside a contract, the subject 
matter of the contract governs, not whether the contract 
contains terms or provisions related to the claim.

Utility Audit, Inc. v. Horace Mann Service Corp., 383 
F.3d 683, 688-89 (7th Cir. 2004) (citation omitted); see 
also Cohen v. Am. Sec. Ins. Co., 735 F.3d 601, 615 (7th 
Cir. 2013); People ex rel. Hartigan v. E&E Hauling, Inc., 
153 Ill.2d 473, 497 (1992).
 
To prevail on a claim for unjust enrichment in New York, 
a plaintiff must establish “(1) that the defendant 

benefitted; (2) at the plaintiff’s expense; and (3) that 
equity and good conscience require restitution.” Myun-Uk 
Choi v. Tower Research Capital LLC, 890 F.3d 60, 69 (2d 
Cir. 2018). The theory of unjust enrichment, however, 
“lies as a quasi-contract claim. It is an obligation the law 
creates in the absence of any agreement.” Beth Israel 
Med. Ctr. V. Horizon Blue Cross and Blue Shield of New 
Jersey, Inc., 448 F.3d 573, 586 (2d Cir. 2006) (citation 
omitted) (emphasis in original). “It is impermissible ... to 
seek damages in an action sounding in quasi contract 
where the suing party has fully performed on a valid 
written agreement, the existence of which is undisputed, 
and the scope of which clearly covers the dispute between 
the parties.” Id. at 587 (citation omitted).

[U]njust enrichment is not a catchall cause of action to 
be used when others fail. It is available only in unusual 
situations when, though the defendant has not breached 
a contract nor committed a recognized tort, 
circumstances create an equitable obligation running 
from the defendant to the plaintiff. Typical cases are 
those in which the defendant, though guilty of no 
wrongdoing, has received money to which he or she is 
not entitled. An unjust enrichment claim is not 
available where it simply duplicates, or replaces, a 
conventional contract or tort claim.

Corsello v. Verizon New York, Inc., 18 N.Y.3d 777, 790 
(2012) (citation omitted).
 

F. Professional Malpractice
The parties dispute whether New York or Illinois law 
applies to the Trustee’s claims for professional 
malpractice against Morgan Stanley, Citigroup, and 
MLPFS.9 Under New York law, “professional malpractice 
is a species of negligence. As such, its general elements 
are (1) negligence, (2) which is the proximate cause of (3) 
damages.” Hydro Investors, Inc. v. Trafalgar Power Inc., 
227 F.3d 8, 15 (2d. Cir. 2000) (citation omitted). “It is a 
well-established principle that a simple breach of contract 
is not to be considered a tort unless a legal duty 
independent of the contract itself has been violated.” 
Dormitory Auth. v. Samson Construction Co., 30 N.Y.3d 
704, 711 (2018) (citation omitted). “[A] legal duty 
independent of contractual obligations may be imposed 
by law as an incident to the parties’ relationship and ... 
several types of defendants -- including professionals -- 
can be held liable in tort for failure to exercise reasonable 
care, irrespective of their contractual duties.” Id. (citation 
omitted). Thus, professionals “may be subject to tort 
liability for failure to exercise reasonable care, 
irrespective of their contractual duties.” Hydro Investors, 
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Inc., 227 F.3d at 17 (citation omitted). “There is no reason 
why financial advisers, unlike lawyers, doctors, and 
accountants, should be exempt from liability for negligent 
performance of their professional duties.” Am. Tissue, 
Inc. v. Donaldson, Lufkin & Jenrette Sec. Corp., 351 F. 
Supp. 2d 79, 99 n.21 (S.D.N.Y. 2004).
 
*15 Generally, the scope of recovery in negligence 
actions in New York is limited by the economic loss rule. 
Under this rule, a defendant is not liable to a plaintiff for 
the latter’s economic loss in the absence of any personal 
injury or property damage unless there exists “a special 
relationship that requires the defendant to protect against 
the risk of [such economic] harm to the plaintiff.” 532 
Madison Ave. Gourmet Foods, Inc. v. Finlandia Center, 
Inc., 96 N.Y.2d 280, 289 (2001). “[C]ourts have applied 
the economic loss rule to prevent the recovery of damages 
that are inappropriate because they actually lie in the 
nature of breach of contract as opposed to tort.” Hydro 
Investors, Inc., 227 F.3d at 16. In cases where 
professional standards create a duty independent of 
contractual duties, however, the economic loss rule will 
typically not apply to limit the recovery of damages for 
economic loss. “[T]he better course is to recognize that 
the rule allows such recovery in the limited class of cases 
involving liability for the violation of a professional duty. 
To hold otherwise would in effect bar recovery in many 
types of malpractice actions.” Id. at 18.
 
Illinois courts similarly consider professional malpractice 
to be a species of a negligence action. A cause of action 
based on professional negligence in Illinois requires: “(1) 
the existence of a professional relationship, (2) a breach 
of duty arising from that relationship, (3) causation, and 
(4) damages.” SK Partners I, LP v. Metro Consultants, 
Inc., 944 N.E.2d 414, 416 (Ill. App. 2011) (citation 
omitted). In Illinois, “[i]n professional negligence cases, 
the plaintiff bears a burden to establish the standard of 
care....” Studt v. Sherman Health Systems, 951 N.E.2d 
1131, 1136 (Ill. 2011) (citation omitted). Illinois courts, 
“in determining whether the economic loss doctrine 
applies to a case of professional malpractice, focus[ ] on 
the ultimate result of the professional’s work.” Fireman’s 
Fund Ins. Co. v. SEC Donohue, Inc., 176 Ill.2d 160, 169 
(1997). Specifically, courts look to whether the result of 
the work is a “tangible object,” in which case the 
economic loss doctrine applies. Id. If the result of the 
work is intangible, the economic loss doctrine does not 
apply. Compare 2314 Lincoln Park W. Condominium 
Ass’n v. Mann, Gin, Ebel & Frazier, Ltd., 136 Ill.2d 302, 
315 (1990) (architects) with Congregation of the Passion, 
Holy Cross Province v. Touche Ross & Co., 159 Ill.2d 
137, 163-64 (1994) (accountants). Moreover, the “duty to 
observe reasonable professional competence exists 

independently of any contract.” Congregation of the 
Passion, Holy Cross Province, 159 Ill.2d at 164. Thus, in 
order to avoid the economic loss doctrine in a claim for 
professional malpractice, a plaintiff must allege that that 
“the ultimate result of the defendant’s work is intangible” 
and that “the defendant ... breached a duty owed to the 
plaintiff independent of any contract.” In re Michaels 
Stores Pin Pad Litigation, 830 F. Supp. 2d 518, 529 (N.D. 
Ill. 2011).
 

G. In Pari Delicto
GreatBanc, Duff & Phelps, VRC, Morgan Stanley, 
Citigroup, and MLPFS (the “Advisor Defendants”) have 
asserted the affirmative defense of in pari delicto against 
the Trustee’s claims for aiding and abetting a breach of 
fiduciary duty, professional malpractice, and unjust 
enrichment. As noted, all parties agree that the aiding and 
abetting claims are governed by Delaware law. In 
Delaware, “under the in pari delicto doctrine, a party is 
barred from recovering damages if his losses are 
substantially caused by activities the law forbade him to 
engage in.” In re Am. Int’l. Grp., Inc. Consol. Derivative 
Litig., 976 A.2d 872, 883 (Del. Ch. 2009) (“AIG”) 
(citation omitted). “A basic tenet of corporate law, 
derived from principles of agency law, is that the 
knowledge and actions of the corporation’s officers and 
directors, acting within the scope of their authority, are 
imputed to the corporation itself.” Stewart v. Wilmington 
Trust SP Servs., Inc., 112 A.3d 271, 302-03 (Del. Ch. 
2015).
 
*16 Under the “adverse interest exception,” however, a 
corporation may “sue its co-conspirators when the 
corporate agent responsible for the wrongdoing was 
acting solely to advance his own personal financial 
interest, rather than that of the corporation itself.” AIG, 
976 A.2d at 891 (emphasis supplied). This exception 
derives from principles of agency law regarding the 
imputation of an agent’s knowledge to a corporation. Id. 
at 891 n.50. It is a narrow exception. A court applying 
Delaware law will only impute knowledge of wrongdoing 
to an employer “when the employee has totally 
abandoned the employer’s interests, such as by stealing 
from it or defrauding it.” Hecksher v. Fairwinds Baptist 
Church, Inc., 115 A.3d 1187, 1205 (Del. 2015). 
Otherwise, “Delaware law adheres to th[e] general rule of 
imputation -- of holding a corporation liable for the acts 
of its agents -- even when the agent acts fraudulently or 
causes injury to third persons through illegal conduct.” 
Stewart, 112 A.3d at 303. Accordingly, “[b]ecause most 
instances of fraud or illegal misconduct by corporate 
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actors confer at least some benefit on the corporation, the 
adverse interest exception may not apply even when the 
‘benefit’ enjoyed by the corporation is outweighed by the 
long-term damage that is done when the agent’s mischief 
comes to light.” Id.
 
The Advisor Defendants also assert the defense of in pari 
delicto with respect to the Trustee’s claims of unjust 
enrichment and professional malpractice. These parties 
disagree as to whether Illinois or New York law applies to 
these claims.
 
In Illinois, “courts will not aid a plaintiff who bases his 
cause of action on an illegal act.” King v. First Capital 
Fin. Servs. Corp., 215 Ill.2d 1, 35 (2005); see also Vine 
Street Clinic v. HealthLink, Inc., 222 Ill.2d 276, 297 
(2005); Tovar v. Paxton Community Memorial Hospital, 
29 Ill. App. 3d 218, 221 (Ill. App. 1975). “[W]hen the 
plaintiff is as culpable as the defendant, if not more so, 
the law will let the losses rest where they fell.” Peterson 
v. McGladrey & Pullen, LLP, 676 F.3d 594, 596 (7th Cir. 
2012). Under Illinois law, “fraud by corporate managers 
is imputed to the corporation where managers are not 
stealing from the company -- that is, from its current 
stockholders -- but instead are turning the company into 
an engine of theft against outsiders.” Id. at 599 (citation 
omitted); see also Parmalat Capital Finance Ltd. v. Grant 
Thornton Intern., 756 F.3d 549, 553 (7th Cir. 2014) 
(“fraud committed by the corporation’s managers had to 
be imputed to the corporation because they were acting on 
its behalf (albeit unlawfully)”).
 
In New York, “[t]he doctrine of in pari delicto mandates 
that the courts will not intercede to resolve a dispute 
between two wrongdoers.” Kirschner v. KPMG, LLP, 15 
N.Y.3d 446, 464 (2010). Like Illinois and Delaware, New 
York recognizes the so-called “adverse interest 
exception” to the in pari delicto doctrine. Under that rule, 
“management misconduct will not be imputed to the 
corporation if the officer acted entirely in his own 
interests and adversely to the interests of the corporation.” 
In re CBI Holding Co., Inc., 529 F.3d 432, 448 (2d Cir. 
2008) (citation omitted). This is a narrow exception. In 
order for it to apply, the manager must have “totally 
abandoned” his corporation’s interests. Id. (citation 
omitted). The adverse interest exception “cannot be 
invoked merely because [the agent] has a conflict of 
interest or because he is not acting primarily for his 
principal.” Kirschner, 15 N.Y.3d at 466 (citation omitted). 
New York law “reserves this most narrow of exceptions 
for those cases -- outright theft or looting or 
embezzlement -- where the insider’s misconduct benefits 
only himself or a third party; i.e., where the fraud is 
committed against a corporation rather than on its behalf.” 

Id. at 466-67 (emphasis in original).
 

II. Independent Directors (Motion 1)
The Independent Directors move to dismiss each of the 
claims alleged against them in the FAC. Those claims are 
for (1) breach of fiduciary duty (Count Three); (2) 
violations of Sections 160 and 173 of the DGCL (Count 
Two); (3) unjust enrichment (Count Thirty-One); (4) 
equitable subordination of claims filed in the Tribune 
bankruptcy proceeding (Count Thirty-Three); and (5) 
avoidance of certain obligations to the Independent 
Directors as actual and/or constructive fraudulent 
conveyances (Count Thirty-Six).
 

A. Breach of Fiduciary Duty
*17 The FAC asserts that the Independent Directors 
breached their fiduciary duties of care and loyalty to the 
Company and its creditors by, inter alia, “acting in their 
own interests” by approving the LBO, failing “to 
adequately analyze the impact that the LBO would have 
on the Company,” and generally furthering the LBO “for 
a purpose other than a genuine effort to advance the 
welfare of Tribune.”10 The FAC also alleges that each of 
the Independent Directors received at least $295,732 -- 
and one received up to $3,431,892 -- for selling their 
Tribune shares in connection with the LBO, while 
Tribune’s creditors gained nothing. The Independent 
Directors received at least some of those payments at Step 
Two of the LBO. The Independent Directors principally 
argue that they received no more benefit per share from 
the LBO than Tribune’s other shareholders.
 
It is unnecessary to address whether the FAC states a 
claim for a breach of the duty of care since its claim for a 
breach of the duty of loyalty survives. As found in the 
November 2018 Opinion, the FAC adequately pleads that 
Tribune was rendered insolvent by, and at, Step Two of 
the LBO. 2018 WL 6329139, at *10. The consequences of 
this finding cannot be overstated. When a corporation 
becomes insolvent, the corporation’s “creditors take the 
place of the shareholders as the residual beneficiaries of 
any increase in value.” Gheewalla, 930 A.2d at 101. 
Because the duty of loyalty compels directors to maintain 
“an undivided and unselfish loyalty to the corporation[,]” 
Guth v. Loft, Inc., 5 A.2d 503, 510 (Del. 1939) (emphasis 
supplied), a director of an insolvent corporation is 
interested in a transaction if he or she receives a personal 
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benefit not shared by all of the insolvent corporation’s 
creditors. See also In re Healthco Int’l, Inc., 208 B.R. 288, 
303 (Bankr. D. Mass. 1997); Wieboldt Stores, Inc. v. 
Schottenstein, 94 B.R. 488, 510 (N.D. Ill. 1988). The 
Independent Directors do not dispute this point in their 
reply brief.
 
In moving to dismiss Count Three, the Independent 
Directors argue that the Trustee’s claim is barred by the 
exculpatory charter provision found in Tribune’s 
Amended and Restated Certificate of Incorporation, 
which was adopted pursuant to DGCL Section 102(b)(7), 
and expressly exculpates Tribune’s directors from money 
damages for breaches of the duty of care. “[C]ourts 
routinely examine” Section 102(b)(7) exculpatory 
provisions on motions to dismiss. In re Merck & Co. Sec., 
Derivative & ERISA Litig., 493 F.3d 393, 402 n.5 (3d 
Cir. 2007); see also, e.g., In re BH S & B Holdings LLC, 
420 B.R. 112, 145 (Bankr. S.D.N.Y. 2009), aff’d as 
modified, 807 F. Supp. 2d 199 (S.D.N.Y. 2011); In re 
Bank of Am. Corp. Sec., Derivative & ERISA Litig., 757 
F. Supp. 2d 260, 336 n.18 (S.D.N.Y. 2010). But, for this 
exculpatory provision to apply, “the court must find that 
the factual basis for the claim solely implicates a violation 
of the duty of care.” Chen v. Howard-Anderson, 87 A.3d 
648, 676 (Del. Ch. 2014) (citation omitted) (emphasis in 
original). Here, the FAC adequately alleges a violation of 
the duty of loyalty, rendering the exculpatory provision 
immaterial.
 
The Independent Directors also argue for the first time in 
their reply that the FAC fails to allege that the payments 
they received in connection with the LBO were material 
to “any” of them, let alone “a majority of them.” 
(Emphasis in original.) To be sure, several Delaware 
courts have held that a plaintiff must do more than allege 
“pecuniary self-interest”; he or she must also allege facts 
that would enable “the Court to infer that the interest was 
of a sufficiently material importance, in the context of the 
director’s economic circumstances, as to have made it 
improbable that the director could perform her fiduciary 
duties without being influenced by her overriding 
personal interest.” In re Gen. Motors (Hughes) 
Shareholder Litig., No. CIV.A. 20269, 2005 WL 
1089021, at *8 (Del. Ch. May 4, 2005), aff’d, 897 A.2d 
162 (Del. 2006) (citation omitted). But federal pleading 
standards govern this motion, and the amounts of money 
each of the Independent Directors allegedly received for 
their shares are sufficient to “allow[ ] the court to draw 
the reasonable inference” that each of the Independent 
Directors was interested in the Step Two transaction. 
Ashcroft v. Iqbal, 556 U.S. 662, 678 (2009); see also In re 
Healthco, 208 B.R. at 303 (the “materiality of [the 
directors’] financial interests should be determined by the 

jury” given that they received “fairly considerable” 
payments for their shares).
 

B. DGCL Sections 160 and 173
*18 In Count Two, the FAC alleges that the Independent 
Directors violated Sections 160 and/or 173 of the DGCL 
by willfully or negligently “approv[ing] and/or 
facilitati[ng]” the transfer of property to Tribune’s 
shareholders while Tribune was insolvent. The November 
2018 Opinion concluded that the Trustee has failed to 
allege that Tribune’s capital was impaired or that Tribune 
lacked a “surplus” at Step One of the LBO. 2018 WL 
6329139, at *12. Thus, the only question is whether the 
FAC states a claim for a violation of DGCL Sections 160 
and 173 in connection with Step Two.
 
The motion to dismiss the Section 173 claim is granted. 
Section 173 concerns the payment of dividends; the FAC 
asserts that the Step Two payments were purchases of 
stock. A dividend is “a distribution by a corporation to its 
shareholders of a share of the earnings of the 
corporation.” In re IAC/InterActive Corp., 948 A.2d 471, 
511 (Del. Ch. 2008) (citation omitted). A purchase of 
stock cannot reasonably be construed as a distribution of 
earnings to the corporation’s shareholders. Where the 
stockholder is surrendering his entire interest, “it is a 
contradiction of terms to characterize the transaction as a 
dividend, which presupposes persisting ownership rights.” 
In re Lukens’ Estate, 246 F.2d 403, 406 (3d Cir. 1957).
 
The claim premised on Section 160, which addresses a 
“purchase or rede[mption]” of stock, must also be 
dismissed. Because Step Two of the LBO was a merger 
transaction governed by DGCL Section 251, the Trustee 
is barred by Delaware’s doctrine of independent legal 
significance from challenging the validity of the Step Two 
transaction by means of Section 160. The certificate of 
merger for the transaction explains that Tribune and the 
GreatBanc Trust Company -- as the trustee of the Tribune 
ESOP -- “approved, adopted, certified, executed and 
acknowledged” the merger agreement “in accordance 
with the provisions of Section 251 of the DGCL.”
 
The Trustee protests that the FAC does not mention 
Section 251 of the DGCL. But Tribune’s certificate of 
merger, as a document filed with the Delaware Secretary 
of State that is essential to the corporate transaction on 
which the FAC is based, is properly considered on a 
motion to dismiss.
 
Nor is it surprising that the certificate of merger refers to 
the Step Two transaction as a merger. The FAC does so as 
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well. For example, it describes Step Two as a transaction 
in which “Tribune would incur approximately $3.7 billion 
in additional debt to purchase its remaining outstanding 
shares for $34 per share in a go-private merger following 
certain regulatory and shareholder approvals.” (Emphasis 
supplied.)
 
Moreover, the transaction at issue here is nearly identical 
to the transaction analyzed in Rauch, where the Second 
Circuit held that “under the Delaware General 
Corporation Law, a conversion of shares to cash that is 
carried out in order to accomplish a merger is legally 
distinct from a redemption of shares by a corporation[,]” 
and is therefore governed by DGCL Section 251. 861 
F.2d at 30. In so ruling, the Second Circuit rejected 
“[p]laintiff’s contention that the transaction was 
essentially a redemption rather than a merger.” Id. at 31. 
As the Second Circuit observed, the corporation “chose to 
convert its stock to cash to accomplish the desired merger, 
and in the process chose not to redeem the Preferred 
Stock. It had every right to do so in accordance with 
Delaware law.” Id. As stated in QC Holdings, Inc. v. 
Allconnect, Inc., No. CV 2017-0715 (JTL), 2018 WL 
4091721 (Del. Ch. Aug. 28, 2018),

*19 Section 251(b)(5) of the DGCL recognizes that 
shares need not be converted into consideration from 
one of the constituent corporations; the merger 
agreement can specify that shares will be converted 
into the right to receive “cash, property, rights or 
securities of any other corporation or entity ..., which 
cash, property, rights or securities of any other 
corporation or entity may be in addition to or in lieu of 
shares or other securities of the surviving or resulting 
corporation.”

Id. at *8 (quoting Del. Code Ann. tit. 8, § 251).
 
The Trustee argues that Rauch is “inapposite” since the 
corporation at issue in Rauch was solvent at the time of 
the transaction. But the Trustee cites no authority 
supporting the proposition that the doctrine of 
independent legal significance should apply only to 
claims brought against solvent corporations. In applying 
the doctrine of independent legal significance the Second 
Circuit explicitly distinguished mergers, governed by 
DGCL Section 251, from “[r]edemption[s] ... governed by 
sections 151(b) and 160(a) of the Delaware General 
Corporation Law.” Rauch, 861 F.2d at 31 (emphasis 
supplied). Section 160(a) bars a corporation from 
redeeming stock when, among other things, the capital of 
the corporation is impaired. Del. Code Ann. tit. 8, § 
160(a).
 
Finally, the Trustee laments that if “technical compliance 
with other aspects of the DGCL permitted shareholders to 

raid ‘the corporate treasury’ at the expense of the 
creditors, it would render Sections 160 and 173 
toothless....” To be sure, a corporate board’s discretion in 
determining how to structure a transaction “remains 
bounded by fundamental principles of equity ... [since] 
‘inequitable action does not become permissible simply 
because it is legally possible.’ ” Hauf, 913 A.2d at 603) 
(quoting Schnell v. Chris-Craft Indus., Inc., 285 A.2d 
437, 439 (Del. 1971) ). But the claim that the Trustee 
asserts in Count Two is a claim for relief pursuant to 
DGCL Sections 160 and 173, not a claim for equitable 
relief. Accordingly, because Tribune structured Step Two 
as a merger, rather than a purchase or redemption of 
stock, the DGCL Section 160 claim is barred by the 
doctrine of independent legal significance and must be 
dismissed.
 

C. Unjust Enrichment
In Count Thirty-One, the Trustee asserts a claim for 
unjust enrichment against the Independent Directors. The 
Trustee seeks “restitution” from these defendants and an 
order “disgorging” all transfers obtained by the 
defendants “as a result of their wrongful conduct and 
breaches of fiduciary duties.” The Independent Directors 
move to dismiss this claim because Delaware law does 
not support a claim for unjust enrichment where a 
plaintiff has an adequate remedy at law, and the unjust 
enrichment claim is preempted by Section 546(e) of the 
Bankruptcy Code.
 
The parties rely on different bodies of law when 
addressing this motion. The Trustee asserts that Illinois 
law applies, while the Independent Directors rely on 
Delaware law in moving to dismiss this claim.11

 
As described above, the first step in a Delaware choice of 
law analysis is to determine whether there is an actual 
conflict between the laws of the proposed jurisdictions. 
Also as set forth above, these two jurisdictions have 
different elements for an unjust enrichment claim. Of 
note, Illinois may not require dismissal of that claim when 
a plaintiff has an adequate remedy at law. See, e.g., 
Macon Cty., 742 F.3d at 713–14.
 
*20 Weighing the four relevant factors under Delaware’s 
choice of law analysis, Illinois has the most significant 
relationship to the occurrence at issue here. While 
Tribune is a Delaware corporation, its headquarters were 
located in Chicago, Illinois during the relevant 
time-period. The critical decisions regarding the LBO 
were made in Chicago, and five of the seven Independent 
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Directors lived in Illinois.12 The injury can be said to have 
occurred in both Delaware and Illinois, the jurisdictions in 
which the corporation was incorporated and had its 
principal place of business. Because the conduct at issue 
took place in Illinois, however, it has the stronger 
relationship to the parties in connection with this claim.
 
The Trustee’s unjust enrichment claim against the 
Independent Directors will therefore be analyzed under 
Illinois law. The Independent Directors do not contend 
that the existence of a remedy at law bars the Trustee’s 
unjust enrichment claim under Illinois law. They argue, 
however, that the claim for unjust enrichment must be 
dismissed if the breach of fiduciary duty claim is 
dismissed. As already described, that claim has not been 
dismissed. Finally, they contend that the Trustee’s unjust 
enrichment claim is preempted by Section 546(e) of the 
Bankruptcy Code.
 
Pursuant to Section 546(e),

a trustee may not avoid a transfer that is a margin 
payment ... or settlement payment ... made by or to (or 
for the benefit of) a ... financial institution, financial 
participant, ... or that is a transfer made by or to (or for 
the benefit of) a ... financial institution, financial 
participant, ... in connection with a securities contract, 
... that is made before the commencement of the case, 
except under section 548(a)(1)(A) of this title.

11 U.S.C. § 546(e). Section 548(a)(1)(A) allows the 
Trustee to bring actual fraudulent conveyance claims 
against the debtor. 11 U.S.C. § 548(a)(1)(A).
 
At the time the briefs on this motion were filed, the law in 
the Second Circuit was that Section 546(e) applied to any 
transaction involving one of the financial entities listed in 
that section, “even as a conduit.” In re Quebecor World 
(USA) Inc., 719 F.3d 94, 100 (2d Cir. 2013). In the 
intervening years, however, the Supreme Court issued its 
opinion in Merit Management, concluding that “the 
relevant transfer for purposes of the Section 546(e) 
safe-harbor inquiry is the overarching transfer that the 
trustee seeks to avoid under one of the substantive 
avoidance provisions[,]” regardless of whether that 
transfer passed through the hands of any conduit or 
intermediary financial entity. 138 S. Ct. at 893 (emphasis 
supplied). The defendants in the related Creditor Actions 
have argued in the appeal now pending before the Second 
Circuit that the transfers associated with the LBO are still 
covered by Section 546(e), despite the Supreme Court’s 
holding in Merit Management, because Tribune, as a 
principal to the transaction at issue, was both a “financial 
institution” and a “financial participant” as those terms 
apply to Section 546(e). It is anticipated that the Court of 
Appeals will reach this issue when it renders its decision 

in the Creditor Actions appeal. Since the Independent 
Directors’ motion to dismiss the claim for breach of a 
fiduciary duty is otherwise denied, the Court declines to 
resolve this issue pending the Second Circuit’s 
forthcoming opinion in that case.
 

D. Equitable Subordination
In Count Thirty-Three, the Trustee asserts a claim for 
equitable subordination of all claims filed by the 
Independent Directors in the underlying bankruptcy 
action. Although the Independent Directors move to 
dismiss this count, their motion is entirely derivative of 
their motion to dismiss Counts Three and Thirty-One. 
Having concluded that the Trustee plausibly alleges that 
the Independent Directors violated their fiduciary duties 
to Tribune as alleged in Count Three, the motion to 
dismiss Count Thirty-Three is denied.
 

E. Avoidance of Indemnification Obligations
*21 In Count Thirty-Six, the Trustee seeks to avoid 
Tribune’s indemnification obligations to the Independent 
Directors as actual or constructive fraudulent 
conveyances. This motion to dismiss is granted.
 
Tribune’s indemnification obligations were originally set 
forth in Article Twelfth of Tribune’s Amended and 
Restated Certificate of Incorporation, which is dated June 
12, 2000 (the “June 2000 Certificate”). A corporation’s 
certificate of incorporation is properly considered on a 
motion to dismiss, since it is a publicly filed document 
and the source of the indemnification right from which 
this claim emanates. Tribune therefore incurred the 
indemnification obligations to the Independent Directors 
as of the later of two dates: (1) June 12, 2000, or (2) the 
date on which each of the Independent Directors became 
a director of Tribune. See November 2018 Opinion, 2018 
WL 6329139, at *15. Since Tribune filed for bankruptcy 
on December 8, 2008, and the FAC alleges that all of the 
Independent Directors were directors of Tribune as of at 
least September 2006, the Trustee cannot state a claim for 
avoidance of Tribune’s indemnification obligations to the 
Independent Directors.
 
To bring the indemnification obligation within the 
two-year period, the Trustee raises several arguments that 
were rejected in the November 2018 Opinion. See id. at 
*12–16. The analysis rejecting those arguments is 
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incorporated here. It is worth reiterating that just as with 
the obligations underlying the severance payments at 
issue there, “the mere fact that Tribune ‘reaffirmed’ its 
obligations” in a 2007 document (the “December 2007 
Certificate”) “does not alter the reality that Tribune 
incurred its obligation ... at an earlier date.” Id. at *14. 
Nor does the fact that the surviving company “expressly 
assumed Tribune’s obligations” in 2007 alter the outcome 
of the analysis.13 Id. at *15. The assumption “simply 
reflected a result that would have occurred by operation 
of law in any event.” Id. (citation omitted); see also Del. 
Code Ann. tit. 8, § 259.
 
The Trustee argues that the assumption, which was 
mandated by law, did not preclude the surviving 
corporation from amending or terminating its 
indemnification obligations. But, the fact that Tribune 
could have terminated its indemnification obligations 
does not alter the conclusion that Tribune originally 
incurred those obligations more than two years before its 
bankruptcy.
 

III. Zell Defendants (Motion 2)
Zell, EGI, EGI-TRB, and Sam Investment Trust (“SIT”) 
(collectively, the “Zell Defendants”) move to dismiss 
each of the claims alleged against them in the FAC. Those 
claims are: (1) breach of fiduciary duty (Count Five); (2) 
violations of Sections 160 and 173 of the DGCL (Count 
Two); (3) aiding and abetting Tribune’s directors, officers 
and/or major shareholders’ breach of their fiduciary duties 
to Tribune (Count Six); (4) avoidance of indemnification 
obligations to Zell as actual and/or fraudulent 
conveyances (Count Thirty-Six); (5) alter ego liability 
(Count Eight); (6) avoidance of a series of transactions 
between Tribune, EGI, and EGI-TRB as fraudulent 
transfers and/or preference payments (Counts Seven, 
Nine, Ten, and Eleven); (7) unjust enrichment (Count 
Thirty-One); and (8) recharacterization of a note 
transferred by Tribune to EGI-TRB as equity and 
equitable subordination of claims filed by the Zell 
Defendants in the Tribune bankruptcy proceeding (Counts 
Thirty-Two and Thirty-Three).
 

A. Breach of Fiduciary Duty
*22 In Count Five of the FAC, the Trustee alleges that 
Zell breached his fiduciary duties to Tribune by 
“propos[ing],” negotiating, and facilitating the LBO. Zell 

did not join Tribune’s Board until May 9, 2007. Zell’s 
fiduciary obligations to Tribune therefore began on May 
9, 2007, which was more than a month after the Board 
voted to approve the LBO. See In re Walt Disney Co., 
No. CIV.A. 15452, 2004 WL 2050138, at *4 (Del. Ch. 
Sept. 10, 2004). Accordingly, the motion to dismiss is 
granted to the extent it seeks to hold Zell liable for a 
breach of fiduciary duty prior to May 9, 2007, which 
would include liability for proposing the LBO transaction.
 
The motion to dismiss the claim that Zell breached his 
fiduciary duties to Tribune by facilitating the 
consummation of Step Two of the LBO is, however, 
denied. Zell does not dispute that he was interested in the 
LBO. As the person who originally proposed the LBO 
and who controlled EGI-TRB, which entered into the 
merger agreement with Tribune, Zell had a unique 
relationship to the LBO transaction. As a fiduciary who 
appears “on both sides” of the transaction, Zell was 
“classic[ally]” interested in the LBO. Disney I, 907 A.2d 
at 751.
 
Directors who have a conflict of interest relating to a 
proposed transaction are obligated to “totally abstain from 
participating in the board’s consideration of that 
transaction.” In re Tri-Star Pictures, Inc., Litig., No. CIV. 
A. 9477, 1995 WL 106520, at *3 (Del. Ch. Mar. 9, 1995) 
(citing Weinberger v. UOP, Inc., 457 A.2d 701, 711 (Del. 
1983) ). And, “no per se rule unqualifiedly and 
categorically relieves a director from liability solely 
because that director refrains from voting on the 
challenged transaction.” Id. (emphasis in original). “[A] 
director who does not attend or participate in the board’s 
deliberations or approval of a proposal ... [may also be 
held liable] where the absent director plays a role in the 
negotiation, structuring, or approval of the proposal.” 
Valeant Pharm. Int’l v. Jerney, 921 A.2d 732, 753 (Del. 
Ch. 2007).
 
The FAC asserts that, “in the days leading up to the 
LBO,” Zell “capitalized on his influence over JPMorgan” 
while it “weigh[ed] the pros and cons of backing out of 
the LBO.” Specifically, in a December 19, 2007 
telephone conversation with a JPMorgan Vice Chairman, 
Zell “could not have been any clearer and more confident 
that the company [wa]s solvent, no financial issues in year 
1” and “said all the right things” when asked for 
confirmation that he was “going to make good on his 
commitment” to “make this deal work....” The Vice 
Chairman concluded that “[i]t was the kind of call 
[JPMorgan] needed to proceed given our concerns.”
 
These allegations support a claim that Zell breached his 
fiduciary duties to Tribune by advocating for 
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consummation of Step Two despite the fact that he was 
interested in the transaction. The FAC plausibly alleges 
that, had JPMorgan declined to fund Step Two, Step Two 
would have “failed to close.”14

 
Zell’s reliance on Citron v. E.I. Du Pont de Nemours & 
Co., 584 A.2d 490 (Del. Ch. 1990), is unavailing. There, 
the Delaware Chancery Court concluded that the plaintiff 
failed

to show how [the director’s] limited role in bringing the 
two sides together on terms that addressed the specific 
concerns identified by the Merger Committee and its 
advisors, caused any actionable harm ... [in light of the 
fact that the director was] not one of the persons whose 
decisionmaking actions caused [the merger] to come 
about.

*23 Id. at 499 n.12. Here, Zell was allegedly instrumental 
in convincing JPMorgan to fund Step Two of the LBO.
 
Finally, Zell argues that he could not have breached his 
fiduciary duty to Tribune in helping to consummate Step 
Two since Tribune had already committed to the LBO 
transaction, in its entirety, prior to Zell joining the Board. 
As explained in the November 2018 Opinion, however, 
“the LBO was not a unitary transaction that occurred, or 
became inevitable, on April 1, 2007.” 2018 WL 6329139, 
at *9. The FAC alleges that “the Step One Commitment 
Letter and Step Two Commitment Letter explicitly 
conditioned the borrowing under these facilities on the 
continued existence of the financing commitments (for 
both Step One and Step Two) set out in the Merger 
Agreement.” Accordingly, the motion to dismiss the 
fiduciary duty claim against Zell is denied.
 

B. DGCL Sections 160 and 173
In Count Two of the FAC, the Trustee alleges that Zell 
violated Sections 160 and/or 173 of the DGCL. For the 
reasons described in connection with the motion to 
dismiss these claims against the Independent Directors, 
the DGCL claims against Zell are also dismissed.
 

C. Aiding and Abetting Liability
In Count Six of the FAC, the Trustee alleges that the Zell 
Defendants aided and abetted Tribune’s officers, 
directors, and the Chandler Trusts and the Foundations in 
breaching their fiduciary duties to Tribune. As noted by 
the Zell Defendants, the focus of this claim is on the 

period before the Board committed the Company to the 
LBO, and thus a period when Zell was negotiating as an 
outside investor.15

 
The motion to dismiss is granted. As explained in the 
November 2018 Opinion, the FAC fails to allege that 
Tribune was insolvent as of May 9, 2007. Thus, during 
the relevant time, Tribune was solely obligated to 
maximize shareholder value, without regard to Tribune’s 
creditors. See Gheewalla, 930 A.2d at 101. The FAC does 
not allege that Tribune or its fiduciaries breached their 
fiduciary duties to Tribune’s shareholders by failing to 
maximize shareholder value, let alone that the Zell 
Defendants had actual knowledge of such a breach.16 
Accordingly, Count Six fails to plead that Zell and the 
other Zell Defendants aided and abetted a breach of 
fiduciary duty during this period.
 

D. Avoidance of Indemnification Obligations to Zell
*24 In Count Thirty-Six, the Trustee seeks to avoid 
Tribune’s indemnification obligations to Zell as actual or 
constructive fraudulent conveyances. In a footnote, Zell 
incorporates by reference the arguments made by the 
Independent Directors that Count Thirty-Six fails to state 
a claim. Because Zell did not become a director of 
Tribune until May 9, 2007 -- less than two years before 
Tribune filed for bankruptcy on December 8, 2008 -- this 
claim against Zell is not barred by the applicable two-year 
look-back period, even though it has been dismissed as to 
the Independent Directors. See 11 U.S.C. § 548(a)(1). 
Similarly, the remaining arguments made by the 
Independent Directors may apply differently to Zell than 
they apply to those defendants. In light of Zell’s failure to 
independently address these issues, Zell’s motion to 
dismiss Count Thirty-Six is denied.
 

E. Alter Ego Liability
The Zell Defendants move to dismiss Count Eight, in 
which the Trustee alleges that at all relevant times 
EGI-TRB was the alter ego of Zell, SIT, and EGI “such 
that EGI-TRB’s corporate form should be set aside for 
purposes of this action” and Zell, SIT, and EGI held liable 
for all liabilities of EGI-TRB in this action. This motion is 
granted.
 
The parties agree that Delaware law applies to this claim. 
Under Delaware law, a plaintiff asserting an alter ego 
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claim must show both a “mingling of ... operations” and 
an “overall element of injustice or unfairness.” NetJets 
Aviation, Inc. v. LHC Commc’ns, LLC, 537 F.3d 168, 
176 (2d Cir. 2008) (quoting Harco Nat. Ins. Co. v. Green 
Farms. Inc., No. CIV. A. 1131, 1989 WL 110537, at *5 
(Del. Ch. Sept. 19, 1989) ). The mingling of operations 
and the element of injustice or unfairness must be 
connected; that is, a plaintiff must demonstrate, for 
example, that “the corporation was used to engage in 
conduct that was inequitable, or prohibited, or an unfair 
trade practice, or illegal....” NetJets Aviation, Inc., 537 
F.3d at 177.
 
The Trustee’s allegations of “injustice or unfairness” boil 
down to a conclusory claim that EGI-TRB was “used as 
an instrument of fraud in an effort to insulate Zell, the 
Sam Investment Trust, and EGI from liability relating to 
or arising from the LBO.” The creation of EGI-TRB for 
the “purpose of consummating the LBO”, however, does 
not allege a plausible claim of injustice or unfairness in 
connection with the purported mingling of operations. See 
EBG Holdings LLC v. Vredezicht’s Gravenhage 109 
B.V., No. CIV.A. 3184 (VCP), 2008 WL 4057745, at *13 
(Del. Ch. Sept. 2, 2008) (the assertion that the “use of the 
corporate form to obtain limited liability” itself supports 
alter ego jurisdiction is “unconvincing”).
 
The Trustee asserts that “it would be a gross miscarriage 
of justice” if the Trustee were unable to claw back the 
fraudulent transfers that are the subject matter of Counts 
Seven and Nine given EGI-TRB’s insolvency. But the 
Trustee cannot rely solely on the transfers made in 
connection with the LBO that are the subject of his 
fraudulent conveyance claims against EGI-TRB -- 
asserted in Counts Seven and Nine and discussed next -- 
as the basis for his allegation that the Zell Defendants 
used EGI-TRB to work some sort of injustice. As 
explained in Mobil Oil Corp. v. Linear Films, Inc., 718 F. 
Supp. 260 (D. Del. 1989), the “underlying cause of action 
does not supply the necessary fraud or injustice. To hold 
otherwise would render the fraud or injustice element 
meaningless, and would sanction bootstrapping.” Id. at 
268. Moreover, the Trustee cannot rely on the fact that 
Tribune may have acted unjustly in transferring assets to 
EGI-TRB to meet his obligation to plausibly allege that 
the Zell Defendants created or used EGI-TRB to achieve 
an unjust end.
 

F. Avoidance of EGI and EGI-TRB Fraudulent 
Transfers and Preference Payments

In Counts Seven, Nine, Ten, and Eleven, the Trustee has 

sued Zell, EGI, and EGI-TRB seeking to avoid the 
following series of transactions between Tribune and 
either EGI-TRB or EGI as fraudulent transfers and 
preference payments. First, in connection with Step One, 
EGI-TRB received a $200 million unsecured subordinated 
note that was exchangeable for Tribune stock at Tribune’s 
option (the “Exchangeable Note”). Second, at the close of 
Step Two, Tribune transferred to EGI-TRB money or 
assets worth $206,418,859 (the “Exchangeable Note 
Transfer”) to satisfy its purported debt obligation under 
the Exchangeable Note (the “Exchangeable Note 
Obligation”). Third, Tribune transferred money or assets 
worth approximately $2.5 million to EGI-TRB for its 
legal fees and other expenses in connection with the LBO 
(“the EGI-TRB Fee Transfers”). Fourth, EGI-TRB sold or 
redeemed 1,470,588 shares of Tribune stock in 
connection with Step Two of the LBO, for which it 
received $50,000,000 (the “EGI-TRB Stock Sale,” and 
together with the EGI-TRB Fee Transfers, the 
Exchangeable Note Obligation, and the Exchangeable 
Note Transfer, the “EGI-TRB Transfers”). And fifth, 
within 90 days prior to December 8, 2008, Tribune made 
payments of not less than $586,759 to EGI to reimburse 
EGI for expenses allegedly incurred in connection with 
the LBO (the “EGI Reimbursements”).
 
*25 Zell’s motion to dismiss Count Nine is granted. The 
Trustee seeks to recover the Exchangeable Note Transfer 
and the EGI-TRB Fee Transfers as preference payments 
against both EGI-TRB and Zell. The Trustee names Zell 
in Count Nine as the “alter ego” of EGI-TRB, and alleges 
that “[t]he Exchangeable Note Transfer and certain of the 
EGI-TRB Fee Transfers were made for the benefit of Zell 
and/or EGI-TRB....” As discussed, the FAC fails to plead 
a plausible claim of alter ego liability. Moreover, the FAC 
does not allege any facts to support a finding that the 
Exchangeable Note Transfer and the EGI-TRB Fee 
Transfers were made for Zell’s benefit.
 
The Court declines to rule on the remainder of the motion 
to dismiss these counts. EGI and EGI-TRB’s arguments 
for dismissal principally rely on the application of Section 
546(e) of the Bankruptcy Code.17 As explained, these 
issues will await clarification through the Second 
Circuit’s decision on the pending appeal in the Creditor 
Actions.
 

G. Unjust Enrichment
In Count Thirty-One, the FAC asserts a claim for unjust 
enrichment against the Zell Defendants. The Trustee 
seeks restitution and an order “disgorging” all transfers 

Case 2:19-ap-01383-SK    Doc 259-4    Filed 06/03/21    Entered 06/03/21 15:47:43    Desc
Appendix     Page 225 of 266



In re Tribune Company Fraudulent Conveyance Litigation, Not Reported in Fed. Supp....

 © 2021 Thomson Reuters. No claim to original U.S. Government Works. 21

obtained by the defendants “as a result of their wrongful 
conduct and breaches of fiduciary duties.”
 
For the reasons explained above, Illinois law applies to 
the Trustee’s unjust enrichment claim. Of note, Zell lives 
in Illinois, EGI is “located” in Illinois, SIT is an Illinois 
trust, and EGI-TRB, while incorporated in Delaware, is 
“located” in Illinois.
 
SIT’s motion to dismiss Count Thirty-One is granted. The 
Trustee fails to allege that SIT received any benefit at all 
from the LBO. Moreover, the Trustee’s unjust enrichment 
claim against SIT is tied to the Trustee’s aiding and 
abetting and alter ego liability claims against SIT, both of 
which are dismissed. The FAC does allege, however, that 
the other Zell Defendants were enriched by the LBO. It 
alleges that Zell received at least $77,452 in cash 
proceedings in connection with the LBO, that EGI 
received the EGI Reimbursements, and that EGI-TRB 
received, inter alia, the EGI-TRB Fee Transfers and the 
payments in connection with the EGI-TRB Stock Sale.18

 
The Court declines to resolve the remaining Zell 
Defendants’ motion to dismiss Count Thirty-One. The 
motion incorporates by reference all of the Independent 
Directors’ arguments, including their argument that the 
unjust enrichment claim is preempted by Section 546(e) 
of the Bankruptcy Code. That issue may be governed by 
the Second Circuit’s forthcoming opinion in the Creditor 
Actions appeal.
 

H. Equitable Subordination
*26 In Counts Thirty-Two and Thirty-Three, the Trustee 
moves, respectively, to recharacterize the Exchangeable 
Note as equity and to subordinate the claims filed by the 
Zell Defendants in the Tribune bankruptcy proceeding. 
The Zell Defendants briefly argue that both claims must 
be dismissed on the grounds that the FAC fails to state a 
claim of inequitable conduct against them, “so there is no 
basis for subordination.”
 
The Zell Defendants’ motion to dismiss Count 
Thirty-Two is denied. On its face, Count Thirty-Two 
pleads a claim for “recharacteriz[ing]” the Exchangeable 
Note “as equity pursuant to Section 105 of the 
Bankruptcy Code.”19

 
Zell’s motion to dismiss Count Thirty-Three is also 
denied, since, as explained above, the FAC plausibly 
alleges that Zell acted inequitably in breaching his 
fiduciary duty to Tribune. EGI, EGI-TRB, and SIT’s 

motion to dismiss Count-Thirty Three is granted, since, as 
explained above, the Trustee does not adequately allege 
that they engaged in any inequitable conduct.
 

IV. Advisor Defendants (Motions 8-10)

A. Aiding and Abetting Breach of Fiduciary Duty
In Counts Sixteen, Nineteen, and Twenty-One of the 
FAC, and Count One of the Citigroup Complaint, the 
Trustee has asserted claims against each of the Advisor 
Defendants for aiding and abetting the breach by the 
Tribune directors and officers (“the D&O Defendants”) of 
their fiduciary duties.20 For the reasons that follow, the 
motions to dismiss these claims are granted.
 
All parties agree that Delaware law applies to the 
Trustee’s claims for aiding and abetting the D&O 
Defendants’ breaches of fiduciary duty. The elements of 
aiding and abetting a breach of fiduciary duty under 
Delaware law, which are set forth above, include 
“knowing participation” in the principal’s breach. Three 
of the Advisor Defendants contend that the Trustee has 
failed to adequately plead their “knowing participation” in 
the D&O Defendants’ breach of fiduciary duty.21 
Knowing participation requires proof that the third party 
“act[ed] with the knowledge that the conduct advocated or 
assisted constitutes such a breach.” Gatz, 925 A.2d at 
1276. After addressing whether the FAC has adequately 
pleaded the knowing participation of the Advisor 
Defendants in the breach, the separate argument raised by 
each of the Advisor Defendants regarding their 
affirmative defense of in pari delicto is addressed.
 

1. Morgan Stanley

Count Twenty-One of the FAC alleges that Morgan 
Stanley aided and abetted the D&O Defendants’ breaches 
of fiduciary duties by advising the Special Committee on 
the LBO, recommending and supporting the LBO when it 
knew that it was likely to render the Company insolvent, 
failing to disclose its internal valuations showing that Step 
Two would likely render the Company insolvent, and 
failing to alert the Board or the Special Committee as to 
the falsity of statements made by Tribune Officers to 
VRC that Morgan Stanley had represented that Tribune 
would be able to refinance its debt. The FAC alleges that 
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Morgan Stanley, like all of the Advisor Defendants, had 
serious doubts about Tribune’s post-LBO solvency. 
Notwithstanding those doubts, Morgan Stanley supported 
the LBO transaction in order to earn its contingency fee.
 
*27 The Delaware Supreme Court has held that a 
financial advisor aids and abets a Board’s breach of 
fiduciary duty by misleading the Board or by failing to 
disclose material information, including by failing to 
disclose “its knowledge that the Board and Special 
Committee were uninformed about [the company’s] 
value.” Jervis, 129 A.3d at 862. The FAC alleges that 
Morgan Stanley had material information that it purposely 
failed to disclose. This is sufficient to satisfy the Trustee’s 
burden to plead that Morgan Stanley knowingly 
participated in the D&O Defendants’ alleged breaches of 
fiduciary duties.
 
Morgan Stanley objects that it was not engaged to provide 
a solvency analysis and therefore had no obligation to 
disclose its own internal valuations of Tribune. The letter 
of engagement between Morgan Stanley and Tribune 
specifically provided, however, that Morgan Stanley was 
to advise the Special Committee “in connection with ... a 
possible sale, merger or other strategic business 
combination involving a change of control of the 
Company....”22 Morgan Stanley’s “anticipated 
responsibilities” included

(i) reviewing the analyses and presentations of the 
Company’s financial advisors; (ii) representing the 
Committee throughout the process; (iii) making 
recommendations to the Committee to improve the 
process and (iv) providing the Committee a fairness 
opinion in accordance with our customary practice.

Information that Morgan Stanley had to suggest that the 
LBO would lead to Tribune’s insolvency would thus have 
been relevant to the services for which it was engaged.
 
Morgan Stanley next contends that it had no knowledge 
of the officers’ representation of its position to VRC with 
regard to the refinancing of Tribune’s debt. Morgan 
Stanley contends that its position was in fact 
misrepresented to VRC and that this misrepresentation 
was actively concealed from Morgan Stanley. This is only 
one of several allegations against Morgan Stanley, and its 
exclusion from the FAC would not alter the above 
analysis. In any event, the FAC asserts that a Tribune 
officer forwarded to Morgan Stanley notice that VRC was 
relying on its representation. In that forwarded email, 
which is quoted in the FAC, one of the lead banks 
financing the LBO stated:

VRC indicates that it is relying, in part, on a 
representation from Tribune which states that based 

upon recent discussions with Morgan Stanley, the 
Company would be able to refinance debt in its 
downside forecasts without the need for additional 
assets sales.

This allegation supports a plausible inference that Morgan 
Stanley was in fact aware that VRC was relying on the 
characterization of its view.
 

2. VRC

Count Sixteen of the FAC alleges that VRC aided and 
abetted the D&O Defendants’ breaches of fiduciary duty 
by, among other things, preparing a solvency opinion that 
deviated from recognized industry standards and relying 
upon unreasonable financial projections prepared by the 
Officer Defendants. The Trustee has adequately alleged 
that VRC knowingly participated in the D&O 
Defendants’ breaches of their fiduciary duties. The FAC 
contains particularized allegations about the shortcomings 
of VRC’s solvency analysis and VRC executives’ lack of 
comfort with the “risk” associated with supplying a 
solvency opinion. The Trustee alleges that VRC was in 
regular and direct communication with the D&O 
Defendants and accepted direction from the Officer 
Defendants. These allegations are more than sufficient to 
support a plausible inference that VRC had “actual or 
constructive knowledge that [its] conduct was legally 
improper.” Jervis, 129 A.3d at 862 (citation omitted).
 
*28 VRC contends in its motion to dismiss that it 
performed its analysis according to contractually 
mandated definitions. The degree to which it complied 
with its contractual obligations may only be resolved at a 
later stage of this litigation. But, as a legal matter, 
compliance with contractual obligations is not a defense 
against knowing participation in a fiduciary’s breach of 
duty.
 

3. Duff & Phelps

Count Nineteen of the FAC alleges that Duff & Phelps 
aided and abetted the D&O Defendants’ breaches of 
fiduciary duties by participating in Tribune Board 
meetings, issuing the fairness opinion to GreatBanc, and 
issuing the viability opinion to GreatBanc. Because none 
of these allegations support a plausible inference that Duff 
& Phelps “knowingly participated” in the alleged 
breaches of fiduciary duties, Count Nineteen against Duff 
& Phelps is dismissed.
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The Trustee has not alleged facts sufficient to support a 
plausible inference that Duff & Phelps acted with an 
“illicit state of mind.” Jervis, 129 A.3d at 862 (citation 
omitted).23 There is no allegation that Duff & Phelps 
provided inaccurate or incomplete information to 
GreatBanc or Tribune. To the contrary, the FAC asserts 
that it actively called attention to what it believed to be 
the flaws in Tribune’s proposed solvency analysis and 
declined to issue a solvency opinion. The viability 
opinion that it eventually issued to GreatBanc expressly 
disclaimed that it was a solvency opinion. That opinion 
also made clear that its analysis was predicated on the 
assumption that the proposed tax savings would be 
realized. Duff & Phelps expressed no opinion as to the 
likelihood of realizing those savings. In short, none of the 
conduct described in the FAC gives rise to a plausible 
inference that Duff & Phelps acted with the requisite 
scienter. Accordingly, Duff & Phelps’ motion to dismiss 
the aiding and abetting claim against it in Count 19 of the 
FAC is granted.
 

4. Affirmative Defense - In Pari Delicto

As an affirmative defense, each of the Advisor 
Defendants contends that the Trustee’s claims for aiding 
and abetting a breach of fiduciary duty are barred by the 
doctrine of in pari delicto.24 Delaware law governs this 
defense. As discussed above, in pari delicto bars a party 
from recovering damages where his losses are 
“substantially caused by activities the law forbade him to 
engage in.” AIG, 976 A.2d at 883 (citation omitted). The 
Advisor Defendants are alleged to have aided and abetted 
unlawful activity on the part of Tribune’s Officers and 
Independent Directors. The general rule in Delaware is 
that “knowledge and actions of the corporation’s officers 
and directors, acting within the scope of their authority, 
are imputed to the corporation itself.” Stewart, 112 A.3d 
at 302-03. There is no contention here that the D&O 
Defendants were not acting within the scope of their 
authority. Therefore, the illegal activities of Tribune’s 
Officers and Independent Directors are imputed to 
Tribune.
 
*29 As a general matter, “[t]he pleading requirements in 
the Federal Rules of Civil Procedure ... do not compel a 
litigant to anticipate potential affirmative defenses, ... and 
to affirmatively plead facts in avoidance of such 
defenses.” Abbas v. Dixon, 480 F.3d 636, 640 (2d Cir. 
2007). When raising an affirmative defense at the Rule 
12(b)(6) stage, therefore, the defendant bears the burden 
of showing that the plaintiff’s claims are foreclosed as a 

matter of law based on the facts alleged in the complaint. 
See, e.g., Petersen Energía Inversora S.A.U. v. Argentine 
Republic and YPF S.A., 895 F.3d 194, 212 (2d Cir. 2018) 
(act of state doctrine); Thea v. Kleinhandler, 807 F.3d 
492, 501 (2d Cir. 2015) (statute of limitations); Chen v. 
Major League Baseball, 798 F.3d 72, 81 (2d Cir. 2015) 
(FLSA exemption).
 
The FAC adequately pleads each of the facts essential to 
the affirmative defense of in pari delicto. That doctrine 
contains an exception known as the adverse interest 
exception, the elements of which are also described 
above, and it is on that exception that the Trustee 
principally relies. Because the Trustee had no duty to 
anticipate the affirmative defense he certainly had no duty 
to plead the facts essential to an exception to the defense. 
The relevant question for this motion to dismiss, 
therefore, is not whether the Trustee has adequately 
pleaded the adverse interest exception, but rather, whether 
the Advisor Defendants have shown that the applicability 
of that exception is foreclosed by facts alleged in the 
FAC. Reading all of the facts in the FAC in the light most 
favorable to the plaintiff, the Advisor Defendants have 
met that burden.
 
Reliance on the “adverse interest exception” will require a 
showing by the Trustee at trial that the D&O Defendants 
acted “solely to advance [their] own personal financial 
interest, rather than that of the corporation itself.” AIG, 
976 A.2d at 891. The series of transactions at the core of 
the FAC precludes Tribune from relying on the adverse 
interest exception. The Special Committee, the Board, and 
the highest ranking officers of the Company are alleged to 
have participated in a scheme that brought money into the 
corporation at the same time as the scheme was lining 
their own pockets. From the LBO, Tribune received an 
injection of new capital from Zell’s investment and 
anticipated tax benefits that would accrue from the 
conversion of the Company to an S corporation owned by 
an ESOP.
 
As then-Vice Chancellor Leo Strine has explained, the in 
pari delicto doctrine would be gutted if it allowed the 
corporation to recover for the harm that it experienced 
“because the corporate action was motivated at least in 
part by the disloyal interests of the [corporation’s] 
fiduciaries.” AIG, 976 A.2d at 892. “Allowing 
corporations to sue co-conspirators whenever such an 
argument can be ginned up would give corporations a 
gaping exception from the in pari delicto doctrine, putting 
them on a different plane from actual human beings.” Id. 
The in pari delicto doctrine gives corporations “a strong 
incentive to comply with the law” and thereby serves an 
important public purpose. Id. at 893. While a corporation 
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may “go after its own directors, officers, and employees,” 
it “must live with the consequences of having had a 
corporate governance structure” that permitted those 
individuals to “enmesh” the company in unlawful activity. 
Id. at 895. See also Zazzali v. Hirschler Fleischer, P.C., 
482 B.R. 495, 513 (D. Del. 2012) (rejecting 
adverse-interest exception and granting motion to dismiss 
brought by corporate counsel where corporate insider 
scheme “conferred some benefit” on corporation).
 
*30 The Trustee argues that, because Tribune was 
rendered insolvent by the LBO, any potential corporate 
benefit must be considered from the perspective of the 
creditors. The Trustee is wrong. The central question is 
whether the Company benefitted from the infusion of cash 
at Step Two of the LBO. Having benefited from that 
material component of the transaction, the Company may 
not assert an adverse interest exception to the in pari 
delicto defense. The relevant question is simply whether 
the transaction had some corporate purpose, regardless of 
whether the ultimate outcome was a net harm or a net 
benefit to Tribune or its creditors. Accordingly, the 
Trustee’s claims against the Advisor Defendants for 
aiding and abetting breaches of fiduciary duties are barred 
by the in pari delicto doctrine and must be dismissed.
 

B. Professional Malpractice
Defendants VRC, Morgan Stanley, Citigroup, and 
MLPFS have moved to dismiss the professional 
malpractice claims asserted against them in Counts 
Seventeen and Twenty-Two of the FAC and Count Two 
of the Citigroup Complaint. They principally rely on their 
defense of in pari delicto. For the reasons set forth below, 
the Trustee’s claims are barred by that doctrine and the 
claims against each of these defendants for professional 
malpractice must be dismissed.
 
It is nonetheless worth addressing one of the parties’ 
additional arguments. Morgan Stanley, Citigroup, and 
MLPFS rely on New York law and argue that New York 
law does not recognize a cause of action for professional 
malpractice against financial advisors. They are wrong.
 
As explained above, the first step in a Delaware choice of 
law analysis is to determine whether there is an “actual 
conflict” between the laws of the two proposed 
jurisdictions. Bell Helicopter Textron, Inc., 113 A.3d at 
1050. The Trustee asserts that Illinois law applies to its 
professional malpractice claims against VRC, Morgan 
Stanley, Citigroup, and Merrill. VRC, which is 
headquartered in Wisconsin, agrees with the Trustee that 

Illinois law applies to the claims against it.
 
There is no actual conflict between the laws of New York 
and Illinois with respect to these professional malpractice 
claims.25 Although labeled “professional malpractice,” the 
Trustee’s claims against the Advisor Defendants in 
Counts Seventeen and Twenty-Two of the FAC and 
Count Two of the Citigroup Complaint are, at their core, 
claims for negligence. As described above, both 
jurisdictions require a plaintiff to plead that the defendant 
breached some professional duty that arises independently 
of any contract in order to avoid application of the 
economic loss rule. Although Illinois law has the 
additional requirement that “the ultimate result of the 
defendant’s work [be] intangible,” In re Michaels Stores 
Pin Pad Litigation, 830 F. Supp. 2d at 529, that 
requirement is clearly met here.
 
Morgan Stanley, Citigroup, and MLFPS argue that New 
York courts have confined professional malpractice 
claims to certain fields such as law, accounting, and 
medicine that require “extensive formal learning and 
training, licensure and regulation indicating a 
qualification to practice, a code of conduct imposing 
standards beyond those accepted in the marketplace and a 
system of discipline for violation of those standards.” 
Chase Scientific Research, Inc. v. NIA Group, Inc., 96 
N.Y.2d 20, 29 (2001). This limitation is only relevant, 
however, in the context of N.Y. C.P.L.R. § 214(6), which 
provides a shorter statute of limitations period for certain 
professional malpractice claims (three years) as opposed 
to the statute of limitations for claims based on 
contractual liability or for which no limitation is specified 
by law (six years). N.Y. C.P.L.R. § 213. The distinction 
“implements the Legislature’s intention to benefit a 
discrete group of persons affected by the concerns that 
motivated the shortened statute of limitations.” Chase 
Scientific Research, Inc., 96 N.Y.2d at 29.
 
*31 “There is no reason why financial advisers, unlike 
lawyers, doctors, and accountants, should be exempt from 
liability for negligent performance of their professional 
duties.” Am. Tissue, Inc., 351 F. Supp. 2d at 99 n.21. The 
Trustee’s claim for professional malpractice must 
therefore be treated as a simple cause of action for 
negligence.26

 

C. Unjust Enrichment
In Count Thirty-One of the FAC, the Trustee asserts 
claims for unjust enrichment against, among others, VRC, 
GreatBanc, Duff & Phelps, and Morgan Stanley. These 
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claims are based generally upon defendants’ “wrongful 
acts and omissions” and “the wrongful receipt of 
payments and distributions from Tribune at a time when 
Tribune was insolvent or became insolvent as a result of 
the LBO.”
 
The Trustee contends that Illinois law governs its claims 
for unjust enrichment, while the Advisor Defendants, with 
the exception of VRC, contend that the claim is governed 
by New York law. As already described, in both 
jurisdictions a claim for unjust enrichment may not be 
pursued where the claim falls within the scope of a 
written agreement. Beth Israel Med. Ctr., 448 F.3d at 586; 
Utility Audit, Inc., 383 F.3d at 688-89. The relevant 
question presented by the Advisor Defendants’ motions to 
dismiss, therefore, is whether the scope of the parties’ 
engagement letters covers the dispute.
 
Each of the four Advisor Defendants against which the 
Trustee asserts claims for unjust enrichment signed letters 
of engagement with Tribune that cover this dispute. 
Additionally, to the extent that any extra-contractual 
duties were owed, the Trustee’s claim for unjust 
enrichment is duplicative of his other claims sounding in 
tort and seeks no additional recovery beyond what is 
sought pursuant to those claims. In any event, for the 
reasons next discussed, any claim for unjust enrichment 
would be barred by the affirmative defense of in pari 
delicto. Accordingly, the Trustee has failed to state a 
claim for unjust enrichment against any of the Advisor 
Defendants.
 

D. In Pari Delicto
This Opinion has already concluded that the Trustee’s 
aiding and abetting claims against the Advisor Defendants 
are barred by the doctrine of in pari delicto under 
Delaware law. The laws of Illinois and New York compel 
the same conclusion with regard to the Trustee’s claims 
for professional malpractice and unjust enrichment.
 
The doctrine of in pari delicto and the adverse interest 
exception to that doctrine are substantially the same under 
the law of Illinois, New York, and Delaware, as 
applicable to the facts alleged in the FAC. The conclusion 
already reached that, based on the allegations in the FAC, 
the LBO had a corporate purpose and provided some 
corporate benefit, thus precludes the application of the 
adverse interest exception under the laws of all three 
jurisdictions. The allegations in the Citigroup Complaint 
similarly support this inference. Accordingly, the 
Trustee’s claims against the Advisor Defendants for 

professional malpractice and unjust enrichment are barred 
by the doctrine of in pari delicto and must be dismissed.
 

E. Fraudulent Transfers
*32 In Counts Eighteen and Twenty of the FAC and 
Count Three of the Citigroup Complaint, the Trustee 
seeks avoidance and recovery of the fees paid to VRC, 
Morgan Stanley, Citigroup, and MLPFS (“the Advisor 
Fees”) as actual and constructive fraudulent transfers 
under Sections 548(a)(1)(A) and (B) and 550(a) of the 
Bankruptcy Code. The text of those provisions is set forth 
above.
 

1. Constructive Fraudulent Transfers

11 U.S.C. § 548(a)(1)(B) allows the Trustee to recover, as 
“constructive” fraudulent transfers, those transfers in 
exchange for which “the debtor ... received less than a 
reasonably equivalent value.” As a matter of law, 
satisfaction of an antecedent debt constitutes reasonably 
equivalent value. See 11 U.S.C. § 548(d)(2)(A) (defining 
“value” as “property, or satisfaction or securing of a 
present or antecedent debt of the debtor....”); In re 
Southeast Waffles, LLC, 702 F.3d 850, 857 (6th Cir. 
2012) (“Typically, a dollar-for-dollar reduction in debt 
constitutes -- as a matter of law -- reasonably equivalent 
value for purposes of the fraudulent-transfer statutes.”); In 
re Trinsum Group, Inc., 460 B.R. 379, 388-89 (Bankr. 
S.D.N.Y. 2011); 5 Collier on Bankruptcy ¶ 548.03[5] 
(“Payment of a pre-existing debt is value, and if the 
payment is dollar-for-dollar, full value is given.”).
 
As explained in the FAC and the Citigroup Complaint, the 
Advisor Fees were paid to satisfy Tribune’s letters of 
engagement with each of the Advisor Defendants. 
Therefore, as a matter of law, the Advisor Fees were paid 
in exchange for reasonably equivalent value.
 
The Trustee essentially contends that, because the 
Advisor Defendants performed their services negligently 
and in bad faith, no fees were owed pursuant to the 
engagement letters and therefore the fees were not in 
satisfaction of an antecedent debt. This argument is 
unavailing. The allegations in the FAC make clear, and 
the Trustee does not dispute, that each of the conditions 
precedent for the payment of the Advisor Fees, as set out 
in the engagement letters, was satisfied. Notably, no claim 
has been asserted against any of the Advisor Defendants 
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for breach of their engagement letters. Rather, as 
discussed above, each of the Trustee’s state law claims 
against the Advisor Defendants sounds in tort. Those tort 
claims have no bearing on the contractual obligations 
between Tribune and the Advisor Defendants.
 
The cases upon which the Trustee relies are readily 
distinguishable. There was no argument made in In re 
Bernard L. Madoff Inv. Securities LLC, 458 B.R. 87, 
112-13 (Bankr. S.D.N.Y. 2011), that the allegedly 
fraudulent transfers were made in satisfaction of an 
antecedent debt, or that the payments were made pursuant 
to a pre-existing contract. Silverman v. Sound Around, 
Inc., 404 B.R. 710, 716 (Bankr. E.D.N.Y. 2009), only 
analyzed “fair consideration” under Section 272 of New 
York’s Debtor and Creditor Law. This has limited bearing 
on the meaning of “reasonably equivalent value” under 11 
U.S.C. § 548(a)(1)(B). See In re Dreier LLP, 453 B.R. 
499, 512-13 (Bankr. S.D.N.Y. 2011) (“Unlike ‘reasonably 
equivalent value’ under the Bankruptcy Code § 
548(a)(1)(B)(i), ‘fair consideration’ also requires that the 
transferee acquire the obligation or receive the 
conveyance in ‘good faith.’ ” (citation omitted) ). The 
Trustee has failed to state a claim for avoidance of a 
constructive fraudulent transfer under Section 
548(a)(1)(B).
 

2. Actual Fraudulent Transfer

*33 Section 548(a)(1)(A) of the Bankruptcy Code allows 
a bankruptcy trustee to recover as actual fraudulent 
conveyances transfers that were made “with actual intent 
to hinder, delay, or defraud” creditors. The crux of the 
Trustee’s actual fraudulent transfer claims against the 
Advisor Defendants is that each of the Advisor Fees was 
paid by Tribune with the goal of furthering the allegedly 
fraudulent LBO.
 
Because a Section 548(a)(1)(A) claim sounds in fraud, the 
Trustee must also satisfy the heightened pleading 
standards of Rule 9(b), Fed. R. Civ. P. The fraud at issue 
in an intentional fraudulent transfer claim is a fraud with 
respect to the transfer which a trustee seeks to avoid.
 
While the use of financial advisors, and the payment of 
their fees in connection with their services, was a 
necessary component of this LBO and virtually any 
merger, that is not sufficient to claw back those fees 
simply because the LBO or merger itself may have been 
infected with fraud or fraudulent intent. The focus of a 
Section 548(a)(1)(A) claim remains on the specific 

transfer and asks whether there was an actual intent to 
defraud in making that transfer.
 
Neither the FAC nor the Citigroup Complaint plead a 
fraud in connection with the payments made to the 
Advisor Defendants. Instead, those pleadings attempt to 
plead a fraud in connection with the overall LBO 
transaction. The badges of fraud pleaded in the 
complaints relate to the approval of the LBO, not to the 
payment of the Advisor Fees. Nor do those pleadings 
adequately plead an intent to defraud creditors through 
payments to the Advisors.
 
Accordingly, the Trustee has failed to state a claim for 
actual fraudulent conveyance against these defendants. 
Counts Eighteen and Twenty of the FAC and Count Three 
of the Citigroup Complaint are dismissed.
 

Conclusion

Counts Two and Thirty-Six of the FAC against the 
Independent Directors are dismissed. The Independent 
Directors’ motion to dismiss Counts Three and 
Thirty-Three is denied, and their motion to dismiss Count 
Thirty-One against them is denied without prejudice to 
renewal following the Second Circuit’s forthcoming 
opinion in the Creditor Actions appeal.
 
Counts Two and Nine against Zell, Counts Six and Eight 
against the Zell Defendants, Count Thirty-One against 
SIT, and Count Thirty-Three against EGI, EGI-TRB, and 
SIT are dismissed. Zell’s motion to dismiss Counts Five, 
Thirty-Three, and Thirty-Six is denied, and the Zell 
Defendants’ motion to dismiss Count Thirty-Two is 
denied. Zell, EGI-TRB, and EGI’s motion to dismiss 
Count Thirty-One against them and EGI-TRB’s motion to 
dismiss Counts Seven, Nine, Ten, and Eleven against it 
are denied without prejudice to renewal following the 
Second Circuit’s forthcoming opinion in the Creditor 
Actions appeal.
 
Counts Sixteen through Twenty-Two and Count 
Thirty-One of the FAC against VRC, Duff & Phelps, 
GreatBanc, and Morgan Stanley are dismissed. The 
counts alleged in the Citigroup Action against Citigroup 
and MLPFS are dismissed in their entirety.
 

All Citations

Not Reported in Fed. Supp., 2019 WL 294807
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Footnotes

1 A motion to dismiss brought by Morgan Stanley Creditor Services (“MSCS”) and Morgan Stanley & Co. (“Morgan Stanley”) to 
dismiss certain claims against them in the FitzSimons Action (Motion 11) is not addressed in this Opinion.

2 The Independent Directors are Enrique Hernandez, Jr., Betsy D. Holden, Robert S. Morrison, William A. Osborn, J. Christopher 
Reyes, Dudley S. Taft, and Miles D. White.

3 The Officer Defendants are FitzSimons, Chandler Bigelow, Donald Grenesko, Daniel Kazan, Mark Hianik, Crane Kenney, and 
Harry Amsden.

4 On the same day, Duff & Phelps also provided an opinion as to the fairness of the LBO to the ESOP.

5 To date, the MDL Panel has transferred approximately seventy-five federal and state cases to the Southern District of New York as 
a part of the MDL.

6 Monsma was a director and officer of Southern Connecticut Newspapers, Inc. and a director TMLS1, Inc., two Tribune 
subsidiaries.

7 Under certain circumstances not present here, Delaware law allows corporations to pay dividends even if they do not have a 
“surplus.” See Del. Code Ann. tit. 8, § 170(a)(2).

8 Cf. Arch Ins. Co. v. Precision Stone, Inc., 584 F.3d 33, 39 (2d Cir. 2009) (“The parties’ briefs assume that New York substantive 
law governs the issues presented here, and such implied consent is, of course, sufficient to establish the applicable choice of law.” 
(citation omitted) ).

9 The Trustee and defendant VRC agree that Illinois law applies to the professional malpractice claims against VRC.

10 When bringing claims against corporate directors, a plaintiff must rebut the business judgment rule by plausibly alleging that the 
directors breached their fiduciary duties. In anticipation of that pleading burden, the FAC alleges that Tribune’s directors are not 
entitled to the presumption emanating from that rule due to their breach of their fiduciary duties. See In re Tower Air, 416 F.3d 
229, 238 (3d Cir. 2005) (holding that plaintiff was required to plead around the business judgment rule since he expressly 
“declare[d] that the business judgment rule does not vitiate any of his claims” in the operative complaint).

11 While the Independent Directors assume in their opening brief that Delaware law governs the unjust enrichment claim, they 
abandon that assumption in their reply brief.

12 Two Independent Directors lived in California and Ohio.

13 The Trustee argues that the assumed obligations were not identical to the underlying indemnification obligations. The Court 
concludes that they are identical in all material respects. Compare Article Twelfth of the June 2000 Certificate with Article Eighth 
of the December 2007 Certificate. Both documents purport to protect Tribune’s officers and directors to the fullest extent permitted 
by law.

14 The fact that JPMorgan may have been contractually obligated to finance the LBO as of the December 19, 2007 telephone call is 
insufficient to defeat this claim. The Trustee adequately pleads that JPMorgan considered backing out of the deal notwithstanding 
its contractual obligations.

15 In opposition to this motion, the Trustee asks that the claim that Zell aided and abetted Tribune’s fiduciaries’ breach of their 
fiduciary duties after joining the Board by “lobbying for, facilitating, and consummating” the LBO be considered “[i]n the event 
that the Court were to determine that Zell was not acting in his fiduciary capacity after he joined the Board.” As described above, 
the motion to dismiss the breach of fiduciary duty claim brought against Zell for acts he undertook after joining the Board is 
denied. The Trustee does not allege any affirmative acts by EGI, EGI-TRB, or SIT that could plausibly support a finding that they 
aided or abetted any breach of Tribune’s fiduciaries’ fiduciary duties after Zell joined the Board.

16 To the extent that the FAC states a claim that some of Tribune’s officers breached their fiduciary duties to Tribune in the lead-up to 
Step One, the Trustee fails to allege that Tribune’s shareholders were damaged by those breaches.
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17 EGI-TRB also argues that the Court should dismiss Counts Seven and Nine, which seek to avoid the EGI-TRB Transfers, because 
the EGI-TRB Transfers were “classic pre-petition setoff[s]” and not transfers under the Bankruptcy Code. See 11 U.S.C. § 553(a). 
This argument depends on the characterization of the EGI-TRB Transfers, which requires further factual development and is not 
proper for consideration on a motion to dismiss. Similarly, EGI-TRB’s argument that the Court should dismiss Count Nine based 
on the Bankruptcy Code’s “contemporaneous exchange for new value” defense requires further factual development regarding the 
intent of the parties, and is therefore not proper for consideration at this stage of the litigation. See 11 U.S.C. § 547(c)(1).

18 The Zell Defendants also argue that the existence of “contracts” governing the subject matter at issue precludes the unjust 
enrichment claim. The Zell Defendants did not identify these contracts in their opening brief, however, waiting until their reply to 
attach a April 1, 2007 securities purchase agreement between Tribune, EGI-TRB, and Zell. The reply brief does not explain how 
the agreement bars the unjust enrichment claim or governs any of the transfers at issue. The Court declines to consider this 
argument. See, e.g., United States v. Yousef, 327 F.3d 56, 115 (2d Cir. 2003).

19 While the Zell Defendants argue for the first time in their reply brief that “there is no cause of action to recharacterize debt,” the 
Court declines to consider an argument raised for the first time in a reply brief. See Yousef, 327 F.3d at 115.

20 As discussed above, the Trustee has adequately stated a claim for breach of fiduciary duty by the Independent Directors. 
Additionally, certain of the Officer Defendants have not moved to dismiss the breach of fiduciary duty claims asserted against 
them.

21 GreatBanc, Citigroup, and MLPFS do not make a developed argument that the Trustee has failed to allege their knowing 
participation in the D&O Defendants’ breaches of their fiduciary duties.

22 Although not attached to the FAC, the letter of engagement is integral to the complaint and is properly considered at the motion to 
dismiss stage. See Goel, 820 F.3d at 559.

23 Duff & Phelps contends that the Trustee’s aiding and abetting claims are subject to the heightened pleading standard of Fed. R. 
Civ. P. 9(b) for claims involving fraud. The Trustee’s claims in Count Nineteen, however, do not sound in fraud, and are thus 
subject only to the usual pleading standard found in Fed. R. Civ. P. 8. See Rombach v. Chang, 355 F.3d 164, 172 (2d Cir. 2004) 
(courts look to the “wording and imputations” and “gravamen” of the complaint in determining whether Rule 9(b) applies); Nat’l 
Union Fire Ins. Co. v. Stroh Companies, Inc., 98cv8428 (DLC), 1999 WL 619635, at *2 (S.D.N.Y. Aug. 16, 1999) (“Where the 
allegation made by a plaintiff is based on a legal theory other than fraud, however, the requirements of Rule 9(b) apply only where 
the claim sounds in or depends upon a showing of fraud.”).

24 The Trustee stands in the shoes of Tribune. See In re Granite Partners, L.P., 194 B.R. 318, 323 (Bankr. S.D.N.Y. 1996) (“The 
trustee stands in the shoes of the debtor. He may bring any suit that the debtor could have brought before bankruptcy.”) 
Accordingly, some courts have equated the in pari delicto doctrine with the standing analysis undertaken in Shearson Lehman 
Hutton, Inc. v. Wagoner, 944 F.2d 114, 118 (2d Cir. 1991). See Global Crossing Estate Representative v. Winnick, 04cv2558 
(GEL), 2006 WL 2212776 at *12 n.16 (S.D.N.Y. Aug. 3, 2006) (collecting cases). Whether characterized as an issue of standing or 
as the equitable defense of in pari delicto, the result is the same. See In re Bernard L. Madoff Investment Securities LLC, 721 F.3d 
54, 63 (2d Cir. 2013); Baena v. KPMG LLP, 453 F.3d 1, 4-6 (1st Cir. 2006).

25 Although there are no differences between the laws of Illinois and New York that are material to these motions, if there were a 
difference, Delaware choice of law rules dictate that the law of the jurisdiction in which the defendant is headquartered and where 
most of the work was performed be applied. See, e.g., In re Am. Int’l Grp., Inc., 965 A.2d 763, 819-20 (Del. Ch. 2009). That 
jurisdiction has the strongest incentive to dictate standards for professional performance. This result also yields predictable 
standards of behavior for a professional.

26 Although a claim for simple negligence against each of these defendants would be barred by the indemnity agreements contained 
in their engagement letters, the indemnity agreements do not protect the defendants from liability for gross negligence, bad faith, or 
willful misconduct.
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Conners, Los Angeles, CA, for Defendants.

MEMORANDUM AND ORDER RE: MOTIONS TO 
REMAND, TO STRIKE, AND TO DISMISS

WILLIAM B. SHUBB, District Judge.

*1 Plaintiff Meredith L. Manzano brought this action 
against defendants MetLife Bank, N.A. (“MetLife”), 
Quality Loan Service Corp. (“Quality Loan”), and Donn 
Steier, Inc. dba Sierra Mortgage (“Sierra Mortgage”), 
arising out of defendants’ allegedly wrongful conduct 
relating to a residential loan agreement. Presently before 
the court are plaintiff’s motion to remand and Metlife’s 
motions to dismiss plaintiff’s Second Amended 
Complaint (“SAC”) pursuant to Federal Rule of Civil 
Procedure 12(b)(6) and to strike plaintiff’s SAC pursuant 

to Rule 12(f).
 

I. Factual and Procedural Background
Plaintiff is the owner of real property located at 168 
Beaver Trail in Mammoth Lakes, California. (SAC ¶ 7 
(Docket No. 14).) In July of 2008, First Horizon Home 
Loans recorded a Deed of Trust on the property with the 
Mono County Recorder’s Office as security for a loan for 
$417,000.00. (Def.’s Req. for Judicial Notice Ex. 1 
(Docket No. 18); see SAC ¶ 8.)
 
On April 28, 2009, MetLife filed a Corporate 
Reassignment of Deed of Trust with the Mono County 
Recorder’s Office, which stated that First Horizon Home 
Loans conveyed the Deed of Trust on plaintiff’s home to 
Metlife. (Def.’s Req. for Judicial Notice Ex. 2.) Plaintiff 
alleges, however, that MetLife is not the true owner of the 
Deed of Trust and underlying indebtedness. (SAC ¶ 29.)
 
Plaintiff apparently missed at least one loan payment, as 
on July 8, 2010, plaintiff received a letter from MetLife 
regarding the possibility of loan modification following 
plaintiff’s “failure to pay.” (SAC ¶ 28.) Plaintiff then 
allegedly called the loss mitigation department of MetLife 
and spoke to a representative who told plaintiff to stop 
making regular payments in order to qualify for a loan 
modification. (Id. ¶ 31.) The representative allegedly told 
plaintiff that her credit would not be affected during the 
process as long as she provided MetLife with the required 
financial information for the modification. (Id. ¶ 32.)
 
Plaintiff allegedly made a Qualified Written Request 
(“QWR”) to MetLife on November 16, 2010. (Id. ¶ 88.) 
She received no response. (Id.) MetLife has allegedly 
recorded a Notice of Default and Notice of Trustee’s Sale 
on plaintiff’s home but has not yet foreclosed. (Id. ¶¶ 
10–11.)
 
On December 21, 2010, plaintiff filed suit in the Superior 
Court of the County of Mono against MetLife and Quality 
Loan, asserting both state and federal claims. (Notice of 
Removal ¶ 1 (Docket No. 1).) On February 22, 2011, 
plaintiff filed a First Amended Complaint in state court, 
adding another federal claim against MetLife. (John 
Manzano Decl. in Supp. of Mot. to Remand ¶ 12 (Docket 
No. 9).) The parties dispute whether and when MetLife 
was properly served with the Complaint or First Amended 
Complaint in state court.
 
On March 9, 2011, MetLife removed the action to this 
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court on the basis of both diversity and federal question 
jurisdiction.1 (Notice of Removal ¶ ¶ 7–12.) Plaintiff then 
filed her SAC in this court on April 12, 2011, adding a 
state law claim against MetLife and Sierra Mortgage, 
which had not previously been a party. (Docket No. 14.) 
The SAC states claims against MetLife for slander of title 
and quiet title, fraud, negligent misrepresentation, bad 
faith, wrongful foreclosure, violation of the Fair Debt 
Collection Practices Act (“FDCPA”), 15 U.S.C. §§ 
1692–1692p, violation of the Real Estate Settlement 
Procedures Act (“RESPA”), 12 U.S.C. §§ 2601–2617, 
and predatory lending under California Financial Code 
sections 4970–4979.8.2

 

II. Discussion

A. Motion to Remand
*2 Plaintiff moves to remand this action to state court on 
the grounds that removal was untimely, MetLife waived 
its right to remove by taking substantial action in state 
court, MetLife failed to obtain the requisite consent to 
remove from Sierra Mortgage, and this court does not 
have jurisdiction under 28 U.S.C. § 1332. (Pl.’s Mot. to 
Remand (Docket No. 8).)
 
A motion to remand a case on the basis of any defect 
other than lack of subject matter jurisdiction must be 
made within thirty days after the filing of the notice of 
removal under 28 U.S.C. § 1446(a). 28 U.S.C. § 1447(c); 
Pavone v. Miss. Riverboat Amusement Corp., 52 F.3d 
560, 566 (5th Cir.1995). “Federal courts strictly observe 
the thirty-day deadline for filing motions to remand.” 
Alter v. Bell Helicopter Textron, Inc., 944 F.Supp. 531, 
535 (S.D.Tex.1996) (citing In re Shell Oil Co., 932 F.2d 
1518, 1522–23 (5th Cir.1991) (holding that remand was 
precluded when the motion to remand was filed 
thirty-four days after the removal notice); Elder v. 
Wal–Mart Stores, Inc., 751 F.Supp. 639, 640 
(E.D.La.1990) (thirty-one days)); see also Borchers v. 
Standard Fire Ins. Co., No. C–10–1706, 2010 WL 
2608291, at *1 (N.D.Cal. June 25, 2010) (thirty-one 
days); Ramos v. Quien, 631 F.Supp.2d 601, 608 
(E.D.Pa.2008) (thirty-one days).
 
MetLife filed its notice of removal with this court on 
March 9, 2011, which gave plaintiff until April 8, 2011, to 
move to remand.3 Plaintiff did not file her motion to 
remand until April 11, 2011.4 Accordingly, plaintiff’s 
motion was untimely. Because the thirty-day limitation 

for a motion to remand on procedural grounds also limits 
a court’s authority to remand a case sua sponte on such 
grounds, Maniar v. F.D.I.C., 979 F.2d 782, 785 (9th 
Cir.1992) (court may not consider plaintiff’s untimely 
argument that removal was untimely), the court will not 
consider whether MetLife’s removal was procedurally 
defective.
 
However, the court must still consider whether it has 
subject matter jurisdiction over the action. See 28 U.S.C. 
§ 1447(c) (“If at any time before final judgment it appears 
that the district court lacks subject matter jurisdiction, the 
case shall be remanded.”). Plaintiff has brought federal 
claims under the FDCPA and RESPA. Because the court 
has federal question jurisdiction, 28 U.S.C. § 1331, the 
court need not consider plaintiff’s argument regarding 
diversity jurisdiction. Accordingly, plaintiff’s motion to 
remand will be denied.
 

B. Motion to Strike
MetLife moves to strike plaintiff’s SAC on the ground 
that she filed it without leave of court. A plaintiff is 
allowed to amend her complaint once as a matter of 
course. Fed.R.Civ.P. 15(a). “When a state court action is 
removed to federal court, the removal is treated as if the 
original action has been commenced in federal court.” 
Schnabel v. Lui, 302 F.3d 1023, 1037 (9th Cir.2002); see 
also Butner v. Neustadter, 324 F.2d 783, 785 (9th 
Cir.1963) ( “The federal court takes the case as it finds it 
on removal and treats everything that occurred in the state 
court as if it had taken place in federal court.”) (footnote 
omitted).
 
*3 Because plaintiff filed her First Amended Complaint in 
state court prior to removal to this court, plaintiff already 
amended her pleading once as a matter of course. Thus, 
she could not properly file the SAC without first 
obtaining leave of court. Howell v. City of Fresno, No. 
CV–F–07–371 OWW TAG, 2007 WL 1501844, at *2 
(E.D.Cal. May 23, 2007); see also Yazdanpanah v. 
Sacramento Valley Mortg. Grp., No. C 09–02024, 2009 
WL 4573381, at *1 (N.D.Cal. Dec.1, 2009).
 
However, even when a pleading is improperly filed, the 
court may choose not to strike the pleading in the interests 
of judicial economy. See Telles v. Stanislaus Cnty., No. 
1:10–cv01911 AWI JLT, 2011 WL 643358, at *1 n. 1 
(E.D.Cal. Feb.17, 2011); Roybal v. Equifax, No. 
2:05–cv–01207 MCE KJM, 2008 WL 4532447, at *14 n. 
12 (E.D.Cal. Oct.9, 2008); Chang Heum Lee v. Cnty. of 
Kern, No. CV–F–07–1337 LJO SMS, 2007 WL 4372838, 
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at *3 (E.D.Cal. Dec.12, 2007); Rhodes v. Elec. Data Sys. 
Corp., No. CIV S–06–1715 MCE EFB, 2007 WL 
1988750, at *1 n. 2 (E.D.Cal. July 3, 2007); Sapiro v. 
Encompass Ins., 221 F.R.D. 513, 517 (N.D.Cal.2004). 
This is often true when “leave to amend would have been 
granted had it been sought and when it does not appear 
that any of the parties will be prejudiced by allowing the 
change.” Charles Alan Wright et al., Federal Practice & 
Procedure § 1484 (3d ed.2010) (observing that 
“[p]ermitting an amendment without formal application to 
the court under these circumstances is in keeping with the 
overall liberal amendment policy of Rule 15(a) and the 
general desirability of minimizing needless formalities”).
 
Plaintiff’s SAC makes two substantive changes from her 
FAC: it adds a cause of action for predatory lending under 
California Financial Code sections 4970–4979.8 and adds 
Sierra Mortgage as a defendant as to that cause of action 
only. While the addition of Sierra Mortgage destroys 
diversity between the parties, this court has jurisdiction 
because the case presents a federal question. Accordingly, 
the amendments do not appear to prejudice any party. 
Because the court would have granted leave to amend had 
plaintiff sought it, the court will decline to strike the SAC 
and will treat it as properly filed.5

 

C. Motion to Dismiss
On a motion to dismiss, the court must accept the 
allegations in the complaint as true and draw all 
reasonable inferences in favor of the plaintiff.6 Scheuer v. 
Rhodes, 416 U.S. 232, 236, 94 S.Ct. 1683, 40 L.Ed.2d 90 
(1974), overruled on other grounds by Davis v. Scherer, 
468 U.S. 183, 104 S.Ct. 3012, 82 L.Ed.2d 139 (1984); 
Cruz v. Beto, 405 U.S. 319, 322, 92 S.Ct. 1079, 31 
L.Ed.2d 263 (1972). “To survive a motion to dismiss, a 
complaint must contain sufficient factual matter, accepted 
as true, to ‘state a claim to relief that is plausible on its 
face.’ ” Ashcroft v. Iqbal, –––U.S. ––––, ––––, 129 S.Ct. 
1937, 1949, 173 L.Ed.2d 868 (2009) (quoting Bell Atl. 
Corp. v. Twombly, 550 U.S. 544, 570, 127 S.Ct. 1955, 
167 L.Ed.2d 929 (2007)). This “plausibility standard,” 
however, “asks for more than a sheer possibility that a 
defendant has acted unlawfully,” and “[w]here a 
complaint pleads facts that are ‘merely consistent with’ a 
defendant’s liability, it ‘stops short of the line between 
possibility and plausibility of entitlement to relief.’ ” 
Iqbal, 129 S.Ct. at 1949 (quoting Twombly, 550 U.S. at 
556–57).
 

1. Slander of Title and Quiet Title
*4 Plaintiff alleges that title to her property was slandered 
when the Notice of Default and Notice of Trustee’s Sale 
were recorded. (SAC ¶¶ 13–22.) To state a claim for 
slander of title, a plaintiff must establish: “1) a 
publication; 2) which is without privilege or justification; 
3) which is false; and 4) which causes direct and 
immediate pecuniary loss.” Jackson v. Ocwen Loan 
Servicing, LLC, No. 2:10–cv–00711 MCE GGH, 2010 
WL 3294397, at *4 (E.D.Cal. Aug.20, 2010) (citing 
Manhattan Loft, LLC v. Mercury Liquors, Inc., 173 
Cal.App.4th 1040, 1050–51, 93 Cal.Rptr.3d 457 (2d 
Dist.2009)).
 
Plaintiff has not alleged that anything is false about the 
Notice of Default and Notice of Trustee’s Sale. She 
alleges that MetLife is not an owner of the underlying 
deed of trust and that she is not in default on the 
underlying indebtedness. (SAC ¶ 19.) As to the latter 
allegation, other portions of the SAC make clear that 
plaintiff was in fact in default on the indebtedness. Even 
before MetLife allegedly told her not to pay so that she 
could qualify for a loan modification, she had missed 
payments on her loan. (Id. ¶ 28, 93 Cal.Rptr.3d 457.) 
Thus, plaintiff has not plausibly alleged that the Notices 
were false in stating that she was in default.
 
Furthermore, this court and others have made it 
abundantly clear that a party need not be the owner of the 
subject deed to foreclose on the property. See, e.g., Foster 
v. SCME Mortg. Bankers, Inc., No. CIV 2:10–518 WBS 
GGH, 2010 WL 1408108, at *4 (E.D.Cal. Apr.7, 2010) 
(“Under California Civil Code section 2924(a)(1), a 
‘trustee, mortgagee or beneficiary or any of their 
authorized agents’ may conduct the foreclosure 
process.”). Plaintiff has alleged nothing false about the 
Notices, and thus her claim for slander of title will be 
dismissed.
 
The purpose of a quiet title action is to establish one’s 
title against adverse claims to real property. California 
Code of Civil Procedure section 761.020 states that a 
claim to quiet title requires: (1) a verified complaint, (2) a 
description of the property, (3) the title for which a 
determination is sought, (4) the adverse claims to the title 
against which a determination is sought, (5) the date as of 
which the determination is sought, and (6) a prayer for the 
determination of the title. Cal.Civ.Proc.Code § 761.020.
 
The tender rule applies to a quiet title action. Kozhayev v. 
America’s Wholesale Lender, No. CIV S–09–2841 FCD 
DAD, 2010 WL 3036001, at *5 (E.D.Cal. Aug.2, 2010); 
see also Shimpones v. Stickney, 219 Cal. 637, 649, 28 
P.2d 673 (1934). A “quiet title action is doomed in the 
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absence of Plaintiffs’ tender of the full amount owed.” 
Gjurovich v. California, No. 1:10–cv–01871 LJO SMS, 
2010 WL 4321604, at *8 (E.D.Cal. Oct.26, 2010). Here, 
among other deficiencies, plaintiff has not alleged tender 
or the ability to tender.7 Accordingly, the court will grant 
MetLife’s motion to dismiss the quiet title claim.
 

2. Fraud
In California, the elements of a claim for fraud are “(a) a 
misrepresentation (false representation, concealment, or 
nondisclosure); (b) knowledge of falsity (or ‘scienter’); 
(c) intent to defraud, i.e., to induce reliance; (d) justifiable 
reliance; and (e) resulting damage.” In re Estate of Young, 
160 Cal.App.4th 62, 79, 72 Cal.Rptr.3d 520 (4th 
Dist.2008) (quoting Lazar v.Super. Ct., 12 Cal.4th 631, 
638, 49 Cal.Rptr.2d 377, 909 P.2d 981 (1996)) (internal 
quotation marks omitted). Under the heightened pleading 
requirement for claims of fraud under Federal Rule of 
Civil Procedure 9(b), “a party must state with particularity 
the circumstances constituting fraud or mistake.” 
Fed.R.Civ.P. 9(b). A plaintiff must include the “who, 
what, when, where, and how” of the fraud. Vess v. 
Ciba–Geigy Corp. USA, 317 F.3d 1097, 1106 (9th 
Cir.2003) (quoting Cooper v. Pickett, 137 F.3d 616, 627 
(9th Cir.1997)).
 
*5 Plaintiff alleges that MetLife made the following 
misrepresentations: MetLife was the owner of the deed 
and note, which were transferred to MetLife by the true 
owner after the loan was created, (SAC ¶ 24), and 
payments should be made to MetLife, (id.), MetLife was 
willing to renegotiate the loan by allowing plaintiff to 
participate in its loan modification program and MetLife 
had the authority to modify the loan, (id. ¶ 28), plaintiff 
should not make payments so that she would qualify for 
the loan modification program, (id. ¶ 31), and during the 
loan modification process, MetLife would forbear on 
foreclosure proceedings and her credit would not be 
adversely affected. (Id. ¶ 31–32.)
 
Plaintiff alleges that she justifiably relied on the above 
representations and stopped making regular payments on 
the loan, repeatedly filled out form applications, and 
provided MetLife with financial information. (Id. ¶ 34.) 
Damages allegedly only resulted from the first act of 
reliance: when she stopped making payments, she 
allegedly lost all ability to obtain financing. (Id. ¶ 37.)
 
While MetLife’s statements that plaintiff should stop 
making payments in order to participate in the loan 
modification process and that MetLife would take no 

action against her do appear to be misrepresentations, and 
even assuming that these statements were pled with the 
requisite particularity, plaintiff has fallen short of stating a 
plausible claim to relief. Specifically, plaintiff had 
stopped making payments under the loan before these 
alleged misrepresentations were made. Unless plaintiff 
can allege that the statements caused her to continue not 
making payments, which she otherwise would have 
resumed making, then MetLife’s statements cannot have 
caused any damage. Accordingly, the court will grant 
MetLife’s motion to dismiss plaintiff’s claim for fraud.
 

3. Negligent Misrepresentation
The elements of negligent misrepresentation under 
California law are: “(1) the misrepresentation of a past or 
existing material fact, (2) without reasonable ground for 
believing it to be true, (3) with intent to induce another’s 
reliance on the fact misrepresented, (4) justifiable reliance 
on the misrepresentation, and (5) resulting damage.” 
Apollo Capital Fund, LLC v. Roth Capital Partners, LLC, 
158 Cal.App.4th 226, 243, 70 Cal.Rptr.3d 199 (2d 
Dist.2007).
 
The alleged misrepresentations plaintiff complains of are 
identical to those in the fraud claim.8 (SAC ¶ 40.) As 
discussed above, plaintiff has not pled that any damage 
resulted from any of MetLife’s alleged 
misrepresentations, so her claim for negligent 
misrepresentation fails. The court therefore will grant 
MetLife’s motion to dismiss plaintiff’s negligent 
misrepresentation claim.
 

4. Bad Faith
Plaintiff titles her fourth cause of action “bad faith,” and 
repeats most of the allegations from the other claims, 
additionally alleging that MetLife never approved a loan 
modification. (Id. ¶¶ 45–69, 70 Cal.Rptr.3d 199.) The 
court construes the claim as one for breach of the implied 
covenant of good faith and fair dealing.
 
*6 “Every contract imposes upon each party a duty of 
good faith and fair dealing in its performance and its 
enforcement.” Marsu, B.V. v. Walt Disney Co., 185 F.3d 
932, 937 (9th Cir.1999) (applying California law) 
(internal quotation marks omitted). That duty, known as 
the covenant of good faith and fair dealing, requires “that 
neither party ... do anything which will injure the right of 
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the other to receive the benefits of the agreement.” 
Andrews v. Mobile Aire Estates, 125 Cal.App.4th 578, 
589, 22 Cal.Rptr.3d 832 (2d Dist.2005) (internal 
quotation marks omitted). “[T]he implied covenant is 
limited to assuring compliance with the express terms of 
the contract, and cannot be extended to create obligations 
not contemplated in the contract.” Racine & Laramie, Ltd. 
v. Dep’t of Parks & Recreation, 11 Cal.App.4th 1026, 
1032, 14 Cal.Rptr.2d 335 (4th Dist.1992). “[T]he implied 
covenant is a supplement to an existing contract, and thus 
it does not require parties to negotiate in good faith prior 
to any agreement.” McClain v. Octagon Plaza, LLC, 159 
Cal.App.4th 784, 799, 71 Cal.Rptr.3d 885 (2d Dist.2008).
 
Here, plaintiff rests this claim on her attempts at loan 
modification. (See SAC ¶ 46.) However, plaintiff alleges 
that MetLife “could not help plaintiff renegotiate the loan 
by allowing plaintiff to participate in MetLife’s loan 
modification program, because it never had the authority 
to negotiate on behalf of the true owner.” (Id. ¶ 47, 71 
Cal.Rptr.3d 885.) Taking plaintiff’s allegation as true, no 
contract existed between MetLife and plaintiff that could 
have given MetLife an obligation to act in good faith in 
its performance of that contract. Furthermore, because 
plaintiff has not alleged facts plausibly suggesting that 
plaintiff and MetLife actually agreed to modify the loan, 
no contract came into existence at that time, and the claim 
must fail as it relates to loan modification. See Prasad v. 
BAC Home Loans Servicing LP, CIV No. 2:10–CV–2343 
FCD KJN, 2010 WL 5090331, at *4 (E.D.Cal. Dec.7, 
2010) (granting motion to dismiss when agreement to 
modify was not sufficiently alleged). Accordingly, the 
court will grant MetLife’s motion to dismiss plaintiff’s 
claim for “bad faith.”
 

5. Wrongful Foreclosure
Wrongful foreclosure is an action in equity, where a 
plaintiff seeks to set aside a foreclosure sale that has 
already occurred. See Karlsen v. Am. Sav. & Loan Ass’n, 
15 Cal.App.3d 112, 117, 92 Cal.Rptr. 851 (2d Dist.1971). 
Because plaintiff’s house has not yet been sold, a claim 
for wrongful foreclosure is not yet ripe. Accordingly, the 
court will grant MetLife’s motion to dismiss plaintiff’s 
claim for wrongful foreclosure.
 

6. Fair Debt Collection Practices Act
Plaintiff did not respond in her opposition to MetLife’s 

motion to dismiss her claim under the FDCPA. The SAC 
alleges that MetLife violated the FDCPA by threatening 
to foreclose on the property and recording the Notice of 
Default and Notice of Trustee’s Sale without the right to 
do so. (SAC ¶¶ 82–83.)
 
*7 The FDCPA provides that “[a] debt collector may not 
use unfair or unconscionable means to collect or attempt 
to collect any debt.” 15 U.S.C. § 1692f. The term “debt 
collector” is defined as “any person ... in any business the 
principal purpose of which is the collection of any debts, 
or who regularly collects or attempts to collect, directly or 
indirectly, debts owed or due or asserted to be owed or 
due another.” Id. § 1692a(6). The “definition of debt 
collector ‘does not include the consumer’s creditors, a 
mortgage servicing company, or any assignee of the debt, 
so long as the debt was not in default at the time it was 
assigned.’ ” Nool v. HomeQ Servicing, 653 F.Supp.2d 
1047, 1053 (E.D.Cal.2009) (quoting Perry v. Stewart Title 
Co., 756 F.2d 1197, 1208 (5th Cir.1985)). Plaintiff alleges 
that MetLife was the servicer of the loan, and thus 
MetLife cannot be subject to liability under the FDCPA. 
Accordingly, the court will grant MetLife’s motion to 
dismiss plaintiff’s FDCPA claim.
 

7. RESPA
RESPA imposes a duty on loan servicers to take certain 
actions upon receipt of a qualified written request 
(“QWR”) from a borrower asking for information relating 
to the servicing of the loan. 12 U.S.C. § 2605(e)(1)(A). A 
QWR is “a written correspondence, other than notice on a 
payment coupon or other payment medium supplied by 
the servicer,” that

(i) includes, or otherwise enables the servicer to 
identify, the name and account of the borrower; and (ii) 
includes a statement of the reasons for the belief of the 
borrower, to the extent applicable, that the account is in 
error or provides sufficient detail to the servicer 
regarding other information sought by the borrower.

12 U.S.C. § 2605(e)(1)(B).
 
Plaintiff alleges that:

On November 16, 2010, plaintiff made a qualified 
written request under RESPA 12 USC § 2605(e)(1)(A) 
to both MetLife and First Horizon under separate 
cover. The first letter was a request for information 
under the Real Estate Settlement Procedures Act 
(RESPA) and the second was a request for an 
accounting of the amount necessary to reinstate the 
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loan.
(SAC ¶ 88.) Plaintiff did not attach the letters to the SAC.
 
While plaintiff is correct that she is not required to attach 
copies of the alleged QWRs to her complaint, she cannot 
simply allege in conclusory fashion that the written 
correspondence constituted QWRs. See, e.g., Falcocchia 
v. Saxon Mortg., Inc., 709 F.Supp.2d 873, 887–88 
(E.D.Cal.2010) (Karlton, J.) (dismissing RESPA claim 
because “[p]laintiffs make no other allegations regarding 
the content of this purported QWR, nor have plaintiffs 
provided a copy of the letter”); Aguilar v. Cabrillo 
Mortg., No. 09–CV–1799, 2010 WL 1909547, at *2–3 
(S.D.Cal. May 11, 2010) (“Although Plaintiffs correctly 
argue that they have no affirmative duty to attach a copy 
of the letter to the SAC, they still must allege sufficient 
facts to demonstrate that the letter sent to [defendant] 
triggered the procedures set forth in 12 U.S.C. § 
2605(e).”). Plaintiff’s conclusory allegations that her 
letters constituted QWRs are insufficient to state a claim 
for a violation of RESPA. Accordingly, the court will 
grant MetLife’s motion to dismiss plaintiff’s RESPA 
claim.
 

8. California Financial Code sections 4970–4979.8
*8 Plaintiff did not respond in her opposition to MetLife’s 
motion to dismiss her claim under California’s predatory 
lending laws. Plaintiff’s only allegation regarding 
MetLife in this claim is that MetLife “recommended or 
encouraged the plaintiff to default on the loan or other 
debt in connection with the solicitation or making of a 
covered loan that refinances all or any portion of the 
existing consumer loan or debt.” (SAC ¶ 107.)
 
California Financial Code section 4973, which prohibits 
certain actions for covered loans, “covers lenders who 

negotiate the terms of the loans, and not servicers ... who 
become involved with the loans after their execution.” 
Levy v. Residential Credit Solutions Inc., No. 
10–CV–0292, 2010 WL 3470656, at *3–4 (S.D.Cal. Sept. 
2, 2010); see Sutherland v. Diversified Capital Inc., No. C 
08–03474, 2008 WL 2951353, at *2 (N.D.Cal. July 24, 
2008) (“[section] 4973 explicitly does not apply to 
holders in due course”).
 
Plaintiff makes no allegation that MetLife was the 
original lender on her loan, and actually alleges that 
MetLife was the servicer. (SAC ¶ 90.) Accordingly, 
MetLife cannot be held liable for predatory lending under 
California law.9 Because plaintiff fails to state a claim 
against MetLife, plaintiff’s claim for predatory lending 
will be dismissed.
 
IT IS THEREFORE ORDERED that:
 
(1) plaintiff’s motion to remand be, and the same hereby 
is, DENIED;
 
(2) MetLife’s motion to strike be, and the same hereby is, 
DENIED; and
 
(3) MetLife’s motion to dismiss plaintiff’s Second 
Amended Complaint be, and the same hereby is, 
GRANTED.
 
Plaintiff has twenty days from the date of this Order to 
file an amended complaint, if she can do so consistent 
with this Order.
 

All Citations

Not Reported in F.Supp.2d, 2011 WL 2080249

Footnotes

1 Plaintiff attempted to amend her complaint in state court to substitute Sierra Mortgage as a Doe defendant on March 14, 2011, after 
the action had already been removed. (Pl.’s Mot. to Remand at 5:14–17 (Docket No. 8).)

2 Plaintiff’s SAC also alleges claims against Quality Loan for slander of title, quiet title, and wrongful foreclosure, and against Sierra 
Mortgage for violation of California Financial Code sections 4970–4979.8. Quality Loan is named solely in its capacity as a 
trustee; it apparently filed a declaration of nonmonetary status pursuant to California Civil Code section 2924l in state court. (Pl.’s 
Mot. to Remand at 3 n. 2 (Docket No. 8).)

3 The fact that March has thirty-one days does not change the interpretation of “thirty days” in § 1447(c). Courts have consistently 
applied this deadline to literally mean “thirty days” rather than “one month.” See, e.g., Elder v. Wal–Mart Stores, Inc., 751 F.Supp. 
639, 640 (E.D.La.1990) (period from removal on August 20, 1990, to plaintiffs’ motion to remand on September 20, 1990, was 
thirty-one days, and thus plaintiffs’ motion was untimely).

4 The weekend, April 9 and 10, is not counted against plaintiff. See Fed.R.Civ.P. 6(a)(1)(C) (“When the period is stated in days or a 
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longer unit of time ... include the last day of the period, but if the last day is a Saturday, Sunday, or legal holiday, the period 
continues to run until the end of the next day that is not a Saturday, Sunday, or legal holiday.”). Because the deadline fell on a 
Friday, plaintiff was effectively one day late by filing her motion the following Monday.

5 The court will not consider MetLife’s remaining arguments in its motion to strike that portions of the SAC referring to punitive 
damages, attorney’s fees, statutory damages, and injunctive relief should be stricken. The court will grant MetLife’s motion to 
dismiss the SAC; therefore, the remaining arguments in the motion to strike are moot.

6 Metlife has requested that the court take judicial notice of publicly-recorded documents related to plaintiff’s mortgage. (Docket 
No. 18.) The court will take judicial notice of these documents, as they are matters of public record whose accuracy cannot be 
questioned. See Lee v. City of Los Angeles, 250 F.3d 668, 689 (9th Cir.2001). MetLife has also requested that the court take 
judicial notice of documents filed in state court before the action was removed. To the extent that MetLife requests that the court 
take judicial notice that the documents were filed in state court, the request is granted. See BurbankGlendale–Pasadena Airport 
Auth. v. City of Burbank, 136 F.3d 1360, 1364 (9th Cir.1998). However, the court will not take judicial notice of any disputed facts 
contained in those documents. See Lee, 250 F.3d at 690.

7 Plaintiff’s allegation that she is “ready, willing and able to tender payments to MetLife and reinstate the loan in an amount that is 
full and fair, calculated in accordance with the contract,” (SAC ¶ 20), is insufficient to allege tender. See Arnolds Mgmt. Corp. v. 
Eischen, 158 Cal.App.3d 575, 578, 205 Cal.Rptr. 15 (2d Dist.1984) (tender is “an offer to pay the full amount of the debt for which 
the property was security”).

8 In addition to the forms of reliance in plaintiff’s fraud claim, she alleges that she relied on MetLife’s misrepresentations by making 
mortgage payments. (SAC ¶ 41.) This contradicts the portions of the SAC stating that plaintiff stopped making mortgage 
payments, and it is unclear how making mortgage payments caused her any damage.

9 Plaintiff has also failed to allege sufficient facts to show that her loan was a “covered loan” and thus subject to California Financial 
Code section 4973. A “covered loan” means “a consumer loan in which the original principal balance of the loan does not exceed 
the most current conforming loan limit for a single-family first mortgage loan established by the Federal National Mortgage 
Association in the case of a mortgage or deed of trust,” and where one of two conditions regarding annual percentage rate or points 
and fees payable at closing are established. Cal. Fin.Code § 4970(b); see House v. Cal State Mortg. Co., No. CV–F–08–1880 
OWW GSA, 2009 WL 2031775, at *18 (E.D.Cal. July 9, 2009) (“Plaintiff must allege the specific facts from which it may be 
inferred that the loans at issue were ‘covered’ loans within the meaning of the statute.”).

End of Document © 2021 Thomson Reuters. No claim to original U.S. Government Works.
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ORDER DENYING DEFENDANT’S MOTION TO 
DISMISS PLAINTIFFS’ SECOND AMENDED 
COMPLAINTS [52]

ANDRÉ BIROTTE JR., UNITED STATES DISTRICT 
JUDGE

I. INTRODUCTION
*1 Plaintiffs MAO-MSO Recovery II, LLC, MSP 
Recovery, LLC, MSPA Claims 1, LLC, and MSP 
Recovery Claims Series LLC (collectively “Plaintiffs”) 

filed two cases against Defendant Mercury General 
(“Defendant”): Case No. CV 17-2525, the “No Fault” 
case, and Case No. 17-2557, the “Settlement” case. (See 
Case No. CV 17-2525, Dkt. No. 47 (“No Fault SAC”); 
Case No. CV 17-2557, Dkt. No. 48 (“Settlement SAC”).)
 
Defendant moves to dismiss Plaintiffs’ Second Amended 
Complaint (“SAC”) in each action. (No Fault Dkt. No. 52; 
Settlement Dkt. No. 52.) Plaintiffs filed an Opposition, 
(No Fault Dkt. No. 64; Settlement Dkt. No. 64), and 
Defendant replied, (No Fault Dkt. No. 67; Settlement Dkt. 
No. 67). The Court heard oral argument on February 9, 
2018, and took the matter under submission.
 
At the hearing, Plaintiffs’ counsel stated they would 
produce the actual assignments in an effort to appease the 
Court and defense counsel regarding their validity. The 
Court subsequently ordered Plaintiffs to produce the 
documents and ordered the parties to file supplemental 
briefs on any issues remaining following production of 
the assignments. (See Dkt. No. 73.) Defendant filed its 
supplemental brief on March 16, 2018, and Plaintiffs 
responded on April 5, 2018. (Dkt. Nos. 81, 91.) The Court 
subsequently granted Plaintiffs’ request for a hearing on 
the parties’ supplemental briefing and held another 
hearing on May 11, 2018.
 
Having carefully reviewed the materials submitted by the 
parties and the arguments presented during oral argument, 
and for the reasons indicated below, the Court DENIES 
Defendant’s Motions to Dismiss.
 

II. BACKGROUND
Both cases arise out of Defendant’s alleged failure to 
reimburse Medicare Advantage Organizations (“MAO”) 
for payments made by the MAOs on behalf of injured 
Medicare beneficiaries. (No Fault SAC ¶¶ 2–5; 
Settlement SAC ¶¶ 1–4.) Plaintiffs contend that, under the 
Medicare Secondary Payer Act (“MSPA”), 42 U.S.C. § 
1395y(b), Defendant was obligated to pay these claims, or 
reimburse the MAO if it paid the claim. (Id.) Numerous 
MAOs have allegedly assigned their right to assert these 
claims to Plaintiffs. (No Fault SAC ¶¶ 51–131; Settlement 
SAC ¶¶ 47–127.)
 

A. A Concise History of Relevant Law
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In 1980, Congress passed the MSPA to reduce the costs 
of Medicare. Zinman v. Shalala, 67 F.3d 841, 843 (9th 
Cir. 1995). Prior to the Act’s passage, Medicare often 
acted as a primary insurer; that is, Medicare paid for 
enrollees’ medical expenses, even when an enrollee 
carried other insurance that covered the same costs, or 
when a third party had an obligation to pay for them. The 
MSPA, as its name suggests, changed that relationship so 
that Medicare acts as a secondary payer. “This means that 
if payment for covered services has been or is reasonably 
expected to be made by someone else, Medicare does not 
have to pay.” Cochran v. U.S. Health Care Fin. Admin., 
291 F.3d 775, 777 (11th Cir. 2002). The MSPA prohibits 
Medicare from paying for items or services if “payment 
has been made or can reasonably be expected to be made 
under a workmen’s compensation law or plan of the 
United States or a State or under an automobile or liability 
insurance policy or plan (including a self-insured plan) or 
under no fault insurance.” 42 U.S.C. § 1395y(b)(2)(A)(ii). 
If, however, a primary payer “has not made or cannot 
reasonably be expected to make payment with respect to 
the item or service promptly,” Medicare may make a 
payment on the enrollee’s behalf, conditioned on 
reimbursement from the primary plan. Id. § 
1395y(b)(2)(B)(i); see also Cochran, 291 F.3d at 777 (“In 
order to accommodate its beneficiaries, however, 
Medicare does make conditional payments for covered 
services, even when another source may be obligated to 
pay, if that other source is not expected to pay 
promptly.”).
 
*2 Though the MSPA uses the term “primary plan” to 
describe entities with a primary responsibility to pay, that 
term covers more than just health insurance plans. The 
law defines a “primary plan” as “a group health plan or 
large group health plan ... a workmen’s compensation law 
or plan, an automobile or liability insurance policy or plan 
(including a self-insured plan) or no fault insurance.” 42 
U.S.C. § 1395y(b)(2)(A). Thus, Defendant in this 
case—an automobile insurance no-fault carrier—is a 
primary plan within the meaning of the MSPA.
 
The mechanics of the reimbursement process are set out 
in the statute as follows. The law requires a primary plan 
to reimburse Medicare “if it is demonstrated that such 
primary plan has or had a responsibility to make payment 
with respect to such item or service.” 42 U.S.C. § 
1395y(b)(2)(B)(ii). The statute explains how that 
responsibility may be demonstrated:

responsibility for such payment may be demonstrated 
by a judgment, a payment conditioned upon the 
recipient’s compromise, waiver, or release (whether or 
not there is a determination or admission of liability) of 
payment for items or services included in a claim 

against the primary plan or the primary plan’s insured, 
or by other means.

Id. Thus, Medicare may obtain reimbursement from a 
primary plan if it demonstrates that the primary plan “has 
or had a responsibility” to pay for the item or service. To 
facilitate recovery of these payments, the law provides for 
a right of action by the United States, for double damages, 
against “any or all entities that are or were required or 
responsible” to make payment under a primary plan. Id. § 
1395y(b)(2)(B)(iii).
 
In addition to the right of action by the United States, 
Congress created a private cause of action against a 
primary plan that fails to provide for primary payment. Id. 
§ 1395y(b)(3)(A). Like the cause of action provided to the 
United States, the private cause of action also permits the 
plaintiff to recover double damages. Id.
 

B. The No Fault and Settlement Actions

Generally, the No Fault SAC alleges that Defendant was 
required to reimburse MAOs for payments made by the 
MAO on behalf of certain Mercury customers who were 
injured in automobile accidents. (No Fault SAC ¶¶ 5–6.) 
Plaintiffs explain the situation as follows: Medicare 
beneficiaries were injured in automobile accidents. (Id. ¶ 
134.) Although the beneficiaries were covered by 
Medicare, they also had no-fault insurance policies issued 
by Defendant. As the no-fault insurance provider for the 
beneficiaries, Plaintiffs contend that Defendant was 
obligated to pay for the medical expenses resulting from 
the accidents. (Id. ¶¶ 133–37.) However, Defendant did 
not pay the medical costs following the accidents; instead, 
the beneficiaries’ MAO paid the bill. (Id. ¶ 136.) Many 
MAOs have allegedly assigned their rights to assert the 
instant clams to Plaintiffs. Accordingly, Plaintiffs now 
seek reimbursement from Defendant for payments the 
assignee MAOs made on behalf of unnamed injured 
beneficiaries. In the No Fault case, Plaintiffs assert a 
private cause of action under 42 U.S.C. § 1395y(b)(3)(A), 
(id. ¶¶ 148–62), and breach of contract by way of 
subrogation under 42 C.F.R. § 411.24(e), (id. ¶¶ 163–68).
 
Similarly, in the Settlement case, Plaintiffs assert certain 
individuals insured by Defendant were involved in 
automobile accidents with Medicare beneficiaries. 
(Settlement SAC ¶ 130.) The beneficiaries suffered 
injuries as a result of these accidents and their MAOs paid 
for their medical expenses. (Id.) Following the accidents, 
the insured tortfeasors entered into settlement agreements 
with the injured beneficiaries. (Id.) Thereafter, Defendant 
issued payments pursuant to the settlement agreements. 
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(Id.) According to Plaintiffs, these payments demonstrate 
“Defendant’s responsibility to reimburse Plaintiffs ... 
under the Medicare Act for the medical expenses of the 
Medicare beneficiaries that arose out of the accidents.” 
(Id.) Plaintiffs assert only a private cause of action under 
42 U.S.C. § 1395y(b)(3)(A) in the Settlement case. (Id. ¶¶ 
139–49.)
 

III. LEGAL STANDARD

a. Standing

*3 Article III standing is jurisdictional and, therefore, a 
threshold inquiry. Bates v. United Parcel Serv., Inc., 511 
F.3d 974, 985 (9th Cir. 2007) (en banc). To establish 
standing, a plaintiff must show that (1) he suffered an 
“injury in fact”—an invasion of a legally protected 
interest which is (a) concrete and particularized and (b) 
actual or imminent, not conjectural or hypothetical, (2) 
the injury was caused by, or is fairly traceable to the 
challenged action of the defendant, and (3) it is likely that 
the injury will be redressed by a favorable decision. See 
Lujan v. Defenders of Wildlife, 504 U.S. 555, 560–61 
(1992). Generally, a plaintiff may only bring a claim on 
his own behalf, and may not raise claims based on the 
rights of another party. Pony v. Cty. of Los Angeles, 433 
F.3d 1138, 1145 (9th Cir. 2006). However, “the assignee 
of a claim has standing to assert the injury in fact suffered 
by the assignor.” Vermont Agency of Nat. Res. v. U.S. ex 
rel. Stevens, 529 U.S. 765, 773 (2000). Thus, “the 
assignee stands in the shoes of the assignor, and, if the 
assignment is valid, has standing to assert whatever rights 
the assignor possessed.” Spinedex Physical Therapy USA 
Inc. v. United Healthcare of Ariz., Inc., 770 F.3d 1282, 
1291 (9th Cir. 2014).
 
A defendant can make either a facial or factual challenge 
to a plaintiff’s standing. A facial attack is one in which 
subject matter jurisdiction is challenged solely on the 
allegations in the complaint, attached documents, and 
judicially noticed facts. Safe Air for Everyone v. Meyer, 
373 F.3d 1035, 1039 (9th Cir. 2004). In a facial attack, the 
moving party asserts that the lack of federal subject 
matter jurisdiction appears on the “face of the complaint.” 
Warren v. Fox Family Worldwide, Inc., 328 F.3d 1136, 
1139 (9th Cir. 2003). In the case of a facial attack, the 
Court is required to accept as true all factual allegations 
set forth in the complaint. Whisnant v. United States, 400 
F.3d 1177, 1179 (9th Cir. 2005).
 

In contrast, a factual attack (or a “speaking motion”) is 
one in which subject matter jurisdiction is challenged as a 
matter of fact, and is based on evidence outside of the 
pleadings. Safe Air, 373 F.3d at 1039. In assessing the 
validity of a factual attack, the Court is not required to 
presume the truth of the plaintiff’s factual allegations. Id. 
at 1039.
 
Here, Defendants originally made a facial challenge to the 
SACs. (See No Fault Dkt. No. 52 (“Plaintiffs lack 
standing unless they can adequately plead that MAOs 
possessed the recovery rights at issue and validity 
assigned those rights to Plaintiffs.”).) To survive this 
facial challenge to standing, the SACs must include 
“general factual allegations of injury resulting from the 
defendant’s conduct. See Safe Air, 373 F.3d at 1039 (in a 
facial attack under Fed. R. Civ. P. 12(b)(1), “the 
challenger asserts that the allegations contained in a 
complaint are insufficient on their face to invoke federal 
jurisdiction”). However, Defendant’s supplemental 
briefing appears to make a factual attack by arguing that 
certain assignments are invalid. (See No Fault Dkt. No. 79 
(using the heading “The Assignments Do Not Validly 
Transfer The Reimbursement Rights Plaintiffs Assert 
Against Mercury”).) The Court discusses each argument 
below.
 

b. Rule 12(b)(6)

Federal Rule of Civil Procedure (“Rule”) 8 requires a 
“short and plain statement of the claim showing that the 
pleader is entitled to relief.” Fed. R. Civ. P. 8(a)(2). The 
statement must provide enough detail to “give the 
defendant fair notice of what the ... claim is and the 
grounds upon which it rests.” Bell Atl. Corp. v. Twombly, 
550 U.S. 544, 555 (2007). The complaint must be 
“plausible on its face,” allowing the court to “draw the 
reasonable inference that the defendant is liable for the 
misconduct alleged.” Ashcroft v. Iqbal, 556 U.S. 662, 678 
(2009). “The plausibility standard is not akin to a 
‘probability requirement,’ but it asks for more than a 
sheer possibility that a defendant has acted unlawfully.” 
Id. Labels, conclusions, and “a formulaic recitation of the 
elements of a cause of action will not do.” Twombly, 550 
U.S. at 555.
 
*4 Under Rule 12, a defendant may move to dismiss a 
pleading for “failure to state a claim upon which relief can 
be granted.” Fed. R. Civ. P. 12(b)(6). When ruling on the 
motion, “a judge must accept as true all of the factual 
allegations contained in the complaint.” Erickson v. 
Pardus, 551 U.S. 89, 94 (2007). But a court is “not bound 
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to accept as true a legal conclusion couched as a factual 
allegation.” Iqbal, 556 U.S. at 678 (2009). The court 
generally may not consider materials other than facts 
alleged in the complaint and documents that are made a 
part of the complaint. Anderson v. Angelone, 86 F.3d 932, 
934 (9th Cir. 1996).
 

IV. DISCUSSION

A. Plaintiffs’ Failure to Comply with the Local Rules

The Local Rules require the parties in a non-sealed civil 
case to seek permission from the Court before filing 
documents under seal. L.R. 79-5.2.2. Defendant points 
out that Plaintiffs filed their SACs with redactions without 
seeking Court approval. Plaintiffs admit they did not 
specifically seek approval prior to filing their SACS, but 
claim that “redactions were not only appropriate, but 
expressly allowed by the Court.”. (See MTD Opp’n at 
13.) Plaintiffs also state that they provided Defendant 
with unredacted copies of the SACs prior to filing and 
have attached unredacted copies to their Opposition, 
thereby mooting any issues the initial redactions may 
have caused. (Id.)
 
At the October 27, 2017 hearing on Defendant’s first 
motion to dismiss, the Court acknowledged that 
redactions may be appropriate. However, the Court did 
not give Plaintiffs permission to disregard the Local Rules 
with respect to their subsequent filings. Plaintiffs general 
inattention to the Local Rules and this Court’s Standing 
Order is unacceptable and shows a lack of respect for the 
Court. No further violations will be tolerated absent good 
cause therefore.1

 

B. Plaintiffs’ Amendments Do Not Exceed the Scope of 
the Court’s Leave to Amend

Courts in this circuit “generally allow plaintiffs to add 
new claims and/or parties to an amended complaint where 
a prior order of dismissal granted leave to amend without 
limitation.” Jameson Beach Prop. Owners Ass’n v. United 
States, No. 2:13–cv–01025–MCE–AC, 2014 WL 
49245253, at *3 (E.D. Cal. Sept. 29, 2014). On the other 
hand, where a prior court order granted limited leave to 
amend, district courts in this circuit generally strike new 
claims or parties contained in an amended complaint 
when the plaintiff did not separately seek leave to amend. 

See, e.g., Benton v. Baker Hughes, No. 
CV–12–07735–MMM, 2013 WL 3353636 (C.D. Cal. 
June 30, 2013); Crane v. Yarborough, No. CV 
05–8534–DSF, 2012 WL 1067956 (C.D. Cal. Mar.29, 
2012). Thus, whether a district court will accept new 
claims and/or parties in an amended complaint after a 
motion to dismiss will depend on whether the plaintiff 
was granted leave to amend with or without limitation. 
Urista v. Bank of America, N.A., No. C11–03097–HRL, 
2012 WL 10596, at *3 (N.D. Cal. Jan. 3, 2012). Courts 
look at the specific language of the prior order to 
determine whether or not leave to amend was granted 
without limitation.
 
When the language of an order clearly states that a 
plaintiff may only amend to address certain deficiencies 
identified in the order, courts have held that a plaintiff is 
barred from adding new claims or parties. For example, in 
Benton v. Baker Hughes, the court found that the order 
did not grant plaintiff leave to add new claims when the 
order stated that plaintiff “may file an amended complaint 
addressing the deficiencies identified herein.” 2013 WL 
3353636, at *3. In DeLeon v. Wells Fargo Bank, N.A., the 
court similarly found that the plaintiff was not allowed to 
add new claims to the complaint when its previous order 
only granted leave to amend with respect to certain claims 
to give the plaintiff an opportunity to allege more facts. 
No. 10–CV–01390–LHK, 2010 WL 4285006, *3 (N.D. 
Cal. Oct. 22, 2010).
 
*5 Here, the Court dismissed Plaintiff’s FACs for lack of 
standing. In their SACs, Plaintiffs replaced “MSP 
Recovery, LLC” with “MSP Recovery Claims, Series 
LLC”. Plaintiffs argue they made this change specifically 
to address the Court’s concerns regarding standing. (MTD 
Opp’n at 15.) Plaintiffs state that “MSP Recovery Claims, 
Series LLC is now the assignee of most of the Plaintiffs’ 
reimbursement rights under the MSP laws.” (Id.) 
Accordingly, Plaintiffs assert that the amendment was 
within the scope of the Court’s leave to amend.
 
Defendant argues that adding MSP Recovery Claims, 
Series LLC was improper because Plaintiffs “cannot add 
or drop parties without Mercury’s written consent or the 
Court’s leave.” (No Fault SAC at 21; Settlement SAC at 
19–20.) Specifically, Defendant claims this substitution 
“exceeds the scope of the Court’s leave to amend because 
adding new claims brought by a new Plaintiff is not an 
attempt to cure the existing Plaintiffs’ lack of standing.” 
(Id.)
 
Technically, Defendants statement is true: adding a new 
plaintiff does not cure the defects in the original 
Plaintiffs’ standing. The Court will need to assess the new 
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allegations to determine whether Plaintiffs have cured the 
defects previously noted. However, the Court dismissed 
the FACs without prejudice, stating that “Plaintiffs may 
attempt to cure the deficiencies by filing a Second 
Amended Complaint.” (No Fault Dkt. No. 46; Settlement 
Dkt. No. 47.) The Court’s language of “attempt to cure 
the deficiencies” is undoubtedly less clear than the 
language in the aforementioned cases where leave to 
amend was granted with limitation. As such, the Court is 
not persuaded by Defendant’s contention that its language 
precludes Plaintiffs’ amendment. Plaintiffs were directed 
to cure standing and they contend the addition of this new 
plaintiff was necessary to do so. For these reasons, and 
because the federal rules counsel in favor of a liberal 
amendment policy, and such a policy serves the goals of 
judicial efficiency, the Court declines to dismiss 
Plaintiffs’ SACs on the grounds that the amendments 
exceed the scope of the Court’s leave.
 

C. Plaintiffs Adequately Allege Standing

“[A]t this stage of the pleading, [Plaintiff] need only show 
that the facts alleged, if proved, would confer standing 
upon [it].” Warren v. Fox Family Worldwide, Inc., 328 
F.3d 1136, 1140 (9th Cir. 2003). Here, to demonstrate 
injury in fact, Plaintiffs must plead facts showing (1) that 
the MAOs themselves suffered an injury in fact (i.e., the 
MAOs were not reimbursed for their enrollees’ medical 
expenses by defendant who was responsible for primary 
payment under the MSPA); and (2) that the MAOs validly 
assigned their rights of recovery to Plaintiffs. MAO–MSO 
Recovery II, LLC v. Boehringer Ingelheim Pharm., Inc. 
(“Boehringer”), No. 1:17–CV–21996–UU, 2017 WL 
4682335, at *4 (S.D. Fla. Oct. 10, 2017).
 
Defendant argues Plaintiffs have not alleged injury in fact 
because their “allegations are insufficient to show that the 
assignor-MAOs possessed the recovery rights at issue and 
validly assigned those rights to Plaintiffs.” (No Fault Dkt. 
No. 52 (“No Fault MTD”) at 15–16; Settlement Dkt. No. 
52 (“Settlement MTD”) at 14–15.) Defendant takes issue 
with Plaintiffs “illustrative claims” because Plaintiffs “do 
not even allege that the Medicare beneficiaries had any 
[personal injury protection] coverage through Mercury, 
much less that such coverage would apply to the medical 
services at issue.” (No Fault MTD at 16.) In its 
supplemental brief, Defendant picks out four assignment 
agreements from those recently produced and generalizes 
that “most” of the assignments do not relate to any 
underlying claim against Defendant, are not actually 
assignments at all, or require consent for subsequent 
assignments. (Dkt. No. 81 at 9–15.)

 
*6 Plaintiffs contend that the facts alleged in the SACs are 
sufficient to demonstrate that the MAOs were entitled to 
reimbursement under the MSPA and have validly 
assigned their reimbursement rights to Plaintiffs. (Dkt. 
No. 64 (“MTD Opp’n”) at 10.) In both the No Fault case 
and the Settlement case, Plaintiffs allege that Defendant is 
a primary payer under the MSPA and is obligated to pay 
or reimburse MAOs for payments made on behalf of 
covered Medicare beneficiaries. (See No Fault SAC ¶ 5; 
Settlement SAC ¶ 17.) Plaintiffs further assert that MAOs 
made payments on behalf of covered beneficiaries and 
that Defendant has not reimbursed the MAOs for these 
expenses. (No Fault SAC ¶¶ 6, 137; Settlement SAC ¶¶ 4, 
130–31.) Plaintiffs SACs include illustrative claims that 
give the initials of Medicare beneficiaries who were 
injured and whose MAOs paid their medical expenses 
even though Defendant was allegedly the primary payer. 
(See No Fault SAC ¶ 140, Settlement SAC § 135.) 
Plaintiffs’ unredacted SACs also include numerous 
paragraphs identifying the date of and parties to the 
purported assignments. (See No Fault SAC ¶¶ 51–131; 
Settlement FAC ¶¶ 47–127.)
 
Taken together, these allegations are sufficient to show 
injury in fact. With respect to the newly added assignment 
allegations, the facts alleged also allow the Court to infer 
the who, what, and when of the assignments. See Oaktree 
Capital Mgmt., L.P. v. KPMG, 963 F. Supp. 2d 1064, 
1081 (D. Nev. 2013) (assignment allegations are 
generally sufficient when they allow the court to 
“reasonably infer the who, what, and when of the 
assignments”); see also MAO-MSO Recovery II, LLC et 
al. v. Farmers Ins. Exchange, et al., Case Nos. 
2:17–cv–02522–CAS(PLAx)2:17–cv–02559–CAS(PLAx
), 2018 WL 2106467, at *7–8 (C.D. Cal. May 7, 2018) 
(finding substantially similar allegations generally 
sufficient to show injury in fact and validity of 
assignments). More is not required at this stage. While 
Defendant points to certain assignments under which 
Plaintiffs may ultimately not be entitled to recover, the 
Court is not persuaded that dismissal is warranted at this 
time, and Plaintiffs’ supplemental briefing rebuts 
Defendant’s arguments with respect to the four 
challenged assignments.
 
First, Plaintiff explains that the Freedom Health and 
America’s First Choice assignments were erroneously 
produced and do not pertain to this case. (See Dkt. No. 91 
at 4.) Thus, these assignments are irrelevant to the issue of 
whether Plaintiffs have standing. Second, Plaintiffs 
produced the wrong PMPI assignment but realized their 
mistake and produced the correct one thereafter. (Id. at 8.) 
Thus, the unsigned PMPI agreement also does not weigh 
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on whether Plaintiffs have standing. Third, as to the 
SummaCare assignment, the Court is unpersuaded that it 
is merely a contingency fee agreement that does not 
convey standing to sue. The idea that Plaintiffs will remit 
a portion of the proceeds back to SummaCare following 
reimbursement does not change the fact that SummaCare 
assigned its rights to Plaintiff. See Sprint Commc’ns Co. 
v. APPC Servs., Inc., 554 U.S. 269, 284 (2008) (noting 
“that suits by assignees for collection have long been seen 
as ‘amenable’ to resolution by the judicial process”). 
Lastly, Defendant’s arguments regarding subsequent 
assignability of the SummaCare assignment are also 
unavailing. The language of the assignment purports to 
allow internal assignments without approval. (See Dkt. 
No. 91 at 6.)
 
Accordingly, the Court finds Plaintiffs have sufficiently 
alleged that (1) the MAOs suffered an injury in fact and 
(2) assigned their reimbursement rights to Plaintiffs. See 
MAO-MSO Recovery II, LLC v. Gov’t Emps. Ins. Co., 
Nos. PWG-17-711, PWG-17-964, 2018 WL 999920, at 
*12–15) (D. Md. Feb. 21, 2018) (finding allegations 
sufficient where the plaintiffs asserted they were assigned 
the rights they now assert in these cases); MAO-MSO 
Recovery II, LLC v. Farmers Ins. Exchange (“Farmers”), 
Nos. 2:17–cv–02522–CAS(PLAx), 2:17–cv–02559–CAS 
(PLAx), 2017 WL 5634097, at *7 (C.D. Cal. Nov. 20, 
2017) (finding very similar allegations were “generally 
sufficient to demonstrate injury in fact”); Boehringer, 
2017 WL 4682335, at *4 (finding injury in fact 
sufficiently pleaded where the plaintiff alleged: (1) the 
MAOs’ enrollees suffered injuries, and the MAOs paid 
for treatment of those injuries; (2) the enrollees entered 
into settlement agreements with defendants; and (3) 
defendants had not reimbursed the MAOs for the cost of 
the enrollees’ treatment). Accordingly, the Court 
DENIES Defendant’s Motion to Dismiss Plaintiffs’ SACs 
on the grounds that Plaintiffs’ fail to adequately allege 
standing.
 

1. “Non-MAO Assignors”

*7 Lastly, the Court addresses Defendant’s point 
regarding Plaintiffs’ “new” allegation that, in addition to 
MAOs, “HMOs, MSOs and IPAs” also assigned their 
rights to Plaintiffs. (See No Fault SAC ¶ 51.) Defendant 
states that these entities are not “secondary payers” under 
the MSPA. (No Fault SAC at 16–17; Settlement SAC at 
15.) Defendant provides no explanation for this 
conclusory assertion. However, in its supplemental brief, 
Defendant cites MSP Recovery Claims, Series LLC v. 
ACE American Insurance Co., No. 17-CV023749, 2018 

WL 1547600, at *4–5 (S.D. Fla. Mar. 9, 2018), for the 
proposition that these entities cannot assert a private cause 
of action under § 1395y(B)(3)(A).
 
There, the court examined three cases that discussed 
whether certain plaintiffs qualified as “private parties” 
under § 1395y(B)(3)(A). Based on those three cases, the 
Ace American court concluded that only Medicare 
beneficiaries, healthcare providers who initially treated a 
Medicare beneficiary, and MAOs can assert a private 
cause of action under the statute. Id. Respectfully, the 
Court disagrees with the ultimate conclusion that these are 
only parties permitted to assert a private cause of action 
under the statute. It does not automatically follow that the 
statute only applies in those circumstances merely 
because courts found that it was applicable in those 
circumstances.
 
As the Court understands it, HMOs are considered MAOs 
by the Centers for Medicare and Medicaid Services 
(“CMS”). If HMOs are MAOs, and MAOs are 
undisputedly recognized as secondary payers, it follows 
that HMOs are also secondary payers. See 
https://www.medicare.gov/pubs/pdf/11474.pdf; see also 
Humana Med. Plan, Inc. v. W. Heritage Ins. Co., 832 
F.3d 1229, 1233 (11th Cir. 2016) (holding that MAOs 
may assert a private cause of action under § 
1395y(B)(3)(A) ).
 
Technically, MSOs and IPAs are considered “first-tier” or 
“downstream” entities under the MSPA, meaning they 
contract with MAOs or related entities to provide certain 
services for Medicare enrollees. See 42 C.F.R. § 422.2. 
Thus, it may be somewhat inaccurate to simply refer to all 
these entities as MAOs, despite Plaintiffs’ suggestion that 
doing so is “common in the industry.” (MTD Opp’n at 
11.) However, this does not necessarily mean that these 
entities do not have the same ability to assert a private 
right of action under the statutes as MAOs; the first-tier 
and downstream entities would suffer the same injury as 
MAOs when a primary payer failed to pay or reimburse 
them. Without explanation from Defendant as to why this 
is not the case, the Court rejects the contention that 
HMOs, MSOs, and IPAs are not secondary payers.2

 

D. The Sufficiency of Plaintiffs’ Allegations

Given that the Court refused to dismiss the SACs for 
failure to comply with the Local Rules, found the 
amendments to be within the scope of the leave 
previously granted, and found Plaintiffs adequately 
alleged standing, the Court now considers Defendant’s 
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Rule 12(b)(6) arguments.
 

a. The Settlement SAC Sufficiently Alleges Defendant 
Is a Primary Plan and Had Responsibility to Pay

Defendant argues the Settlement SAC’s “vague and 
conclusory” allegations are inadequate to state a valid 
claim against Defendant. Specifically, Defendant 
contends Plaintiffs fail to show Defendant is a primary 
plan or demonstrate Defendant had a responsibility to 
pay. (Settlement Dkt. No. 52 at 21–23.) According to 
Defendant, Plaintiffs “continue to allege claims against 
‘Mercury General, a California company, its subsidiaries 
and affiliates,’ which is a holding company and does not 
issue insurance policies.” Thus, Defendant argues that 
Plaintiffs do not allege what kind of coverage Defendant 
allegedly provided, or “identify any policies that Mercury 
allegedly underwrote.” (See Settlement MTD at 21–22.) 
Defendant cites Hope v. Fair Acres Geriatric Ctr., 174 F. 
Supp. 3d 880, 891 (E.D. Pa. 2016) to support its 
contention that Plaintiffs’ allegations are insufficient. 
There, the plaintiff merely alleged that “Defendants 
and/or its insurer are primary plans under the Act.” Id. 
The Hope court held that this allegation was a conclusion 
of law not entitled to the presumption of truth and 
dismissed the plaintiff’s claim.
 
*8 A private cause of action under the MSPA is available 
when a primary plan fails to make a required payment. 42 
U.S.C. § 1395y(b)(3)(A). Primary plans include a group 
health plan or large group health plan, a workman’s 
compensation law or plan, an automobile or liability 
insurance policy or plan, or no fault insurance. 42 U.S.C. 
§ 1395y(b)(2)(A). In the Settlement SAC, Plaintiffs allege 
that Defendant was “ultimately responsible for paying” 
certain expenses, with a footnote to 42 U.S.C. § 
1395y(b)(2)(A), which explains what entities qualify as 
primary plans. (Settlement SAC ¶ 3.) Although this 
allegation is conclusory, Plaintiffs also provide that 
Defendant insured certain individuals who were involved 
in car accidents with Medicare beneficiaries. (Id. ¶¶ 17, 
130.) The Court accepts as true Plaintiffs contention that 
Defendant insured the tortfeasors. Accordingly, the 
inference that can reasonably be made from this allegation 
and Plaintiff’s ultimate conclusion that Defendant is a 
primary plan is that Defendant is a primary plan because 
it provided insurance to the tortfeasors. Thus, the Court 
finds Plaintiffs allegations sufficient to show Defendant is 
a primary plan.
 
Second, a primary plan “ shall reimburse the appropriate 
Trust Fund for any payment made by the Secretary under 

this subchapter with respect to an item or service if it is 
demonstrated that such primary plan has or had a 
responsibility to make payment with respect to such item 
or service.” 42 U.S.C. § 1395y(2)(B)(ii) (emphasis 
added). “A primary plan’s responsibility for such payment 
may be demonstrated by a judgment, a payment 
conditioned upon the recipient’s compromise, waiver, or 
release (whether or not there is a determination or 
admission of liability) of payment for items or services 
included in a claim against the primary plan or the 
primary plan’s insured, or by other means.” Id. In MSP 
Recovery, LLC v. Allstate Insurance Company 
(“Allstate”), 835 F.3d 1351, 1359–60 (11th Cir. 2016), the 
Eleventh Circuit held that the phrase “other means” 
permitted demonstration of responsibility by a contractual 
obligation. There, the court noted“[t]he plain language of 
the MSP Act indicates that at least some contractual 
obligations—namely, settlement agreements—are 
sufficient to demonstrate responsibility.” Allstate, 835 
F.3d at 1361.
 
Here, Plaintiffs specifically allege that Defendants made 
payments pursuant to settlement agreements and that 
these payments demonstrated their responsibility to pay. 
(Settlement SAC ¶ 130.) These allegations are sufficient 
to allege the element of demonstrated responsibility in the 
Settlement SAC. Therefore, the Court DENIES 
Defendant’s Motion to Dismiss the Settlement SAC. 
(Settlement Dkt. No. 52.)
 

a. The No Fault SAC Is Sufficiently Pleaded

i. Payments by Medicare Are Conditional Where a 
Primary Payer Fails to Pay

As to the No Fault SAC, Defendant also argues there are 
no facts to show it had primary payment responsibility or 
failed to make required reimbursements. (No Fault SAC 
at 24–26.) Defendant contends the MSPA prohibits 
Medicare from making payments for which primary 
payers are responsible, and essentially asserts that 
payments by Medicare are only permitted where there is 
no primary payer. (No Fault MTD at 23.) Defendant also 
suggests that the conditional payment “exception” does 
not apply because Plaintiffs fail to allege that the MAOs 
satisfied the prerequisites for conditional payments. (Id. at 
24.)
 
In opposition, Plaintiffs argue that payments made by 
Medicare are automatically conditional, regardless of 
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whether Medicare knew of an overlapping primary plan 
when it made the payment. (MTD Opp’n at 16.) See 
Fanning v. United States, 346 F.3d 386, 389 (3d Cir. 
2003) (“When Medicare makes a payment that a primary 
plan was responsible for, the payment is merely 
conditional and Medicare is entitled to reimbursement for 
it.”).
 
The MSPA “assigns primary responsibility for medical 
bills of Medicare recipients to private health plans when a 
Medicare recipient is also covered by private insurance. 
These private plans are therefore considered ‘primary’ 
under the MSP and Medicare acts as the ‘secondary’ 
payer responsible only for paying amounts not covered by 
the primary plan.” Fanning, 346 F.3d at 389. Thus, the 
MSPA bars Medicare payments where “payment has 
already been made or can reasonably be expected to be 
made” by a primary plan. 42 U.S.C. § 1395y(b)(2)(A) 
(parenthetical in original). However, the MSPA provides 
that “when Medicare makes a payment that a primary 
plan was responsible for, the payment is merely 
conditional and Medicare is entitled to reimbursement for 
it.” Id. (citing 42 U.S.C. § 1395y(b)(2)(B) ). Medicare 
payments are subject to reimbursement to the appropriate 
Medicare Trust Fund once the government receives notice 
that a third-party payment has been or could be made with 
respect to the same item or service. 42 U.S.C. § 
1395y(b)(2)(B)(i).
 
*9 Here, Plaintiff alleges that Defendant—the no-fault 
insurance provider for the injured beneficiaries—is a 
primary payer. MAOs paid the injured beneficiaries 
medical expenses because they did not know about the 
primary plan coverage; without knowledge of the 
coverage, it cannot be said that payment by Defendant 
could “reasonably be expected to be made.” Accordingly, 
the Court finds Plaintiffs have sufficiently alleged that the 
payments made by its MAOs were conditional. 
Defendants remaining arguments with respect to 
conditions precedent are discussed below.
 

ii. Defendant’s Obligation Is Not Contingent on 
Whether Beneficiaries Notified MAOs of Primary 
Plans

Next Defendant argues that that Plaintiffs were required 
to plead satisfaction of certain prerequisites for 
reimbursement. Defendant cites 42 C.F.R. 411.51 for the 
proposition that MAOs can seek reimbursement “only 
where the insurer has denied the claim or the beneficiary 
is physical or medically incapacitated.” (No Fault MTD at 
24.) However, this portion of the statute relates to 

Medicare beneficiaries’ duties, not MAO’s duties. 
Further, a beneficiary’s duty to help seek reimbursement 
is not dispositive as to whether Defendant owes an 
obligation to reimburse the MAOs. Under the MSPA, the 
obligation to reimburse Medicare arises when a primary 
insurer is demonstrated liable, not when it is informed of 
its duty to pay. 42 U.S.C. § 1395(y)(2)(B)(i). Because the 
obligation to pay arises by statute, and because Congress 
has created a private cause of action to enforce the 
MSPA, any lack of action by a beneficiary has no bearing 
on whether Defendant owes an obligation to Plaintiffs.
 

iii. Plaintiffs Adequately Plead “Demonstrated 
Responsibility”

Defendant contends that Plaintiffs “have not alleged a 
prior judgment or agreement to pay,” and “cannot 
demonstrate payment responsibility by alluding to 
unidentified contracts covering unidentified accidents.” 
(No Fault MTD at 25.) Plaintiffs counter that 42 U.S.C. § 
1395y(b)(2)(B)(ii) allows demonstration of responsibility 
by “other means”, which courts have interpreted to 
include contractual obligations. Thus, Plaintiffs claim 
Defendant had a responsibility to pay because the injured 
Medicare beneficiaries had no-fault insurance policies 
issued by Defendant.
 
As noted above, a primary plan “ shall reimburse the 
appropriate Trust Fund for any payment made by the 
Secretary under this subchapter with respect to an item or 
service if it is demonstrated that such primary plan has or 
had a responsibility to make payment with respect to such 
item or service.” 42 U.S.C. § 1395y(2)(B)(ii) (emphasis 
added). “A primary plan’s responsibility for such payment 
may be demonstrated by a judgment, a payment 
conditioned upon the recipient’s compromise, waiver, or 
release (whether or not there is a determination or 
admission of liability) of payment for items or services 
included in a claim against the primary plan or the 
primary plan’s insured, or by other means.” Id.
 
In MSP Recovery, LLC v. Allstate Insurance Company 
(“Allstate”), 835 F.3d 1351, 1359–60 (11th Cir. 2016), the 
defendants made similar arguments as those advanced by 
Defendant here, including that the existence of a contract 
does not necessarily demonstrate responsibility, and that 
the plaintiffs may be seeking to recover for injuries not 
covered under the policies. (See No Fault MTD at 25–26.) 
However, the Eleventh Circuit held that the phrase “other 
means” permitted demonstration of responsibility by a 
contractual obligation. There, the court noted“[t]he plain 
language of the MSP Act indicates that at least some 
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contractual obligations—namely, settlement 
agreements—are sufficient to demonstrate responsibility. 
We see no reason that other types of agreements—such as 
insurance contracts—should be treated differently.” 
Allstate, 835 F.3d at 1361. In reaching this conclusion, the 
court relied on the “eminently reasonable” interpretation 
of the statute by CMS, which listed contractual 
obligations as a means of demonstrating responsibility. Id.
 
*10 Again, the Court finds the Eleventh Circuit’s analysis 
persuasive. Requiring a contractual obligation to be 
reduced to a judgment or settlement before it can be used 
to demonstrate responsibility leaves the phrase “by other 
means” meaningless and is contrary to CMS’s specific 
reference to contractual obligations. Here, Plaintiffs have 
alleged that Defendant’s no-fault insurance contracts 
render Defendant responsible for primary payment of the 
expenses Plaintiffs seek to recover. These allegations are 
sufficient to demonstrate responsibility at the pleading 
stage. Accord Allstate, 835 F.3d at 1361 (“This does not 
relieve Plaintiffs of their burden to allege in their 
complaints, and then subsequently prove with evidence, 
that Defendants’ valid insurance contracts actually render 
Defendants responsible for primary payment of the 
expenses Plaintiffs seek to recover. And Defendants may 
still assert any valid contract defense in arguing against 
their liability. We hold only that a contractual obligation 
may satisfy the demonstrated responsibility requirement, 
not that the existence of a contractual obligation 
conclusively demonstrates liability under the MSP Act’s 
private cause of action.”).
 
Accordingly, the Court DENIES Defendant’s Motion to 
Dismiss the No Fault SAC. (No Fault Dkt. No. 52.)
 

E. The MSPA’s Private Cause of Action Extends to 
MAOs

Defendant also argues that, regardless of whether the 
Court finds Plaintiffs’ allegations sufficient, the MSPA 
“should not be interpreted to afford a private right of 
action to MAOs.” (No Fault MTD at 26.) Defendant 
argues that Congress specifically addressed MAO’s 
reimbursement rights in 42 U.S.C. § 1395w, which allows 
MAOs to pursue reimbursement under contract principles. 
(Id.) Further, Defendant asserts that the Ninth Circuit 
“may not follow” In re Avandia Marketing, Sales 
Practices, & Products Liability Litigation (“Avandia”), 
685 F.3d 353 (3d Cir. 2012), which held that MAOs could 
assert a private cause of action for double damages. 
Defendant relies on Parra v. Pacificare of Arizona, Inc., 
to support this contention. 715 F.3d 1146, 1154 (9th Cir. 

2013).
 
In Parra, a decedent’s wife and children sought injunctive 
relief and a declaration that health insurance provider 
PacifiCare—a MAO—was not entitled to reimbursement 
from the wrongful death payments they received from 
GEICO. Id. at 1150. PacifiCare relied on Avandia in 
arguing that the MSPA authorized it to bring a private 
cause of action against the beneficiaries’ survivors for 
reimbursement. Id. at 1154. However, the Ninth Circuit 
noted that “[t]he Private Cause of Action applies ‘in the 
case of a primary plan which fails to provide for primary 
payment.’ ” Id. (citing 42 U.S.C. § 1395y(b)(3)(A) ). The 
court explained that “PacifiCare makes no claim against 
GEICO, the primary plan, nor has that plan failed to 
provide for payment.” Id. Thus, the Ninth Circuit 
acknowledged that the unique circumstances at issue in 
Parra were distinguishable from Avandia, and did not 
weigh on whether Avandia was correctly decided.
 
Similarly, the factual differences between the instant case 
and Parra make Parra’s holding inapplicable here. There, 
the Ninth Circuit found the MSPA private cause of action 
did not apply because the plaintiffs were not suing a 
primary payer who had failed to provide primary 
payment. Here, Plaintiffs are attempting to sue a primary 
payer who allegedly failed to provide primary payment. 
Therefore, the Court is not persuaded that the holding in 
Parra applies.
 
Further, CMS regulations state that a “[MAO] will 
exercise the same rights to recover from a primary plan, 
entity, or individual that the Secretary exercises under the 
MSP regulations in subparts B through D of part 411 of 
this chapter.” 42 C.F.R. § 422.108(f). This language 
supports the conclusion that MAOs, like the Secretary, 
may assert a private cause of action. In addition, both the 
Third and Eleventh Circuits have held that MAOs may 
assert a private cause of action under the MSPA to 
recover conditional payments made on behalf of its 
enrollees. See Humana Med. Plan, Inc. v. Western 
Heritage Ins. Co., 832 F.3d 1229, 1236–37 (11th Cir. 
2016) (undertaking a detailed analysis of the relevant 
provisions and concluding § 1395y(b)(3)(A) permits 
MAOs to assert a private cause of action); In re Avandia 
Mktg., Sales Practices, & Prods. Liab. Litig., 685 F.3d 
353 at 367 (finding that § 1395y(b)(3)(A) 
“unambiguously provide[s] Humana with a private cause 
of action,” and that “even if the statute’s text were 
deemed to be ambiguous, [the Court] would apply 
Chevron deference and would reach the same 
conclusion.”). Based on the language of the regulation, 
and the persuasive reasoning of the Third and Eleventh 
Circuits, the Court finds that MAOs may assert a private 
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cause of action pursuant to § 1395y(b)(30(A).
 

F. Plaintiffs’ Subrogation Claim Is Proper Under 42 
C.F.R. § 411.26

*11 Lastly, Defendant argues that 42 C.F.R. § 411.26 
permits only CMS—not MAOs—to bring a subrogation 
claim. However, as noted above, MAOs may “exercise 
the same rights to recover from a primary plan, entity or 
individual as the Secretary exercises under the MSP 
regulations.” 42 C.F.R. § 422.108(f). Accordingly, it 
follows that MAOs may assert a right to subrogation in 
the same manner that traditional Medicare would. Again, 
Defendant’s reliance on Parra is misplaced because 
Parra is inapplicable for the reasons set forth above.
 

G. Defendant’s Local Rule 23-3 Arguments Are 
Addressed Separately in Connection With Plaintiff’s 
Motion to Reset the Class Certification Deadline

Defendant asks the Court to strike Plaintiff’s class 
allegations because Plaintiff failed to comply with Local 
Rule 23-3. Local Rule 23-3 requires parties seeking class 
treatment to file a motion for class certification within 
ninety days of service of the complaint, unless otherwise 
ordered by the Court. Here, Plaintiffs served Defendant 
with the No Fault FAC on April 5, 2017. (No Fault Dkt. 
No. 14.) Thus, it has been over five months since 
Plaintiffs were required to move for class certification. 
They have not done so or requested an extension of time 
to do so. Defendant argues that Plaintiffs cannot show 
excusable neglect for their failure to comply with the 
Local Rules.

 
On December 22, 2017, approximately two weeks after 
Defendant raised the instant argument in its Motion to 
Dismiss, Plaintiffs filed a Motion to Reschedule Class 
Certification Deadline. (Dkt. No. 60.) Plaintiffs did not 
fully address the Rule 23-3 issue in their Opposition, and 
instead ask the Court to defer ruling on it until it decides 
their Motion to Reschedule. The Court will address the 
issue separately in order to best address the parties 
contentions; however, it must be noted that Plaintiffs’ 
repeated failure to comply with the Local Rules has 
resulted in voluminous and unnecessary motion practice 
that strains the Court’s limited resources. As stated above, 
the Court will not tolerate further noncompliance.
 

V. CONCLUSION
For the foregoing reasons, the Court DENIES 
Defendant’s Motion to Dismiss the Second Amended 
Complaint in Case No. 17-25 25 (No Fault SAC) and 
DENIES Defendant’s Motion to Dismiss the Second 
Amended Complaint in Case No. 17-2557 (Settlement 
SAC).
 
Because the pleadings are now at issue, Defendant’s 
Motion to Stay Discovery Until the Pleadings are at Issue, 
(Dkt. No. 59), is DENIED as moot.
 

IT IS SO ORDERED.

All Citations

Not Reported in Fed. Supp., 2018 WL 3357493

Footnotes

1 At the February 9, 2018 hearing, Plaintiffs’ counsel apologized for these errors and ensured that no further violations would occur. 
The Court acknowledges that counsel has since made a more concerted effort to comply with the rules.

2 Because Plaintiffs’ SACs refer to all entities as MAOs without specifically identifying which ones are HMOs, MSOs, or IPAs, the 
Court also refers to all the entities as MAOs throughout this Order.

End of Document © 2021 Thomson Reuters. No claim to original U.S. Government Works.
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ORDER AND FINDINGS AND RECOMMENDATIONS

EDMUND F. BRENNAN, United States Magistrate 
Judge.

*1 This action arises out of a dispute over a mortgage 
foreclosure. Plaintiffs filed this action in Sacramento 
County Superior Court, attempting to prevent a 
foreclosure on their real property. On October 6, 2009, 
defendants filed a notice of removal of this action from 

the state court, and on October 14, 2009, filed a motion to 
dismiss plaintiffs’ first amended complaint, which was 
filed in state court on October 1, 2009.1 Dckt. Nos. 1, 4. 
The motion is noticed for hearing before the undersigned 
on December 23, 2009. Dckt. No. 6.
 
On November 17, 2009, plaintiffs, who are proceeding in 
this action pro se, filed an opposition to defendants’ 
motion to dismiss and a purported amended complaint. 
Dckt. Nos. 7, 8. In their opposition, plaintiffs state that 
they “voluntarily will remove any and all Federal Causes 
of Action from the Complaint” and that other than a few 
limited references to federal law, “the court lacks 
jurisdiction to hear the matter.” Dckt. No. 7 at 4. The 
opposition further states that an amended complaint 
“without any federal issues” is attached. Id. Plaintiffs’ 
purported amended complaint (“Second Amended 
Complaint”), Dckt. No. 8, deletes all federal claims.
 
On December 8, 2009, defendants filed a reply in support 
of their motion to dismiss. Dckt. No. 9. Defendants argue 
that plaintiffs’ Second Amended Complaint is not 
effective because plaintiffs already amended their 
complaint once in state court and have not obtained a 
stipulation or a court order authorizing this further 
amendment. Dckt. No. 9 at 4. They also construe 
plaintiffs’ opposition as a request to remand the action to 
state court. Id. at 3. Defendants contend that leave to 
amend should be denied, plaintiffs’ request to remand 
should be denied, and defendants’ motion to dismiss 
should be granted because plaintiffs have already had the 
opportunity to amend and chose to add federal claims, and 
plaintiffs’ current attempt to amend is really just a delay 
tactic. Dckt. No. 9 at 3.
 

Plaintiffs’ Proposed Second Amended Complaint
Defendants are correct that because they have not 
stipulated to plaintiffs’ proposed amendment, plaintiffs 
need leave to amend their complaint. At the time plaintiffs 
filed their opposition and proposed Second Amended 
Complaint, Federal Rule of Civil Procedure (“Rule”) 
15(a)(1) provided that “[a] party may amend its pleading 
once as a matter of course: (A) before being served with a 
responsive pleading; or (B) within 20 days after serving 
the pleading if a responsive pleading is not allowed and 
the action is not yet on the trial calendar.”2 Fed.R.Civ.P. 
15(a)(1). “In all other cases, a party may amend its 
pleading only with the opposing party’s written consent or 
the court’s leave. The court should freely give leave when 
justice so requires.” Fed.R.Civ.P. 15(a)(2). Although 
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defendants have not yet filed a responsive pleading, 
plaintiffs already amended their complaint in state court.3 
Therefore, plaintiffs may not amend their complaint 
without “the opposing party’s written consent or the 
court’s leave.” Fed.R.Civ.P. 15(a)(2).
 
*2 Leave to amend is normally sought via a noticed 
motion. Rule 7(b)(1) provides that “[a] request for a court 
order must be made by motion. The motion must: (A) be 
in writing unless made during a hearing or trial; (B) state 
with particularity the grounds for seeking the order; and 
(C) state the relief sought.” Fed.R.Civ.P. 7(b)(1). Here, 
although plaintiffs did not file a formal noticed motion, 
they clearly seek leave to amend to remove any federal 
claims. It is apparent from plaintiffs’ proposed Second 
Amended Complaint and opposition to defendants’ 
motion to dismiss that they seek to amend their complaint 
to dismiss all of their federal claims. Indeed, defendants’ 
reply addresses plaintiffs’ purported amendment. See 
Dckt. No. 9 at 2-4. Additionally, Local Rule 230(e) 
provides that “[a]ny counter-motion or other motion that a 
party may desire to make that is related to the general 
subject matter of the original motion shall be served and 
filed in the manner and on the date prescribed for the 
filing of opposition.” Therefore, the court construes 
plaintiffs’ opposition, together with their proposed 
amended complaint, as a request for leave to amend their 
complaint. See Scott v. Eversole Mortuary, 522 F.2d 
1110, 1116, n. 8 (9th Cir.1975) (granting leave to amend 
where plaintiff “expressly requested” to amend even 
though the request “was not contained in a properly 
captioned motion paper”); Edwards v. Occidental 
Chemical Corp., 892 F.2d 1442, 1445-46, n. 2 (9th 
Cir.1990) (finding that leave to amend should have been 
granted even though no formal request to amend was 
made).
 
The policy of freely granting leave to amend should be 
applied with “extreme liberality.” DCD Programs, Ltd. v. 
Leighton, 833 F.2d 183, 186 (9th Cir.1987). When 
determining whether to grant leave to amend under Rule 
15(a), a court should consider the following factors: (1) 
undue delay; (2) bad faith; (3) futility of amendment; and 
(4) prejudice to the opposing party. Foman v. Davis, 371 
U.S. 178, 182, 83 S.Ct. 227, 9 L.Ed.2d 222 (1962). The 
Ninth Circuit has instructed that “the crucial factor is the 
resulting prejudice to the opposing party,” and the burden 
of showing that prejudice is on the party opposing 
amendment. Howey v. United States, 481 F.2d 1187, 1190 
(9th Cir.1973); Eminence Capital, LLC v. Aspeon, Inc., 
316 F.3d 1048, 1052 (9th Cir.2003); DCD Programs, 833 
F.2d at 187. Granting or denying leave to amend rests in 
the sound discretion of the trial court, and will be reversed 
only for abuse of discretion. Swanson v. U.S. Forest Serv., 

87 F.3d 339, 343 (9th Cir.1996).
 
Although plaintiffs did not file a formal motion to amend, 
defendants have had the opportunity to address the issue, 
and did so in their reply in support of the motion to 
dismiss. Defendants contend that plaintiffs filed this 
action as “an attempt to escape making payments on their 
loans and forestall potential foreclosure” and that 
plaintiffs’ requests to amend and remand are simply 
“delay tactic[s].” Dckt. No. 9 at 3. Defendants contend 
that plaintiffs had the opportunity to amend their 
complaint in state court and chose to allege federal 
claims; therefore, it is appropriate for this court to rule on 
all of plaintiffs’ claims. Id. Defendants argue that 
permitting amendment and then remanding the state law 
claims to state court “would be particularly and unduly 
prejudicial to Defendants because the State Court has 
previously sustained a demurrer to the State law claims in 
the original complaint.” Id.
 
*3 Regardless of defendants’ argument that the request to 
amend is simply a delay tactic, the court notes that the 
proposed Second Amended Complaint was filed less than 
seven weeks after plaintiffs filed their first amended 
complaint in state court; within six weeks after this action 
was removed to federal court; about a month after 
defendants properly noticed their motion to dismiss; and 
three weeks before their opposition to the motion to 
dismiss was due. Although defendants place great 
emphasis on plaintiffs’ earlier state court amendment, that 
amendment was made after the state court specifically 
authorized such amendment. Dckt. No. 1 at 2. Even 
though plaintiffs’ proposed Second Amended Complaint 
seeks to avoid federal jurisdiction and to obtain remand, 
there is no indication that plaintiffs are seeking the 
amendment in bad faith. The Ninth Circuit has 
specifically stated that “[a] plaintiff is entitled to file both 
state and federal causes of action in state court” then 
“settle certain claims or dismiss them with leave of the 
court” upon removal. Baddie v. Berkeley Farms, Inc., 64 
F.3d 487, 490 (9th Cir.1995). According to the Baddie 
court, “such practice is not manipulative and need not be 
discouraged unless there is reason to believe that the 
inclusion of the federal claims was to put the defendants 
through the removal-remand procedure.” Moyles, 2005 
WL 1561519, at *2 (citing Baddie, 64 F.3d at 490-91). 
There is nothing in the record to indicate that plaintiffs 
intentionally included the federal claims in their first 
amended complaint and then deleted them from the 
Second Amended Complaint in order to put defendants 
through that procedure. Further, because plaintiffs seek to 
delete claims for relief, rather than to add or clarify 
claims, the “futility of amendment” factor is inapplicable 
here.
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Finally, defendants’ argument regarding prejudice is 
unconvincing. Although defendants contend that allowing 
plaintiffs’ proposed amendment would be prejudicial 
“because the State Court has previously sustained a 
demurrer to the State law claims in the original 
complaint,” such an argument does not acknowledge that 
the state court expressly authorized plaintiffs to amend 
their state law claims. See Dckt. No. 1-3 at 78-79. As 
noted above, plaintiffs filed their proposed Second 
Amended Complaint shortly after filing the first amended 
complaint, which was authorized by the state court. Had 
defendants not removed the action to federal court, they 
presumably would have filed a demurrer or motion to 
dismiss the first amended complaint in state court. 
Defendants will also presumably file a demurrer or 
motion to dismiss the Second Amended Complaint on 
similar grounds. Therefore, they have completed little or 
no work that would be disturbed by granting plaintiffs 
leave to file their Second Amended Complaint herein. 
The burden of showing prejudice is upon the party 
opposing the amendment and defendants have not carried 
this burden. Accordingly, the undersigned recommends 
that plaintiffs’ motion to amend their complaint be 
granted. See Duong-Tran v. Kaiser Found. Health Plan of 
the N.W., 2008 WL 1909221, at *4-5 (D.Or. Apr.28, 
2008).
 

Defendants’ Motion to Dismiss
*4 As a result, the undersigned will also recommend that 
defendants’ motion to dismiss be denied as moot. If the 
district judge adopts the recommendation that plaintiffs be 
allowed leave to file their Second Amended Complaint, 
that complaint will supersede the earlier complaint which 
defendants have moved to dismiss, rendering the earlier 
complaint of no legal effect and the motion to dismiss 
moot. See Ramirez v. Silgan Containers, 2007 WL 
1241829, at *6 (Apr. 26, 2007).
 

Plaintiffs’ Request for Remand
Plaintiffs contend that once their federal claims are 
dismissed, this court is without jurisdiction to hear the 
case, and request that the case be remanded to state court. 
Dckt. No. 7 at 4. Again, although plaintiffs did not file a 
formal motion to remand, their opposition makes clear 
that they seek remand. Id. Further, defendants opposed 
plaintiffs’ request to remand in their reply in support of 

the motion to dismiss. Dckt. No. 9 at 3. Accordingly, the 
undersigned will recommend that plaintiffs’ opposition be 
construed as a request to remand the case to state court.
 
Although plaintiffs argue that the dismissal of their 
federal claims in the Second Amended Complaint divests 
this court of subject matter jurisdiction, the propriety of 
removal jurisdiction is determined at the time of removal. 
Pullman Co. v. Jenkins, 305 U.S. 534, 537, 59 S.Ct. 347, 
83 L.Ed. 334 (1939). If a claim “arising under” federal 
law existed at the time of removal, the federal court has 
jurisdiction even though the federal claim has been 
dropped from the case and only state law claims remain. 
Carnegie-Mellon Univ. v. Cohill, 484 U.S. 343, 108 S.Ct. 
614, 98 L.Ed.2d 720 (1988); Nishimoto v. 
Federman-Bachrach & Assocs., 903 F.2d 709, 715 (9th 
Cir.1990). Here, because the complaint in effect at the 
time of defendants’ removal contained federal claims, 
removal was proper and this court has subject matter 
jurisdiction. Therefore, “plaintiffs cannot compel remand 
by amending their complaint to eliminate the federal 
claims which provided the basis for removal.” Moyles, 
2005 WL 1561519, at *3 (citing Sparta Surgical Corp. v. 
Nat’l Ass’n of Sec. Dealers, Inc., 159 F.3d 1209, 1213 
(9th Cir.1998)). That does not end the matter, however.
 
Once all federal claims are eliminated from an action, 
federal courts have the discretion to decline supplemental 
jurisdiction over the remaining state law claims and 
remand them back to the state court. Harrell v. 20th 
Century Ins. Co., 934 F.2d 203, 205 (9th Cir.1991). In 
order to make the remand determination, a court should 
consider factors such as judicial economy, convenience, 
fairness, comity, and forum manipulation. 
Carnegie-Mellon Univ., 484 U.S. at 357. Based on these 
factors, “it is generally preferable for a district court to 
remand remaining pendent claims to state court.” Harrell, 
934 F.2d at 205.
 
Applying the remand factors to the present case, the 
undersigned recommends remanding this case to state 
court. If plaintiffs are granted leave to file their Second 
Amended Complaint, they will have eliminated all federal 
claims for relief. Here, the state court has already 
considered some of plaintiffs’ state law claims, and 
granted plaintiffs leave to amend those claims. Therefore, 
it would be most efficient for the state court to once again 
consider those amended claims. Additionally, “the state 
court is equally competent to hear the case and more 
familiar with the law of its own forum.” Moyles, 2005 
WL 1561519, at *3. Accordingly, principles of judicial 
economy and comity weigh in favor of remand.
 
*5 Further, “[b]oth the state and federal fora are located in 
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Sacramento, approximately five blocks from one another, 
so both are equally convenient to the parties,” and “there 
is no reason to doubt that a state forum will provide an 
equally fair adjudication of the matter as this court.” Id. at 
*4. Finally, although plaintiffs added the federal claims 
when they amended their complaint in state court and are 
now seeking to dismiss those claims in order to avoid 
federal jurisdiction, there is no reason to believe that 
plaintiffs are engaging in manipulative pleading practices. 
As the Ninth circuit stated in Baddie, 64 F.3d at 491, 
“[p]laintiffs in this case chose the state forum. They 
dismissed their federal claims and moved for remand with 
all due speed after removal. There was nothing 
manipulative about that straight-forward tactical 
decision....” See also Gilmore v. Bank of New York, 2009 
WL 2031736, at *3 (S.D.Cal. July 9, 2009).
 
Therefore, the undersigned recommends that plaintiffs’ 
remaining state law claims be remanded to Sacramento 
County Superior Court. See Moyles, 2005 WL 1561519; 
Mendoza v. Bank of America, 2009 WL 1110816, at *2 
(N.D.Cal. Apr.24, 2009); Sabbagh v. Ohana Group, LLC, 
2006 WL 2254481, at *2 (W.D.Wash. Aug.7, 2006).
 
Accordingly, IT IS HEREBY ORDERED that:
 
1. The hearing date of December 23, 2009 on defendants’ 
motion to dismiss, Dckt. No. 4, is vacated; and
 
2. The status (pretrial scheduling) conference currently set 
for hearing on February 3, 2010 is vacated.4

 
Further, it is hereby RECOMMENDED that:
 
1. Plaintiffs’ opposition and proposed amended 

complaint, Dckt. Nos. 7-8, be construed together as a 
request for leave to amend plaintiffs’ complaint;
 
2. Plaintiffs’ request for leave to amend their complaint, 
as submitted on November 17, 2009, be granted;
 
3. Defendants’ motion to dismiss, Dckt. No. 4, be denied 
as moot;
 
4. Plaintiffs’ opposition, Dckt. No. 7, be construed as a 
request to remand the case to the superior court; and
 
5. This action be remanded to the Superior Court of the 
State of California in and for the County of Sacramento.
 
These findings and recommendations are submitted to the 
United States District Judge assigned to the case, pursuant 
to the provisions of 28 U.S.C. § 636(b)(1). Within 
fourteen days after being served with these findings and 
recommendations, any party may file written objections 
with the court and serve a copy on all parties. Such a 
document should be captioned “Objections to Magistrate 
Judge’s Findings and Recommendations.” Failure to file 
objections within the specified time may waive the right 
to appeal the District Court’s order. Turner v. Duncan, 
158 F.3d 449, 455 (9th Cir.1998); Martinez v. Ylst, 951 
F.2d 1153 (9th Cir.1991).
 
SO ORDERED.
 

All Citations

Not Reported in F.Supp.2d, 2009 WL 5206679

Footnotes

1 This action is before the undersigned in accordance with 28 U.S .C. § 636(b)(1) and Eastern District of California Local Rule 
302(c) (21).

2 Effective December 1, 2009, Federal Rule of Civil Procedure 15(a)(1) now provides: “A party may amend its pleading once as a 
matter of course within: (A) 21 days after serving it, or (B) if the pleading is one to which a responsive pleading is required, 21 
days after service of a responsive pleading or 21 days after service of a motion under Rule 12(b), (e), or (f), whichever is earlier.” 
Because plaintiffs already amended their complaint in state court, the differences between the former and current versions of Rule 
15(a)(1) do not impact the analysis herein.

3 Although the earlier amendment occurred in state court, “[a] district court ‘takes the case as it finds it on removal and treats 
everything that occurred in the state court as if it had taken place in federal court.’ Butner v. Neustadter, 324 F.2d 783, 785 (9th 
Cir.1963). Thus, plaintiffs have already utilized their ‘free amendment’ and as a result, must seek leave of court to amend their 
complaint.” Moyles v. Johnson Controls, Inc., 2005 WL 1561519, at *2, n. 3 (E.D.Cal. June 29, 2005).

4 As a result, the parties are not required to submit status reports as provided in the October 6, 2009 order. See Dckt. No. 3 at 2. 
However, if the recommendation of remand herein is not adopted by the district judge, the undersigned will reschedule the status 
conference and require the parties to submit status reports.
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United States District Court, N.D. California,
San Jose Division.

Olga URISTA, Plaintiff,
v.

BANK OF AMERICA, N.A.; et al., 
Defendants.

No. C11–03097 HRL.
|

Jan. 3, 2012.

Attorneys and Law Firms

Patricia Ann Boyes, The Law Firm Of Patricia Ann 
Boyes, San Jose, CA, for Plaintiff.

Joseph Vincent Quattrocchi, Jr., Andrea Mcdonald Hicks, 
Michelle Marie Cammarata, San Francisco, CA, Stuart 
Winston Price, Irvine, CA, Christina Yu, Foothill Ranch, 
CA, for Defendants.

ORDER (1) GRANTING DEFENDANTS’ MOTIONS 
TO DISMISS; (2) DENYING DEFENDANTS’ 
MOTIONS TO STRIKE; AND (3) DENYING THE 
BANK OF AMERICA DEFENDANTS’ REQUEST 
FOR JUDICIAL NOTICE

HOWARD R. LLOYD, United States Magistrate Judge.

*1 Plaintiff Olga Urista filed the instant action in Santa 
Clara County Superior Court for alleged predatory 
lending practices in connection with her home mortgage. 
The original complaint asserted a claim for violation of 
the Truth in Lending Act (TILA), 15 U.S.C. § 1601, et 
seq., as well as several state law claims for relief. 
Defendants Bank of America, N.A., BAC Home Loans 
Servicing LP, and Edrina Pavel (collectively “Bank of 

America”) removed the matter here, asserting federal 
question jurisdiction. Defendant CalCounties consented to 
the removal.
 
All parties have expressly consented that all proceedings 
in this action may be heard and finally adjudicated by the 
undersigned. 28 U.S.C. § 636(c); Fed.R.Civ.P. 73. 
Pursuant to Fed.R.Civ.P 12(b) (6), both defendants, Bank 
of America and CalCounties, filed motions to dismiss the 
original complaint, which the court granted on October 
18, 2011. See Dkt. No. 52. Plaintiff timely filed her First 
Amended Complaint (“FAC”), which added two new 
claims for relief for negligence and violation of the 
covenant of good faith and fair dealing and added a 
defendant, the Federal Home Loan Mortgage Corporation 
(“Freddie Mac”). Dkt. No. 54. Plaintiff asserts that she 
served Freddie Mac with the FAC on November 3, 2011, 
but no certificate of service has been filed and Freddie 
Mac has not answered the FAC or otherwise appeared in 
this action. See Dkt. No. 72, p. 3. CalCounties and the 
Bank of America defendants now move to dismiss the 
FAC and to strike portions of the FAC. Dkt. Nos. 63, 65. 
Plaintiff has opposed the motions.
 
Upon consideration of the moving papers and oral 
argument, the court finds that the TILA claim for relief is 
not sufficiently pled as to any of the defendants, and that 
plaintiff cannot plead a tolling of the statute of limitations, 
and so GRANTS the Bank of America defendants’ 
motion to dismiss the TILA claim without leave to 
amend. Further, the court GRANTS both motions to 
dismiss as to the state claims, with leave to amend. The 
court DENIES the Bank of America defendants’ Motion 
to Strike, DENIES their Request for Judicial Notice, and 
DENIES defendant Calcounties’ Motion to Strike.
 

LEGAL STANDARD
On motion, a court may dismiss a complaint for failure to 
state a claim.  Fed. R. Civ. P. 12(b)(6). The federal rules 
require that a complaint include a “short and plain 
statement” showing the plaintiff is entitled to relief.  
Fed. R. Civ. P. 8(a)(2). The statement must “raise a right 
to relief above the speculative level .” Bell Atl. Corp. v. 
Twombly, 550 U.S. 544, 55, 127 S.Ct. 1955, ––––, 167 
L.Ed.2d 929, –––– (2007). However, only plausible 
claims for relief will survive a motion to dismiss. Ashcroft 
v. Iqbal, 556 U.S. 662, 129 S.Ct. 1937, 1950, 173 L.Ed.2d 
868 (2009). A claim is plausible if its factual content 
“allows the court to draw the reasonable inference that the 
defendant is liable for the misconduct alleged.” Id. at 
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1949. A plaintiff does not have to provide detailed facts, 
but the pleading must include “more than an unadorned, 
the-defendant-unlawfully-harmed-me accusation.” Id. at 
1950.
 
*2 In deciding a motion to dismiss, the court is ordinarily 
limited to the face of the complaint. Van Buskirk v. Cable 
News Network, Inc., 284 F.3d 977, 980 (9th Cir.2002). 
The factual allegations pled in the complaint must be 
taken as true and reasonable inferences drawn from them 
must be construed in favor of the nonmoving party. Cahill 
v. Liberty Mutual Ins. Co., 80 F.3d 336, 337–38 (9th 
Cir.1996); Mier v. Owens, 57 F.3d 747, 750 (9th 
Cir.1995) (citing Usher v. City of Los Angeles, 828 F.2d 
556, 561 (9th Cir.1987)). However, the court cannot 
assume that “the [plaintiff] can prove facts which [he or 
she] has not alleged.” Associated General Contractors of 
California, Inc. v. California State Council of Carpenters, 
459 U.S. 519, 526, 103 S.Ct. 897, 74 L.Ed.2d 723 (1983). 
“Nor is the court required to accept as true allegations that 
are merely conclusory, unwarranted deductions of fact, or 
unreasonable inferences.” Sprewell v. Golden State 
Warriors, 266 F.3d 979, 988 (9th Cir.2001) (citing Clegg 
v. Cult Awareness Network, 18 F.3d 752, 754–55 (9th 
Cir.1994)), amended on other grounds by 275 F.3d 1187 
(9th Cir.2001).
 
“A court should freely give leave [to amend] when justice 
so requires.”  Fed. R. Civ. P. 15(a)(2). “ ‘Four factors are 
commonly used to determine the propriety of a motion for 
leave to amend. These are: bad faith, undue delay, 
prejudice to the opposing party, and futility of 
amendment.’ “ Ditto v. McCurdy, 510 F.3d 1070, 1079 
(9th Cir.2007) (internal citations omitted). “Futility of 
amendment can, by itself, justify the denial of a motion 
for leave to amend.” Bonin v. Calderon, 59 F.3d 815, 845 
(9th Cir.1995). An amendment would be “futile” if there 
is no set of facts can be proved which would constitute a 
valid claim or defense. See Miller v. Rykoff–Sexton, Inc., 
845 F.2d 209, 214 (9th Cir.1988).
 

DISCUSSION

I. DEFENDANTS’ MOTIONS TO DISMISS

A. Plaintiff’s Sixth Claim under the Federal Truth in 
Lending Act (“TILA”), 15 U.S.C. § 1640 et seq. Against 
Bank of America Defendants
Plaintiff brings a claim for TILA violations against the 

Bank of America defendants only. The FAC does not 
clarify what specific TILA violations have occurred, nor 
does it clearly state what type of relief is sought. 
Defendants argue that Urista has failed to plead a tolling 
of the relevant statutes of limitations, and the court 
agrees.
 

1. Rescission
Within three days of consummation of any credit 
transaction in which a security interest is or will be 
retained or acquired in a customer’s residence, the 
customer shall have right to rescind the transaction, and 
the creditor is required to provide notification of the right 
to rescind. 15 U.S.C. § 1635(a). However, that right 
expires three years after the date of consummation of the 
transaction or upon the sale of the property, whichever 
occurs first. 15 U.S.C. § 1635(f). “[Section] 1635(f) 
completely extinguishes the right of rescission at the end 
of the 3–year period.” Beach v. Ocwen Federal Bank, 523 
U.S. 410, 412, 118 S.Ct. 1408, 140 L.Ed.2d 566 (1998); 
see also King v. California, 784 F.2d 910, 913 (9th 
Cir.1986) (holding that TILA, section 1635(f) is an 
“absolute limitation on rescission actions”). The Ninth 
Circuit construes section 1635(f) as a “statute of repose, 
depriving the courts of subject matter jurisdiction when a 
§ 1635 claim is brought outside the three-year limitation 
period.” Miguel v. Country Funding Corp., 309 F.3d 
1161, 1165 (9th Cir.2002). In this case, the record 
indicates that the loan was signed on February 1, 2008, 
three years and several months before plaintiff filed this 
action. See Rivera, 756 F.Supp.2d at 1198 (stating that “ 
‘if the borrower files his or her suit over three years from 
the date of a loan’s consummation, a court is powerless to 
grant rescission.’ “ (quoting Miguel, 309 F.3d at 1165)). 
Plaintiff did not timely exercise her right to rescission. In 
its October 18 order granting the defendants’ motions to 
dismiss, this court expressly notified the plaintiff that, to 
state a claim for rescission under TILA, she would have 
to allege “a knowing and willful concealment of 
wrongdoing by defendants that would suffice to toll the 
statute of limitations beyond its strict three year limit.” 
See Dkt. No. 52, p. 4. Plaintiff has not provided any 
additional facts to support a tolling of the statute of 
limitations and, given her failure to even attempt to do so, 
the court believes that she cannot. Therefore, any claim 
plaintiff has asserted for rescission under TILA is 
DISMISSED without leave to amend.
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2. Damages
*3 “TILA allows a plaintiff to seek damages from a 
‘creditor’....” Marzan v. Bank of America, 779 F.Supp.2d 
1140, (D.Haw.2011); 15 U.S.C. §§ 1640, 1641(c). TILA 
does not apply to servicers of a loan. 15 U.S.C. § 1641(f); 
Manuel v. Discovery Home Loans, 2010 WL 2889510 
*2–3 (N.D.Cal., July 22, 2010); Pacheco v. Homecomings 
Financial, LLC, 2010 WL 2629887 *10 n. 5 (N.D.Cal., 
June 29, 2010). This court dismissed plaintiff’s original 
claim for damages under TILA because she specifically 
asserted that BAC Home Loans Servicing was a loan 
servicer, and did not allege that any of the other 
defendants qualified as “creditors” from whom damages 
might be obtained. See Dkt. No. 1, Complaint, ¶ 6. As 
plaintiff has not amended any part of her FAC to identify 
one or more of the defendants as a creditor, the court must 
DISMISS her claim for damages.
 
Moreover, even if plaintiff had asserted that one or more 
of the defendants was a creditor, her claim is time-barred. 
Claims for damages under TILA are barred by a one-year 
statute of limitations, which begins to run “from the date 
of consummation of the transaction.” See King, 784 F.2d 
910, 915 (9th Cir.1986); see also 15 U.S.C. § 1640(e). In 
the instant case, plaintiff’s TILA claims arose, at the 
latest, at the closing of her loan modification on February 
1, 2008. (Complaint ¶ 26). Plaintiff did not file the instant 
action until June of 2011, several years after the 
limitations period expired. “[E]quitable tolling may, in the 
appropriate circumstances, suspend the limitations period 
until the borrower discovers or had reasonable 
opportunity to discover the fraud or nondisclosures that 
form the basis of the TILA action.” Id. at 915. A motion 
to dismiss on statute of limitations grounds should be 
granted only when the assertions of the complaint, read 
with the required liberality, would not permit the plaintiff 
to prove that the limitations period was tolled. See 
Plascencia v. Lending 1st Mortgage, 583 F.Supp.2d 1090, 
1097 (N.D.Cal.2008) (citing Durning v. First Boston 
Corp., 815 F.2d 1265, 1268 (9th Cir.1987)). The doctrine 
of equitable tolling applies in situations where, despite all 
due diligence, the party invoking the doctrine is unable to 
obtain vital information bearing on the existence of the 
claim, or where he has been induced or tricked by his 
adversary’s misconduct into allowing the deadline to pass. 
Hensley v. United States, 531 F.3d 1052, 1057–58 (9th 
Cir.2008). Plaintiff must provide facts “to explain how 
defendants concealed the true facts or why plaintiff could 
not otherwise have discovered the TILA violations at the 
consummation of her loan.” Wong v. American Servicing 
Co., Inc., 2009 WL 5113516 (E.D.Cal. Dec.18, 2009).
 
Plaintiff has not provided any additional facts in her FAC 
to explain how defendants concealed true facts or why 

plaintiff could not have discovered the TILA violation 
within the statutory period. Instead, she offers two 
paragraphs that assert that the one-year statute of 
limitations does not bar her claim. The court notes that 
plaintiff provides no legal authority for these assertions, 
and the Bank of America defendants only briefly address 
the legal insufficiency of these claims in their reply brief. 
See Dkt. No. 76, pp. 9–10.
 
*4 First, plaintiff claims that 15 U.S.C. § 1640 “does not 
bar a person from asserting a violation of § 1640 in an 
action to collect the debt which was brought, as is the 
case here, more than one year from the date of the 
occurrence of the violation as a matter of defense by 
recoupment or set-off in such action.” FAC ¶ 85 (citing 
15 U.S.C. § 1640(e)) (emphasis added). Second, plaintiff 
claims that the statute of limitations does not bar a 
consumer in default from asserting a violation of § 1640 
“as an original action, or as a defense or counterclaim to 
an action to collect amounts owed by the consumer 
brought by a person liable under § 1640.” FAC ¶ 86 
(citing 15 U.S.C. § 1640(h)).
 
Courts have consistently held that where a plaintiff has 
not stated facts to explain why she was unable to discover 
the violation within the limitations period, there is no 
equitable tolling and the plaintiff’s claim must fail. See, 
e.g., Lingad v. IndyMac Fed. Bank, 682 F.Supp.2d 1142, 
1147 (E.D.Cal.2010) ( “[W]hen a plaintiff fails to allege 
any facts demonstrating that the TILA violations alleged 
could not have been discovered by due diligence during 
the one-year statutory period, equitable tolling should not 
be applied.”); Thielen v. GMAC Mortg. Corp., 671 
F.Supp.2d 947, 954 (E.D.Mich.2009) (“the alleged acts 
giving rise to the TILA ... claims cannot, standing alone, 
also support equitable tolling”); Boursiquot v. Citibank 
F.S.B., 323 F.Supp.2d 350, 354 (D.Conn.2004) (holding 
that “the statute of limitations will not be tolled even 
though the Boursiquots could not have discovered the 
nondisclosure when they closed the loan” because 
plaintiff failed to allege fraudulent concealment). Here, 
Urista has failed to offer any facts to support an equitable 
tolling due to fraudulent concealment by the defendants.
 
In addition, plaintiff’s attempt to argue than § 1640(e) and 
§ 1640(h) do not bar her claim despite the one-year statute 
of limitations is ineffective. A plain reading of § 1640(e) 
indicates that the one-year statute of limitations is 
exempted only in a recoupment or set-off claim, “when 
the debtor’s claim is raised as a defense or a counterclaim 
to a creditor’s ‘action to collect the debt.’ ” Moor v. 
Travelers Ins. Co., 784 F.2d 632 (5th Cir.1986). “When 
the debtor hales the creditor into court, ... the claim by the 
debtor is affirmative rather than defense. As such, it is 
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subject to the one- and three-year limitations provisions.” 
Id., see also, Ortiz v. Accredited Home Lenders, Inc., 639 
F.Supp.2d 1159, 1164 (S.D.Cal.2009) (“[§ 1640(e) ] 
makes recoupment available only as a ‘defense’ in an 
‘action to collect a debt’). Plaintiff has not even asserted a 
claim for recoupment or set-off, and indeed, because these 
claims are defenses in an action to collect debt, she cannot 
assert them in this matter. Accordingly, Urista’s TILA 
claim is not exempt from the limitations provision 
pursuant to 1640(e).
 
*5 Plaintiff’s claim that § 1640(h) permits her to proceed 
despite the limitations provision also fails. § 1640(h) 
permits a consumer in default to raise a TILA violation as 
a defense in an action to collect brought by the alleged 
TILA violator, or as an original action where the 
consumer can state a TILA claim not barred by the 
one-year statute of limitations. See Dawson v. Thomas (In 
re Dawson), 411 B.R. 1, 48 (Bankr.D.D.C.2008) 
(defining § 1640(h)’s reference to “an original action” as 
meaning an action “not barred by the one-year statute of 
limitations”). In other bankruptcy proceedings, courts 
have determined that § 1640(h)’s purpose is to prohibit a 
creditor being sued under TILA from asserting the 
consumer’s default as a defense to a valid, non-timebarred 
TILA claim. Johnson v. Peoples Indep. Bank, N.A. (In re 
Johnson), 2008 Bankr.LEXIS 3371, *15, n. 9, 2008 WL 
5120114 (Bankr.N.D.Ala. Dec. 3, 2008) (“In other words, 
the consumer’s default cannot be raised as a defense by 
the creditor who is being sued under TILA in the 
consumer’s original action or in a counterclaim.”). 
Existing authority clearly indicates that § 1640(h) is 
intended as a protection for consumers in default, to allow 
them to bring valid TILA claims despite their default 
status. Plaintiff has offered no authority, and the court is 
not aware of any, which permits a plaintiff to use § 
1640(h) to bring a TILA claim otherwise barred by the 
one-year statute of limitations.
 
Plaintiff has failed to allege facts that support equitable 
tolling of the one-year statutes of limitations on TILA 
claims for damages. Neither has she offered valid legal 
authority for exempting this claim from the limitations 
provision. As plaintiff has not alleged any facts to support 
tolling despite this court’s order express direction that she 
do so, the court finds that she is unable to plead tolling. 
Accordingly, her TILA claim is DISMISSED without 
leave to amend.
 

B. Plaintiff’s State Law Claims
Without addressing the individual merits of each of 

plaintiff’s state claims, the court finds that the FAC as 
presently set forth does not appear to allege state law 
claims upon which relief can be granted. In conclusory, 
broad brush fashion, plaintiff offers a jumble of claims 
arising out of at least two separate series of events: her 
obtaining of the loan, and—years later—the attempted 
loan modification and ensuing foreclosure proceeding 
instituted by Bank of America. Moreover, she alleges 
most of her claims against all the defendants and states 
that each acted as agent of and in concert with the others, 
in spite of the fact that most of the defendants were only 
involved in either one or the other of the two series of 
events.
 
The court therefore GRANTS CalCounties’ and the Bank 
of America defendants’ motion to dismiss as to plaintiff’s 
state law claims, with leave to amend. Plaintiff may file 
an amended complaint which clearly sets forth each claim 
for relief, the facts relevant thereto, and plausibly leads to 
the conclusion that defendants are liable for the claim 
asserted within 14 days of the date of this order.
 

II. DEFENDANTS’ MOTION TO STRIKE
*6 Both CalCounties and the Bank of America defendants 
have also moved to strike portions of plaintiff’s 
complaint. CalCounties argues that the first claim for 
negligence against it should be stricken, as should 
plaintiff’s request for punitive damages. Dkt. No. 64. The 
Bank of America defendants argue that both of the newly 
added claims, for negligence and violation of the 
covenant of good faith and fair dealing, should be 
stricken. Dkt. No. 67. In opposition, plaintiff correctly 
argues that in its October 18 order, this court granted her 
leave to amend both her TILA and state law claims. Dkt. 
No. 72. The court DENIES both of the motions to strike 
for the reasons stated below.
 
Federal Rule of Civil Procedure 15 permits a party to 
amend her pleading “once as a matter of course [and] ... 
by leave of court ... and leave shall be freely given when 
justice so requires.” Fed.R.Civ.P. 15(a). The right to 
amend is broad, and encompasses the right “to add a new 
cause or theory of action.” Farrell v. Hollingsworth, 43 
F.R.D. 362, 363 (D.S.C.1968). Although the 9th Circuit 
has not addressed this issue, some California district 
courts have permitted plaintiffs to add new claims and 
parties when given leave to amend without limitation. 
See, e.g., Gilmore v. Union Pacific R. Co., 2010 U.S. 
Dist. LEXIS 50470, *4, 2010 WL 2089346 (E.D.Cal. 
May 21, 2010) (allowing plaintiff to add new claims 
without having asked leave because court had granted 
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leave to amend without limitation and defendants would 
not be prejudiced); DeLeon et al. v. Wells Fargo Bank et 
al., 2010 U.S. Dist. LEXIS 112941, *8–9, 2010 WL 
4285006 (N.D.Cal. Oct. 22, 2010) (finding that plaintiff 
was required to seek leave to amend to add new claims 
when prior dismissal specified only limited amendment 
had been granted).
 
In this case, the court granted plaintiff leave to amend 
without limitation, and while plaintiff would have been 
prudent to request leave to amend to add new claims and 
parties, the court will not elevate form over substance to 
strike the new claims and Freddie Mac. Thus, the Motions 
to Strike are DENIED.
 
The court also notes that by adding Freddie Mac as a 
party, the plaintiff confers federal subject matter 
jurisdiction over this action. See 12 U.S.C. § 1452. It 
remains to be seen whether plaintiff has effectively 
pleaded a claim for relief against the new defendant.
 

III. BANK OF AMERICA DEFENDANTS’ 
REQUEST FOR JUDICIAL NOTICE

Finally, the Bank of America defendants request judicial 
notice of three documents. These three documents have 
already been judicially noticed. See Dkt. No. 52, p. 7. 
Defendants’ request is redundant, and therefore DENIED 

as MOOT.
 

CONCLUSION
Based on the foregoing, it is ORDERED that:

1. Plaintiff’s TILA claim is dismissed without leave 
to amend.

2. Plaintiff’s remaining claims are dismissed with 
leave to amend.

3. Both of the pending motions to strike are denied.

4. Bank of America’s request for judicial notice is 
denied as moot.

*7 5. Plaintiff’s amended complaint shall be filed 
and served on defendants within 14 days of the date 
of this order.

 
IT IS SO ORDERED.
 

All Citations

Not Reported in F.Supp.2d, 2012 WL 10596

End of Document © 2021 Thomson Reuters. No claim to original U.S. Government Works.

Case 2:19-ap-01383-SK    Doc 259-4    Filed 06/03/21    Entered 06/03/21 15:47:43    Desc
Appendix     Page 266 of 266



This form is mandatory.  It has been approved for use by the United States Bankruptcy Court for the Central District of California. 

June 2012 F 9013-3.1.PROOF.SERVICE 
EAST\182030648.1

PROOF OF SERVICE OF DOCUMENT 

I am over the age of 18 and not a party to this bankruptcy case or adversary proceeding.  My business address is: 
DLA Piper LLP (US) 

2000 Avenue of the Stars, Suite 400 North Tower 
Los Angeles, CA 90067-4704 

A true and correct copy of the foregoing document entitled Trustee’s Opposition to Defendant Universal Leader Investment 
Limited, Glove Assets Investment Limited, and Truly Great Global Limited’s motion to Dismiss Counts I, II, VI, VII, VIII, IX & 
X and Motion to Strike Counts VIII & IX of Amended Adversary Complaint will be served or was served (a) on the judge in 
chambers in the form and manner required by LBR 5005-2(d); and (b) in the manner stated below: 

1.  TO BE SERVED BY THE COURT VIA NOTICE OF ELECTRONIC FILING (NEF):  Pursuant to controlling General 
Orders and LBR, the foregoing document will be served by the court via NEF and hyperlink to the document. On June 3, 
2021, I checked the CM/ECF docket for this bankruptcy case or adversary proceeding and determined that the following 
persons are on the Electronic Mail Notice List to receive NEF transmission at the email addresses stated below: 
Aaron S. Craig acraig@kslaw.com; lperry@kslaw.com 
United States Trustee ustpregion16.la.ecf@usdoj.gov 
Matthew S. Walker matthew.walker@pillsburylaw.com; 

renee.evens@pillburylaw.com; 
docket@pillsburylaw.com 

Scott H. Olson solson@vedderprice.com; scott-olson-
2161@ecf.pacerpro.com; 
ecfsfdocket@vedderprice.com; 
nortega@vedderprice.com 

☐ Service information continued on attached page 

2.  SERVED BY UNITED STATES MAIL: 
On June 3, 2021, I served the following persons and/or entities at the last known addresses in this bankruptcy case or 
adversary proceeding by placing a true and correct copy thereof in a sealed envelope in the United States mail, first class, 
postage prepaid, and addressed as follows. Listing the judge here constitutes a declaration that mailing to the judge will be 
completed no later than 24 hours after the document is filed. 

☐ Service information continued on attached page 

3.  SERVED BY PERSONAL DELIVERY, OVERNIGHT MAIL, FACSIMILE TRANSMISSION OR EMAIL (state method for 
each person or entity served):  Pursuant to F.R.Civ.P. 5 and/or controlling LBR, on June 3, 2021, I served the following 
persons and/or entities by personal delivery, overnight mail service, or (for those who consented in writing to such service 
method), by facsimile transmission and/or email as follows.  Listing the judge here constitutes a declaration that personal 
delivery on, or overnight mail to, the judge will be completed no later than 24 hours after the document is filed. 

VIA HAND DELIVERY 

VIA ELECTRONIC MAIL 

(Party, who is being served if different, and email address for each) 

☒ Service information continued on attached page 

I declare under penalty of perjury under the laws of the United States that the foregoing is true and correct. 

June 3, 2021 William L. Countryman, Jr. /s/  William L. Countryman, Jr.
Date Printed Name Signature

Case 2:19-ap-01383-SK    Doc 259-5    Filed 06/03/21    Entered 06/03/21 15:47:43    Desc
Proof of Service    Page 1 of 2



This form is mandatory.  It has been approved for use by the United States Bankruptcy Court for the Central District of California. 

June 2012 F 9013-3.1.PROOF.SERVICE 
EAST\182030648.1

Service via Electronic Mail

Li Qi, Truly Great Global, Ltd., Universal Leader 
Investment Ltd., and Glove Assets Investment 
Ltd. 

Attn.:   Michael L. Bernstein 
Email:  michael.bernstein@apks.com 

Attn.:   Charles A. Malloy 
Email:  charles.malloy@apks.com 

Attn.:   Lisa Hill Fenning 
Email:  lisa.fenning@apks.com 

Yuntian 3 Leasing Company Designated Activity 
Company f/k/a Yuntian 3 Leasing Company 
Limited, Yuntian 4 Leasing Company Designated 
Activity Company f/k/a Yuntian 4 Leasing 
Company Limited and Minsheng Business 
Aviation Limited 

Attn.:   Dan T. Moss 
Email:  dtmoss@jonesday.com 

Attn.:   Joshua M. Mester 
Email:  jmester@jonesday.com 

Attn.:   David S. Torborg 
Email:  dstorborg@jonesday.com 

United States Trustee 

Attn.:    Dare Law 
Email:  dare.law@usdoj.gov 

Attn.:    Ron Maroko 
Email:  ron.maroko@usdoj.gov 

Attn.:   Jill Sturtevant 
Email:  jill.sturtevant@usdoj.gov 

Attn.:   Peter C. Anderson 
Email:  peter.c.anderson@usdoj.gov 

Export Development Canada Limited 

Attn.:    Scott H. Olson 
Email:  solson@vedderprice.com 

Attn.:    Michael J. Edelman 
Email:  mjedelman@vedderprice.com 

Service via Mail

Minsheng Financial Leasing Co., Ltd. 

Floor 3-6, Distinguished Guest Building 
Beijing Friendship Hotel 
One South Zhongguancun Street 
HaidianHaidian District 
Beijing, 100873 

and 

Zhongguancun South Street 
Beijing Friendship Hotel Guest House 1 2-6 
Beijing, 100873 

Case 2:19-ap-01383-SK    Doc 259-5    Filed 06/03/21    Entered 06/03/21 15:47:43    Desc
Proof of Service    Page 2 of 2


