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Introduction 

The FK Defendants paid more than $1 million in commercial bribes and kickbacks to the 

Debtors’ former managing director, Geoff Cassidy. They paid those bribes and kickbacks in 

exchange for Cassidy causing the Debtors to enter into a single purchasing program for half a billion 

dollars in Planes, which expert analysis shows was almost $100 million more than the Planes’ Fair 

Market Value. As a direct result of the bribes and kickbacks, Fazal-Karim and various related 

entities received or were entitled to receive at least  in commissions from Bombardier, 

profits, and other payments, while their principal and co-conspirator Bombardier received hundreds 

of millions of dollars in direct transfers and loan proceeds as well as sales and future orders that 

Bombardier valued at more than half a billion dollars. The Trustee filed the Adversary Complaint 

[Dkt. 1] (“Complaint”) against the Jetcraft Defendants, the FK Defendants, Bombardier, and others, 

alleging both tort and bankruptcy claims, the latter of which are relevant to this motion. As to the 

Complaint, the Court denied the Jetcraft Defendants’ motion to dismiss the actual intent fraudulent 

transfer claims, a § 542 turnover claim, and a § 502 disallowance count, as well as rejecting several 

miscellaneous arguments, but the Court also dismissed the constructive fraudulent transfer claims 

and found against the Trustee on other issues. The Trustee filed a First Amended Adversary 

Complaint [Dkt. 265] (“FAC”) to address the deficiencies found by the Court. 

As relevant to the Jetcraft Defendants’ motion to dismiss Counts 8-11 & 24-25 of the FAC 

[Dkt. 282] (“Motion”), Counts 8 and 9 seek to avoid and recover $43.355 million in actual and 

constructive fraudulent transfers for Plane 1; Counts 10 and 11 seek to avoid and recover $49.5 

million in actual and constructive fraudulent transfers for Plane 10; Count 24 seeks turnover of the 

unpaid portion of a profit-sharing agreement on Plane 16; and Count 25 seeks to disallow any 

Proofs of Claims filed by the Defendants.  

The Jetcraft Defendants improperly rehash many of the same arguments that the Court 

rejected the first time, without identifying specific new allegations or changes in controlling law. 

That alone is reason to reject them again. Their arguments also fail on the merits. 

The Jetcraft Defendants argue that § 548 does not apply to the Trustee’s fraudulent transfer 
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claims because the transfers are barred by the presumption against extraterritorial application of 

that statute. This argument glosses over what the FAC alleges about the transactions at issue. 

Section 548 regulates fraudulent transfers. Because the fraudulent transfers were completed in the 

US and are thus deemed to have occurred in the United States under § 101(54) and applicable Ninth 

Circuit case law, the FAC does not apply § 548 extraterritorially. Moreover, the conduct of the 

parties in paying funds to Jetcraft Corp.’s US bank accounts for fraudulently overpriced aircraft 

took place in the US or, at a minimum, was clearly directed at the US: the Debtors made the 

transfers to the US bank accounts of the US Jetcraft counterparty entities, in substantial part from 

the US bank account of Zetta USA, in exchange for Planes that were delivered to the Debtors and 

registered in the US in compliance with FAA requirements. Thus, the avoidance and recovery 

counts in the FAC seek a domestic application of §§ 548 and 550 and rebut the presumption against 

extraterritorial application of these statutes. Alternatively, the Jetcraft Defendants argue that, even 

if US law were to apply, § 550(d) bars the Trustee from seeking a duplicate recovery (based on the 

Trustee’s settlement with Element), even though the Trustee seeks no duplicative relief. 

For the fraudulent transfer claims, the Jetcraft Defendants argue erroneously – and in direct 

contradiction to the motion to dismiss the tort claims – that Cassidy’s intent cannot be imputed to 

the Debtors. The Jetcraft Defendants conflate an improper in pari delicto argument with the 

straightforward analysis of corporate intent, which is based on the natural person who caused the 

transfers. They also argue that the FAC fails to plead actual intent to hinder, delay, or defraud 

creditors, yet the FAC pleads three alternative, independent bases for actual intent: (1) that Cassidy 

was operating a fraudulent scheme, sufficient to invoke the Ponzi-scheme presumption, (2) that 

Cassidy believed that the consequences of his actions were substantially certain to hinder, delay, or 

defraud creditors, or at minimum should have seen this result as a natural consequence of his 

actions, and (3) the traditional “badges of fraud.” The FAC addresses the deficiencies identified by 

the Court for the first two bases and expands the third basis for the First Kickback.  

The Jetcraft Defendants challenge the constructive fraudulent transfer claims in Counts 9 

and 11 by ignoring or inappropriately disputing the facts pleaded in the FAC showing that the 

planes were overpriced. Those facts include not only two separate expert analyses using different 
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methodologies, but also the fact that Cassidy, corrupted by the kickbacks, did not try to negotiate 

prices, institute a competitive bidding process, or consider Bombardier’s competitors, and that the 

Debtors were insolvent and unable to pay their bills as they became due because of the 

insurmountable debt they incurred from the kickback-induced transactions.  

The Jetcraft Defendants challenge the § 542 turnover claim because it disputes the amount 

owed to Zetta PTE under the Side Letter Agreement. That is both improper on a motion to dismiss 

and ignores that Zetta PTE is entitled to the funds under the Side Letter Agreement’s plain language. 

Finally, they oppose the Trustee’s disallowance claim. The FAC states other claims, and thus states 

a § 502(d) claim. The Motion should be denied. 

Background1

I. The Defendants’ kickback and bribery scheme with Cassidy 

Cassidy, the Debtors’ former managing director and board member, caused the Debtors to 

agree to acquire sixteen high-priced Bombardier jets in exchange for kickbacks from the Jetcraft 

Defendants at the direction of Fazal-Karim, bribes from Bombardier facilitated by Fazal-Karim and 

others, and credits from Fazal-Karim against amounts Cassidy owed for the purchase of the 

superyacht Nyota. (¶¶ 47, 91-95, 98, 326-40.)  

Cassidy and Fazal-Karim agreed to the First Kickback no later than the NBAA Conference 

between November 17 and 19, 2015, (¶¶ 251-53), before the letter of intent and the Plane 1 APA 

were executed, (¶¶ 119-20). The  purchase price was  more than the 

Fair Market Value,  more than the Estate Value, and  

 more than what Jetcoast paid less than 60 days before. (¶¶ 344-45, 349-58.) Seagrim and 

Walter, Zetta’s only disinterested directors at the time, executed the directors’ resolutions and other 

transaction documents for Plane 1 in California. (¶ 122.) Zetta PTE wired  for Plane 

1 to Jetcraft Corp.’s bank account in New York on December 10, 2015. (¶ 124.) AAM wired  

 from its bank account in California to Jetcraft Corp.’s bank account in New York on 

December 30, 2015. (¶ 127.) On January 5, 2016, Zetta PTE wired  for Plane 1 to 

1 All paragraph references are to the operative FAC unless otherwise noted. All defined terms have 
the same meaning as in the FAC. All emphasis is added unless otherwise noted. 
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Jetcraft Corp.’s bank account in New York. (¶ 128.) Fazal-Karim, Jetcraft Corp., and Jetcoast 

received at least  in commissions and  in profits from Plane 1. (¶ 130.) 

The Plane 10 and 11 transaction similarly included the $500,000 Second Kickback to 

Cassidy paid by Jetcraft Global, causing the aircraft to be overpriced by at least that amount. 

(¶ 181.) Cassidy and Fazal-Karim agreed to the Second Kickback no later than the execution of the 

Plane 10 APA because the Second Kickback was included in the price. (¶ 272.) The  

purchase price was  more than the Fair Market Value,  

more than the Estate Value, and  more than what Jetcoast paid after it had already 

identified the Debtors as a buyer for similar planes. (¶¶ 344-45, 349-57.) Seagrim and Walter 

executed the directors’ resolutions and other transactional documents in California. (¶ 190.) Plane 

11 was part of the same transaction and signed the same day. (¶¶ 192-93.) The Plane 10 transaction 

resulted in Fazal-Karim, Jetcraft Corp., and Jetcoast receiving  in commissions and 

 in profits. (¶¶ 197-98.) Jetcraft Corp. also received a  “broker fee” from 

Element for facilitating the Plane 11 transaction. (¶ 197.) 

Thus, the Debtors made just shy of  in transfers to or for the benefit of the Jetcraft 

Defendants: n on Plane 1 to or on behalf of Jetcoast and Jetcraft and  

on Plane 10 to or on behalf of Orion and Jetcraft Global. (¶¶ 355-60, Sch. 3 and 5.) Each of these 

transfers was made to the US bank accounts of a US corporation (Jetcraft Corp.). (¶¶ 41, 94, 126-

28, 131, 198, 233, 371, 377.) Planes 1 and 10 were delivered to and accepted by the Debtors in the 

US. (Sch. 2, Ex. 2-2 ¶¶ 2.1, 2.2; Ex. 2-93 ¶¶ 2.1, 2.2.) The parties determined that the transactions 

would be governed by New York law and that they would be subject to the jurisdiction of New York 

courts. (¶¶ 131, 198.) The parties closed each transaction in the US to comply with FAA regulations 

and ensure operation of the planes under Zetta USA’s Part 135 certificate and involved transfers 

into and through US bank accounts. (Id.) In short, each transaction was domestic in nature. 

II. Cassidy’s Ponzi-like scheme and actual intent to hinder, delay, or defraud creditors 

At the time of these transfers, Cassidy was operating the Debtors as a fraudulent scheme in 

four broad ways. (¶ 97, 400-430.) First, Cassidy received more than $1 million in commercial 

bribes and kickbacks in exchange for sourcing the Debtors’ aircraft acquisitions through Fazal-
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Karim and buying Bombardier planes. (¶ 98, 402, 405.) Second, Cassidy stole or embezzled at least 

$8 million from the Debtors. (¶ 99, 405.) Third, Cassidy operated the Debtors as a Ponzi-like 

scheme, in which he used the fraudulent First Business Plan, promising unattainable success and 

outsized returns, to induce investments from Li Qi and loans from financiers that he repaid with 

funds from new financiers in the Minsheng Refinancing and that he planned to repay from more 

new financiers using the fraudulent Second Business Plan. (¶ 100, 407-26.) Fourth, Cassidy and 

the Debtors sold “block hours” as a means of “extracting immediate cash to pay for obligations” 

although Cassidy knew that the Debtors would be unable to fulfill those hours. (¶ 101, 427-30.)  

Cassidy intended to hinder, delay, or defraud the Debtors’ creditors when he made these 

transfers to the Jetcraft Defendants (as well as to the other FK Defendants and Bombardier), or at 

the very least was substantially certain that the transfers would cause the Debtors to fail, harming 

the creditors. (¶¶ 102, 431.) Because of the commercial bribes and kickbacks, Cassidy caused the 

Debtors to purchase the Planes from the Jetcraft Defendants and Bombardier without meaningful 

negotiation, a competitive bidding process, or inquiries to competitors, even though it was a down 

market and Bombardier was facing significant pressure, layoffs, and a tumbling stock price. (¶¶ 85-

87, 92, 346-48.) The Planes were significantly overpriced, whether considering the Fair Market 

Value, based on publicly available sources and similar transactions, or the Estate Value, based on 

a discounted cash flow analysis of the revenue the planes could generate. (¶¶ 341-60.) Zetta PTE 

was insolvent from inception, and both Debtors were made insolvent by the purchase of Plane 1, 

and the nearly simultaneous purchases of Planes 6 and 7, which immediately put the Debtors $1.2 

million in the red. (¶¶ 102, 471.) The Debtors could not pay their bills on time and their trade 

payables were exploding. (¶ 483.) Yet Cassidy continued to purchase more planes while stealing 

millions from the Debtors, with no hope of ever paying off the debts. (¶¶ 442, 484.) Even though 

Cassidy knew the Debtors were on the verge of collapse, with “breathing room of 1.5 months,” he 

entered into a disastrous above-market refinancing and stole millions from the proceeds, (¶¶ 11, 

181-99), while continuing to acquire even more planes from the FK Defendants, (¶ 473). 

Cassidy’s scheme was finally discovered by the Debtors’ CFO while Cassidy was trying to 

bring in new investors, whose funds he planned to use to pay off Li and the original aircraft 

Case 2:19-ap-01382-SK    Doc 315    Filed 11/12/21    Entered 11/12/21 12:26:33    Desc
Main Document      Page 15 of 45



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 

-6- 

financiers. (¶¶ 11, 100.) The Zetta PTE board removed Cassidy from his positions at both Zetta 

PTE and Zetta USA on August 17, 2017, following a blistering email from one of the directors on 

August 12, 2017, accusing Cassidy of running a Ponzi scheme. (¶¶ 361-63.)  

Even then Cassidy preferred his favored creditors, including the FK Defendants and 

Element, closing a transaction on August 15, 2017 with a $5 million transfer to Element on Plane 

10 that directly benefited Jetcraft Corp. and Fazal-Karim. (¶¶ 224, 233.) As part of the transaction, 

Zetta PTE and Jetcraft Global had entered into a Side Letter Agreement on August 9, 2017, in 

which they  (¶ 230.) The FK Defendants resold 

the plane after the Petition Date, but they have not turned over Zetta PTE’s profit share. (¶ 236.) 

Legal Standard 

“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.’” Milbeck v. TrueCar, Inc., 

2019 WL 476004, at *1 (C.D. Cal. Feb. 5, 2019) (quoting Ashcroft v. Iqbal, 556 U.S. 662, 678 

(2009)). A “claim is plausible on its face ‘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.

In making this determination, the court “accepts as true a plaintiff’s well-pled factual allegations 

and construes all factual inferences in the light most favorable to the plaintiff.” Cutler v. Rancher 

Energy Corp., 2014 WL 12599602, at *1 (C.D. Cal. June 2, 2014). “Allegations in the complaint, 

together with reasonable inferences therefrom, are assumed to be true for purposes of the motion.” 

Odom v. Microsoft Corp., 486 F.3d 541, 545 (9th Cir. 2007). A complaint must only “proffer 

enough facts on its face to nudge the plaintiff’s ‘claims across the line from conceivable to 

plausible’” to survive a motion to dismiss. M.M. v. Cnty. of San Mateo, 2019 WL 414962, at *2 

(N.D. Cal. Feb. 1, 2019) (quoting Bell Atl. Corp. v. Twombly, 550 U.S. 544, 570 (2007)). 

Argument 

I. The presumption against extraterritoriality does not bar the Trustee’s § 548 claims 
because the relevant transfers are domestic. 

The Jetcraft Defendants incorrectly argue that the presumption against extraterritoriality 

means § 548 does not apply to the Plane 1 and 10 transfers. [Dkt. 282 at 3.] The presumption against 
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extraterritoriality is a canon of statutory construction, which provides that federal laws only apply 

domestically absent clearly expressed congressional intent to the contrary. RJR Nabisco, Inc. v. Eur. 

Cmty., 136 S. Ct. 2090, 2100 (2016).2 But even if § 548 does not apply extraterritorially, the next 

step in the analysis is to “engage[] in a separate inquiry to determine whether the complaint before 

[the Court] involved a permissible domestic application” of the law by looking at the “focus” of the 

statute. Id. If any conduct related to the “focus” of the statute can be said to occur within the United 

States, “the case involves a permissible domestic application even if other conduct occurred abroad.” 

RJR Nabisco, 136 S. Ct. at 2101. In this analysis, the Court must take everything alleged in the FAC 

as true, consider nothing outsider the complaint, and draw all inferences in favor of the Trustee. See 

Nayab v. Capital One Bank (U.S.), 942 F.3d 480, 496 (9th Cir. 2019); Disability Rts. Mont., Inc. v. 

Batista, 930 F.3d 1090, 1096-97 (9th Cir. 2019). 

As the Ninth Circuit has explained, the focus of the statute “can include the conduct it seeks 

to regulate as well as the parties and interests it seeks to protect or vindicate.” U.S. v. Hussain, 972 

F.3d 1138, 1142 (9th Cir. 2020). This test is satisfied when “the conduct that is proscribed” has “a 

sufficient domestic nexus.” Id. at 1142, 1145. Under this test, there is a sufficient domestic nexus 

where conduct that occurs overseas is directed at the United States. Id. at 1142 (holding that a 

defendant’s communications from England to California were domestic conduct for the purpose of 

wire fraud); Spanski Enters., Inc. v. Telewizja Polska, S.A., 883 F.3d 904, 915-916 (D.C. Cir. 2018) 

(holding that an internet broadcast directed from Poland to the US was domestic conduct under 

copyright law). Section 548 regulates fraudulent transfers and the “parties and interests it seeks to 

protect or vindicate” are the unsecured creditors and the estate who are harmed by the debtor’s 

fraudulent transfer. See Hussain, 972 F.3d at 1142. 

Here, the FAC alleges that the conduct at issue in the Plane 1 and Plane 10 transactions had 

2 The Trustee reserves all rights with respect to his argument that Bankruptcy Code’s avoidance 
sections apply extraterritorially. See In re French, 440 F.3d 145, 150 (4th Cir. 2006); Lyondell I, 
543 B.R. at 151-55; SIPC v. Madoff Inv. Sec. LLC, 480 B.R. 501, 527 (Bankr. S.D.N.Y. 2012); 
FAH Liquid. Corp., 572 B.R. at 124; see also Jay Lawrence Westbrook, Avoidance of Pre-
Bankruptcy Transactions in Multinational Bankruptcy Cases, 42 Tex. Int’l L.J. 899, 910 (2007). 
The Trustee recognizes that the Court addressed this issue in King v. Yuntian 3 Leasing Co. 
Designated Activity Co., No. 2:19-ap-01383-SK, Dkt. 174 and 175 (Bankr. C.D. Cal.), and thus 
raises it only to preserve it for appeal.  
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a sufficient domestic nexus for at least three reasons. First, the payments were made to the US bank 

account of Jetcraft Corp., a Delaware corporation with its principal place of business in North 

Carolina. (¶¶ 41, 94, 126-28, 131, 198, 233, 371, 377.) The payments went either to Jetcraft Corp.’s 

New York bank account or through Wachovia Bank in New York, as a correspondent bank, to 

Jetcraft Corp.’s North Carolina bank account. (Id.) Neither Jetcoast (which is a Delaware 

corporation with its principal place of business in North Carolina, see ¶ 45) nor Orion had their 

own bank accounts, so all payments that should have gone to them went to Jetcraft Corp. (and its 

US bank accounts) instead. (See ¶¶ 94, 126-28, 131, 198, 371, 377.)  

Second, significant portions of the payments originated from the US bank accounts of Zetta 

USA. (¶¶ 94, 127.) Zetta USA sent  of the purchase price of Plane 1 from its bank account 

in California directly to Jetcraft Corp.’s bank account in New York. (¶¶ 94, 127.) Zetta USA also 

sent Zetta PTE $1.4 million from its bank account in California that Zetta PTE used to pay part of 

the deposits on Planes 1-6. (¶ 94.) In addition, because Zetta USA operated all revenue-generating 

flights, any funds that did not come from investors originated in the US. (See ¶¶ 82, 112.)  

Third, the transactions occurred in the US. The Jetcraft Defendants agreed to “cause the 

sale, and delivery” of the Planes to the Debtors in Cahokia, Illinois, in exchange for payment from 

the Debtors to Jetcraft Corp.’s US bank accounts. (Sch. 2, Ex. 2-2 ¶¶ 2.1, 2.2; Ex. 2-93 ¶¶ 2.1, 2.2.) 

Seagrim and Walter (who were required to execute the transactional documents) executed the 

directors’ resolutions and other transactional documents in California. (¶¶ 122, 190.) Further, the 

parties deliberately closed each transaction in the US to comply with FAA regulations and ensure 

operation of the planes under Zetta USA’s Part 135 certificate. (¶¶ 131(a), 198(a).) The closing 

occurred in Oklahoma City and FAA counsel filed closing documents in Oklahoma City. (¶¶ 

131(b), 198(b).) The Debtors accepted delivery of the Plane in Cahokia, Illinois. (¶¶ 131(c), 198(c).) 

The parties agreed that the transaction would be governed by New York law and that they would 

be subject to jurisdiction of New York courts. (¶¶ 131(d), 198(d).) Payment for both planes was 

sent to Jetcraft Corp. in North Carolina through Wachovia Bank in New York as a correspondent 

bank. (¶¶ 131(e), 198(e); see also ¶¶ 94, 126-28, 131, 198, 371, 377.) The Debtors’ US lessor 

trustees signed and became obligated in the US. (¶¶ 131(f), 198(f).) The Debtors’ signature pages 
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were released in Oklahoma City. (¶¶ 131(g), 198(g).) Zetta USA agreed to guarantee the operating 

leases on the Planes in California and became obligated under related sub-lease agreements in 

California. (¶¶ 121-22, 188, 193.)  

The Jetcraft Defendants simply ignore the facts showing a sufficient US nexus. Instead, 

they focus solely on the fact that some of the transferors are foreign and asserts that the only 

question is where the funds originated. [Dkt. 282 at 4.] This argument is contrary to Morrison v. 

Nat’l Australia Bank Ltd., 561 U.S. 247 (2010). In Morrison, the Supreme Court held that courts 

must identify the focus of Congressional concern (here, the conduct causing the fraudulent 

transfers) to determine whether enforcement of a statute requires extraterritorial application. Id. at 

266. Transfers must, by definition, have both a transferor and a transferee. By focusing only on the 

transferor, this argument ignores the other side of the coin. Here, the Debtors transferred funds to 

Jetcraft Corp.’s US bank accounts to pay for FAA-registered Planes delivered in the US. Both the 

transfers and the underlying transactions have a direct nexus to the US.  

The Jetcraft Defendants rely heavily on the Court’s ruling on EDC’s motion to dismiss to 

support its argument that the transfers are barred by the presumption against extraterritoriality. 

[Dkt. 282 at 3-4.] They argue that the Court’s paraphrase of In re CIL Ltd., 582 B.R. 46, 85 (Bankr. 

S.D.N.Y. 2018), that “the focus of the avoidance and recovery provisions is the initial transfer that 

depletes the property that would have been property of the estate” creates an outright bar from 

avoiding a transfer originating from a foreign bank account.3

But that proposition – that the focus is on the initial transfer that depletes the estate – merely 

identifies the transfer that must be analyzed for purposes of determining whether the presumption 

against extraterritoriality applies; it does not, and should not be construed, bar claims to avoid and 

recover transfers merely because they originated from foreign bank accounts. Section 548 regulates 

fraudulent “transfers.” See 11 U.S.C. § 548 (“The trustee may avoid any transfer . . . of an interest 

of the debtor in property . . . .”). Section 101(54) defines “transfer” as “each mode, direct or indirect, 

absolute or conditional, voluntary or involuntary, of disposing of or partying with – (i) property . . 

3 There is no question that funds contained in Zetta PTE’s Singapore bank accounts, located outside 
the US, would have constituted “property of the estate” under § 541. See 11 U.S.C. §541(a) (“Such 
estate is comprised of all the following property, wherever located . . . .”). 
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. .” 11 U.S.C. § 101(54). The Ninth Circuit has held that the initial transferee must have dominion 

and control over funds before it qualifies as a transfer under § 550(a). In re Walldesign, Inc., 872 

F.3d 954, 963 (9th Cir. 2017) (recipient must have “dominion and control,” meaning the right to 

put assets to its own purposes). Because the Jetcraft Defendants had dominion and control over the 

funds only upon receipt into their US accounts, the “transfer” of funds (and the depletion of the 

Debtors’ assets) occurred in the US under § 101(54) and Walldesign. Moreover, even if the Court 

only looks at the initiation of the transfer in Singapore, such conduct still overcomes the 

presumption against extraterritorial application of §§ 548 and 550 because foreign conduct directed 

at the US creates a sufficient US nexus. See Hussain, 972 F.3d at 1142; Spanski, 883 F.3d at 915-

916. The conduct set forth in the FAC meets this test. 

After analyzing Morrison in the context of a preference claim, the court in In re Arcapita 

Bank B.S.C.(c), 575 B.R. 229 (Bankr. S.D.N.Y. 2017), found, consistent with § 101(54), that the 

transfers were domestic because the “receipt of the transferred funds in New York correspondent 

bank accounts is at the heart of this cause of action.” Id. at 245 (cleaned up). The court held that 

“the use of correspondent banks in foreign transactions between foreign parties constitutes domestic 

conduct.” Id. at 245 (citing U.S. v. Prevezon Holdings, Ltd., 251 F. Supp. 3d 684, 694 (S.D.N.Y. 

2017)). The Jetcraft Defendants’ argument – that only the identity of the transferor, and the location 

of the originating bank account, is relevant in determining whether a transfer is extraterritorial – is 

plainly at odds with § 101(54) and applicable precedent. 

Under the Jetcraft Defendants’ view of the law, foreign entities could transfer estate 

property with impunity, despite significant domestic aspects of the transaction. Accordingly, the 

substantial US nexuses of the transactions involving Planes 1 and 10, and the completion of the 

transfers in the US, shows that the transfers and underlying transactions were domestic and are 

therefore subject to avoidance and recovery under §§ 548 and 550. 

The Jetcraft Defendants cite no cases finding that a transfer was extraterritorial where it 

involved a foreign transferor and a US transferee. Instead, the Jetcraft Defendants cite two cases 

(other than the Court’s prior rulings in these cases) that are easily distinguishable. In CIL, the trustee 

sought to avoid the authorization by CIL, a Cayman Islands company, of the issuance of shares 
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(which the court referred to as a “transfer,” using scare quotes) from an English and Wales company, 

to a Marshall Islands company, with the relevant notes entered into and payments tendered in London. 

582 B.R. at 93-94. The equity transfer sought to be avoided “was accomplished outside of the United 

States . . . .” Id. In support of the transfer being domestic, the trustee alleged only that the agents 

“planned and hatched” the scheme in the US, despite indications otherwise. Id. at 94. Here, the 

transfers occurred in the United States when they were completed, and the other domestic connections 

in this case—the source of the funds for some of the transfers came from US accounts, the transactions 

that closed in the US, and the Planes delivered in the US—were completely absent in CIL. 

The Jetcraft Defendants’ other case, In re Picard, supports the Trustee because it warns of 

the harm that could result if transfers to the US cannot be avoided. 917 F.3d 85, 98, 100 (2d Cir. 

2019), cert denied, 140 S. Ct. 2824 (2020). In Picard, the Second Circuit found that the transfer of 

funds from Madoff Securities, a US entity, to foreign feeder funds from a US bank account, was 

domestic activity. Id. at 99-100. The defendants argued that the transfers that the trustee sought to 

avoid were foreign, since they were from foreign feeder funds to foreign investors. Id. at 99. The 

court rejected the defendants’ argument, noting that “it would make the property recovery-proof, even 

if the subsequent foreign transferee then sent the property to someone located in the United States.” 

Id. at 100 (emphasis added). That is precisely what the Jetcraft Defendants attempt to do here—to 

make the relevant transfers “recovery-proof,” despite the transfer of funds to the US. That outcome 

is anathema to the interests that the statute seeks to protect or vindicate. See Hussain, 972 F.3d at 

1142; Spanski, 883 F.3d at 915-916. The Jetcraft Defendants’ misreading of case law, which reads 

purportedly favorable language out-of-context, is unavailing and should therefore be rejected.

The Jetcraft Defendants rely heavily on the Court’s statement in the EDC ruling, citing the 

Second Circuit’s holding in In re Picard, 917 F.3d 85, 98, 100 (2d Cir. 2019), that the receipt by 

the transferee should not be considered, only the debtor’s act of transferring funds. [Dkt. 282 at 4.] 

This argument is misplaced. In Picard, the Second Circuit overruled the district court’s decision 

that barred the recovery of a subsequent transfer of an outbound transfer from the US under 

§ 550(a)(2) because the subsequent transfer between the foreign feeder funds was made wholly 

outside the US. Id. at 94. It was in that context that the Second Circuit held that the debtor’s 
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outbound transfer – the initial transfer – was the relevant conduct to be reviewed to determine 

whether there was a domestic application of §§ 548 and 550, and not the foreign receipt by the 

transferee. Once the initial transfer was found to have a domestic nexus, any subsequent 

extraterritorial transfers under § 550(a)(2) were not subject to the presumption against 

extraterritoriality. Thus, In re Picard expanded a trustee’s powers to recover subsequent 

extraterritorial transfers under § 550(a)(2) and should not be viewed as limiting, much less barring, 

a trustee’s ability to avoid and recover an inbound transfer to the US under § 548. 

Here, the Court is faced with the unprecedented argument that “inbound” transfers from 

foreign transferors to US transferees are extraterritorial. See In re Lyondell Chem Co. (Lyondell I), 

543 B.R. 127, 150 n.91 (Bankr. S.D.N.Y. 2016) (noting that whether the “transfer itself was not 

made between two foreign entities . . . would be of particular importance in the extraterritoriality 

analysis” but “express[ing] no view on whether a transfer involving a domestic transferor or 

transferee would be extraterritorial”). The Jetcraft Defendants do not cite a single case holding that 

such US inbound transfers are barred by the presumption against extraterritorial application of 

§§ 548 and 550 because there is none. Section 101(54) and Walldesign require that the Court find 

that the US inbound transfers where Jetcraft exercised dominion and control over the funds paid 

into their US bank account constitutes domestic conduct overcoming the presumption against 

extraterritoriality. This precept and the Picard holding are entirely consistent: there is a domestic 

application of §§ 548 and 550 for both inbound and outbound transfers, either from the US or to 

the US, that deplete a debtor’s estate. Every transfer has two sides of a coin: transmittal and receipt.  

If either side of the coin has a US imprint, the transfer involves domestic conduct.  Accordingly, 

the presumption against extraterritoriality does not bar the Trustee’s claims. 

II. The Trustee is not seeking a double recovery under § 550.  

The Jetcraft Defendants argue that § 550(d) bars the avoidance claims because the Trustee 

entered into a settlement with Element concerning the same claims and, hypothetically, the Trustee 

“could” recover more than the value of the initial transfer. [Dkt. 282 at 6.] They are wrong. 

The single satisfaction rule does not preclude a trustee from pursuing an avoidance action 

against one defendant when a co-defendant has entered into a settlement with the trustee. When 
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one defendant settles, the correct course of conduct is for the bankruptcy court to “reduce the 

Trustee’s recovery by the amount allocable from the settlement . . . to ensure that there is only one 

recovery” under § 550(d), not to bar the second claim entirely. In re Lendvest Mortg., Inc., 42 F.3d 

1181, 1185 (9th Cir. 1994). “In settlements involving multiple claims and parties, the estate often 

settles for less than the total amount of the charged claims, but ‘a favorable bargain with one 

defendant gives other defendants no claim to pay less than their proportionate share.’” In re 

Prudential of Fla., 478 F.3d 1291, 1302 (11th Cir. 2007) (quoting McDermott, Inc. v. AmClyde, 

511 U.S. 202, 220 (1994)). Accordingly, the courts of appeal, including the Ninth Circuit, have 

consistently “refuse[d] to read section 550(d) as abrogating the right of a trustee to collect the full 

value of a preferential or fraudulent transfer under 550(a).” Id. at 1301 (citing Lendvest Mortg, 42 

F.3d at 1184; Bowers v. Kuse Enters., Inc., 1998 WL 957455, at *7 (4th Cir. Sept. 22, 1998)); see 

also In re Provident Royalties, LLC, 581 B.R. 185, 190-91 (Bankr. N.D. Tex. 2017). 

None of the Jetcraft Defendants’ authority says anything different (and in many instances, 

the authority is irrelevant to this case). [Dkt. 282 at 6-7.] Walldesign, 872 F.3d 954, concerned 

whether defendants were initial or subsequent transferees for § 550 purposes. Decker v. Tramiel, 

617 F.3d 1102 (9th Cir. 2010), held that a non-settling defendant under a California fraudulent 

transfer statute could be liable for up to the fair market value of the property, but was entitled to 

certain offsets under state law. In re Lucas Dallas, Inc., 185 B.R. 801 (B.A.P. 9th Cir. 1995), 

concerned whether defendants were initial or subsequent transferees and evaluated defenses under 

a California fraudulent transfer statute. In re H&S Transp. Co., 110 B.R. 827, 832 (M.D. Tenn. 

1990), concerned the new value defense to a preference action. In re Cybridge Corp., 312 B.R. 262, 

268 (D.N.J. 2004), held that the recipient of $163,847.00 fraudulent transfer was entitled to a credit 

for new value provided to the estate through a post-petition DIP loan.4

Here, as the Jetcraft Defendants recognize, the Trustee has settled with Element for $15 

4 Not only is Cybridge irrelevant because the Jetcraft Defendants provided no new value to the 
estate, it directly conflicts with Ninth Circuit precedent because it used § 105(a) to create a new 
post-petition value defense to a fraudulent transfer. See Walls v. Wells Fargo Bank, N.A., 276 F.3d 
502, 507 (9th Cir. 2002) (declining to use § 105 to create substantive rights because “it is not up to 
us to read other remedies into the carefully articulated set of rights and remedies set out in the 
Bankruptcy Code”).  
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million. [See Dkt. 282 at 7.] But the Trustee also had preference claims against Element for more 

than $8.2 million. [See Dkt. 1 ¶¶ 343-55, Sch. 3 & 5.] The settlement agreement does not apportion 

the settlement [see Dkt. 70-3, Exhibit C at 4] and the Court has not addressed apportionment. [See 

Dkt. 80, 91.]  Nonetheless, even without the preference claims, the Trustee still could collect the 

difference between the  in transfers to the Jetcraft Defendants and the amount of the 

settlement allocated to those claims. Lendvest Mortg, 42 F.3d at 1185. 

III. Counts 8 and 10 state claims for actual fraudulent transfer.  

A. The Jetcraft Defendants’ imputed intent argument fails. 

The Jetcraft and FK Defendants directly contradict each other on imputation.5 The FK 

Defendants argue that the tort claims must be dismissed because Cassidy’s wrongful conduct is 

imputed to the Debtors. The Jetcraft Defendants argue that Cassidy’s intent is not imputed to the 

Debtors, requiring dismissal of the fraudulent transfer claims. Even without this fatal inconsistency, 

the Jetcraft Defendants are wrong for three reasons. 

First, this argument is inappropriate on a motion to dismiss. “Fraudulent intent is ordinarily 

a question of fact and is decided as a matter of law [even at the summary judgment stage] only 

when no genuine issue of material fact exists.” Ahlgren v. Muller, 2021 WL 3620403, at *7 (D. 

Minn. Aug. 16, 2021). The answer to this fact-intensive question about actual intent “becomes more 

difficult to discern” when, as here, “the transferor in an alleged fraudulent conveyance is a 

corporation, as opposed to a real person[.]” In re Trib. Co. Fraud. Conv. Litig., 2017 WL 82391, at 

*5 (S.D.N.Y. Jan. 6, 2017), aff’d, 10 F.4th 147 (2d Cir. 2021). The Jetcraft Defendants do not cite 

a single case dismissing a fraudulent transfer claim at the pleading stage because fraudulent intent 

could not be imputed to a corporate debtor. They cite only two cases in support of imputation, but 

neither case supports their argument. They cite only one case at the pleading stage, In re Lyondell 

Chem. Co. (Lyondell II), 554 B.R. 635 (S.D.N.Y. 2016). That case supports the Trustee. The 

Lyondell II court overturned a lower court’s finding that an agent’s fraudulent intent could not be 

imputed for a § 548 claim. The only other case that they cite, In re Nat’l Consumer Mortg., LLC, 

5 As a reminder, although the Jetcraft and FK Defendants filed separate motions to dismiss, they 
are represented by the same counsel and the Jetcraft Defendants joined the FK Defendants’ Motion 
in full. [See Dkt. 281 at 1, 35; Dkt. 282 at 1, 35.]  
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2013 WL 164247, at *10 (D. Nev. Jan. 14, 2013), denied summary judgment and rejected the 

argument that an agent’s fraudulent intent could not be imputed to the debtor for purposes of a 

§ 548 claim.  

Second, the standard for imputation of knowledge for in pari delicto is fundamentally 

different than the standard for imputation of intent for a § 548 claim. The standard is different 

because a trustee stands in the shoes of the debtors for tort claims under § 541, but represents the 

creditors for avoidance claims under §§ 547, 548, and 550. In re Agric. Rsch. & Tech. Grp., Inc., 

916 F.2d 528, 534 (9th Cir. 1990). Put another way, in pari delicto analyzes imputation to determine 

whether the plaintiff (the debtor) is equally at fault. By contrast, the plaintiff in a fraudulent transfer 

action is by definition innocent. “[R]ights arising under the Bankruptcy Code, such as avoidance 

claims for fraudulent transfer under 11 U.S.C. § 548, which are not brought into the bankruptcy 

estate by virtue of 11 U.S.C. § 541 [like tort claims], may not be affected by imputation.” In re Art 

& Arch. Books of 21st Century, 2019 WL 9243053, at *16 (Bankr. C.D. Cal. Dec. 6, 2019). That is 

why in pari delicto, imputation, and other similar defenses are not available for claims under 

§§ 547, 548, and 550. See In re Delano Retail Partners, LLC, 2014 WL 4966476, at *5 (Bankr. 

E.D. Cal. Sept. 29, 2014); In re Haw. Telcom Commc’ns, Inc., 483 B.R. 217, 220-22 (Bankr. D. 

Haw. 2012); In re Maui Indus. Loan & Fin. Co., 454 B.R. 133, 136 (Bankr. D. Haw. 2011).6

For in pari delicto, the court must determine whether the knowledge of a miscreant agent is 

imputed to the principal as a legal fiction, subject to the adverse interest, sole actor, and innocent 

insider tests, as addressed more fully in the Trustee’s response to the FK Defendants’ motion. [Dkt 

314 at 26-37.] Each step of the in pari delicto analysis is designed to ensure that a plaintiff who 

participated in the wrongdoing cannot recover. For fraudulent transfer, on the other hand, the 

6 “[C]ourts have consistently recognized that the Trustee may pursue fraudulent or preferential 
transfers despite the fact that the debtor was a knowing and willing participant to such 
conveyances,” and that in pari delicto does not apply. In re Fordu, 209 B.R. 854, 863 (B.A.P. 6th 
Cir. 1997); see also In re Pers. & Bus. Ins. Agency, 334 F.3d 239, 246 (3d Cir. 2003); In re Greater 
Se. Cmty. Hosp. Corp. I, 353 B.R. 324, 370 (Bankr. D.D.C. 2006), as amended, (Sept. 26, 2006); 
Pearlman v. Bennett, 472 B.R. 115, 122-23 (Bankr. M.D. Fla. 2012); Fabian v. Fabian, 458 B.R. 
235, 261-62 (Bankr. D. Md. 2011); In re Vaughn Co. Realtors, 2013 WL 960143, at *5-6 (Bankr. 
D.N.M. Mar. 11, 2013); In re David Cutler Indus., Ltd., 502 B.R. 58, 72 (Bankr. E.D. Pa. 2013); 
Kipperman v. Onex Corp., 411 B.R. 805, 879-80 (N.D. Ga. 2009). 
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plaintiffs are the innocent creditors. Courts thus must look at the actual intent of the person who 

made the transfer because a corporation “can only act through its employees and agents and can 

likewise only have scienter through them.” In re Alphabet, Inc. Sec. Litig., 1 F.4th 687, 705 (9th 

Cir. 2021); see also In re L&D Interests, Inc., 350 B.R. 391, 400 (Bankr. S.D. Tex. 2006) (“a 

corporation or other legal entity can conduct business only through natural persons”); Ahlgren v. 

JP Morgan Chase Bank, N.A., 2020 WL 553484, at *3 (D. Minn. Feb. 4, 2020) (“corporate intent 

. . . is derived from the intent of a natural persons in control”). Thus, in L&D Interests, the court 

looked not at the intent of the “corporation’s president, director, and sole shareholder” because he 

was “not directly in control of disposition of the corporation’s property,” but rather the intent of the 

person who made the transfers. 350 B.R. at 400. Similarly, in Ahlgren, the court looked at the intent 

of the entity’s general manager because he controlled “the day-to-day activities of the Co-Op, 

including its bank accounts” and thus “controlled the transactions at issue that effectuated the 

alleged fraud.” 2020 WL 553484, at *3.  

The only case at the pleading stage that the Jetcraft Defendants cite illustrates these same 

principles. In Lyondell II, the CEO (also a director) presented fraudulent numbers to the board to 

convince the board to approve a leveraged buyout. 554 B.R. at 639. The CEO had “actual intent to 

defraud [the debtor’s] creditors by stripping the company of assets in order to enrich himself and 

other [debtor] shareholders.” Id. After the board approved the leveraged buyout based on those 

fraudulent numbers, the company went bankrupt. Id. at 642. The bankruptcy court incorrectly held 

that the agent’s intent could not be imputed to the debtor for § 548 because he could not control the 

board’s decision. Id. at 648. The district court reversed. Id. at 648-49. The district court held that 

when it is the agent’s intent that is being imputed in the fraudulent transfer context, there is no need 

for a trustee to “plead that [the agent] had the power to effectuate the [relevant transaction] or 

dominated the” board. Id. at 649. The fraudulent intent of the debtor’s agent was thus imputed to 

the debtor even when the agent was acting adversely to the principal and was not a sole actor. Id.; 

see also In re Bos. Generating LLC, 617 B.R. 442, 475 (Bankr. S.D.N.Y. 2020), aff’d sub nom. 

Holliday v. Credit Suisse Sec. (USA) LLC, 2021 WL 4150523 (S.D.N.Y. Sept. 13, 2021) (same); 

In re TMST, Inc., 610 B.R. 807, 821 (Bankr. D. Md. 2019) (same). 
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Here, Cassidy had effective control over the financial operations for the transfers at issue 

and negotiated and executed key documents. (¶¶ 90, 119-20, 133-135, 150-52, 156-57, 176, 180, 

188, 195, 200-13, 220, 224, 228-30.) The other directors had the authority to approve the 

transactions, but Cassidy’s and the Defendants’ fraud, misrepresentations, and omissions 

effectively denied them the requisite control until they discovered the fraud and removed Cassidy 

from the Debtors. (¶¶ 362; see also ¶¶ 200, 208-13, 215, 232, 259, 271, 284, 294, 448, 461.) That 

the disinterested directors also had the authority to stop Cassidy, and would have if they had known, 

is a separate issue, irrelevant to imputation of intent for fraudulent transfer claims. 

By conflating the two tests, the Jetcraft Defendants seek to make it impossible for a trustee 

to bring tort and avoidance claims simultaneously. They cite no authority that requires a trustee to 

choose. Rather, a trustee can proceed simultaneously on both tort claims and avoidance claims on 

behalf of a corporate debtor where the debtor’s agent was involved in wrongdoing. For example, 

in In re Norvergence, Inc., 405 B.R. 709 (Bankr. D.N.J.), the trustee brought both § 548 avoidance 

claims and tort claims, including for aiding and abetting breach of fiduciary duty and fraud, arising 

out of a Ponzi-like scheme. Id. at 719. The court denied the motion to dismiss the § 548 claims 

because the complaint adequately alleged actual intent based on the owners’ fraudulent scheme. Id.

at 727-34. The court also denied the motion to dismiss the tort claims based on in pari delicto 

because, based on the face of the complaint, the adverse interest exception applied and sole actor 

did not, as well as “because one who contributed to the misconduct cannot invoke imputation.” Id.

at 748-49.  

To hold otherwise, a court would have to apply an “exceedingly narrow” view of intent for 

fraudulent transfers that would “almost never allow a corporate actor’s intent to be imputed to the 

corporation . . . because a corporate actor could never be said to be ‘authorized’ to commit fraud.” 

Ahlgren, 2020 WL 553484, at *3. The Jetcraft Defendants’ argument would bar a trustee—standing 

in the shoes of innocent creditors—from bringing avoidance actions against those that conspire 

with a principal’s corrupted agent to defraud that same principal. The Jetcraft Defendants’ argument 

would “nullify” fraudulent transfer statutes designed to protect innocent creditors. Id. 

Third, both claims must go forward because the Trustee is entitled to plead in the alternative. 
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The Trustee “may set out 2 or more statements of a claim or defense alternatively or hypothetically, 

either in a single count or defense or in separate ones.” Fed. R. Civ. P. 8(d)(2). The FAC “is 

sufficient if any one of them is sufficient.” Id. Although a plaintiff may plead in the alternative, a 

defendant may not argue in the alternative on a motion to dismiss. See, e.g., Skymaster Express, 

Inc. v. HTNS Am., Inc., 2020 WL 12308974, at *2 (C.D. Cal. July 28, 2020) (denying motion to 

dismiss any claim because defendant sought “to dismiss . . . state law claims . . . on the grounds 

that Defendant [was] a carrier and then defeat the [federal statutory] claim at summary judgment 

or trial by disputing that it was acting as a carrier”). In other words, a defendant may not argue 

imputation to defeat the tort claims, then turn around and argue no imputation to defeat the 

fraudulent transfer claims. Thus, in Peterson v. McGladrey & Pullen, LLP, 676 F.3d 594 (7th Cir. 

2012), the Seventh Circuit vacated and remanded an order granting a motion to dismiss even though 

the defendants argued that “the Trustee [was] trying to have things both ways” by arguing that the 

company’s principal both did and did not know that a related party was running a Ponzi scheme. 

Id. at 597. As the Seventh Circuit put it, “if we understand the Trustee to be alleging that Bell both 

did, and did not, know of Petters’s fraud in 2006 and 2007, the pleading is sufficient if either

allegation is sufficient.” Id. (emphasis original); see also Cordan Forsikring v. Conglobal Indus., 

Inc., 315 F. Supp. 3d 1085, 1091-92 (N.D. Ill. 2018) (“both sets of claims should move forward as 

alternative theories”).  

The FK Defendants argue that Cassidy’s knowledge is imputed to the Debtors. [Dkt. 281 at 

6-7.] The Jetcraft Defendants argue that Cassidy’s fraudulent intent is not imputed to the Debtors. 

[Dkt. 282 at 16-17.] As set forth above, the Trustee believes that he can proceed and win on both 

claims (subject to the prohibition on double recovery, of course). But at minimum, the Trustee may 

pursue both sets of claims in the alternative until the Court or a jury finally determines what part of 

Cassidy’s knowledge and acts can be imputed to the Debtors. See Skymaster Express, 2020 WL 

12308974, at *2; Peterson, 676 F.3d at 597; Cordan Forsikring, 315 F. Supp. 3d at 1092. 

B. The FAC plausibly pleads three independent bases for “actual intent to hinder delay 
or defraud.”  

In ruling on the original Complaint, this Court held that to “prevail on a § 548(a)(1)(A) 
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actual fraudulent transfer claim, a trustee must prove, by a preponderance of the evidence, the 

following: [1.] The property was property of the estate; [2.] There was a transfer of the property; 

[3.] The transfer occurred within two years before the petition was filed; and [4.] The transfer was 

made with the actual intent to hinder, delay or defraud creditors.” [Dkt. 108 at 5.] As in their first 

motion to dismiss, the Jetcraft Defendants concede the first three elements and challenge only the 

last: actual intent to hinder, delay or defraud creditors. [Dkt. 282 at 18-21.] 

The FAC alleges three independent bases to show that each transfer was made with actual 

intent to hinder, delay, or defraud the Debtors’ then and future creditors: (1) Cassidy operated the 

Debtors as a fraudulent scheme; (2) Cassidy believed that the consequences of his actions were 

substantially certain to hinder, delay, or defraud creditors and that he knew or should have known 

that this would be the natural consequence of his actions; and (3) the badges of fraud. The Court 

previously granted the motion to dismiss as to the first two bases but denied the motion as to the 

third basis. [Dkt. 108 at 7, 10, 12, 18.] The FAC has addressed any deficiencies for each basis. 

i. The FAC alleges that actual intent based on Cassidy’s fraudulent scheme.  

The FAC alleges that Cassidy operated the Debtors as a fraudulent scheme, including Ponzi-

like aspects. The Court previously held that “[a]lthough the Court acknowledges the significance 

of the allegations regarding Cassidy misappropriating more than $8 million, that fact alone is 

insufficient for the Court to find that Cassidy acted with the intent to hinder, delay or defraud based 

on a ‘Ponzi-like scheme.’” [Dkt. 108 at 10.] The Jetcraft Defendants argue that the FAC contains 

“bare and conclusory allegations” regarding the Ponzi-like scheme, but they do not identify any 

specific deficiencies with the FAC’s Ponzi-like scheme allegations. [Dkt. 282 at 18-19.] The FAC 

clarifies both the nature and scope of Cassidy’s fraudulent scheme.  

To be sure, courts apply the presumption of actual intent in cases involving Ponzi-like 

schemes, not only classic Ponzi schemes. Simply put, applying a “restricted definition of a ‘true

Ponzi scheme’ (promise of high returns, no legitimate underlying business activity and the certainty 

that later investors cannot possibly be repaid) does not accord with the case law.” In re Bayou Grp., 

LLC, 362 B.R. 624, 633 (Bankr. S.D.N.Y. 2007) (emphasis original) (collecting cases). Instead, the 

Ponzi-scheme presumption applies “to any sort of inherently fraudulent arrangement under which 
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the debtor-transferor must utilize after-acquired investment funds to pay off previous investors in 

order to forestall disclosure of the fraud.” Id.; see also Norvergence, 405 B.R. at 730 (holding that 

a trustee may “characterize the business model as a Ponzi Scheme” to show actual intent “even if 

Debtor’s business operations do not exactly match the description of a Ponzi Scheme”); In re Nat’l 

Audit Def. Network (NADN), 367 B.R. 207, 222 (Bankr. D. Nev. 2007) (applying presumption to 

Ponzi-like scheme); In re LLS Am., LLC, 2013 WL 3305393, at *7-11 (Bankr. E.D. Wash. July 1, 

2013) (applying presumption to “similar illegitimate enterprise” because the precise scheme “is 

limited only by the imagination of the perpetrator”). Even so, the FAC alleges that Cassidy’s 

scheme fits within the classic Ponzi-scheme elements, as identified by this Court: (1) the “hallmark” 

– “that funds from new investors were used to pay old investors”; (2) “provid[ing] false or 

misleading financial statements or engag[ing] in ‘inappropriate accounting’”; (3) promising “high 

rates of return”; and (4) a high percentage of funds used for improper purposes, rather than 

legitimate business purposes. [See Dkt. 108 at 10.]  

With respect to the first element, the FAC clarifies that Cassidy was using funds from new 

financiers to pay off existing financiers and investors:”[a]s part of his overarching fraudulent 

scheme, Cassidy conducted a Ponzi-like scheme in which he used and attempted to use loans and 

investments from new financiers to pay off old financiers.” (¶ 407.) The FAC details that Cassidy 

used new funds from investors to pay off debts to other investors, including “repaying Li through 

a refinancing and new funds obtained from Minsheng.” (¶ 413.) Cassidy repeatedly solicited new 

investments from Li including a bridge loan to pay off existing financiers until the Debtors could 

find new investors. (¶¶ 174, 412, 417.) Cassidy planned to “induce new investors or financiers to 

invest” in summer 2017 “to pay off his previous promises of above-market returns.” (¶ 419, 426.) 

He was unable to complete his plan because innocent insiders discovered his fraud. (¶¶ 361-363.) 

In addition, Cassidy was running a separate Ponzi-like scheme using block hours to “extract[] 

immediate cash to pay for obligations,” ultimately leaving smaller investors holding $16 million in 

unused block hours. (¶¶ 428-430.)  

Second, the FAC alleges that Cassidy used false or misleading financial statements. The 

FAC alleges that Cassidy’s Ponzi-like scheme began with the fraudulent First Business Plan, which 
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“promised intentionally overstated profits and returns that Cassidy well knew were not achievable 

through the Debtor’s operations.” (¶ 408.) Cassidy prepared a fraudulent Second Business Plan in 

2017 as part of his efforts to extend the Ponzi-like scheme with new investors. (¶¶ 420-425.) 

Third, the FAC alleges that Cassidy promised and “delivered” on significantly above-

market rates. For example, the initial investments by Li (through his entities) involved significantly 

above-market rates, including an interest prepayment penalty of at least 10 times the market rate. 

(¶¶ 411-12.) Cassidy ultimately used the Minsheng Refinancing to pay off Li at a 33 percent 

annualized rate of return to ensure that Li would continue to invest with the Debtors. (¶¶ 414-416.)  

Fourth, because Cassidy paid Li those above-market rates, the percentage of investor funds 

that were used to pay off prior investors was significant. Li invested roughly $150 million, true, but 

he also received at least $79.7 million back (not counting the $48.5 million on the unsecured Plane 

6 loan and his 25 percent equity stake in the Debtors). (¶¶ 417-18.) Out of the $80 million in 

proceeds from the Minsheng Refinancing, Cassidy stole at least $8 million, and paid Li $55 million 

at above-market rates. That left only roughly 22.5 percent for “legitimate” business purposes (i.e., 

buying even more overpriced Planes from Fazal-Karim and Bombardier). Further, even if Cassidy 

had gotten $150 million in new investments based on the fraudulent Second Business Plan, he 

would have had to pay all of that to existing financiers. 

Even if Cassidy’s scheme was not technically a Ponzi scheme, it was an “illegitimate 

enterprise” sufficient to fall within the presumption. See LLS Am., 2013 WL 3305393, at *7. Each 

of the transactions and each of the transfers were essential to Cassidy’s fraudulent scheme to enrich 

himself at the expense of the Debtors and their creditors. (¶ 400.) None of the transactions that 

Cassidy caused the Debtors to enter into was a legitimate business transaction. This was a fraud 

from the inception of Zetta PTE. Cassidy lied to Seagrim and Walter to induce them to join AAM 

to Cassidy’s plan. (¶ 80.) Cassidy prepared a fraudulent First Business Plan that was false or 

misleading in nearly every material respect. (¶¶ 408-10.) Each of the transactions was tainted by 

the commercial bribes and kickbacks. (¶¶ 402; see also ¶¶ 237-340.) Cassidy paid the financing 

loans while letting the trade receivables go unpaid so that financiers would continue to provide 

credit. (¶ 403, 444-45, 482-83.) That is all in addition to Cassidy’s theft of at least $8 million, 
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including when the Debtors had no “breathing room” and the “wolves” were at the door. (¶ 9, 11.) 

ii. The FAC sufficiently alleges actual intent based on “substantial certainty” and 
“natural consequences.”  

This Court previously declined to decide whether to adopt the “natural consequences” test 

because the original Complaint did not allege “that Cassidy knew the Debtors would no longer be 

viable and unable to pay creditors if they did not achieve the income or interest rates set forth in 

the business plan.” [Dkt. 108 at 12.] The Jetcraft Defendants do not raise any new legal arguments. 

[See Dkt. 282 at 18-19.] Even if the Court declines to adopt the “natural consequences” test,7

however, the FAC still pleads actual intent based on “substantial certainty.” 

Under well-settled law, intent can be shown where a person “believes that the consequences 

are substantially certain to result from [his act].” E.g., Lyondell II, 554 B.R. at 651 (quoting 

Restatement (Second) of Torts § 8A) (emphasis original); In re Indep. Clearing House Co., 77 B.R. 

843, 860 (D. Utah 1987) (“Knowledge to a substantial certainty constitutes intent in the eyes of the 

law.”). “[P]roof of the natural consequences of one[’s] acts may serve as circumstantial evidence 

that one appreciated those consequences.” Lyondell II, 554 B.R. at 651 n.17. 

The FAC meets both standards. Regardless whether Cassidy knew his scheme would result 

in the Debtors’ failure, by engaging in a “commercial bribery and kickback scheme, fraud, 

misappropriations, and Ponzi-like schemes,” Cassidy must have believed that his actions were 

“substantially certain to hinder, delay, or defraud the Debtors’ creditors, and Cassidy should have 

seen this result as a natural consequence of his actions.” (¶ 431.) But even if Cassidy had not been 

operating a fraudulent scheme, the FAC further clarifies that Cassidy knew or was substantially 

certain that the Debtors would not be viable and would not be able to pay their creditors. [See Dkt. 

108 at 12.] The FAC alleges that “the Debtors could not operate profitably or generate sufficient 

7 To be sure, the Trustee stands by his prior argument for the “natural consequences” test. [Dkt. 69 
at 10-12 (citing In re Sentinel Mgmt. Grp., Inc., 728 F.3d 660, 667 (7th Cir. 2013); U.S. v. Tabor 
Court Realty Corp., 803 F.2d 1288, 1305 (3d. Cir. 1986); In re Syntax-Brillian Corp., 2016 WL 
1165634, at *6 (Bankr. D. Del. Feb. 8, 2016); Ritchie Capital Mgmt., L.L.C. v. Stoebner, 2014 WL 
1386724, at *31 (D. Minn. Jan. 6, 2014); In re Tronox Inc., 503 B.R. 239, 280 (Bankr. S.D.N.Y. 
2013), S.E.C. v. Haligiannis, 608 F. Supp. 2d 444, 451 (S.D.N.Y. 2009); ASARCO LLC v. Am. 
Mining Corp., 396 B.R. 278, 386-87 (S.D. Tex. 2008); and Agric. Research & Tech. Grp., 916 F.2d 
at 536.). 
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revenues to service the loans on the Planes.” (¶ 432.) The FAC provides specific revenue, expense, 

and profit figures that show that the Debtors “could not meet their ‘break even’ numbers—let alone 

the numbers in the fraudulently inflated First Business Plan—and thus never had a realistic 

possibility of servicing the loans for the new Planes.” (¶ 435-37.) Further, the Debtors’ operating 

income was never sufficient to cover the principal and interest obligations on the aircraft, yet 

Cassidy continued to add more liabilities, despite knowing the Debtors’ could not make enough 

money to cover the debt service on their obligations. (¶ 439); see also Syntax-Brillian, 2016 WL 

1165634, at *6 (Bankr. D. Del. Feb. 8, 2016) (finding actual intent because a “delay of payment to 

creditors was substantially certain to occur when the [d]ebtors incurred [obligations] at a time when 

they were purposefully concealing massive losses”). Last, even if Cassidy’s frauds in 2015 could 

be ignored as genuine business mistakes (and they cannot), Cassidy knew by summer 2016 that his 

plan was a failure, and that he should have stopped purchasing new aircraft. (¶ 440.) Rather than 

stop making things worse, Cassidy doubled down, entering into the disastrous Minsheng 

Refinancing, then embezzling millions from the proceeds, while simultaneously taking commercial 

bribes from Bombardier and the Second Kickback as part of the acquisition of Planes 10 and 11. 

(¶¶ 441-442.) Even if Cassidy had been legitimately “trying to weather a financial hurricane” (or 

as he put it, hold off the “wolves”), he had full knowledge that these transactions would hinder the 

Debtors’ creditors because he paid off Li, stole millions, and took on more debt rather than pay 

down the exploding trade payables. ASARCO, 396 B.R. at 388 (finding actual intent where debtor 

“knew that payments to some creditors would be hindered and delayed as a result of the transaction, 

but it closed the transaction anyway”); In re Am. Props., Inc., 14 B.R. 637, 643 (Bankr. D. Kan. 

1981) (finding actual intent even though parent believed that a transaction would benefit one 

subsidiary because it also knew that the transaction would be harmful to the creditors of another 

subsidiary because it would hinder or delay payment to those creditors); see also Sentinel, 728 F.3d 

at 667 (holding that even where the debtor’s “primary purpose” was a legitimate “desire to stay in 

business,” actual intent can be shown where the debtor “certainly should have seen” failure “as a 

natural consequence of its actions”). The FAC thus alleges actual intent. 

Case 2:19-ap-01382-SK    Doc 315    Filed 11/12/21    Entered 11/12/21 12:26:33    Desc
Main Document      Page 33 of 45



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- 

iii. The FAC sufficiently alleges the badges of fraud. 

The FAC alleges actual intent based on the badges of fraud. The Court previously identified 

eleven badges of fraud: (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 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; and (11) whether the debtor transferred the essential assets of the 

business to a lienholder who transferred the assets to an insider of the debtor. [Dkt. 108 at 14.] The 

Court also held that “no single factor is determinative”; “no minimum or maximum number of 

factors” is necessary; and the Court may find actual fraudulent intent “even if no ‘badges of fraud’ 

are present.” [Dkt. 108 at 14.] 

 Previously, the Court found that the original Complaint sufficiently alleged the 7th 

(removed or concealed assets), 9th (insolvency or unmanageable indebtedness), and 10th badges 

(transfer shortly before or after substantial debt). [Dkt. 108 at 14-18]. The Jetcraft Defendants now 

ask the Court reverse course on its prior ruling and find that the FAC does not allege the badges of 

fraud. [Dkt. 282 at 19]. The FAC alleges the following badges of fraud for both Planes 1 and 10.  

(3) Transfer or Obligation Disclosed or Concealed: The Court previously held that the 

kickbacks and bribes were not concealed from the disinterested directors because the Complaint 

insufficiently alleged the timing of the agreements to pay the kickbacks and the timing of the APAs. 

The FAC clarifies that the First and Second Kickbacks were agreed to between Cassidy and Fazal-

Karim before the APAs were signed and that the kickbacks and bribes were not disclosed to the 

Debtors’ other directors who were required to approve the transactions. (¶¶ 241, 242, 251-253, 259-

260, 266, 269, 271-272, 282, 284-285, 288, 448; see also [Dkt. 314 at 4-6, 18].) The FAC’s 
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allegations that the Jetcraft Defendants concealed the commissions by not including their existence 

in any of the transaction documents, including the APAs, are sufficient to plead concealment. See

Taylor v. Trevino, 2021 WL 4822018, at *4-5 (N.D. Tex. Oct. 15, 2021) (“defendants . . . were paid 

commissions based on a percentage of investors’ principal investment amounts when Breitling's 

offering memoranda stated that no one would receive transaction-based compensation” and thus 

“were concealed from the investors that Defendants were recruiting into the fraudulent scheme”). 

(5) Transfer of All or Substantially All of Debtors’ Property: The Court previously held 

that the transfers with respect to Plane 1 were not of all or substantially all of the Debtors’ property 

because there were other acquisitions at the same time as Plane 1. The FAC clarifies that the 

transactions for Planes 1-6, negotiated together, involved all or substantially all of the Debtors’ 

assets. (¶¶ 94, 104, 123-124, 127-128, 143, 242-249, 449.) Similarly, the FAC clarifies that the 

simultaneous Minsheng Refinancing and Plane 10-11 transactions involved substantially all of the 

Debtors’ assets (with the exception of the funds that Cassidy stole outright). (¶¶ 191, 194, 200, 202-

204, 449.) These simultaneous transactions are sufficient to plead transfer of all or substantially all 

of the Debtor’s property. See Royalty Clearinghouse, Ltd. v. CTS Props., Ltd., 2018 WL 5778676, 

at *8 (W.D. Tex. July 31, 2018) (holding that simultaneous transfers could be combined when 

analyzing this badge of fraud). 

(7) Removed or Concealed Assets: As the Court correctly recognized in ruling on the 

original Complaint, Cassidy removed assets from the Debtors in accepting the Second Kickback. 

The FAC re-pleads the same allegations for the Second Kickback, but now clarifies that the First 

Kickback had an identical structure and thus also involved removing assets from the Debtors. 

(¶¶ 241, 251-258, 450; see also [Dkt. 314 at 10 fn. 5].)

(8) Reasonably Equivalent Value: The FAC clarifies, based on expert analysis supported 

by specific facts regarding Planes 1 and 10, that the Debtors did not receive reasonably equivalent 

value in the transactions. (¶¶ 341-360, 451, 465-66.) This expert analysis creates a factual issue that 

can only be resolved at trial. See AKH Co., Inc. v. Univ. Underwriters Ins. Co., 428 F. Supp. 3d 

536, 586 (D. Kan. 2019) (holding that expert analyses of reasonably equivalent value created 

genuine issues of material fact on summary judgment). 
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(9) Insolvency or Unmanageable Indebtedness: The FAC clarifies that the transfers on 

Plane 1 alone, as well as the transfers as part of the package deal for Planes 1-6 together, made the 

debtors insolvent. (¶¶ 452, 467-74.) In addition, each plane was fundamentally unprofitable for the 

Debtors at the rates they were able to charge. (¶¶ 431-447, 452.) Further, the FAC alleges that “the 

Debtors could not operate profitably or generate sufficient revenues to service the loans on the 

Planes,” (¶ 432) “could not meet their ‘break even’ numbers[,] and never had a realistic possibility 

of servicing the loans for the new Planes” (¶¶ 435-37). Yet Cassidy continued to add more 

liabilities, despite knowing the Debtors could not service their debt (¶ 439). Thus, each transfer was 

made when the Debtors were either insolvent or faced with unmanageable indebtedness. See Max 

Sugarman Funeral Home, Inc. v. A.D.B. Invs., 926 F.2d 1248, 1255 (1st Cir. 1991) (finding that 

complaint met this badge because the debtors “were utterly unable even to service their debt, except 

by luring more financing from debenture holders for whom there was no prospect of repayment”) 

(emphasis original). 

(10) Transfer Shortly Before or After Substantial Debt: As the Court correctly found, 

each of these transfers involved the incurrence of tens or hundreds of millions of dollars of debt, 

and thus was shortly before or after a substantial debt. The FAC does not materially change these 

allegations. (¶¶ 123-128, 191-194 646.) 

(11) Special Relationship: Finally, the FAC adds specific facts showing that Fazal-Karim 

and Cassidy were not only “close associates and friends,” but that Fazal-Karim almost became an 

insider at the Debtors. (¶ 454.) Fazal-Karim and Cassidy knew each other for at least five years 

before Zetta PTE was founded and took several vacations together. (¶ 454-55, 462.) More than that, 

however, Cassidy described Fazal-Karim as being involved in “many aspects of the Company” (¶ 

456), helping Zetta “reach[ing] the heights it did” (id.), “coach[ing]” Cassidy on communications 

with Bombardier (¶ 457), and ghost-writing emails between Cassidy and Bombardier (¶ 458). 

Further, through the commercial bribes and kickbacks, Fazal-Karim essentially controlled the 

Debtors’ purchasing program, causing Cassidy to make the aircraft purchases through Fazal-Karim 

as Bombardier’s agent or directly from the Jetcraft Defendants. (¶¶ 448-449) Finally, the FAC 

details not only how Fazal-Karim and Cassidy bought the Nyota together, but also how Cassidy’s 
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outstanding personal obligation gave Fazal-Karim a vehicle to pay bribes and exert further control 

over Cassidy. (¶ 326, 461.) This is enough to establish a special relationship. See In re Keeley & 

Grabanski Land P'ship, 2012 WL 764442, at *17 (Bankr. D.N.D. Mar. 7, 2012) (“A ‘special 

relationship’ includes one based on family relationship, friendship, or a close association.”). 

Taken together, the FAC alleges facts sufficient to demonstrate at least seven of the badges 

of fraud, more than sufficient under the Court’s prior ruling to establish actual fraudulent intent.  

IV. Counts 9 and 11 state claims for constructive fraudulent transfer.  

A. The FAC plausibly pleads a lack of reasonably equivalent value.  

The FAC plausibly pleads a lack of reasonably equivalent value in the Plane 1 and 10 

transactions. The determination of reasonably equivalent value is made upon all of the facts and 

circumstances of the case, from the perspective of the debtor’s creditors. In re Prejean, 994 F.2d 

706, 708 (9th Cir. 1993); see, e.g., In re Wierzbicki, 830 F.3d 683, 687 (7th Cir. 2016) (“In 

determining whether a debtor received reasonably equivalent value, courts consider all the 

circumstances of the transfer including the fair market value of what was transferred and received, 

whether the transaction took place at arm’s length, and the good faith of the transferee.”) (cleaned 

up). Constructive fraudulent transfer claims are subject only to Rule 8(a), not Rule 9(b), because 

“they do not require proof of fraud.” Screen Capital Int’l Corp. v. Library Asset Acq. Co., 510 B.R. 

266, 274 (C.D. Cal. 2014). The Jetcraft Defendants argue that the FAC fails to plead lack of 

reasonable equivalent value for two reasons: (i) the Trustee has relied upon expert analysis [Dkt. 

282 at 10]; and (ii) the allegations of overpricing are undermined by Bombardier’s press releases, 

the disinterested directors’ approval of the transaction, and that the Debtors could generate revenue 

using the Planes [Id. at 10-11]. In response to the first argument, the Trustee incorporates the 

response to the same issue in his opposition to the motion to dismiss by the FK Defendants. [Dkt. 

314 at 19-24.] 

The second argument lacks merit. As a threshold matter, on a motion to dismiss, the mere 

existence of some alleged contradictory facts is irrelevant, as the plaintiff is entitled to the benefit 

of all inferences. In any event, the allegations Jetcraft relies upon are not contradictory. The Jetcraft 

Defendants initially cite a series of press releases that reference the list prices for aircraft. [Dkt. 282 
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at 10-11.] Those prices are irrelevant. The Jetcraft Defendants already conceded that these prices 

are mere “press release inflation” in the FK Defendants’ motion (which they joined). [Dkt. 281 at 

20.] More to the point, the FAC pleads facts showing that Bombardier was selling Global 6000s 

for much less, including  to Jetcraft Corp. (¶ 360.) Further, the FAC alleges that 

“charter operators heavily negotiate prices with manufacturers” and “manufacturers and brokers in 

the luxury business jet market often discount prices for multiple purchases at one time,” yet Cassidy 

made no effort to negotiate or seek quantity discounts from Jetcraft or Bombardier. (¶¶ 347-348.) 

Next, the Jetcraft Defendants argue that the fact Element and the Debtors approved the 

purchases are indicative of the true value of the planes. [Dkt. 282 at 11.] They again forget the stage 

of these proceedings and give a closing argument, instead of tacking the sufficiency of the FAC. 

They again ask the Court for an inappropriate inference against the Trustee on a motion to dismiss, 

rather than accept as true all factual allegations in the operative complaint, construe them in the 

light most favorable to the plaintiff as the non-moving party, and draw all competing inferences in 

the plaintiff’s favor. See Nayab, 942 F.3d at 496; Disability Rts. Mont., 930 F.3d at 1096-97. The 

FAC alleges that Seagrim and Walter were focused on operations and sales, with no experience 

with Bombardier aircraft, instead operating a fleet of Gulfstream aircraft, and that Cassidy lied to 

them both about his clientele and his fraudulent First Business Plan, as well as concealing the First 

and Second Kickbacks. (¶¶ 77, 100, 113.) In any case, the FAC expressly alleges that neither 

Seagrim nor Walter would have approved the transactions had they known about the commercial 

bribes and kickbacks. (¶¶ 259, 284.) See, e.g., FDIC v. Braemoor Assocs., 686 F.2d 550, 555 (7th 

Cir. 1982) (“[T]he board’s approval of these loans, an approval procured by fraud, was 

ineffective.”). They also fails to contend with the fact that Element relied on Cassidy’s fraudulent 

First Business Plan, which vastly overstated the Debtors’ ability to pay the debt service, (¶ 410), 

and that Element was protected by a repurchase obligation from Jetcraft Corp. (¶ 132). In these 

circumstances, there was no valid “approval” of these prices.  

Finally, without any supporting authority, the Jetcraft Defendants argue that the Debtors’ 

ability to use the overpriced planes to “generate tens of millions in revenue over an approximately 

two-year period” precludes finding a lack of reasonable equivalent value. [Dkt. 282 at 11.] This is 
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yet another factual inference drawn the wrong way. Nayab, 942 F.3d at 496; Disability Rts. Mont., 

930 F.3d at 1096-97. If anything, the FAC establishes the opposite; under a revenue-based 

discounted cash flow value analysis, the Debtors could not charge enough per flight hour to break 

even and be able to service the debt on the purchases. (See ¶¶ 431-438.) It does not matter how 

much revenue you earn if you lose money on every single hour the planes are in the air. 

The FAC plausibly alleges that the planes were overpriced. Specifically, the FAC expressly 

alleges (i) the actual purchase price of each plane, (ii) the fair market value for each plane (based 

upon a market test and revenue-based discounted cash flow test), and (iii) facts on how prices are 

ordinarily negotiated in the market for private luxury jets and how Cassidy did not conduct any 

negotiations, thereby causing the Debtors to overpay for the planes. (¶¶ 341-360.) These facts are 

sufficient to establish a plausible claim for lack of reasonable equivalent value. See In re Rolloffs 

Haw., LLC, 2020 WL 2844357, at *5 (Bankr. D. Haw. Jan. 9, 2020) (holding that trustee stated  

claim for lack of reasonable equivalent value based on allegations that the debtor structured a 

transaction so that the debtor overpaid for certain assets and that because the value of the assets 

was a disputed question of fact, “disposition would be inappropriate on a motion to dismiss”); In 

re Glencoe Acquisition, Inc., 2015 WL 3777972, at *3 (Bankr. D. Del. June 16, 2015) (holding that 

a trustee stated a plausible claim for lack of reasonable equivalent value because the trustee 

“quantifies the multi-million dollar surplus deficit” along with allegations based on “other facts and 

circumstances which readily support the contention”); In re BMT-NW Acquisition, LLC, 582 B.R. 

846, 858-59 (Bankr. D. Del. 2018) (“Disputes as to the actual value given in exchange for the 

transfer do not need to be decided on a motion to dismiss, so long as the Trustee has identified the 

transfer by date and face amount and has alleged” insufficient consideration) (cleaned up); see also

In re Aletheia Rsch. & Mgmt., Inc., 2015 WL 8483728, at *8 (B.A.P. 9th Cir. Dec. 10, 2015) 

(holding that the trustee stated a plausible claim for lack of reasonable equivalent value to the debtor 

based on allegations that an executive used the debtor’s funds to charter personal flights for his 

family, supported by “a comprehensive list of the flights in question, including the dates, names of 

each passenger on the flight, the flight’s destination and the price paid”); In re FAH Liquid. Corp., 

572 B.R. 117, 127-28 (Bankr. D. Del. 2017) (holding that a trustee stated a plausible claim for lack 
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of reasonable equivalent value based on allegations that the defendant took funds from the debtor 

under a manufacturing agreement, but did not take any steps to perform or deliver the engines under 

the contract, or provide any other value in exchange, and rejecting the defendant’s argument that 

the debtor received reasonable equivalent value as a matter of law because the debtor received 

obligations under the agreement); In re Direct Resp. Media, Inc., 466 B.R. 626, 655 (Bankr. D. 

Del. 2012) (holding that trustee stated plausible claim for lack of reasonable equivalent value based 

on allegations that debtor’s books and records did not show the receipt of consideration in exchange 

for guaranteeing a loan and other payments made on behalf of the defendants).  

Because the Jetcraft Defendants do not and cannot challenge the facts as alleged, the Court 

should hold that the FAC plausibly pleads lack of reasonable equivalent value. Prejean, 994 F.2d 

at 708; Wierzbicki, 830 F.3d at 687; Rolloffs Haw., 2020 WL 2844357, at *5. 

B. The FAC plausibly pleads that the Debtors were insolvent.  

The FAC plausibly pleads that the Debtors were insolvent under the three relevant bases set 

forth in § 548(a)(1)(B)(i-iii): balance sheet, inadequate capitalization, and cash flow. Under the 

balance sheet test, a debtor is insolvent when its assets are greater than its liabilities. In re AWTR 

Liquid. Inc., 548 B.R. 300, 312-313 (Bankr. C.D. Cal 2016). Under the inadequate capitalization 

test, a debtor is insolvent when it lacks sufficient cash flow to maintain operations. Id. Under the 

equitable 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 as it comes due. Id. “Insolvency is generally a factual 

determination not appropriate for resolution in a motion to dismiss” and the complaint need only 

provide “sufficient allegations from which a reasonable person could infer” insolvency. Glencoe, 

2015 WL 3777972, at *4. This too is analyzed under Rule 8(a), not Rule 9(b). Screen Capital, 510 

B.R. at 274.

The Jetcraft Defendants’ arguments do not pass muster. First, they argue that a trustee can 

only establish balance sheet insolvency with precise calculations immediately before and after each 

transfer.8 [Dkt. 282 at 13-14.] A trustee “is not required to include precise calculations evidencing 

8 The Jetcraft Defendants also argue that the Debtors’ ability to operate while insolvent precludes 
finding balance sheet insolvency but provide no authority to support this statement and have waived 
the argument. Greenwood v. F.A.A., 28 F.3d 971, 977 (9th Cir. 1994) (holding that failure to explain 
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balance sheet insolvency.” Glencoe, 2015 WL 3777972, at *4. Moreover, the authority they cite do 

not support their argument. In Alethia, the trustee’s insolvency allegation consisted entirely of 

stating that “Aletheia was insolvent.” 2015 WL 8483728, at *8. In Goldstein v. Haas, 629 B.R. 250 

(Bankr. N.D. Ill. 2021), the trustee’s insolvency allegation simply stated that “the Debtor was 

insolvent at the time,” citing an e-mail that stated that it had “become clear [the debtor was] 

effectively insolvent.” Id. at 255, 260. 

The FAC is much more detailed than Alethia or Goldstein. The Trustee has stated that the 

Debtors had a consolidated balance sheet showing that, “after giving effect to the closing on Planes 

1, 6, and 7, indicated assets of $114 million and liability of $140 million, thus showing a net deficit 

of $36 million.” (¶ 472; see also ¶ 474.) That alone is sufficient. Even backing out the transaction 

values from that balance sheet establishes that the closing of the first plane rendered the Debtors 

insolvent, which is a simple and eminently reasonable inference justified by basic arithmetic. See 

Disability Rts. Mont., 930 F.3d at 1096-97.  

The latter point is confirmed by the e-mails that the Trustee cites, which contain far greater 

detail than the conclusory statement in Goldstein of being “effectively insolvent.” For example, 

Cassidy’s e-mail dated December 2, 2015, states that the closing of Plane 1 alone would leave the 

Debtors with more than $1.6 million balance sheet deficit, and Cassidy’s e-mail dated December 

8, 2015, also explains that the Debtors would be balance sheet insolvent by more than $1.2 million 

after the closing of Plane 6. (¶¶ 470-471.) The Trustee also cited an e-mail showing that the Debtors 

continued to face liquidity challenges. (¶ 473.) These allegations plausibly plead balance sheet 

insolvency. See AWTR Liquid., 548 B.R. at 331-32 (holding that a 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”); Glencoe, 2015 WL 3777972, at *4 (holding that the complaint adequality 

pleaded insolvency because the trustee identified the transfers that allegedly caused the balance 

contentions and support them with authority waives argument). Even if they were to try to cite such 
authority, new matters raised for the first time in a reply brief are waived. [Dkt. 241-1 at 40; see 
also In re Flashcom, Inc., 503 B.R. 99, 135 n.24 (C.D. Cal. 2013); LBR 9013-1(g)(4).] 
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sheet insolvency). 

The Jetcraft Defendants’ arguments concerning the inadequate capitalization and cash flow 

insolvency tests cherry pick statements from the FAC while ignoring other allegations and the 

deferential standard on a motion to dismiss. Here, the FAC alleges that: (i) the Debtors were unable 

to generate enough revenue to keep current on obligations to creditors, (¶ 482); (ii) overdue trade 

payables increased every month from December 2015 until bankruptcy, from approximately $1.6 

million to almost $55 million, (¶ 483); (iii) at the same time, Cassidy embezzled at least $8 million 

from the Debtors, (¶ 9); (iv) the Debtors had a fundamentally unprofitable business model and thus 

no way to improve their balance sheet, (¶¶ 431-438 (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 

(¶¶ 341-360).  

These allegations must be accepted as true and plausibly establish insolvency under the 

unreasonably small capital test and cash flow insolvency tests from December 2015 through the 

filing of the bankruptcy cases. See AWTR Liquid., 548 B.R. at 312-313.9 Whether the Jetcraft 

9 See also see also BMT-NW Acquisition, 582 B.R. at 858-59 (holding unreasonably small capital 
was established based on allegations that the debtor “was over-leveraged,” “continued to operate 
at a net loss,” and “experienced a decline in sales”); In re Felt Mfg. Co., 371 B.R. 589, 636-37 
(Bankr. D.N.H. 2007) (holding that complaint sufficiently pleaded unreasonably small capital and 
cash flow insolvency based on allegations that debtor “sustained itself throughout this time frame 
by operating on credit, in the form of asset-based revolving credit lines and open account trade 
credit extended by suppliers of goods and services” and manipulated its inventory and accounts 
receivable to “mask[] the long-standing fact that the Debtor was insolvent and a huge credit risk”); 
FAH Liquid. Corp., 572 B.R. at 128 (holding that complaint sufficiently pleaded insolvency based 
on allegations that “Hurricane Sandy destroyed almost all of Debtors’ Karma inventory in the 
United States” and that debtors were unable to meet “milestones required under their DOE loan 
agreements”); Direct Resp. Media, 466 B.R. at 655-56 (holding that complaint sufficiently pleaded 
insolvency based on allegations that (i) debtor was unable to pay its obligations as they became due 
as of November 2009, (ii) debtor’s bank account had been frozen, (iii) debtor had informed the 
defendants that it was “running out of cash and in order to pay its bills it would need” a partial 
repayment or a short term loan, and (iv)  challenged transactions left debtor with unreasonably 
small capital); Kaye v. Lone Star Fund V (U.S.), L.P., 453 B.R. 645, 670 (N.D. Tex. 2011) (holding 
that the fact debtor continued to operate for three years after alleged fraudulent transfer did not 
preclude asserting a plausible claim of undercapitalization where trustee alleged that debtor “had 
an inability to generate sufficient profits to sustain operations at the time of the [transaction]” and 

Case 2:19-ap-01382-SK    Doc 315    Filed 11/12/21    Entered 11/12/21 12:26:33    Desc
Main Document      Page 42 of 45



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 

-33- 

Defendants can point to other facts and circumstances that could be relevant later is irrelevant on a 

motion to dismiss. Nayab, 942 F.3d at 496; Disability Rts. Mont., 930 F.3d at 1096-97. 

The Jetcraft Defendants also argue that the Debtors’ ability to obtain future financing (a 

reference to the disastrous Minsheng Refinancing) precludes findings of insolvency under the 

inadequate capitalization and cash flow tests. The authorities they rely on, however, do not say that. 

First, they cite 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 (cleaned up). 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. (cleaned up). But this 

reasoning does not apply to fraudulent or Ponzi-like schemes like the one here, where the 

sophisticated investors were relying on fraudulent Business Plans, and particularly where the 

business has a fundamentally unprofitable business model, leaving only one obvious conclusion — 

that new funding would be used to pay off old funding. (See ¶¶ 431-438.)  

Similarly, in Credit Managers Ass’n of S. Cal. v. Fed. Co., 629 F. Supp. 175, 184 (C.D. Cal. 

1985), although the debtor was heavily in debt, it still had “sufficient expected cash flow to stay in 

business.” In Tese-Milner v. Edidin & Assocs., 490 B.R. 84, 98-99 (Bankr. S.D.N.Y. 2013), the 

only allegations supporting inadequate capitalization or inability to pay debts was that the debtor 

had failed to make a rent payment. Davidoff v. Farina, 2005 WL 2030501, at *11 n.19 (S.D.N.Y. 

Aug. 22, 2005), is wholly irrelevant, as it is a securities fraud case and the footnote the Jetcraft 

was “completely reliant on its corporate parent”); In re Nine W. LBO Sec. Litig., 505 F. Supp. 3d 
292, 319 (S.D.N.Y. 2020) (“The complaints allege that Jones Group’s $2.2 billion valuation minus 
the $800 million historical purchase price of the Carve-Out Businesses ‘implied that [the debtor] 
likely had a capital deficit.’”) (cleaned up). 
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Defendants cite only concerns the defendants’ fraudulent intent under securities laws, in that “it 

would have made no economic sense for defendants to invest literally billions of dollars in a venture 

that they knew would fail.” Finally, they cite Weisfelner v. Blavatnik, 567 B.R. 55 (Bankr. S.D.N.Y. 

2017), for the same proposition as Blue Earth, but only with respect to cash flow insolvency, and 

thus it is irrelevant for the same reasons as in Blue Earth – it concerns investors in enterprises with 

real business plans to scale into profitability, not a fraudulent business plan that lied about the 

Debtors’ fundamentally unprofitable business model. 

V. Count 24 states a claim for turnover under § 542(b).  

This Court previously denied the Jetcraft Defendants’ motion to dismiss Count 24 (then 

enumerated Count XVI). [Dkt. 108 at 32-34.] The Jetcraft Defendants re-assert the argument that 

the Trustee’s turnover claim for $387,500.48, which are proceeds from the sale of Plane 16, should 

be dismissed. [Dkt. 282 at 21.] They fare no better the second time around. The elements of a 

turnover claim require that the property: (i) is in the possession of a third party, (ii) is property of 

the estate, (iii) is of a type the trustee could use, and (iv) is not of inconsequential value. [Dkt. 108 

at 33.] The Trustee has alleged that the $387,500.48 are sale proceeds that are in the Jetcraft 

Defendants’ possession, the proceeds are property of the estate, and are patently valuable to the 

estate. (¶¶ 230-236, 801-807.) 

The Jetcraft Defendants argue that the turnover claim should be dismissed because it is a 

disguised action for breach of contract. [Dkt. 282 at 21.] But these proceeds are from the sale of the 

Debtors’ property. The mere fact that Jetcraft Global has a contractual obligation to turn over the 

proceeds from the sale of Plane 16 does not transform the Debtors’ property interest in the proceeds 

of the sale of its asset into contractual damages. Indeed, the authority the Jetcraft Defendants cites 

supports the Trustee’s turnover claim. First, they cite Sea Star Line, LLC v. Emerald Equip. 

Leasing, Inc., 2006 WL 214206, at *7 (D. Del. Jan. 26, 2006), contending that the case “dismiss[ed] 

the trustee’s turnover claim since it was a breach of contract claim.” [Dkt. 282 at 21.] Sea Star, 

however, concerned a trustee that sought to recover equipment that had been leased to a third party. 

That court held that the trustee had a viable claim for turnover of either the equipment “or the value 

of the equipment” (i.e, a proceeds interest in the property), but there was not a claim “[t]o the extent 
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Emerald seeks rent in its claim for turnover” (i.e., contractual damages). Id. at *7-8. Similarly, their 

reliance on In re Nat’l Audit Defense Network, 332 B.R. 896, 909-10 n.10 (Bankr. D. Nev. 2005), 

is entirely misplaced, because that case concerned a trustee who sought turnover of money from a 

financial institution that had been processing credit card payments, and it was well established that 

“[u]nder Nevada law, once possession of money is given to a bank, the money becomes property 

of the bank.” Accordingly, the FAC states a plausible turnover claim. 

VI. Count 25 states a claim for disallowance under § 502.  

The Jetcraft Defendants contend that Count 25 fails because the other claims fail. [Dkt. 282 

at 22.] The FAC states other claims. Accordingly, the FAC states a § 502(d) claim. 

VII. The Court should grant leave to replead if the FAC is dismissed in whole or in part. 

The Court previously denied the Jetcraft Defendants’ motion to dismiss the actual intent 

fraudulent transfer claims, the § 542 turnover claim, and the § 502 disallowance claim, as well as 

finding that the Complaint pleaded insolvency for the constructive fraudulent transfer claims. [Dkt. 

108 at 18, 24, 34, 35.] If this Court now reverses itself on those rulings, the Trustee respectfully 

requests leave to amend on those issues. Leave to amend should be granted unless the court 

“determines that the pleading could not possibly be cured by the allegation of other facts.” Lopez 

v. Smith, 203 F.3d 1122, 1127 (9th Cir. 2000) (en banc); Bly–Magee v. California, 236 F.3d 1014, 

1019 (9th Cir. 2001); Knevelbaard Dairies v. Kraft Foods, Inc., 232 F.3d 979, 983 (9th Cir. 2000).  

Conclusion 

WHEREFORE, the Trustee respectfully requests that the Court deny the Motion in its 

entirety. 

DATED: November 12, 2021 DLA PIPER LLP (US) 

By: /s/ John K. Lyons  
DAVID B. FARKAS 
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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APPENDIX OF UNPUBLISHED OPINIONS RE TRUSTEE’S OPP. TO JETCRAFT DEFENDANTS’ MOTION TO DISMISS 

EAST\186316388.1 

v. 

 

Jetcraft Corporation, Jetcraft Global, Inc., Jetcoast 

5000-5 LLC, Orion Aircraft Holdings Ltd., Jetcraft 

Asia Limited, FK Partners Limited, Jahid Fazal-

Karim, Bombardier Aerospace Corporation, 

Bombardier, Inc., Learjet, Inc., 

 

Defendants. 

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 Jetcraft Defendants’ Motion to 

Dismiss Counts 8-11 & 24-25 of First Amended Adversary Complaint. The unpublished judicial 

opinions cited in the Request are attached hereto as follows:  

1. Exhibit 1: Ahlgren v. JP Morgan Chase Bank, N.A., 2020 WL 553484 (D. Minn. Feb. 4, 

2020) 

2. Exhibit 2: Ahlgren v. Muller, 2021 WL 3620403 (D. Minn. Aug. 16, 2021) 

3. Exhibit 3: In re Aletheia Rsch. & Mgmt., Inc., 2015 WL 8483728 (B.A.P. 9th Cir. Dec. 10, 

2015) 

4. Exhibit 4: In re Art & Arch. Books of 21st Century, 2019 WL 9243053 (Bankr. C.D. Cal. 

Dec. 6, 2019) 

5. Exhibit 5: In re Blue Earth, Inc., 2019 WL 4929933 (B.A.P. 9th Cir. Oct. 2, 2019) 

6. Exhibit 6: Bowers v. Kuse Enters., Inc., 1998 WL 957455 (4th Cir. Sept. 22, 1998) 

7. Exhibit 7: Cutler v. Rancher Energy Corp., 2014 WL 12599602 (C.D. Cal. June 2, 2014) 

8. Exhibit 8: Davidoff v. Farina, 2005 WL 2030501 (S.D.N.Y. Aug. 22, 2005) 

9. Exhibit 9: In re Delano Retail Partners, LLC, 2014 WL 4966476 (Bankr. E.D. Cal. Sept. 

29, 2014) 

10. Exhibit 10: In re Glencoe Acquisition, Inc., 2015 WL 3777972 (Bankr. D. Del. June 16, 

2015) 

11. Exhibit 11: In re Keeley & Grabanski Land P’ship, 2012 WL 764442 (Bankr. D.N.D. Mar. 

7, 2012) 
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12. Exhibit 12: In re LLS Am., LLC, 2013 WL 3305393 (Bankr. E.D. Wash. July 1, 2013) 

13. Exhibit 13: M.M. v. Cnty. of San Mateo, 2019 WL 414962 (N.D. Cal. Feb. 1, 2019) 

14. Exhibit 14: Milbeck v. TrueCar, Inc., 2019 WL 476004 (C.D. Cal. Feb. 5, 2019) 

15. Exhibit 15: In re Nat’l Consumer Mortg., LLC, 2013 WL 164247 (D. Nev. Jan. 14, 2013) 

16. Exhibit 16: Ritchie Capital Mgmt., L.L.C. v. Stoebner, 2014 WL 1386724 (D. Minn. Jan. 6, 

2014) 

17. Exhibit 17: In re Rolloffs Haw., LLC, 2020 WL 2844357 (Bankr. D. Haw. Jan. 9, 2020) 

18. Exhibit 18: Royalty Clearinghouse, Ltd. v. CTS Props., Ltd., 2018 WL 5778676 (W.D. Tex. 

July 31, 2018) 

19. Exhibit 19: Sea Star Line, LLC v. Emerald Equip. Leasing, Inc., 2006 WL 214206 (D. Del. 

Jan. 26, 2006) 

20. Exhibit 20: Skymaster Express, Inc. v. HTNS Am., Inc., 2020 WL 12308974 (C.D. Cal. July 

28, 2020) 

21. Exhibit 21: In re Syntax-Brillian Corp., 2016 WL 1165634 (Bankr. D. Del. Feb. 8, 2016) 

22. Exhibit 22: Taylor v. Trevino, 2021 WL 4822018 (N.D. Tex. Oct. 15, 2021) 

23. Exhibit 23: In re Trib. Co. Fraud. Conv. Litig., 2017 WL 82391 (S.D.N.Y. Jan. 6, 2017) 

24. Exhibit 24: In re Vaughn Co. Realtors, 2013 WL 960143 (Bankr. D.N.M. Mar. 11, 2013)  

 

 

Respectfully submitted, 

DATED: November 12, 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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United States District Court, D. Minnesota.

Erik A. AHLGREN, in his capacity as assignee in
the assignment for the benefit of creditors of Ashby
Farmers Co-Operative Elevator Company, Plaintiff,

v.
JP MORGAN CHASE BANK, N.A. d/
b/a Chase Card Services, Defendant.

Civil No. 19-1576 (JRT/LIB)
|

Signed 02/04/2020

Attorneys and Law Firms

Matthew R. Burton, MORRISON SUND, PLLC, 5125
County Road 101, Suite 200, Minnetonka, MN 55345, Erik
A. Ahlgren, AHLGREN LAW OFFICE, PLLC, 220 West
Washington Avenue, Suite 105, Fergus Falls, MN 56537, for
plaintiff.

Michael M. Krauss, Johanna R. Hyman, and Peter
Kieselbach, GREENBERG TRAURIG, P.A, 90 South
Seventh Street, Suite 3500, Minneapolis, MN 55402, for
defendant.

MEMORANDUM OPINION AND ORDER

JOHN R. TUNHEIM, Chief Judge

*1  This case arises out of Jerry Hennessey's unauthorized
use of funds from his prior employer, the Ashby Farmers
Co-Operative Elevator Company (the “Co-Op”). From 2003
to 2018, Hennessey paid over $5 million of the Co-Op's
funds to himself or directly to third parties for his personal
benefit. Among others, Hennessey paid Defendant JP Morgan
Chase Bank, N.A. d/b/a Chase Card Services (“Chase”) with
checks from the Co-Op to cover charges he accrued on his
personal Chase credit card while on exotic hunting trips. Upon
discovery of the fraud in 2018, the Co-Op ceased operations
and appointed an Assignee, Plaintiff Erik Ahlgren, to pursue
claims and remedies on behalf of the Co-Op and its creditors.
Ahlgren brought this action on May 24, 2019, seeking to void
the unauthorized payments to Defendant. Ahlgren alleges
three Counts: (I) actual fraud pursuant to the Minnesota
Uniform Voidable Transactions Act (“MUVTA”), Minn. Stat.

§§ 513.44(a)(1), 513.47; (II) constructive fraud pursuant to
MUVTA, Minn. Stat. §§ 513.45(a), 513.47; and (III) unjust
enrichment.

Presently before the Court is Chase's Motion to Dismiss for
failure to state a claim pursuant to Fed. R. Civ. P. 12(b)(6). For
the reasons set forth below, the Court will grant the motion as
to Count III and deny the motion as to Counts I and II.

BACKGROUND

I. FACTUAL BACKGROUND
The Co-Op is a grain farmers’ cooperative based in Ashby,
Minnesota. (Notice of Removal, Ex. A (“Compl.”) ¶¶ 1, 12–
13, June 14, 2019, Docket No. 1.) The Co-Op purchases
grain from local farmers, who are also owners of the Co-Op,
and sells it to grain markets. (Id. ¶ 13.) In 1989, the Co-Op
hired Jerry Hennessey as its general manager. (Id. ¶ 14.) In
this role, Hennessey “had access and control over [the Co-
Op's] assets” and bank accounts and “was trusted to act in
the best interest of [the Co-Op].” (Decl. of Erik A. Ahlgren
(“Ahlgren Decl.”) ¶ 6, Ex. D at 30, Aug. 2, 2019, Docket No.

20.) 1  Between June 2003 and September 2018, Hennessey
received over $5.4 million in unauthorized funds from the Co-
Op by writing checks from the Co-Op to himself and third
parties to pay for personal bills, home improvement projects,
property purchases, and domestic and international hunting
trips. (Compl. ¶¶ 15–17, 28.) Hennessey hid the true nature of
the checks by coding them as feed purchases or other ordinary
expenses. (Id. ¶ 16.)

Chase is a national credit-card issuer conducting business
within the State of Minnesota and has offices in New York,
NY. (Id. ¶ 2.) Beginning in 2008, Hennessey cut at least

$546,970.00 2  in Co-Op checks, made payable to “Chase
Card Services,” to cover charges made on his personal credit
card issued by Chase. (Id. ¶ 17–18.) The payments related to
Hennessey's personal, exotic hunting trips and did not benefit
the Co-Op in any way. (Id. ¶¶ 16–19.) Ahlgren alleges that
Chase wrongfully accepted the Co-Op checks even though
their contractual relationship was with Hennessey and not
with the Co-Op. (Id. ¶ 20.)

*2  According to Ahlgren, Hennessey fraudulently and
intentionally concealed the checks in an effort to hinder,
delay and defraud the government, governmental authorities,
the Co-Op and the Co-Op Board of Directors. (Id. ¶ 21.)
Ahlgren claims the Co-Op was insolvent the entire time the
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unauthorized checks were being issued but that Hennessey
concealed the Co-Op's insolvency by (1) overstating the value
of grain and product inventory; (2) failing to fully disclose
accounts payable to Co-Op members for grain delivered;
and (3) valuing equity in other cooperatives based on their
projected value as opposed to their current fair market value.
(Id. ¶ 23.) Hennessey also obtained a $7 million-plus line of
credit for the Co-Op in his ongoing efforts to conceal his fraud
and cover up the Co-Op's expenses. (Ahlgren Decl. ¶ 4, Ex.
C at 14–15.)

The fraud was discovered in September 2018. (Compl. ¶
28.) As a result of Hennessey's fraud, the Co-Op was forced
to close and has been unable to pay its debts. (Id. ¶ 13.)
In December 2018, the Co-Op executed an assignment (the
“Assignment”) with Erik Ahlgren for the benefit of the Co-
Op's creditors. (Id. ¶ 4; Ahlgren Decl. ¶ 9, Ex. G at 46–
54.) Pursuant to Minnesota Statutes, chapters 576 and 577,
Ahlgren has committed to liquidating and administering the
Co-Op's assets and may pursue any claim or remedy that
could be asserted by the Co-Op or by a creditor of the Co-
Op. (Compl. ¶¶ 5, 7.) According to reports filed with the
Assignment, the Co-Op has forty-three creditors, most of
which are based in Minnesota. (Ahlgren Decl. ¶ 9, Ex. G at
53–54.) On February 14, 2019, Hennessey pleaded guilty to
mail fraud and income tax evasion. (Ahlgren Decl. ¶ 4, Ex.
C at 13–25.)

II. PROCEDURAL BACKGROUND
Ahlgren brought this action in Grant County District Court on
May 24, 2019, alleging three Counts: (I) actual fraud pursuant
to Minn. Stat. §§ 513.44(a)(1), 513.47; (II) constructive fraud
pursuant to Minn. Stat. §§ 513.45(a), 513.47; and (III) unjust
enrichment. (Compl. ¶¶ 29–51.) On June 14, 2019, Chase
removed the case to this Court. (Notice of Removal at 6.)
Presently before the Court is Chase's Motion to Dismiss the
complaint for failure to state a claim pursuant to Rule 12(b)
(6). (Mot. to Dismiss, July 5, 2019, Docket No. 11.)

DISCUSSION

I. STANDARD OF REVIEW
In reviewing a motion to dismiss under Federal Rule of Civil
Procedure 12(b)(6), the Court considers all facts alleged in
the complaint as true to determine if the complaint states

a “claim to relief that is plausible on its face.” Braden
v. Wal-Mart Stores, Inc., 588 F.3d 585, 594 (8th Cir. 2009)

(quoting Ashcroft v. Iqbal, 556 U.S. 662, 678 (2009)). “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.”

Iqbal, 556 U.S. at 678. Although the Court accepts the
complaint's factual allegations as true and construes the
complaint in a light most favorable to the plaintiff, it is “not
bound to accept as true a legal conclusion couched as a

factual allegation.” Papasan v. Allain, 478 U.S. 265, 286
(1986)). In other words, a complaint “does not need detailed
factual allegations” but must include more “than labels and
conclusions, and a formulaic recitation of the elements” to

meet the plausibility standard. Bell Atl. Corp. v. Twombly,
550 U.S. 544, 555 (2007).

“When considering a Rule 12(b)(6) motion, ‘the court
generally must ignore materials outside the pleadings, but it
may consider some materials that are part of the public record
or do not contradict the complaint, as well as materials that

are necessarily embraced by the pleadings.’ ” Smithrud v.
City of St. Paul, 746 F.3d 391, 395 (8th Cir. 2014) (quoting

Porous Media Corp. v. Pall Corp., 186 F.3d 1077, 1079
(8th Cir. 1999)).

*3  Chase seeks Dismissal of Count I for actual fraud, Count
II for constructive fraud, and Count III for unjust enrichment.
Each argument is considered in turn below.

II. COUNT I: ACTUAL FRAUD
The MUVTA provides that “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 ... with
actual intent to hinder, delay or, defraud any creditor of
the debtor.” Minn. Stat. § 513.44(a)(1). The MUVTA is a
remedial statute and should be interpreted broadly. Reilly
v. Antonello, 852 N.W.2d 694, 701 (Minn. Ct. App. 2014).
“Intent for a corporation under [MUVTA] is still derived from
a natural person in control.” In re Petters Co., Inc., 557 B.R.
711, 734 n.32 (Bankr. D. Minn. 2016) (citing Reilly, 852
N.W.2d at 701).

Chase argues that because Hennessey was not “authorized”
to issue the checks in question for his personal benefit, his
fraudulent intent cannot be imputed to the Co-Op. The Court
disagrees.
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First, the MUVTA is to be interpreted broadly. Chase
proposes an exceedingly narrow definition that would almost
never allow a corporate actor's intent to be imputed to the
corporation under MUVTA, because a corporate actor could
never be said to be “authorized” to commit fraud. This would
nullify the statute's purpose.

Second, corporate intent under MUVTA is derived from
the intent of a natural persons in control. In re Petters

Co., Inc., 557 B.R. at 734 n. 32; see generally In re
Tribune Co. Fraudulent Conveyance Litig., 2017 WL 82391
(S.D.N.Y. Jan. 6, 2017) (interpreting a similar statute and
noting “the intent of the debtor's officers may be imputed to
the debtor if the officers were ‘in a position to control the
disposition of [the transferor's] property,’ thereby effectuating

the underlying offense” (quoting In re Roco Corp., 701
F.2d 978, 984 (1st Cir. 1983)).

Hennessey was in control of the day-to-day activities of
the Co-Op, including its bank accounts. Thus, Hennessey
controlled the transactions at issue that effectuated the

alleged fraud. See In re Tribune, 2017 WL 82391 *7.
Because corporations must act through agents and Hennessey
controlled the day-to-day activities of the Co-Op, including its
bank accounts, Hennessey's fraudulent intent can be imputed
to the Co-Op under MUVTA.

Accordingly, the Court will deny Chase's Motion to Dismiss
Count I.

III. COUNT II: CONSTRUCTIVE FRAUD
Chase moves for dismissal of Count II for constructive
fraud. “To cover the variety of situations in which debtors
may attempt to place assets beyond the reach of creditors,
[MUVTA] allows creditors to recover assets that a debtor
transfers with fraudulent intent as well as those transfers

that the law treats as constructively fraudulent.” Finn
v. Alliance Bank, 860 N.W.2d 638, 644 (Minn. 2015)
(cleaned up) (citing Minn. Stat. §§ 513.44(a)(1)–(2), 513.45).
“[C]onstructive fraud[ ] does not require proof of fraudulent

intent.” Id. at 645. Instead, “a claim for constructive fraud
turns on a creditor's ability to show that the debtor made the
transfer ‘without receiving [a] reasonably equivalent value,’
and that the debtor was insolvent, or the transfer made the
debtor insolvent or unable to pay its debts.” Id. (quoting Minn.
Stat. §§ 513.44(a)(2), 513.45(a)). “A debtor in insolvent if, at

a fair valuation, the sum of the debtor's debts is greater than
the sum of the debtor's assets.” Minn. Stat. § 513.42(a).

*4  Chase argues Ahlgren has failed to sufficiently plead
that the Co-Op was insolvent at the time each check was
issued or became insolvent as a result of the checks. The Court
disagrees. Insolvency is a factual question that “do[es] not
need to be supported by the sort of detailed facts expected

to be uncovered at discovery.” In re: RFC & ResCap
Liquidating Tr. Litig., No. 13-CV-3451 (SRN/HB), 2017 WL
1483374, at *7 (D. Minn. Apr. 25, 2017). At this stage of the
proceeding, Ahlgren has met his burden. Ahlgren's complaint
paints a detailed picture of the extensive, multimillion-
dollar fraud that took place that caused the Co-Op's closure.
Defendant allegedly received hundreds of thousands of
dollars in unauthorized funds. Further, Hennessey obtained

a $7 million line of credit to keep the Co-Op afloat. 3

These alleged facts establish plausibility that the Co-Op was
insolvent at the time of the transfers or became insolvent as
a result of the transfers.

Accordingly, the Court finds Ahlgren has adequately pleaded
a claim for constructive fraud and will deny Chase's Motion
to Dismiss Count II.

Even so, while Ahlgren his met his burden at the pleading
stage, to survive a motion for summary judgment Ahlgren
must show, “asset-by-asset and transfer-by-transfer,” that the
Co-Op was insolvent at the time of each transfer or became

insolvent as a result of each transfer. Finn, 860 N.W.2d at
647.

IV. COUNT III: UNJUST ENRICHMENT
Chase seeks dismissal of Count III for unjust enrichment.
“[I]t is well settled in Minnesota that one may not seek a
remedy in equity when there is an adequate remedy at law.”

Bartholomew v. Avalon Capital Grp., Inc., 828 F. Supp. 2d

1019, 1030 (D. Minn. 2009) (quoting Southtown Plumbing
Inc. v. Har–Ned Lumber Co., 493 N.W.2d 137, 140 (Minn
Ct. App. 1992)). A plaintiff then “may not simultaneously
maintain his claims for avoidance of transfers as fraudulent
under statute, and his claims for monetary recovery under the
equitable theory of unjust enrichment, as to the same transfers
and on the same pleaded facts.” In re Petters Co., Inc., 499
B.R. 342, 375 (Bankr. D. Minn. 2013).
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Ahlgren pleads, on the same facts, both statutory claims
under MUVTA and equitable claims for unjust enrichment.
The Court therefore finds that Ahlgren's claim in equity is

precluded by his claim at law. Bartholomew, 828 F. Supp.
2d at 1030; see also Ahlgren v. Link, Civil No. 19-305, 2019
WL 3574598, at *6 (D. Minn. Aug. 6, 2019) (discussing and
dismissing similar claims).

Accordingly, the Court will grant Defendant's Motion to
Dismiss Count III for unjust enrichment.

V. LEAVE TO AMEND
Ahlgren requests leave to amend his complaint if the Court
dismisses any of his claims. Federal Rule of Civil Procedure
15(a) provides that, once the period for amendment of the
pleadings as a matter of course has passed, “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). “A district
court may appropriately deny leave to amend where there are
compelling reasons such as undue delay, bad faith, or dilatory
motive, repeated failure to cure deficiencies by amendments
previously allowed, undue prejudice to the non-moving party,

or futility of the amendment.” Moses.com Sec., Inc. v.
Comprehensive Software Sys., Inc., 406 F.3d 1052, 1065 (8th
Cir. 2005) (internal quotations omitted). “A motion to amend
is properly denied as futile when ‘the proposed amended
complaint cannot survive a motion to dismiss for failure to
state a claim.’ ” Boitnott v. Border Foods Inc., 361 F. Supp.
3d 858, 868 (D. Minn. 2019) (quoting Lunsford v. RBC Dain
Rauscher, Inc. 590 F. Supp. 2d 1153, 1158 (D. Minn. 2008)).

*5  The Court finds that allowing leave to amend would be
futile as Ahlgren's unjust enrichment claim cannot survive a

Fed. R. Civ. P. 12(b)(6) motion. The Court will however allow
Ahlgren leave to amend the complaint to correct perceived
errors regarding the funds at issue. As noted in footnote two,
it appears that several of the checks in the complaint are
duplicates and the total amount of Co-Op funds Hennessey
issued to Chase may be lower than the $546,970 alleged in the
complaint. Ahlgren must amend his complaint to correct this
perceived error or explain to the Court why no error exists.

ORDER

Based on the foregoing, and all the files, records, and
proceedings herein, IT IS HEREBY ORDERED that
Defendants’ Motion to Dismiss for failure to state a claim
under Fed. R. Civ. P. 12(b)(6) [Docket No. 11] is GRANTED
in part and DENIED in part as described herein;

1. The Motion is DENIED as to Count I for actual fraud
and Count II for constructive fraud;

2. The Motion is GRANTED with prejudice as to Count
III for unjust enrichment.

3. Ahlgren's request for leave to Amend is GRANTED
only to the extent necessary to correct perceived
errors in the amount at issue as discussed above.
Ahlgren must either file an amended complaint
correcting these errors or file a letter with the Court
explaining why it should not dismiss the seemingly
duplicative checks.

All Citations

Slip Copy, 2020 WL 553484

Footnotes

1 Page numbers listed as pincites to the exhibits in Docket No. 20 refer to the page number of the entire PDF
copy of Docket No. 20.

2 The parties dispute the total amount in controversy. Chase argues that Ahlgren has inflated the payments
that Hennessy made to Chase Card Services in his Complaint and that the actual amount is $271,968.59,
not $546,970.00. Upon review, it appears that every check is duplicated at least once, and four checks were
duplicated three times.

3 The Court considers the Plea Agreement here because it is a public record and does not contradict the

pleadings. Smithrud, 746 F.3d at 395.
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Only the Westlaw citation is currently available.

United States District Court, D. Minnesota.

Erik A. AHLGREN, in his capacity as assignee in
the assignment for the benefit of creditors of Ashby
Farmers Co-Operative Elevator Company, Plaintiff,

v.
Diederik MULLER a/k/a Diekie

Muller and DM Safaris a/k/a Diekie
Muller Hunting Safaris, Defendants.

Erik A. Ahlgren, in his capacity as assignee in the
assignment for the benefit of creditors of Ashby

Farmers Co-Operative Elevator Company, Plaintiff,
v.

Jay Link and Link's Wild Safaris, Defendants.
Erik A. Ahlgren, in his capacity as assignee in the
assignment for the benefit of creditors of Ashby

Farmers Co-Operative Elevator Company, Plaintiff,
v.

JPMorgan Chase Bank, N.A., d/b/
a Chase Card Services, Defendant.

Erik A. Ahlgren, in his capacity as assignee in the
assignment for the benefit of creditors of Ashby

Farmers Co-Operative Elevator Company, Plaintiff,
v.

Cabela's Inc. and Capital One Bank
(USA), National Association, Defendants.

Erik A. Ahlgren, in his capacity as assignee in the
assignment for the benefit of creditors of Ashby

Farmers Co-Operative Elevator Company, Plaintiff,
v.

First National Bank of Omaha, Inc., Defendant.
Erik A. Ahlgren, in his capacity as assignee in the
assignment for the benefit of creditors of Ashby

Farmers Co-Operative Elevator Company, Plaintiff,
v.

Samuel Fejes and Fejes Guide
Services, Ltd., Defendants.

Civil No. 19-303 (JRT/LIB), Civil No. 19-305
(JRT/LIB), Civil No. 19-1576 (JRT/LIB), Civil

No. 19-1607 (JRT/LIB), Civil No. 19-1647
(JRT/LIB), Civil No. 19-2385 (JRT/LIB)

|

Signed 08/16/2021

Attorneys and Law Firms

Erik A. Ahlgren and Sarah Catherine Duffy, Ahlgren Law
Office PLLC, 220 West Washington Avenue, Suite 105,
Fergus Falls, MN 56537; Matthew R. Burton, Morrison Sund
PLLC, 5125 County Road 101, Suite 200, Minnetonka, MN
55345, for plaintiff.

Mark G. Schroeder, Adam Gregory Chandler, and Jason R.
Asmus, TAFT Stettinius & Hollister LLP, 80 South Eighth
Street, Suite 2200, Minneapolis, MN 55402, for defendants
Diederik Muller, DM Safaris, Jay Link, Link's Wild Safaris,
Samuel Fejes, and Fejes Guide Services, Ltd.

Johanna R. Hyman, Michael M. Krauss, and Peter
Kieselbach, Greenberg Traurig LLP, 90 South Seventh Street,
Suite 3500, Minneapolis, MN 55402, for defendant JPMorgan
Chase Bank, N.A.

Nelson Moon Hua, K&L Gates LLP, 1717 Main Street, Suite
2800, Dallas, TX 75201; Joseph C. Wylie, K&L Gates LLP,
70 West Madison Street, Suite 3100, Chicago, IL 60602;
and James D. Knudsen, Stich Angell Kriedler & Unke PA,
3601 Minnesota Drive, Suite 450, Minneapolis, MN 55435,
for defendants Cabela's Inc. and Capital One Bank (USA),
National Association.

Jared M. Goerlitz, Goerlitz Law PLLC, P.O. Box 25194, 7595
Currell Boulevard, Saint Paul, MN 55125, for defendant First
National Bank of Omaha, Inc.

William H. Ingaldson, Ingaldson Fitzgerald PC, 813 West
Third Avenue, Anchorage, AK 99501, for defendants Samuel
Fejes and Fejes Guide Services, Inc.

MEMORANDUM OPINION AND ORDER

JOHN R. TUNHEIM, Chief Judge

*1  Plaintiff Erik Ahlgren was appointed assignee for the
benefit of creditors of the Ashby Farmers Co-Operative
Elevator Company (the “Co-Op”) after the discovery of
fraud committed by the Co-Op's manager, Jerry Hennessey.
Ahlgren initiated these now-consolidated actions pursuant
to the Minnesota Uniform Voidable Transactions Act

(“MUVTA”) 1  to claw back payments made by Hennessey
to Defendants—a variety of safari and hunting guide
services and credit card companies—using Co-Op funds
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for Hennessey's personal purposes. Ahlgren alleges that
Hennessey's transactions with Defendants were actually and
constructively fraudulent and therefore voidable under the
MUVTA. The parties have now filed motions for summary
judgment.

The Court will deny, at least in part, all Motions. First, there
remain genuine disputes of material facts about whether the
Co-Op's creditors acted reasonably in their failure to discover
the fraud, and thus the Court cannot determine whether any
of Ahlgren's claims are untimely. Second, as to the merits
of Ahlgren's actual fraud claim, the Court cannot weigh
the evidence to determine whether Hennessey had actual
intent to defraud the Co-Op's creditors at the time of each
transaction. Moreover, Defendants Diekie Muller and DM
Safaris, Jay Link and Link's Wild Safaris, and Samuel Fejes
and Fejes Guide Services (the “Safari Defendants”) may be
able to show that Hennessey had apparent authority to enter
the transactions, and therefore they may be able to prove
a good faith affirmative defense to protect against liability.
Third, because the parties have presented conflicting expert
reports regarding the Co-Op's insolvency at the time of the
transactions at issue, the Court cannot resolve the constructive
fraud claim at this stage.

However, the Court can make several determinations to
narrow the cases as they proceed toward trial. First,
Defendants Capital One and Cabela's are each exposed to
liability for only a portion of the payments by Hennessey:
because Capital One assumed liability for the Cabela's credit
card on September 25, 2017, it is not liable for claims
related to payments prior to that date; and Cabela's is not
liable for claims related to payments after September 25,
2017. The Court will accordingly grant, in part, Capital One
and Cabela's Motion. Second, Defendants JPMorgan Chase,
Cabela's Inc. and Capital One, and First National Bank of
Omaha (the “Credit Card Defendants”) will not be able to
assert a good faith affirmative defense to the actual fraud
claim because there is no evidence in the record showing
that the Co-Op could be vicariously liable for the debts
satisfied by Hennessey's payments on his personal credit card
accounts. Third, two of the Defendants’ general affirmative
defenses are inapplicable: in pari delicto, because there is no
allegation of wrongdoing on the part of the Co-Op's creditors,
merely negligence; and equitable estoppel, because there is no
evidence of Defendants’ reliance on the creditors’ conduct.

BACKGROUND

I. FACTUAL BACKGROUND

A. Underlying Criminal Fraud
*2  These consolidated cases arise out of fraud committed

by Jerry Hennessey in his role as manager of the Ashby
Farmers Co-Operative Elevator Company, which was formed
under Minnesota Statutes § 308A and located in Ashby,
Minnesota. (ECF No. 19-1607, Decl. Nelson M. Hua (“Hua
Decl.”) ¶ 2, Ex. A-4 (“State Court Decision”) ¶ 1, Apr. 19,
2021, Docket No. 82-4.) Hennessey started working for the

Co-Op in December 1988. (Hua Decl. ¶ 2, Ex. A-1 (“1 st

Hennessey Dep. Excerpts”) at 87:8–10, Apr. 19, 2021, Docket
No. 82-1.) As manager, Hennessey oversaw the Co-Op's
daily operations, controlled its bank accounts, and obtained
loans to support the Co-Op. (ECF No. 19-305, Aff. Erik A.
Ahlgren (“Ahlgren Aff.”) ¶ 8, Ex. A (“Plea Agreement”) ¶
2, Feb. 22, 2021, Docket No. 79.) When Hennessey started,

the Co-Op's financial situation was poor, (1 st  Hennessey
Dep. Excerpts at 73:5–8), and Hennessey wanted the Co-
Op to improve financially, (ECF No. 19-303, Decl. Jared M.

Goerlitz (“Goerlitz Decl.”) ¶ 12, Ex. 11 (“2 nd  Hennessey
Dep. Excerpts”) at 207:25–208:2, May 18, 2021, Docket No.
135-11.) Hennessey intended the Co-Op to remain current on

its debts, (2 nd  Hennessey Dep. Excerpts at 208:3–208:14),
and employees testified that they were never told to not pay
the Co-Op's creditors. (Hua Decl. ¶ 2, Ex. A-10 (“Goeden
Dep.”) at 82:13–19, Apr. 19, 2021, Docket No. 82-10.) During
his time as manager, Hennessey also began trading grain
futures, supposedly for the benefit of himself and Co-Op

member farmers. (2 nd  Hennessey Dep. Excerpts at 73:21–
74:3.)

In 2018, the Co-Op's primary lender, CoBank, refused to
renew the Co-Op's line of credit (“LOC”) until the Co-Op
provided a financial audit. (Hua Decl. ¶ 2, Ex. A-5 (“Ahlgren
Dep.”) at 19:7–22, Apr. 19, 2021, Docket No. 82-5.) CoBank
informed the Co-Op Board of Directors (“Board”) that their
loan was being called due, and the Board discovered that
Hennessey had left town and was not responding to calls.
(ECF No. 19-2385, Decl. William H. Ingaldson (“Ingaldson
Decl.”) ¶ 3, Ex. B at 6:2–7:6, Apr. 5, 2021, Docket No. 76–
2.) After an investigation, Hennessey was charged with mail

fraud in violation of 18 U.S.C. § 1341 and income tax
evasion under 26 U.S.C. § 7201, to which he pleaded guilty
on February 14, 2019. (Plea Agreement ¶ 1.)
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Hennessey admitted to knowingly and intentionally devising
and executing a scheme to “defraud and to obtain money and
property from [the Co-Op] and its member farmers” from
2003 through September 2018. (Id. ¶ 2.) Hennessey further
admitted to “using his position and his control over the [Co-
Op's] bank accounts” to write checks to himself and third
parties for his personal benefit. (Id.) All told, Hennessey
embezzled over $5 million in funds from the Co-Op. (Id. ¶¶
2, 10.)

According to his admissions in the Plea Agreement,
Hennessey hid his fraud by writing descriptions on carbon
copies of checks indicating that they were for the purchase
of corn, soybeans, supplies, or other operating expenses,
which he then provided to the Co-Op's bookkeeper, meaning
the Co-Op's accounting records showed that the payments
were used for legitimate purposes. (Id. ¶ 2.) Hennessey also
admitted to obtaining an LOC exceeding $7 million for the
Co-Op to cover the money used for his personal benefit, and
misrepresenting the amount of grain in storage in order to
obtain the LOC. (Id.)

B. MUVTA Case
Plaintiff Erik Ahlgren, assignee for the benefit of the Co-Op's
creditors, is an attorney whose practice focuses on bankruptcy
and insolvency. (Ahlgren Aff. ¶ 7.) Ahlgren initially became
involved with the Co-Op's financial problems in early
September 2018 when the Board learned that the Co-Op had
not paid its largest creditor, CoBank. (Ahlgren Dep. at 5:4–
21.) The Co-Op executed an assignment for the benefit of its
creditors on December 31, 2018. (Ahlgren Aff. ¶ 3.) Ahlgren
accepted the appointment and committed to liquidate and
administer the Co-Op's non-exempt assets and pursue any
claims or remedies that may be asserted by either the Co-
Op or its creditors. (Ahlgren Aff. ¶¶ 4–5.) The Co-Op has
a variety of creditors, including individuals and a range of
entities, that are owed widely varying amounts. (See generally
Ahlgren Aff. ¶ 8, Ex. C (“Claims Register”), Feb. 22, 2021,
Docket No. 79.) CoBank, through which Hennessey obtained
the LOC, has the largest claim—over $7.6 million. (Claims
Register at 26.)

In the present matter, Ahlgren initiated actions against
numerous individuals and entities that received payments

from the Co-Op, seeking to void the transfers as fraudulent. 2

(See, e.g., ECF No. 19-303, Compl., Feb. 8, 2019, Docket No.
1-1.) Ahlgren alleges that each of the Defendants received

multiple checks over different periods of time, ostensibly
from the Co-Op, which were coded in the Co-Op's books
as corn, soybeans, wheat, supplies, or some other Co-Op
purpose, but which were used to pay for Hennessey's hunting

trips or credit card bills. 3  (See, e.g., id. ¶¶ 16.) Pursuant to
the MUVTA, Ahlgren asserts that the payments were either
actually or constructively fraudulent, and that the Defendants
were unjustly enriched by receipt of the payments. (See, e.g.,
id. ¶¶ 27–40.)

*3  Three of the actions involve defendants who are safari
or hunting guide services or their owners: Diekie Muller and
DM Safaris, Jay Link and Link's Wild Safaris, and Samuel
Fejes and Fejes Guide Services. The Safari Defendants met
Hennessey at Safari Club International conventions, where
they discussed hunting services and Hennessey told them
he owned the Co-Op. (See, e.g., ECF No. 19-305, Decl.
Jay E. Link (“Link Decl.”) ¶ 4, Apr. 19, 2021, Docket No.
95.) Defendants Diekie Muller and DM Safaris (the “Muller
Defendants”) received three checks from the Co-Op between

February 2013 and December 2015, totaling $245,000. 4

(ECF No. 19-303, Decl. Kimberly Goeden ¶ 3(c), Mar. 10,
2021, Docket No. 109.) Defendants Jay Link and Link's
Wild Safaris (the “Link Defendants”) received payments
from the Co-Op toward Hennessey's personal hunting trips to
Uganda, Cameroon, and Nepal. (Link Decl. ¶¶ 4–7, 11.) The
Link Defendants received ten checks between October 2015
and February 2018, totaling $312,150. (ECF No. 19-305,
Decl. Kimberly Goeden ¶ 3, Feb. 22, 2021, Docket No. 73.)
Lastly, Defendants Samuel Fejes and Fejes Guide Services
(the “Fejes Defendants”) received six checks from the Co-
Op between June 2011 and December 2014 for Hennessey's
personal expenses totaling $93,044. (ECF No. 19-303, Decl.
Kimberly Goeden ¶ 3(d).)

The remaining three actions involve defendants that provided
banking or credit card services for Hennessey's personal
credit cards: JPMorgan Chase Bank, Capital One and Cabela's
Inc., and First National Bank of Omaha (the “Credit Card

Defendants”). (See 1 st  Hennessey Dep. Excerpts at 212:18–
25.) Defendant JPMorgan Chase Bank (“Chase”) received
54 checks between May 2007 and September 2018 totaling
$271,968.59. (ECF No. 19-303, Decl. Kimberly Goeden ¶
3(a).) The parties dispute whether all of those payments were
for Hennessey's personal expenses or whether some were

for legitimate Co-Op uses. (See, e.g., 1 st  Hennessey Dep.
Excerpts at 212:22–213:20.) Defendants Capital One Bank
and Cabela's received payments from the Co-Op's account
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toward a Cabela's Club Visa credit card; approximately 112
payments were made toward the Cabela's Club Visa between
April 2008 and September 2018, totaling $1,191,852.34.
(ECF No. 19-303, Decl. Kimberly Goeden ¶ 3(e).) Defendant
First National Bank of Omaha received approximately 85
checks between November 2003 and September 2018 for a
total of $295,705.28. (Id. ¶ 3(b).)

II. PROCEDURAL BACKGROUND 5

Ahlgren initiated these cases in state court in 2019, and
Defendants removed them to federal court. (See, e.g., ECF
No. 19-303, Notice of Removal, Feb. 8, 2019, Docket No.
1.) Relevant here, Ahlgren brought claims pursuant to the
MUVTA for actual fraud under Minnesota Statute § 513.44(a)
(1) and constructive fraud under § 513.44(a)(2), and for
unjust enrichment. (E.g., ECF No. 19-303, Compl. ¶¶ 27–
49.) Ahlgren filed separate suits against each Defendant, and
the Court consolidated the cases, with case number 19-303,
against the Muller Defendants, designated as the lead case.
(See, e.g., ECF No. 19-303, Order of Reassignment of Cases,
Feb. 13, 2019, Docket No. 8.)

In some of the cases, Defendants filed motions to dismiss for
lack of personal jurisdiction and failure to state a claim. (E.g.,
ECF No. 19-303, Mot. Dismiss, Feb. 28, 2019, Docket No.
12.) The Court denied the motions with respect to personal
jurisdiction for the Defendants that remain in the present
Motions, but granted the motions to dismiss as to unjust
enrichment on the basis that the claim was precluded by the
MUVTA claims. See, e.g., Ahlgren v. Muller, 438 F. Supp. 3d
981, 990 (D. Minn. 2020).

A. Expert Witnesses
*4  Plaintiff Ahlgren has filed a Rule 26 expert report by

Mark J. Stiegel, CPA, in which Stiegel reviewed financial
information and analysis, and opined as to whether the Co-
Op was insolvent at all times following December 31, 2007.
(Ahlgren Aff. ¶ 8, Ex. Z (“Stiegel Report”) at 780, Feb. 22,
2021, Docket No. 80.) The analysis portion of the Stiegel
Report—which was prepared by Ahlgren—reviews year-end
balance sheets from the Co-Op and analyzes adjustments to
those balance sheets to account for Hennessey's fraud, such
as correcting bank account balances or grain inventory, and
concludes whether the Co-Op was insolvent as of the time
each sheet was prepared. (See, e.g., Stiegel Report at 787–90.)

Applying a definition of insolvent as the sum of debts
being greater than the sum of assets at a fair valuation,

Stiegel opines that the Co-Op was insolvent at all times from
December 31, 2007 through discovery of Hennessey's fraud
in September 2018. (Id. at 831.) The Stiegel Report includes
some explanation of how the insolvency was hidden, such as a
chart showing that the Co-Op's oscillating financial trajectory
over the relevant time period, which Stiegel explains can be
attributed to the fact that the Co-Op would get its CoBank loan
at the start of each year and spring back from the year-end low
point. (Id.) The Report also discusses the Co-Op's method of
“loading out” inventory from the accounting system to make
it appear that the Co-Op had less debt. (Id. at 832.)

Defendants have submitted two Rule 26 reports. The first
is by Paul E. Martin and focuses on borrowing and lending
practices of CoBank, the Co-Op's largest creditor. (Hua Decl.
¶ 2, Sealed Ex. A-3 (“Martin Report”) at 4, Apr. 19, 2021,
Docket No. 84.) According to Martin's analysis, the lending
relationship between the Co-Op and CoBank began in 1995,
CoBank extended seasonal lines of credit to the Co-Op,
starting at $1 million and growing to $8.5 million before
CoBank terminated the relationship in September 2018.
(Martin Report at 6.) Martin opines that CoBank was neither
reasonable nor prudent in its lending to the Co-Op because it
did not follow standard lending practices or guidelines, such
as by failing to require audits and ignoring red flags. (Id.
at 7–8.) Martin opines that if CoBank had acted reasonably,
it would have likely discovered Hennessey's misconduct as
early as April 2008. (Id. at 7.)

Defendants’ other expert report is by Charles E. Finch, who
evaluates and critiques the Stiegel Report insolvency analysis.
(Hua Decl. ¶ 2, Ex. A-12 (“Finch Report”) at 4, Apr. 19, 2021,
Docket No. 82-12.) Finch states that a proper insolvency
analysis typically considers three tests: a balance sheet test,
a cash flow test, and an adequate capital test, yet Stiegel's
analysis comprises only a balance sheet test. (Finch Report at
5–6.) Finch further opines that Stiegel's analysis is speculative
and based on unsupported assumptions about balance sheet
adjustments and based on unreliable records. (Id. at 6.) Finch
also avers that some of Stiegel's insolvency analysis may
simply reflect normal seasonal agricultural cycles, such as
carrying higher loan balances outside of the harvest months.
(Id. at 13.)

B. Motions for Summary Judgment
Following discovery, Ahlgren filed motions for either
complete or partial summary judgment against Defendants.
(E.g., ECF No. 19-303, Pl.’s Mot. Summ. J., Mar. 10, 2021,
Docket No. 105 (complete); ECF No. 19-1576, Pl.’s Mot.
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Summ. J., Mar. 10, 2021, Docket No. 61 (partial).) Ahlgren
has moved for summary judgment on Count I for actual fraud
against all Defendants. (See, e.g., ECF No. 19-303, Pl.’s Mem.
Supp. Mot. Summ. J. at 7–15, Mar. 10, 2021, Docket No.
106.) Ahlgren has moved for summary judgment on Count
II for constructive fraud only as to the Link Defendants,
arguing that the record conclusively establishes that the Co-
Op was insolvent during the entire timeframe during which
Hennessey made payments to the Link Defendants, 2014 to
2018. (See ECF No. 19-305, Pl.’s Mem. Supp. Mot. Summ.
J. at 26–32, Feb. 22, 2021, Docket No. 71.)

*5  The Safari Defendants have moved for summary
judgment on Counts I and II. (See, e.g., ECF No. 19-303,
Defs.’ Mot. Summ. J., Apr. 19, 2021, Docket No. 126.) The
Credit Card Defendants have moved for partial summary
judgment, seeking dismissal of Count I for actual fraud as to
transfers dated before approximately May 24, 2013, based on
expiration of the statute of limitations, (see, e.g., ECF No.
19-1607, Defs.’ Mot. Partial Summ. J. at 1, Apr. 19, 2021,
Docket No. 80), and in full as to Count II for constructive
fraud, (see, e.g., ECF No. 19-1647, Defs.’ Mot. Summ. J.
at 1, Apr. 19, 2021, Docket No. 67.) Capital One's Motion
separates Count I for actual fraud into three time frames,
seeking summary judgment on all transfers before May 24,
2013, against Cabela's on transfers between May 24, 2013
and September 25, 2017, and against Capital One on transfers
after September 25, 2017, when Capital One assumed liability
related to Cabela's Club Card accounts. (ECF No. 19-1607,
Defs.’ Mot. Partial Summ. J. at 1.) Some of the Defendants’
briefing for the Motions is consolidated but not entirely, as
there are distinct facts and legal issues related to various cases.
(See, e.g., ECF No. 19-303, Defs.’ Consol. Mem. Opp. Mot.
Summ. J., May, 18, 2021, Docket No. 134; ECF No. 19-1647,
Defs.’ Mem. Opp. Pl. Mot. Summ. J. & Supp. Defs.’ Mot.
Summ. J., Apr. 5, 2021, Docket No. 69.)

The Court now considers all pending motions for summary
judgment.

DISCUSSION

I. STANDARD OF REVIEW
Summary judgment is appropriate when there are no genuine
issues of material fact, and the moving party can demonstrate
that it is entitled to judgment as a matter of law. Fed. R.
Civ. P. 56(a). A fact is material if it might affect the outcome
of the suit, and a dispute is genuine if the evidence is such

that it could lead a reasonable jury to return a verdict for

the nonmoving party. Anderson v. Liberty Lobby, Inc., 477
U.S. 242, 248, 106 S.Ct. 2505, 91 L.Ed.2d 202 (1986). A
court considering a motion for summary judgment must view
the facts in the light most favorable to the nonmoving party
and give that party the benefit of all reasonable inferences

to be drawn from those facts. Matsushita Elec. Indus. Co.
v. Zenith Radio Corp., 475 U.S. 574, 587, 106 S.Ct. 1348,
89 L.Ed.2d 538 (1986). The nonmoving party may not rest
on mere allegations or denials but must show, through the
presentation of admissible evidence, that specific facts exist

creating a genuine issue for trial. Anderson, 477 U.S. at
256, 106 S.Ct. 2505 (discussing Fed. R. Civ. P. 56(e)). “The
mere existence of a scintilla of evidence in support of the
plaintiff's position will be insufficient; there must be evidence
on which the jury could reasonably find for the plaintiff.”

Id. at 252, 106 S.Ct. 2505. At the summary judgment stage,
the Court may not make credibility determinations or weigh

the evidence before it. Reeves v. Sanderson Plumbing
Prods., Inc., 530 U.S. 133, 150, 120 S.Ct. 2097, 147 L.Ed.2d
105 (2000).

II. ANALYSIS
Ahlgren asserts claims under the MUVTA for actual fraud
and constructive fraud against all Defendants, alleging that
Hennessey's payments to Defendants are voidable under
Minnesota Statutes § 513.44(a). Ahlgren, as assignee for the
benefit of creditors, has standing to assert the creditors’ claims
under the MUVTA in accordance with Minnesota Statute §
577.07.

A. Statute of Limitations
Defendants contend that some of the payments at issue were
made outside the applicable statute of limitations for MUVTA
claims; if so, Ahlgren cannot recover those transfers, and
Defendants are entitled to judgment as a matter of law with
respect to them. Because MUVTA does not contain a statute
of limitations, the standard six-year statute of limitations
period applies to claims for actual and constructive fraud.

See Minn. Stat. § 541.05; Finn v. Alliance Bank,
860 N.W.2d 638, 658 (Minn. 2015) (stating six-year limit

on claims for actual fraud); Finn v. Alliance Bank, 838
N.W. 2d 585, 594 (Minn. Ct. App. 2013) (stating six-year
limit on claims for constructive fraud). It is undisputed that
some transfers at issue were made more than six years prior
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to Ahlgren filing the complaints, since the lawsuits cover
conduct that occurred between 2003 and 2018, and the actions
were not initiated until 2019.

However, Ahlgren maintains that claims arising from all
transfers are timely because the fraud was not discovered
until September 2018. The statute of limitations for fraud
begins to run at the time of “discovery by the aggrieved

party of the facts constituting the fraud.” Minn. Stat. §

541.05(6); see also Finn, 860 N.W.2d at 658 (concluding
that § 514.05, subd. 1(6) applies to actual fraud claims under
the MUVTA). “The facts constituting the fraud are deemed
to have been discovered when they were actually discovered
or, by reasonable diligence, should have been discovered.”

Doe v. Archdiocese of St. Paul, 817 N.W.2d 150, 172
(Minn. 2012) (quotation omitted). The standard is objective,
and an aggrieved party's subjective claim that they did not
actually know the facts constituting fraud is immaterial. See

id. The plaintiff bears the burden of proof, and “due
diligence in the statute of limitations context is ordinarily a
question of fact,” but “[w]here the evidence leaves no room
for reasonable minds to differ on the issue” it may be resolved

as a matter of law. Jane Doe 43C v. Diocese of New Ulm,
787 N.W.2d 680, 684–85 (Minn. Ct. App. 2010).

*6  Here, reasonable minds could differ about whether the
Co-Op's creditors should have discovered Hennessey's fraud
earlier than September 2018, had they exercised reasonable
diligence. Defendants’ expert witness Martin opines that
CoBank failed to follow its own internal procedures, did
not require financial audits, did not adequately correspond
with the Board, and ignored other red flags in its interactions
with Hennessey and the Co-Op—and thus did not act as
a reasonable lender and could have discovered the fraud
sooner if it had. Defendants further assert that Ahlgren's own

admissions 6  and other court filings 7  show that the fraud
could have been discovered through reasonable diligence.
Yet, CoBank has testified that it followed industry standards
in engaging with the Co-Op and was nonetheless unaware
of Hennessey's fraud. Moreover, the Martin Report only
touches on CoBank's conduct, without examination of the
reasonableness of other Co-Op creditors’ conduct.

The Court cannot weigh the conflicting assessments of
creditors’ diligence and, as such, there remains a genuine
dispute of material fact as to whether the Co-Op's creditors,
especially CoBank, should have discovered the fraud earlier.

The Court will therefore deny all Motions as they relate to
payments or transfers to Defendants made more than six years
prior to commencement of the present actions. A jury will
decide the issue.

B. Capital One and Cabela's Liability
Another initial matter to address is the division of liability
between Defendants Capital One and Cabela's. Capital One
became the issuer for the Cabela's Club Visa as of September
25, 2017 and therefore seeks summary judgment regarding
all transfers dated prior to September 25, 2017, and Cabela's
seeks summary judgment regarding all claims arising from
transfers dated on or after September 25, 2017. Ahlgren
agrees that Cabela's does not face liability after its credit card
became Capital One's responsibility, but argues that Capital
One assumed all of Cabela's liabilities without limit. Capital
One contends that its assumption of Cabela's liabilities did not
include any related to transfers occurring prior to September
25, 2017.

Pursuant to the Purchase Agreement, Capital One assumed
“any expenses, liabilities or obligations ... to the extent related
to any of the Accounts ... arising or accruing during the
period beginning on or after the Cut-Off Time[.]” (See ECF

No. 19-1607, 2 nd  Ahlgren Aff. ¶ 5, Ex. NN (“Purchase
Agreement”) at 226, May 10, 2021, Docket No. 88.) “Cut-
Off Time” is defined as “the time when the processing of
the Accounts by Seller, its Affiliates and/or their respective
contractors for the day immediately preceding the Closing
Date has been completed.” (Purchase Agreement at 214.)
Because the Purchase Agreement's language limits Capital
One's assumed liabilities based on the Cut-Off Time, Capital
One cannot be liable for Ahlgren's claims related to transfers
made prior to that date—set as September 25, 2017,

according to company records. 8  The Court will therefore
grant summary judgment to Capital One insofar as Ahlgren
seeks to void transactions prior to September 25, 2017, and
grant summary judgment to Cabela's as to transactions after
September 25, 2017.

C. Actual Fraud
*7  Turning to the substance of the matter, the Court

examines Ahlgren's claim of actual fraud against Defendants.
Under the MUVTA, “[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 ... with actual intent to
hinder, delay, or defraud any creditor of the debtor[.]” Minn.
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Stat. § 513.44(a)(1). Fraudulent intent is ordinarily a question
of fact and is decided as a matter of law only when no genuine

issue of material fact exists. Citizens State Bank Norwood
Young Am. v. Brown, 849 N.W.2d 55, 65–66 (Minn. 2014).

Ahlgren must prove that the Co-Op made the transfers
with the actual intent to hinder, delay, or defraud at least
one creditor. For purposes of claims under the MUVTA,
Hennessey's intent is imputed to the Co-Op. See Ahlgren
v. JP Morgan Chase Bank, N.A., No. 19-1576, 2020 WL
553484, at *3 (D. Minn. Feb. 4, 2020). Corporate intent under
the MUVTA is derived from the intent of natural persons
in control; because Hennessey was in control of the day-to-
day activities and operations of the Co-Op, he controlled the
transactions at issue and his intent can therefore be imputed
to the Co-Op. Id.

1. Intent to Defraud Creditors

The Court previously informed the parties that “fraudulent
intent may [ ] be established through Hennessey's Plea
Agreement.” Ahlgren v. Link, No. 19-305, 2019 WL 3574598,
at *5 (D. Minn. Aug. 6, 2019). Ahlgren maintains that the
Plea Agreement constitutes direct proof of fraudulent intent.
The Plea Agreement admits that Hennessey “knowingly and
intentionally devised and executed a scheme to defraud and
to obtain money and property from the Ashby Farmers’ Co-
operative Elevator Company [ ] and its member farmers
by means of materially false and fraudulent pretenses,
representations, and promises, and concealment of material
facts.” (Plea Agreement ¶ 2.) Further, “[u]sing his position
and his control over the Co-op's bank accounts, [Hennessey]
wrote checks to himself and to third parties for his own
personal benefit” and that Hennessey “was not authorized by
the Co-op to use its funds for such personal purposes.” (Id.)

Hennessey's plea is a binding admission of criminal
fraudulent conduct. But the agreement only references intent
to defraud creditors—as opposed to intent to defraud the Co-
Op itself—in relation to Co-Op member farmers. Claims by

Co-Op member farmers are included in the Claims Register, 9

showing that they are among the Co-Op's creditors, but
member farmers straddle the role of creditor and the Co-

Op itself, 10  and Hennessey's admission of intent to defraud
Co-Op member farmers cannot extend to establish intent to
defraud the Co-Op's creditors in general.

Furthermore, the Plea Agreement does not include any
admissions about Hennessey's intent to defraud creditors on
a transfer-by-transfer basis. Under Minnesota law, a creditor
must prove the elements of a fraudulent transfer claim with

respect to each transfer. Finn, 860 N.W.2d at 647; see
also Kelley as Tr. for PCI Liquidating Tr. v. Boosalis, 974
F.3d 884, 891 (8th Cir. 2020) (“[MUVTA] requires that
each fraudulent transfer claim be determined in light of
the facts and circumstances of each case on a transfer-
by-transfer basis.” (quotation omitted).) Minnesota courts
have rejected the so-called “Ponzi scheme presumption” for
MUVTA claims, meaning there is no presumption of intent
to defraud based on the existence of a Ponzi scheme or other
pattern or scheme of transactions by the debtor. See, e.g.,

Finn, 860 N.W.2d at 647; see also In re Polaroid Corp.,
543 B.R. 888, 908–09 (Bankr. D. Minn.), aff'd sub nom.
Stoebner v. Opportunity Fin., LLC, 562 B.R. 368 (D. Minn.

2016), aff'd, 909 F.3d 219 (8th Cir. 2018). Because the Plea
Agreement does not examine each transaction individually
or in any disaggregated context, it alone is insufficient to
establish Hennessey's intent to defraud creditors.

*8  However, direct proof of fraud in the form of the
Plea Agreement is not Ahlgren's only option for proving
his actual fraud claim, as courts often rely on “badges of
fraud” because there is rarely direct proof of intent to defraud.

Citizens State Bank, 849 N.W.2d at 60. The MUVTA
provides a non-exhaustive list of badges of fraud, such
as a transfer being concealed and the debtor's insolvency.
See Minn. Stat. § 513.44(b). If a confluence of badges
is present, then an inference of fraud is established and
must be rebutted by clear evidence of a legitimate purpose
for the transaction. See Kelly v. Armstrong, 206 F.3d 794,

798 (8th Cir. 2000); Citizens State Bank, 849 N.W.2d
at 66. Evidence supporting an inference of fraud includes
Hennessey's admissions in the underlying criminal case;
concealment by coding the payments as being for corn,
soybeans, or other Co-Op purposes; the Co-Op's use of
increasingly large seasonal lines of credit; and the Co-Op's

eventual insolvency. 11  Further, evidence outside the Plea
Agreement shows the coding of each transaction at issue, so
Ahlgren argues that the transfer-by-transfer requirements are
satisfied.

Yet evidence contradicting an inference of fraud also exists in
the record. First, in addition to Hennessey's admissions in the
Plea Agreement, Hennessey testified in a deposition for the
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present civil actions. 12  Hennessey has stated that he intended
to pay the Co-Op's creditors throughout his time as manager
and that he worked to improve the Co-Op's financial position
during his tenure. Hennessey also testified that he did not have
any intent toward the Co-Op's creditors when trading grain
futures or making the payments to the Defendants. Rather,
he believed the profits he earned from trading grain futures
belonged to him, and he testified that some of the payments
at issue were for legitimate Co-Op expenses. Defendants
have also submitted an expert report, the Finch Report, that
calls into question whether the Co-Op was insolvent during
the relevant timeframe. Moreover, a reasonable jury could
find that the evidence regarding the coding of transactions is
insufficient to establish an inference of fraud with respect to
every single transfer.

Hennessey's deposition may be less persuasive, given
his conviction for mail and tax fraud, but determining
Hennessey's overall credibility regarding his intentions would
require the Court to make a credibility assessment, which
it cannot do at this stage. Additionally, the Court cannot
weigh the expert reports to determine whether or when the
Co-Op was insolvent. All told, the Court finds that there
remain factual questions regarding Hennessey's actual intent
to defraud the Co-Op's creditors and whether there are
sufficient badges of fraud to give rise to an inference of fraud.

2. Good Faith Affirmative Defense to Actual Fraud

Although there remains a factual dispute about actual fraud
and the evidence must be submitted to a factfinder on the
issue of actual intent to defraud, the Court will consider
whether Defendants have nonetheless proven the good faith
affirmative defense to actual fraud as a matter of law. For
claims of actual fraud under § 513.44(a)(1), a transfer is not
voidable “against a person that took in good faith and for a
reasonably equivalent value given the debtor[.]” Minn. Stat.
§ 513.48(a).

a. Reasonably Equivalent Value

The current text of the MUVTA specifies that the reasonably
equivalent value must have been given to or received by the
debtor—here, the Co-Op—but before a 2015 amendment,
§ 513.48(a) read: “A transfer or obligation is not voidable
under section 513.44(a)(1), against a person who took in
good faith and for a reasonably equivalent value or against

any subsequent transferee or obligee.” 2015 Minn. Sess.
Law, Ch. 17 S.F. No. 1816, Minn. Stat. § 513.48, https://
www.revisor.mn.gov/laws/2015/0/17/. Because the pre-2015
version did not specify that the reasonably equivalent value
be attributed to the debtor, Defendants advocate that the
Court should interpret the prior version of the statute such
that the good faith affirmative defense applies whenever
anyone received reasonably equivalent value. According to
Defendants, this interpretation would mean that the defense
applies to all transfers made prior to enactment of the
2015 amendments since Hennessey indisputably received the
requisite value in exchange for his payments to Defendants.

*9  Defendants point to a case interpreting a provision
of the Iowa Uniform Fraudulent Transfer Act identical to

the pre-2015 Minnesota provision. See In re Chapman
Lumber Co., Inc., 2007 WL 2316528 (Bankr. N.D. Iowa
Aug. 8, 2007). The Iowa bankruptcy court concluded that to
successfully establish the affirmative defense, value need not
be received by the debtor based on the plain language of the

statute. Id. at *2, *6. The court found that the language
of the statute did not require reasonably equivalent value be
received by the debtor, and the analysis should be based on
the perspective of what the defendant gave, rather than what

the debtor received. Id. at *6. Defendants urge the Court
read the prior iteration of Minnesota Statutes § 513.48 in the
same manner.

But despite the silence of the pre-2015 version of Minnesota
Statutes, the Minnesota Supreme Court has indicated that
reasonable equivalent value must have gone to the debtor,
and the Court will take its cues from the binding state

authority instead. In Finn v. Alliance Bank, decided before
the 2015 MUVTA amendments, the Minnesota Supreme
Court observed that “the determination of whether a debtor
received reasonably equivalent value in exchange for a
transfer of its assets depends on the facts and circumstances

of each case.” Finn, 860 N.W.2d at 650 (emphasis added).
In other words, the Minnesota Supreme Court understood the
pre-2015 version of § 513.48 as meaning that the reasonably
equivalent value must have gone to the debtor in order to
successfully establish the affirmative defense. As such, the
Court will require Defendants to establish, for all relevant
transactions, that the debtor received reasonably equivalent
value.
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Applying the affirmative defense, the Court examines
whether the Co-Op received reasonably equivalent value for
the payments Hennessey made to Defendants. Defendants
maintain that the affirmative defense precludes liability
because, pursuant to agency law, the Co-Op cloaked
Hennessey with apparent authority, making the Co-Op
vicariously liable for all of Hennessey's transactions, and
therefore the Co-Op received reasonably equivalent value
from Defendants because the payments satisfied the Co-Op's
debts.

The laws of principals and agents supplement the MUVTA,
see Minn. Stat. § 513.50, and under agency law, a principal
is bound not only by its agent's actions pursuant to actual
authority but also by those for which the principal has

apparently delegated authority to the agent, McGee v.
Breezy Point Estates, 283 Minn. 10, 166 N.W.2d 81, 89
(1969). Apparent authority is measured from the perspective
of a third party interacting with the agent, and whether an
agent had apparent authority is a question of fact. See, e.g.,
Hagedorn v. Aid Ass'n for Lutherans, 297 Minn. 253, 211
N.W.2d 154, 158 (1973). “In determining whether apparent
authority exists, the court may consider any statements,
conduct, lack of ordinary care, or manifestations of the
principal's consent, such that a third party might be justified
in concluding that the agent acted with apparent authority.”

Powell v. MVE Holdings, Inc., 626 N.W.2d 451, 457
(quotation omitted).

Minnesota law sets forth two basic requirements for
establishing a claim against a principal based on apparent
authority. The first is that the principal must have either “held
the agent out as having authority” or “knowingly permitted

the agent to act on its behalf.” Hockemeyer v. Pooler,
268 Minn. 551, 130 N.W.2d 367, 375 (1964). The second
is “reliance,” meaning that the plaintiff was aware of these

representations of authority by the principal. See Foley v.
Allard, 427 N.W.2d 647, 653 (Minn. 1988); see also Popovich
v. Allina Health Sys., 946 N.W.2d 885, 890–91 (Minn. 2020)
(“A business or individual—a principal—is vicariously liable
under the doctrine of apparent authority where they hold an
agent out as having authority or knowingly permit the agent
to act on their behalf, and the agent is negligent.” (quotation
omitted)).

*10  As to the Credit Card Defendants, the record is devoid
of evidence regarding when or how the Co-Op allegedly
represented or condoned Hennessey's use of Co-Op checks

to pay off his personal credit cards. Even assuming that it
was the Co-Op's silence which could have conferred apparent
authority on Hennessey from the Credit Card Defendants’
perspectives, there is no evidence in the record showing when
or how the Defendants developed such an understanding.
Without evidence of either the Co-Op's conduct or the Credit
Card Defendants’ perspective, no reasonable jury could find
that the Credit Card Defendants thought Hennessey had
authority from the Co-Op to issue Co-Op checks to pay off
his personal accounts.

Moreover, even if a jury could reasonably conclude that
Hennessey had apparent authority to use Co-Op funds, any
debts with the Credit Card companies were in Hennessey's
name, not the Co-Op's. Although a principal is vicariously
liable for debts incurred by its apparent agent, Opatz v. John
G. Kinnard & Co. Inc., 454 N.W.2d 471, 473–74 (Minn. App.
1990), a principal is not vicariously liable for debt incurred
in the agent's name without direct or indirect benefit to the

principal. See In re Whaley, 229 B.R. 767, 775–76 (Bankr.
D. Minn. 1999). And, if the principal is not vicariously liable
for the debt, then there is no reasonably equivalent value

through satisfaction of that debt. See Finn, 860 N.W.2d at
650. The accounts serviced by the Credit Card Defendants
were in Hennessey's name only, and thus the Co-Op would not
be vicariously liable for Hennessey's debts to the Credit Card
Defendants. As such, even if apparent authority did exist, the
Co-Op still could not have received reasonably equivalent
value through the payment of an antecedent debt. The Court
will therefore grant Ahlgren's Motion insofar as he seeks to
prevent the Credit Card Defendants from asserting the good
faith affirmative defense on Count I for actual fraud.

By contrast, when considering Hennessey's payments to the
Safari Defendants, there is evidence in the record sufficient
to create a fact dispute as to whether Hennessey had apparent
authority to use Co-Op funds in the eyes of the Safari
Defendants. The Safari Defendants met Hennessey in person,
Hennessey told them that he owned the Co-Op, and the
Safari Defendants were aware that he used Co-Op checks
to make payments and believed he had authority to do so.
If Hennessey had apparent authority, then the Co-Op would
have incurred vicarious liability for his transactions with the
Safari Defendants and, when the Safari Defendants were paid,
the Co-Op would have received reasonably equivalent value
from the satisfaction of debts for which it was liable. See

Finn, 860 N.W.2d at 650. Because a factfinder must assess
the credibility of the Safari Defendants’ understanding of
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Hennessey's relationship to the Co-Op, the Safari Defendants
will have the opportunity to prove their affirmative defense
at trial.

3. Subsequent Transferee Defense – Fejes Defendants

In addition to the good faith affirmative defense, the Fejes
Defendants also assert the subsequent transferee defense.
Section 513.48(a) exempts transactions to “any subsequent
transferee” from being voided under § 513.44(a)(1). The
Fejes Defendants argue they were not initial transferees
because Hennessey first committed civil theft and conversion
from the Co-Op with respect to the funds at issue.

To be an initial transferee, an individual or entity must
have dominion and control over the transferred funds. In re
Reeves, 65 F.3d 670, 676 (8th Cir. 1995). In the context of
fraud, however, a majority of circuits find that a corporate
insider “who misappropriates company funds to satisfy
personal obligations is not an initial transferee.” Matter of
Walldesign, Inc., 872 F.3d 954, 964 (9th Cir. 2017) (citation
omitted). Rejecting the insider as the initial transferee avoids
the “anomalous result that every agent or principal of a
corporation would be deemed the initial transferee when he or
she effected a transfer of property in his or her representative

capacity.” In re Video Depot, 127 F.3d 1195, 1199 (9th Cir.
1997). Any other rule would “give[ ] too much power to an

unscrupulous insider to effect a fraudulent transfer.” Id.
(quotation omitted). The Court finds the majority approach
sound and will adopt it to avoid tacitly authorizing potentially
fraudulent transfers. Hennessey is therefore not deemed an
initial transferee of the funds used to make the payments
at issue, and the Court will deny the Fejes Defendants’
subsequent transferee affirmative defense.

*11  In sum, the Court denies all Motions with respect to
Count I for actual fraud because there remains a genuine
dispute of material fact as to whether Hennessey actually
intended to defraud the Co-Op's creditors at the time of each
transfer that Ahlgren now seeks to void. Additionally, the
Safari Defendants may try to prove a good faith defense at
trial based on evidence that they believed Hennessey had
apparent authority to use Co-Op funds for his purchases.
The Credit Card Defendants, however, cannot assert the good
faith defense because no evidence in the record supports a
finding that the Credit Card Defendants perceived Hennessey

as having authority to pay his personal accounts with Co-Op
funds.

D. Constructive Fraud
Ahlgren also seeks to claw back payments made to
Defendants through a constructive fraud theory. Transactions
are constructively fraudulent when a debtor makes a transfer:

without receiving a reasonably equivalent value in
exchange for the transfer or obligation, and the debtor:

(i) was engaged or was about to engage in a business or a
transaction for which the remaining assets of the debtor
were unreasonably small in relation to the business or
transaction; or

(ii) intended 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.

Minn. Stat. § 513.44(a)(2). In other words, to establish
constructive fraud, the moving party must establish (1) that
the debtor did not receive reasonably equivalent value in
exchange for the transfers, and (2) that the debtor was
insolvent at the time of the transfer or the transfer made the
debtor insolvent.

1. Reasonably Equivalent Value

As explained above, no reasonable jury could find that the
Co-Op received reasonably equivalent value for the payments
made toward Hennessey's personal credit cards, and Ahlgren
has therefore established the first element of constructive
fraud as to the Credit Card Defendants. However, there
remains a genuine dispute of material fact about whether the
Co-Op received reasonably equivalent value via a satisfaction
of debts for which it would be vicariously liable through
Hennessey's payments to the Safari Defendants. Because
a factfinder must assess the evidence about Hennessey's
purported apparent authority to contract for safari and hunting
services, the Court cannot determine the first element of
constructive fraud as a matter of law with respect to the Safari
Defendants.

2. Insolvency
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Under the MUVTA, “a debtor is insolvent if, at a fair
valuation, the sum of the debtor's debts is greater than the sum
of the debtor's assets.” Minn. Stat. § 513.42(a). Additionally,
a “debtor that is generally not paying the debtor's debts as they
become due other than as a result of a bona fide dispute is
presumed to be insolvent.” Id. § 513.42(b). Section 513.42(a)
has been interpreted to “contemplate[ ] a straightforward
meaning: the ‘balance sheet’ conception of insolvency, debts
versus assets.” In re Petters Co. Inc., 495 B.R. 887, 923
(Bankr. D. Minn. 2013). An insolvency analysis in the context
of constructive fraud requires a transfer-by-transfer analysis;
the entity must have been insolvent at the time of each
transfer, as there is no presumption of insolvency under the

MUVTA. See Finn, 860 N.W.2d at 648–49 (rejecting a
presumption of insolvency for Ponzi schemes “without regard
to whether the debtor was paying its debts as they became due
or whether its debts exceeded its assets”).

The parties have submitted conflicting expert reports
regarding the Co-Op's insolvency during the relevant period.
At the summary judgment stage, the Court may not make
credibility determinations or weigh the evidence before it.
Even so, Defendants argue that Ahlgren's expert report, the
Stiegel Report, is inadmissible and without it, Ahlgren cannot
prove that the Co-Op was insolvent at all relevant times.

*12  Under Federal Rule of Evidence 702, expert testimony
must be based on specialized knowledge useful to the
factfinder, the proposed witness must be qualified, and the

evidence must be reliable or trustworthy. Lauzon v. Senco
Prods., Inc., 270 F.3d 681, 686 (8th Cir. 2001). The district
court has a gatekeeping obligation to ensure all testimony
admitted under Rule 702 satisfies these prerequisites and
that “any and all scientific testimony or evidence admitted

is not only relevant, but reliable.” Daubert v. Merrell
Dow Pharm., Inc., 509 U.S. 579, 589, 597, 113 S.Ct.
2786, 125 L.Ed.2d 469 (1993). The proponent of the expert
testimony has the burden of establishing by a preponderance
of the evidence that the expert is qualified, that the expert's
methodology is scientifically valid, and that “the reasoning
or methodology in question is applied properly to the facts in

issue.” Marmo v. Tyson Fresh Meats, Inc., 457 F.3d 748,
757–58 (8th Cir. 2006). However, “[c]ourts should resolve
doubts regarding the usefulness of an expert's testimony in

favor of admissibility.” Id. at 758. “Only if the expert's
opinion is so fundamentally unsupported that it can offer
no assistance to the jury must such testimony be excluded.”

Bonner v. ISP Techs., Inc., 259 F.3d 924, 929–30 (8th Cir.
2001) (quotation omitted).

Defendants contend the Stiegel Report is inadmissible
because Ahlgren wrote the analysis portion of the report
himself and therefore Stiegel has offered his client's opinion
as his own. Indeed the analysis portion of the Stiegel Report
is nearly identical to the analysis contained in Ahlgren's
Affidavit, (see ECF No. 19-305, Ahlgren Aff. ¶ 12, Feb. 22,
2021, Docket No. 78); the Stiegel Report is merely revised to
eliminate use of the first-person perspective, and Stiegel has
added concluding statements regarding whether he believes
the Co-Op was insolvent based on the analysis. However,
the Stiegel Report does not conceal Ahlgren's role in drafting
the analysis: the introduction discloses that Ahlgren prepared
the analysis and that Stiegel reviewed it, and Stiegel openly
discussed the arrangement at his deposition.

Whether the Stiegel Report source material—the Ahlgren
Affidavit—is itself admissible is another question. Under
Federal Rule of Evidence 701(c), if a witness is not testifying
as an expert, testimony in the form of an opinion cannot
be “based on scientific, technical, or other specialized
knowledge within the scope of Rule 702,” and a witness who
is testifying as an expert must be qualified by knowledge,
skill, experience, training or education, Fed. R. Evid. 702.
Federal Rule of Civil Procedure 26(a)(2) also requires
disclosure of expert testimony and that such disclosure be
accompanied by a written report. Ahlgren's analysis is likely
based on technical or specialized knowledge and therefore
cannot be offered as a lay opinion, and thus is likely
inadmissible unless Ahlgren can be qualified as an expert

witness. 13  For the present Motions, however, the Court will
defer deciding the admissibility of Ahlgren's analysis until
trial.

Even if the Ahlgren Affidavit is inadmissible, the Stiegel
Report may be admissible. Under Rule of Evidence 703,
expert reports can be based on inadmissible facts and data,
so long as “experts in the particular field would reasonably
rely on [the] kinds of facts or data in forming an opinion on
the subject[.]” The parties do not directly address whether it
is reasonable for Stiegel to rely on an analysis like Ahlgren's,
but Stiegel testified at his deposition that Ahlgren's work is
what he would expect to see from an accounting firm. (See,
e.g., Goerlitz Decl. ¶ 26, Ex. 25 at 28:2–11, May 18, 2021,
Docket No. 135-25.)
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*13  Furthermore, although Defendants argue that Ahlgren's
involvement in preparing the Stiegel Report goes beyond
assistance permitted by Rule 26(a)(2), Stiegel's deposition
shows that he understood Ahlgren's analysis and thoroughly
reviewed it, and thus the issues do not appear to justify

outright exclusion. Compare Numatics, Inc. v. Balluff, Inc.,
66 F. Supp. 3d 934, 941–46 (E.D. Mich. 2014) (excluding an
expert report prepared with assistance of counsel where the
expert did not understand its contents or the factors employed
to write it), with Abernathy v. Union Pac. R. Co., No. 08-4187,
2011 WL 1397439, at *5 (E.D. Ark. 2011) (admitting an
expert report prepared with assistance of counsel where the
expert adopted the report as accurately reflecting their opinion
and expected testimony). At this point, the Court will keep the
Stiegel Report in the record, but the Court notes that whether
the report is ultimately admissible can be revisited, should the
case go to trial.

Because the Stiegel Report will remain in the record at this
time, there remains a genuine dispute of material fact as
to the Co-Op's insolvency at the time of the transactions at
issue. Ahlgren's analysis and expert report conclude that the
Co-Op was insolvent at all relevant times, but Defendants’
expert undercuts the methodology and conclusions of the
Stiegel Report and Ahlgren's analysis, both of which focus

solely on annual balance sheet data points. 14  The complex
and cyclical nature of agricultural finances cast doubt on a
narrow view of insolvency that fails to consider cash flow,
especially when there is evidence in the record that, at least
for part of the relevant time frame, the Co-Op paid its
creditors. Another potential shortcoming with the annualized
nature of the insolvency analysis is whether it establishes the
requisite transfer-by-transfer showing of insolvency. Further,
Defendants have raised doubts about the credibility of the
Stiegel Report and Ahlgren analysis.

In light of these issues of credibility and substance, the Court
finds that Ahlgren has not shown, as a matter of law, that
the Co-Op was insolvent at any of the relevant times, and
the Court will therefore deny Ahlgren's Motion and deny
Defendants’ Motions on Count II for constructive fraud.

E. Affirmative Defenses
Defendants raise a number of general affirmative defenses.
First, Defendants assert the doctrine of in pari delicto, which
bars a plaintiff's recovery due to their own wrongful conduct.

See Pinter v. Dahl, 486 U.S. 622, 632, 108 S.Ct. 2063, 100

L.Ed.2d 658 (1988). The parties dispute whether the doctrine
can be applied, as a matter of law, to an assignee for the
benefit of creditors such as Ahlgren. Courts have found that
the doctrine does not apply to claims asserted by an equity
receiver appointed for a corporation, see, e.g., Kelley, Tr.
BMO Litig. Tr. v. BMO Harris Bank N.A., No. 19-1756, 2020
WL 1227725, at *5–6 (D. Minn. Mar. 13, 2020), but does

apply to a bankruptcy trustee, see, e.g., Christians v. Grant
Thornton LLP, 733 N.W.2d 803, 814 (Minn. App. 2007). This
is because, a “trustee's ability to assert causes of action on
behalf of the bankrupt estate is subject to any equitable or
legal defenses that could have been raised against the debtor,”

Grassmueck v. Am. Shorthorn Ass'n, 402 F.3d 833, 836
(8th Cir. 2005), whereas, “when a receiver has been appointed
for a corporation, the wrongdoer (the corporation) is removed
from the picture and, hence, in pari delicto does not apply,”

Kelley v. Coll. Of St. Benedict, 901 F. Supp. 2d 1123, 1129
(D. Minn. 2012).

*14  Defendants rely on CoBank's and the Co-Op's other
creditors’ purported failure to act as reasonable lenders to
justify application of in pari delicto. But this position amounts
to an argument that the Co-Op's creditors were negligent
in not discovering Hennessey's fraud, not that the creditors
engaged in wrongdoing as required for application of in pari
delicto. There may be some case in which a creditor conspired
or participated in underlying fraud such that it should be
barred from clawing back a fraudulent transfer, but there are
no such allegations or evidence in the record here and, as
such, the “wrongdoer has been removed from the picture.”

Kelley, 901 F. Supp. 2d at 1129; see also Lustgraaf
v. Behrens, 619 F.3d 867, 885 (8th Cir. 2010) (noting that
the doctrine precludes a plaintiff from recovery where they
“participated in the alleged wrongdoing”). As a matter of law,
in pari delicto does not preclude Ahlgren's claims.

Second, Defendants assert an equitable estoppel defense.
A party asserting equitable estoppel must prove “(1) that
representations were made; (2) that the party reasonably relied
on such representations; and (3) that the party will be harmed
if estoppel is not applied.” EEP Workers’ Comp. Fund v. Fun
& Sun, Inc., 794 N.W.2d 126, 134–35 (Minn. App. 2011).
Estoppel is ordinarily a question of fact. N. Petrochemical
Co. v. U.S. Fire Ins. Co., 277 N.W.2d 408, 410 (Minn. 1979).
Defendants assert that, because “a representation may consist
of silence,” Messina v. N. Cent. Distrib. Inc., No. 14-3101,
2017 WL 2345572, at *3 (D. Minn. May 30, 2017) (quotation
omitted), there are material questions of fact as to whether
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Ahlgren, as representative of the Co-Op's creditors, should
be estopped from asserting his claims because of CoBank's
silence regarding Hennessey's fraud. But Defendants have not
explained how or why they relied on CoBank's silence in
accepting payments from the Co-Op. As such, Defendants
have failed to prove the elements of estoppel and the defense
is inapplicable as a matter of law.

Third, Defendants assert that the Co-Op unreasonably
delayed asserting its rights to void the payments at issue
and thus the doctrine of laches forecloses Ahlgren's present
actions. Laches is an equitable doctrine that permits a court
to deny relief when a claimant has unreasonably delayed
asserting its claim if the delay has prejudiced the opposing
party. Martin v. Dicklich, 823 N.W.2d 336, 340 (Minn. 2012).
Application of laches is a factual determination that depends
on the availability of the defense based upon the nature of the
action, the reasons for the delay, existence of prejudice, and

policy considerations. M.A.D. v. P.R., 277 N.W.2d 27, 29
(Minn. 1979). The factual questions surrounding application
of the laches doctrine resemble the discovery rule for the
statute of limitations discussed above. Because there remains
a genuine dispute of material fact as to whether the creditors
should have discovered the fraud sooner, there likewise
remains a dispute as to whether the assertion of Ahlgren's
claims was unreasonably delayed.

CONCLUSION

In sum, the Court finds few issues in these consolidated
MUVTA cases that can be resolved at the summary
judgment stage. As to the unresolvable issues, the Court
cannot determine whether the Co-Op's creditors should have
discovered the fraud earlier, and there remains an issue of
fact whether any portion of Ahlgren's claims is outside the
statute of limitations. There also remain issues of fact as to
whether Hennessey intended to defraud the Co-Op's creditors
at the time of each transfer, and therefore the Court denies the
Motions with respect to Count I for actual fraud. However,
the Court has determined that no reasonable jury could
find that the Co-Op received reasonably equivalent value
for Hennessey's payments to the Credit Card Defendants
and thus, the Credit Card Defendants cannot sustain a good
faith affirmative defense to the actual fraud claim. As to
constructive fraud, the parties’ conflicting expert reports on
the Co-Op's insolvency create a fact issue that must be
resolved by a jury, and therefore the Court denies the Motions
on Count II.

ORDER

*15  Based on the foregoing, and all the files, records, and
proceedings herein, IT IS HEREBY ORDERED that:

1. ECF No. 19-303:

a. Plaintiff's Motion for Summary Judgment [Docket No.
105] is DENIED;

b. Defendants’ Motion for Summary Judgment [Docket
No. 126] is DENIED;

2. ECF No. 19-305:

a. Plaintiff's Motion for Summary Judgment [Docket No.
70] is DENIED;

b. Defendants’ Motion for Summary Judgment [Docket
No. 92] is DENIED;

3. ECF No. 19-1576:

a. Plaintiff's Motion for Partial Summary Judgment
[Docket No. 61] is DENIED;

b. Defendant's Motion for Partial Summary Judgment
[Docket No. 79] is DENIED;

4. ECF No. 19-1607:

a. Plaintiff's Motion for Partial Summary Judgment
[Docket No. 63] is DENIED;

b. Defendants’ Motion for Partial Summary Judgment
[Docket No. 80] is GRANTED in part and DENIED
in part, as follows:

i. GRANTED as to Defendant Capital One Bank
(USA), National Association with respect to claims
arising from transfers prior to September 25, 2017;
and

ii. GRANTED as to Defendant Cabela's Incorporated
with respect to claims arising from transfers on and
after September 25, 2017;

iii. DENIED with respect to all other claims;

5. ECF No. 19-1647:
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a. Plaintiff's Motion for Partial Summary Judgment
[Docket No. 50] is DENIED;

b. Defendant's Motion for Partial Summary Judgment
[Docket No. 67] is DENIED;

6. ECF No. 19-2385:

a. Plaintiff's Motion for Partial Summary Judgment
[Docket No. 66] is DENIED; and

b. Defendants’ Motion for Summary Judgment [Docket
No. 73] is DENIED.

All Citations

--- F.Supp.3d ----, 2021 WL 3620403

Footnotes

1 The Minnesota Uniform Voidable Transactions Act (“MUVTA”) was preceded by the Minnesota Uniform
Fraudulent Transfers Act (“MUFTA”); in 2015, the Minnesota legislature renamed the act. See Boosalis, 974
F.3d at 888 n.2 (citing 2015 Minn. Sess. Law Serv. Ch. 17 (S.F. 1816) (West)). For clarity, the Court will refer
to the act as the MUVTA throughout.

2 In addition to the present action, Ahlgren brought a case in Minnesota state court on behalf of the Co-Op
against Jerry Hennessey and his wife that resulted in a judgment of $4.9 million against Hennessey. (State
Court Decision at 1, 7.) Hennessey did not respond to or defend against the action, and the Court entered
findings of fact and a default judgment. (Id. at 8.) Ahlgren also brought a suit against the Board on behalf of
the Co-Op's creditors in state court. (Goerlitz Decl. ¶ 14, Ex. 13, May 18, 2021, Docket No. 135-13.) Ahlgren
alleged that the Board breached its fiduciary duties by never requiring an audit, not inquiring as to checks
written by Hennessey, or taking any other actions of an ordinarily prudent person, given that Hennessey's
embezzlement was “hiding in plain sight,” as evidenced by, for example, reported amounts of grain stored
that the elevator could not physically hold. (Goerlitz Decl. ¶ 14, Ex. 13 ¶¶ 1, 15–16.) Ahlgren further alleged
that Board members knew that Hennessey engaged in grain speculation and asked him to do so for the Board
members’ own gain, yet grain speculation is “universally condemned by agricultural cooperative boards”
because of its potential to harm cooperatives. (Goerlitz Decl. ¶ 14, Ex. 13 ¶ 17.) Ahlgren settled with the
Board for $1,495,000. (Ingaldson Decl. ¶ 3, Ex. B at 30:20–23.)

3 Hennessey testified in his civil deposition for this case that he used profits from trading grain futures to make
the transfers at issue, and therefore the funds were his and not the Co-Ops, and that the checks were coded

based on the commodity traded resulting in the winnings. (See 2 nd  Hennessey Dep. Excerpts at 73:16–
74:12.) One of the Co-Op's bookkeepers testified that she also thought the checks were from Hennessey's
winnings, although was never directly told so. (Goeden Dep. at 57:5–58:13.)

4 Two payments to the Muller Defendants were for Hennessey's personal safari hunting trips organized by the
Muller Defendants, and the parties dispute the purpose of the third. Ahlgren refers to the third payment as a
loan, (see ECF No. 19-303, Suppl. Aff. Erik A. Ahlgren ¶ 10, Ex. GG at 46, Mar. 10, 2021, Docket No. 107),
but the Muller Defendants assert that it was an investment toward black impalas that would be credited to
his next trip, (ECF No. 19-303, Decl. Diederik J. Muller at 2, Apr. 19, 2021, Docket No. 129.)

5 The consolidated cases have similar though not identical procedural histories. This section summarizes what
has generally taken place across the consolidated cases.

6 In response to request for admissions in the Capital One case, Ahlgren admitted that he made statements to
agricultural news outlets, such as that Hennessey's conduct was “really the simplest of all frauds” and “there
were extremely poor internal controls” at the Co-Op. (ECF No. 19-1607, Hua Decl. ¶ 2, Ex. A-14 at 3–4, Apr.
19, 2021, Docket No. 82-14.)
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7 For example, in the civil case brought by Ahlgren on behalf of the creditors against the Board, Ahlgren stated
that Hennessey's “scheme was there in plain sight.” (ECF No. 19-1607, Ex. A-13 at 3, Apr. 19, 2021, Docket
No. 82-13.)

8 The date September 25, 2017 appears to come from an 8-K dated September 25, 2017, which states that
“This Current Report on Form 8-K is being filed in connection with the closing on September 25, 2017 of
the transactions contemplated by that certain Agreement and Plan of Merger” between Cabela's and Capital
One. (Purchase Agreement at 501.)

9 The Claims Register does not identify or designate member farmers, but presumably some or all of the
individuals with claims are Co-Op members, and Defendants do not dispute the identification of Co-Op
member farmers as being among the Co-Op's creditors.

10 Under Minnesota cooperative law, “member” is defined as a “member or a stockholder of a cooperative who
is entitled to vote.” Minn. Stat. § 308A.005, subd. 9.

11 Whether the Co-Op was insolvent at all relevant times remains a fact question, as discussed in more detail
below in relation to constructive fraud.

12 Ahlgren appears to raise the question of whether Hennessey's civil testimony is admissible evidence if it
contradicts the Plea Agreement. However, the testimony that the Court considers here is not contradictory;
for example, there is nothing in the plain text of the Plea Agreement about creditors beyond the member
farmers, such as CoBank.

13 The need for Ahlgren to be qualified as an expert to make his affidavit admissible highlights the many
roles Ahlgren is attempting to serve in this litigation—plaintiff, witness, counsel—and the problems these
layers pose. As these consolidated cases progress toward trial, Ahlgren will need to narrow the scope of his
involvement to be able to present the case to a jury.

14 In addition to potential shortcomings with the annualized nature of the insolvency analysis raised in the Finch
Report, the Stiegel Report may also be insufficient with respect to satisfying the requisite transfer-by-transfer
showing of insolvency.

End of Document © 2021 Thomson Reuters. No claim to original U.S. Government Works.
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MEMORANDUM 1

*1  Chapter 7 2  trustee Jeffrey I. Golden appeals an order
dismissing his complaint against Clay Lacy Aviation, Inc.,
which sought to avoid and recover from Clay Lacy certain
constructive fraudulent transfers under § 544(b), 548(a)(1)
(B) and Cal. Civ.Code § 3439. For several years prior to
the petition date, Clay Lacy provided private flight-related
services to the debtor, Aletheia Research and Management,
Inc. and its management and/or employees. Trustee had
alleged that insolvent Aletheia did not receive reasonably
equivalent value, or any value, in exchange for flights that he

alleged were of a personal nature, benefitting only Aletheia's
corporate officers, non-employees and family members of
Aletheia's principals. The bankruptcy court determined,
however, that Aletheia got exactly what it bargained for
—a chartered plane to fly persons from point A to point
B, regardless of who received the benefit of the flight.
Further, Trustee had not alleged that the fees charged by
Clay Lacy were something other than fair market value. As
such, the court concluded Aletheia had not received less than
reasonably equivalent value from Clay Lacy and that Trustee's
complaint failed. We VACATE and REMAND.

I. FACTUAL BACKGROUND
AND PROCEDURAL HISTORY

Aletheia, a California corporation, was founded in 1997. One
of its founders, Peter J. Eichler, Jr., served as Aletheia's chief
executive officer. Aletheia filed a chapter 11 bankruptcy case
on November 11, 2012. Thereafter, Trustee served as the
chapter 11 trustee, closed the business, and the case was
converted to chapter 7.

A. Trustee's complaint
Trustee later filed an avoidance action against Clay Lacy and
Christy Eichler a/k/a Mavis Christine Lessley, the wife of

Mr. Eichler. 3  He alleged that Clay Lacy had provided flight
services to management, “ostensibly for purposes related
to Aletheia and/or in furtherance of Aletheia's business
operations.” During the four years prior to the petition date,
Aletheia paid to Clay Lacy no less than $5,262,355.50 for
flight-related services (the “Transfers”). However, alleged
Trustee, the Transfers paid for flights for personal use by
employees or members of management and their family
and friends and served no business purpose of Aletheia.
Many of these flights paid for by Aletheia did not have a
single Aletheia employee on board. For example, Clay Lacy
received $267,198 to charter a flight to Europe for two weeks
in connection with the Eichlers' son's graduation. The flight
included the Eichlers and their five children. Trustee alleged
this flight neither served a business purpose nor conferred any
benefit to Aletheia.

*2  Within Trustee's complaint were detailed examples of
other flights he contended were for personal use and not for
the benefit of Aletheia, including multiple trips to the Eichlers'
Lake Tahoe vacation home, ski trips to Salt Lake City, and
Eichler family vacations to Hawaii. Obtaining the information
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from flight manifests, Trustee's complaint included the date of
each flight in question, the name of each person on the flight,
the flight destination and the fee paid to Clay Lacy. A detailed
list of each flight and the amount paid to Clay Lacy was also
attached to the complaint, including one flight that alone cost
over $500,000.

Trustee further alleged that Aletheia was insolvent at the time
the Transfers were made to Clay Lacy. He argued that no
reasonable person would conclude any of the listed flights
were for a legitimate business purpose of Aletheia and, thus,
the Transfers made on account of these flights were not
received by Clay Lacy in good faith. In closing, Trustee
reserved the right to amend his complaint.

B. Clay Lacy's motion to dismiss, Trustee's opposition
and Clay Lacy's reply

1. Clay Lacy's motion to dismiss
Clay Lacy moved to dismiss Trustee's complaint under
Civil Rule 12(b)(6)(“Motion to Dismiss”). In short, Clay
Lacy argued that Trustee's complaint asserted conclusory
statements and failed to provide any specificity or ultimate
fact.

Clay Lacy argued that Trustee's claims for avoidance of
constructive fraudulent transfers should be dismissed for
two reasons. First, the complaint failed to show a lack of
reasonably equivalent value received by Aletheia. Trustee had
not presented any comparison of the value of the Transfers in
relation to the value Aletheia received. For example, Trustee
failed to allege any other carrier or provider like Clay Lacy
could have provided similar services for less cost. Instead,
argued Clay Lacy, Trustee erroneously focused on the identity
of each flight passenger and his or her purported relationship
to Aletheia to summarily conclude that no business purpose
or benefit was provided to Aletheia as a result of these flights.
Clay Lacy argued that even if it was aware of the names of
each passenger to whom it provided services, it did not have
any legal duty to inquire as to why a particular passenger was
on a given flight or to ascertain or question the purpose of
each passenger's flight plan. Clay Lacy argued that it provided
the appropriate services if and when requested by Aletheia—
i.e., a fueled plane to fly to a specific location at a specific
time and date with flight attendants and requested food and
beverage items—in exchange for reasonably equivalent value
—i.e., payment for such services.

Second, Clay Lacy argued that Trustee's complaint failed to
provide any facts to support his unsubstantiated conclusion
that Aletheia was insolvent at the time of the Transfers. The
complaint merely stated “at the time that Aletheia made each
of the alleged transfers to Clay Lacy, Aletheia was insolvent.”
This conclusory allegation of insolvency, argued Clay Lacy,

failed to meet the pleading standard in Twombly. 4

2. Trustee's opposition
Trustee contended that his complaint met the Twombly
standard and sufficiently alleged that while Aletheia was
insolvent, it made at least 126 transfers totaling no less
than $5,262,355.50 to Clay Lacy for which Aletheia did not
receive reasonably equivalent value, or any value, in return.
Trustee reiterated that during the fraudulent transfer period,
Aletheia chartered at least 21 flights purportedly for the
benefit of Aletheia amounting to no less than $355,949.35 for
which no Aletheia employee was even present. Trustee argued
that no value was received for these flights. An additional
41 flights all purportedly undertaken for Aletheia's benefit
that cost Aletheia no less than $1,512.150.53 were personal
in nature for the Eichler family and their friends, such as
vacation trips to Lake Tahoe, Hawaii and Europe. Trustee
argued that Aletheia received little to no value on account of
those flights.

*3  As for Clay Lacy's contention that the complaint failed
to plead facts alleging lack of reasonably equivalent value,
Trustee argued that “reasonably equivalent value” focuses on
what the debtor surrendered and what the debtor received, not
what the creditor gave. Trustee contended that his complaint
had met this standard by alleging that Aletheia paid Clay Lacy
certain sums of money for which it received little or no value
in return. Trustee further disputed Clay Lacy's contention
that his complaint failed to present any comparison of the
value of the alleged Transfers in relation to the value Aletheia
received. In fact, he had alleged that Aletheia received no
value in return for the amount paid to Clay Lacy where no
employee was on board and no business purpose existed.
Thus, the comparison of value was self-evident. Moreover,
argued Trustee, his complaint focused on the identity of each
flight passenger because if no employees were on board (e.g.,
Mrs. Eichler and her four friends flying to Salt Lake City at an
expense to Aletheia of $16,798.01), then no Aletheia business
could have been conducted and Aletheia received no value in
return for the payments it made to Clay Lacy.
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Finally, Trustee argued that he did not need to plead
insolvency with particularity. Rather, insolvency could be
pleaded generally and still be sufficient to survive a motion
to dismiss. Trustee contended that his allegation of Aletheia's
insolvency had to be considered in a light most favorable
to him and assumed to be true for purposes of Clay Lacy's
motion. Any question regarding Aletheia's insolvency would
be further developed in discovery, on summary disposition or
at a trial on the merits. Alternatively, Trustee requested leave
to amend his complaint to address any possible deficiencies.

3. Clay Lacy's reply
In reply, Clay Lacy argued that while Trustee's complaint
alleged facts about flights he contended were personal in
nature and of no benefit to Aletheia and it recited the statutory
elements of a constructive fraudulent transfer under the
Code and California law, nothing sufficiently connected the
description of the flights and passengers to the allegations
of constructive fraudulent transfer against Clay Lacy. Clay
Lacy argued that Trustee's complaint either missed or was
trying to avoid the simple facts that: (1) Aletheia requested
flights and other related services; (2) Clay Lacy provided the
services Aletheia requested; and (3) Aletheia paid Clay Lacy
for the services provided. Whether or not the passengers were
Aletheia employees and whether or not the paid flights were
to serve a specific business purpose, argued Clay Lacy, was
inapposite to the analysis of a constructive fraudulent transfer
claim. Clay Lacy contended that if “reasonably equivalent
value” was defined by the ultimate purpose of the service,
such a standard would hinder service providers from engaging
in business with debtors such as Aletheia.

As for insolvency, Clay Lacy reiterated that Trustee's
complaint merely parroted the statutory elements of § 548(a)
(1)(B) and failed to allege any facts regarding Aletheia's
financial condition at the time of the Transfers, such as a
reference to a balance sheet or a description of the obligations
Aletheia owed as compared to the working capital Aletheia
had at that time.

C. The bankruptcy court's ruling to dismiss Trustee's
complaint
At the start of the hearing on Clay Lacy's Motion to
Dismiss, the bankruptcy court noted it was not clear from
Trustee's complaint whether Aletheia or some individual not
representing Aletheia hired Clay Lacy for each of the flights
in question. Counsel for Trustee responded that it appeared
Aletheia had hired Clay Lacy each time, but they were still

investigating whether certain executive employees may have
made the call on behalf of Aletheia. Counsel conceded that
such employees would have had the authority to arrange the
flights.

The bankruptcy court then made its ruling from the bench,
granting Clay Lacy's Motion to Dismiss:

Okay. Well, let me tell you this. This is going to be a very
short hearing; I think you can see where I'm going. When
I read this I said this can't possibly be the law. Maybe,
sometimes it is. But this case, it's quite clear that the debtor
got what it bargained for.

*4  ....

There's not going to be a debate. It is so clear to me that
you got it wrong; just the whole theory of this is wrong....
There are two things going on here. The debtor got what it
bargained for. As they pointed out, there is no – your theory
is that it's ... a fraudulent transfer because ... there was no
good purpose for it and so forth. I really do understand it
but I just don't buy it for a second.

What actually happened here is in any commercial activity,
like, for example, with renting a car or renting a house ....
The debtor got what it bargained for. It got a plane. Period.
And as they point out, there's no evidence that this was a
higher price for the normal planes....

What you're saying is well, because the use of the plane
didn't benefit the debtor, therefore, it's a fraudulent transfer.
I just don't buy that for a second.

If indeed, for instance—and I'm not ruling on it ... because
it's not before me, but as [Mrs. Eichler] is concerned, if the
debtor then gave away, in this case, free transportation to
her at a certain value then that might very well be. I'm not
saying it is but that, at least, as far as ... any of these other
people that got a free ride ... yes, that could very easily be
a fraudulent transfer. But the transfer there would be from
the debtor giving the actual seats on the plane[.] That could
easily be a fraudulent transfer because the debtor got no
benefit on that. But here, the debtor got what it bargained
for. It got a plane, a chartered plane. Period.

So ... there is no fraudulent transfer here.... Hr'g Tr. (Feb. 11,
2015) 8:19–23, 9:7–21, 10:1–20. The court did not discuss
whether Trustee would be given leave to amend.
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The order granting Clay Lacy's Motion to Dismiss and
dismissing Trustee's complaint was entered on February 24,
2015. The order, drafted by counsel for Clay Lacy, failed
to articulate or incorporate any of the bankruptcy court's
findings. It was also silent as to whether the complaint was
dismissed with or without prejudice. Trustee timely appealed.

II. JURISDICTION

The bankruptcy court had jurisdiction under 28 U.S.C.
§§ 1334 and 157(b)(2)(H). We initially determined the order
on appeal was interlocutory. After briefing by the parties,
the Panel agreed to consider Trustee's notice of appeal as a
motion for leave to appeal and granted leave to appeal. See

Rule 8004(d). Accordingly, we have jurisdiction under 28
U.S.C. § 158.

III. ISSUES

1. Did the bankruptcy court err when it granted Clay Lacy's
Motion to Dismiss?

2 Did the bankruptcy court abuse its discretion when it
dismissed Trustee's complaint without leave to amend?

IV. STANDARDS OF REVIEW

We review de novo the bankruptcy court's order dismissing

a complaint under Civil Rule 12(b)(6). Hernandez v. Cty.

of Tulare, 666 F.3d 631, 636 (9th Cir.2012); Tracht Gut,
LLC v. Cty. of L.A. (In re Tracht Gut, LLC), 503 B.R. 804,
810 (9th Cir. BAP2014). A dismissal without leave to amend
and with prejudice is reviewed for an abuse of discretion. Id.
A bankruptcy court abuses its discretion by denying leave to
amend unless amendment would be futile or the plaintiff has
failed to cure the complaint's deficiencies despite repeated

opportunities. Hernandez, 666 F.3d at 636. A bankruptcy
court also abuses its discretion when it commits an error of
law. Id.

V. DISCUSSION

A. Standard for dismissal under Civil Rule 12(b)(6)

*5  Under Rule 7012, incorporating Civil Rule 12(b)(6), a
defendant may move to dismiss a complaint if it fails to “state
a claim upon which relief can be granted.” Under Rule 7008,
incorporating Civil Rule 8(a), a complaint must contain “a
short and plain statement of the claim showing that the pleader

is entitled to relief.” 5  Civil Rule 8(a)(2). “[T]he pleading
standard Rule 8 announces does not require ‘detailed factual
allegations,’ but it demands more than an unadorned, the-

defendant-unlawfully-harmed-me accusation.” Ashcroft v.

Iqbal, 556 U.S. 662, 678 (2009)(quoting Twombly, 550
U.S. at 555). “A pleading that offers ‘labels and conclusions’
or ‘a formulaic recitation of the elements of a cause of action

will not do.’ ” Id. (quoting Twombly, 550 U.S. at 555). “Nor
does a complaint suffice if it tenders ‘naked assertions' devoid

of “further factual enhancement.’ ” Id. (quoting Twombly,
550 U.S. at 557).

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.’ ” Id. (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. (quoting Twombly, 550 U.S. at
556). “[A] complaint [that] pleads facts that are ‘merely
consistent with’ a defendant's liability ... ‘stops short of the
line between possibility and plausibility of entitlement to

relief.’ ” Id. (quoting Twombly, 550 U.S. at 557). Although
a court must accept as true all factual allegations contained
in a complaint, a court need not accept plaintiff's legal
conclusions as true. Id. “Threadbare recitals of the elements of
a cause of action, supported by mere conclusory statements,

do not suffice.” Id. (quoting Twombly, 550 U.S. at 555).
A dismissal under Civil Rule 12(b)(6) may be based on
either the lack of cognizable legal theory or on the absence
of sufficient facts alleged under a cognizable legal theory.

Johnson v. Riverside Healthcare Sys., 534 F.3d 1116, 1121
(9th Cir.2008).

B. Governing law: §§ 544, 548 and CAL. CIV. CODE §
3439
A bankruptcy trustee can avoid constructive fraudulent
transfers under state law and the Code. Section 544(b) allows
the trustee to avoid any transfers of a debtor's property which
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would be avoidable by an unsecured creditor under state law.
Section 548 provides a federal statutory basis for avoiding

fraudulent transfers. Wyle v. C.H. Rider & Family (In re
United Energy Corp.), 944 F.2d 589, 593 (9th Cir.1991).
Trustee sought to avoid the Transfers to Clay Lacy under both
§§ 544(b) and 548(a)(1)(B).

Under § 548(a)(1)(B), a trustee may avoid any transfer of
an interest of the debtor in property that was made within 2
years before the date of the filing of the petition, if the debtor
voluntarily or involuntarily received less than a reasonably
equivalent value in exchange for such transfer, and was
insolvent on the date that such transfer was made or became
insolvent as a result of such transfer. § 548(a)(1)(B)(i), (ii)(I).
The applicable state law for Trustee's claim under § 544(b) is
California law, namely CAL. CIV. CODE §§ 3439.04(a)(2)

and 3439.05. 6  These state statutes are essentially identical to
§ 548(a)(1)(B), except the limitations period for avoidance is
longer—the later of 4 years after the transfer or 1 year after
the date of reasonable discovery. See CAL. CIV. CODE §
3439.09(a).

*6  Both state and federal law allow a transfer to be avoided
where “the debtor did not receive a reasonably equivalent
value in exchange for the transfer and the debtor was either
insolvent at the time of the transfer or was engaged in

business with unreasonably small capital.” In re United
Energy Corp., 944 F.2d at 594 (citation and internal quotation
marks omitted). Because California law is similar in form and
substance to the Code's fraudulent transfer provisions, they
may be interpreted contemporaneously. Id.

Applying Twombly to the present case, a complaint seeking
relief under §§ 544(b) and 548(a)(1)(B)(i) and (ii)(I) must
contain sufficient facts plausible on their face that establish
the debtor: (1) made a transfer of the debtor's property; (2)
within 2 or 4 years of the petition date; (3) received less than a
reasonably equivalent value in exchange for the transfer; and
(4) was insolvent on the date the transfer was made or became

insolvent as a result of the transfer. In re United Energy
Corp., 944 F.2d at 594 (stating elements of a claim under §
548).

Whether the Transfers were property of Aletheia and that they
were made within 2 or 4 years of the petition date was not
disputed. We agree these two elements were supported by
the requisite factual allegations. The complaint identified the
property transferred (i.e., Aletheia funds paid to Clay Lacy)

and provided dates of the Transfers, which were all within 2
or 4 years of the petition date. The issue before us is whether
Trustee sufficiently pleaded that Aletheia was insolvent at the
time of the Transfers (or became insolvent as a result) and
whether he sufficiently pleaded that Aletheia did not receive
reasonably equivalent value in exchange for the Transfers.

C. The bankruptcy court erred when it granted Clay
Lacy's Motion to Dismiss.

1. The bankruptcy court applied an incorrect
standard of law in ruling that Clay Lacy could not be
a transferee.

The bankruptcy court's ruling here is ambiguous, making our
review somewhat difficult. It appears the court did two things.
First, it seems to have ruled as a matter of law that Clay Lacy
could never be a proper transferee because Aletheia “got what
it bargained for.” This ruling was in error.

We agree with Trustee that the bankruptcy court incorrectly
determined that because Aletheia directly contracted with
Clay Lacy, no fraudulent conveyance claim could be asserted,
ruling that “if a principal of the debtor ... incurs debts and
then the debtor pays those debts; that's different.... But this
is [Aletheia] who incurred the debt. So I'm going to ... grant
the motion to dismiss.” Hr'g Tr. (Feb. 11, 2015) 11:18–25.
The general rule is that the party who receives a transfer
of property directly from the debtor is the initial transferee.

Incomnet, Inc. v. Universal Serv. Admin. Co. (In re
Incomnet, Inc.), 299 B.R. 574, 578 (9th Cir. BAP2003),

aff'd, 463 F.3d 1064, 1073 (9th Cir.2006). The fact that a
corporate debtor directly incurred a debt to a service provider,
such as Clay Lacy, is not an automatic bar to recovery
for a fraudulent conveyance from the service provider
transferee. See Burdick v. Lee, 256 B.R. 837 (D.Mass.2001);
Lawrence v. Bonadio, Insero & Co. (In re Interco Sys., Inc.),

202 B.R. 188 (Bankr.W.D.N.Y.1996); Brandt v. Charter
Airlines, LLC (In re Equip. Acquisition Res., Inc.), 511 B.R.
527 (Bankr.N.D.Ill.2014), rev'd in part, 2015 WL 4764145
(N.D.Ill.2015) (hereinafter “EAR”).

EAR involved substantially similar facts. There, the corporate
debtor, EAR, had contracted directly with the defendant,
Charter Airlines, to provide flights for EAR's officers in

exchange for payment. 511 B.R. at 530, 533. The flights
were paid for by EAR. Id. The plaintiff plan administrator
sought to avoid certain transfers to Charter Airlines for flights
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that he contended were taken by the debtor's officers “purely
for personal pleasure, not as business trips taken on EAR's

behalf,” and that did not benefit EAR. Id. at 530, 535.
No argument was raised that Charter Airlines charged more
than fair market value for the flights. The primary focus was
whether EAR received reasonably equivalent value for the

chartered flights it contracted and paid for. Id. at 530, 534–
35. In its defense, Charter Airlines offered an affidavit of
the chief pilot and captain of every flight, who asserted that
the flights were for business purposes based on his belief
that he was flying EAR's officers to business meetings and
his observations of cell phone conversations of a business

nature. Id. at 535. Ultimately, the bankruptcy court denied
summary judgment to the plan administrator, holding that a
factual issue remained for trial as to whether EAR received

reasonably equivalent value. Id. 7

*7  A similar claim was at issue in Burdick. There, the
corporate debtor had contracted with a charter flight service,
Enterprises, for flights taken by one of its officers, Mr. Lee.
256 B.R. at 839. The chapter 7 trustee sought to avoid
transfers to Enterprises for flights that he alleged benefitted
only Mr. Lee. Id. A question for trial was whether the debtor
received less than reasonably equivalent value for the flights
taken by Mr. Lee and charged to the debtor via the defendant,
Enterprises. Id. at 839–40. Enterprises ultimately prevailed.
Mr. Lee testified that he used the plane for both business and
personal travel, but that he paid with his own funds for any
personal use. Therefore, the court held that it could not infer
the corporate debtor received less than reasonably equivalent
value for the expenses incurred for Mr. Lee's personal use of
the plane. Id. at 840.

Finally, one of the issues in Interco Systems, Inc. was whether
the corporate debtor received reasonably equivalent value for
payments it made to attorneys for legal services provided
in connection with a sale of one of the debtor's company
divisions. 202 B.R. at 191. In suing the attorneys for recovery
of the fees, the chapter 7 trustee alleged that the legal services
requested and paid for by the corporate debtor benefitted only
the debtor's corporate officer. Id. at 192–93. Thus, reasonably
equivalent value to the debtor was lacking. Ultimately, the
trustee lost at trial. The bankruptcy court concluded that the
corporate debtor, in its business judgment, believed that it
received a financial benefit from the sale transaction. Id. at
194. The court went on to note:

Certainly, if the facts and
circumstances indicate that a payment
of professional fees or other expenses
by a corporation was for services
or goods which solely benefitted
a third party, whether it be a
principal, officer or employee, and
had no reasonable, good faith business
judgment benefit to the corporation,
that payment would be avoidable
under Section 548 because of a lack
of reasonably equivalent value, if all
of the other requirements of that
Section were met. In this case, the
$150.00 paid by Interco for services
rendered to Davie in connection with
his matrimonial is such an improper
and avoidable transfer. However, when
in the exercise of reasonable, good
faith business judgment, there is a
perceived financial benefit to the
corporation which justifies the fees
or expenses paid, as in the case of
the sale to UDI, unless the Trustee
meets his or her burden to prove
that there was in fact no benefit,
or a substantially and reasonably
quantifiable disproportionate financial
benefit, the payment of professional
fees or expenses to the professionals
or others who perform the services or
provided the goods at the request of the
corporation and charged a reasonable
rate is not avoidable as a fraudulent
conveyance under Section 548(a)(2)
(B)(I).

Id.

Regardless of the outcome, these cases have one important
common denominator: the corporate debtor contracted and
paid for a service that may not have benefitted the debtor,
but rather may have benefitted only the debtor's corporate
officer or employee. In each case, the defendant service
provider was the recipient of the transfer (i.e., money for
services rendered), which was potentially avoidable because
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the corporate debtor may have received less than reasonably
equivalent value in exchange. Such defendants, however, may
offer an affirmative defense, as did some of the defendants
discussed. However, resolution of such defenses is not proper
in the context of a motion to dismiss under Civil Rule 12(b)
(6). McFarland v. Gen. Elec. Capital Corp. (In re Int'l Mfg.
Grp., Inc.), 538 B.R. 22, 33 (Bankr.E.D.Cal.2015)(citing

Picard v. Merkin (In re Bernard L. Madoff Inv. Sec.), 440

B.R. 243, 256 (Bankr.S.D.N.Y.2010)). But see Asarco,
LLC v. Union Pac. R.R. Co., 765 F.3d 999, 1004 (9th
Cir.2014)(dismissal under Civil Rule 12(b)(6) on the basis
of an affirmative defense is proper only if the defendant
shows some obvious bar to securing relief on the face of the
complaint.)

*8  Therefore, to the extent the bankruptcy court ruled as a
matter of law that Clay Lacy could not be a transferee because
Aletheia incurred the debt for flight services and got what it
bargained for, we believe it erred.

2. The bankruptcy court further erred in making a
factual determination as to reasonably equivalent
value.

The bankruptcy court also appears to have found as a matter
of fact that even if Clay Lacy could be a transferee, it
undisputedly provided Aletheia with reasonably equivalent
value for the Transfers because it provided Aletheia with the
service it requested at a fair market price. Such findings are
not appropriate in the context of a motion to dismiss under
Civil Rule 12(b)(6).

The question of whether or not reasonably equivalent value
was provided in exchange for a transfer is clearly a question
of fact. Nordberg v. Arab Banking Corp. (In re Chase &
Sanborn Corp.), 904 F.3d 588, 593 (11th Cir.1990); Jacoway
v. Anderson (In re Ozark Rest. Equip. Co.), 850 F.2d 342,
344 (8th Cir.1988); Samson v. W. Capital Partners LLC (In re
Blixeth), 2012 WL 1981719, at *15 (Bankr.D. Mont. June 1,

2012); Salven v. Munday (In re Kemmer), 265 B.R. 224,

232 (Bankr.E.D.Cal.2001). See also Decker v. Tramiel (In
re JTS Corp.), 617 F.3d 1102, 1109–10 (9th Cir.2010)(holding
that bankruptcy court's finding as to reasonably equivalent
value was not “clearly erroneous”). The primary focus is
on the net effect of the transaction on the debtor's estate

and funds available to the unsecured creditors. Frontier
Bank v. Brown (In re N. Merch., Inc.), 371 F.3d 1056, 1059

(9th Cir.2004); Maddox v. Robertson (In re Prejean), 994
F.2d 706, 708–09 (9th Cir.1993)(reasonably equivalent value
under California UFTA is “determined from the standpoint of

the creditors”). See also In re United Energy Corp., 944
F.2d at 597 (“[T]he analysis is directed at what the debtor
surrendered and what the debtor received irrespective of what
any third party may have gained or lost.”).

In reviewing the complaint, Trustee alleged that in exchange
for the Transfers, Aletheia received little or no value for
flights where (1) employees took the flight for personal
purposes or (2) no Aletheia employees were even on board.
He provided a comprehensive list of the flights in question,
including the dates, names of each passenger on the flight,
the flight's destination and the price paid to Clay Lacy.
Viewing the complaint in a light most favorable to Trustee, we
conclude he stated sufficient facts to show Aletheia may not
have received reasonably equivalent value from Clay Lacy
for the Transfers.

3. Trustee failed to plead sufficient facts to establish a
plausible claim for insolvency.

The bankruptcy court did not rule on Trustee's allegation of
Aletheia's insolvency. However, our review is de novo, and
we conclude Trustee's complaint fell short on the matter.

For this required element under both state and federal
law, Trustee alleged generally that at the time Aletheia
made each of the alleged Transfers to Clay Lacy, “Aletheia
was insolvent.” Trustee's complaint failed to set forth any
factual support for this conclusion that would demonstrate
plausibility. He did not offer a single fact to show that
Aletheia was insolvent at the time of the Transfers or became
insolvent as a result. This threadbare allegation does not

pass muster under Twombly. 550 U.S. at 555 (“Threadbare
recitals of the elements of a cause of action, supported by
mere conclusory statements, do not suffice.”). Notably, some
of the alleged Transfers reach back as far as four years before
Aletheia filed its bankruptcy case; thus, plausibility for those
transfers is highly questionable without more supportive facts
from Trustee. However, he will have another opportunity to
plead his claim.

D. The bankruptcy court abused its discretion when it
dismissed Trustee's complaint without leave to amend.
*9  Trustee contends the bankruptcy court abused its

discretion by not granting his request for leave to amend. The
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court did not discuss amendment at the hearing. In addition,
the order dismissing Trustee's complaint fails to state whether
it was dismissed with or without prejudice. However, because
the court believed that Trustee could never plead a fraudulent
conveyance claim against Clay Lacy, we can only presume it
believed any amendment would be futile and that dismissal
was with prejudice. Due to the errors committed by the court
discussed above, we agree with Trustee.

Under Rule 7015, incorporating Civil Rule 15(a)(2), “[t]he
court should freely give leave [to amend] when justice so
requires.” If a Civil Rule 12(b)(6) motion is granted, the
“court should grant leave to amend even if no request to
amend the pleading was made, unless it determines that
the pleading could not possibly be cured by the allegation

of other facts.” Lopez v. Smith, 203 F.3d 1122, 1127

(9th Cir.2000)(en banc)(internal quotation marks and citation
omitted). In other words, dismissal is proper if any potential
amendment of the complaint would be futile. Although
Trustee failed to plead sufficient facts to show insolvency, we
do not conclude that amending his complaint would be futile.

VI. CONCLUSION

Accordingly, we VACATE and REMAND to the bankruptcy
court with instruction that Trustee be allowed to amend his
complaint.

All Citations

Not Reported in B.R. Rptr., 2015 WL 8483728

Footnotes

1 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.

2 Unless specified otherwise, all chapter, code and rule references are to the Bankruptcy Code, 11 U.S.C.
§§ 101–1532, and the Federal Rules of Bankruptcy Procedure, Rules 1001–9037. The Federal Rules of Civil
Procedure are referred to as “Civil Rules.”

3 Mrs. Eichler, who apparently was never an Aletheia employee, was served with Trustee's complaint on
January 12, 2015. Mrs. Eichler failed to file any timely response. On Trustee's request, the clerk entered
Mrs. Eichler's default on March 19, 2015, after this appeal had been filed. One day prior, on March 18, 2015,
Mrs. Eichler filed a voluntary chapter 7 bankruptcy case. As a result, Trustee's avoidance action against her
has been stayed.

4 Bell Atlantic Corp. v. Twombly, 550 U.S. 554 (2007).
5 Neither party has contended that the heightened pleading standard of Civil Rule 9(b) applies to

constructive fraud claims. We agree it does not apply. See Cendant Corp. v. Shelton, 474 F.Supp.2d
377, 380 (D.Conn.2007)(Civil Rule 9(b) applies only to actual, not constructive, fraud claims);

Charys Liquidating Trust v. McMahan Sec. Co. (In re Charys Holding Co.), 443 B.R. 628, 632 n.2
(Bankr.D.Del.2010)(constructive fraudulent transfer claims are governed by Civil Rule 8, not the heightened

Civil Rule 9(b) pleading standard); Angell v. Ber Care, Inc. (In re Caremerica, Inc.), 409 B.R. 737, 755–56
(Bankr.E.D.N.C.2009)(Civil Rule 9(b) is inapplicable to constructive fraud claims because such claims are not
based on actual fraud but instead rely on the debtor's financial condition and the sufficiency of consideration
paid by the transferee)(citing cases).

6 Under California law, constructive fraud may be found as to any present or future creditor when a debtor
does not receive a reasonably equivalent value in exchange for the transfer, and either: (A) was engaged
or was about to engage in a business or a transaction for which the remaining assets of the debtor were
unreasonably small in relation to the business or transaction; (B) intended to incur, or believed or reasonably
should have believed that he or she would incur, debts beyond his or her ability to pay as they became
due. CAL. CIV. CODE § 3439.04(a)(2). Similarly, constructive fraud can be found under CAL. CIV. CODE
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§ 3439.05 “as to an existing creditor if the debtor does not receive reasonably equivalent value and ‘was

insolvent at that time or ... became insolvent as a result of the transfer.” Mejia v. Reed, 31 Cal.4th 657,
670 (2003)(quoting CAL. CIV. CODE § 3439.05).

7 After discovery, the bankruptcy court granted summary judgment in favor of defendant Charter Airlines due
to its good faith defense under § 548(c). Id. at 536. However, as we discuss below, the defense of “good
faith” is fact-specific and should not be considered in the context of a motion to dismiss.

End of Document © 2021 Thomson Reuters. No claim to original U.S. Government Works.
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2019 WL 9243053
Only the Westlaw citation is currently available.
United States Bankruptcy Court, C.D. California.

IN RE: ART & ARCHITECTURE BOOKS
OF the 21ST CENTURY, a California

corporation, Reorganized Debtor.

Case No. 2:13-bk-14135-RK
|

Date: December 6, 2019

MEMORANDUM DECISION ON: (I) MOTION OF
DOUGLAS CHRISMAS FOR ORDER PURSUANT

TO BANKRUPTCY RULE 2004 AND BANKRUPTCY
CODE SECTIONS 105 AND 1142; AND (II)

MOTION OF PLAN AGENT SAM S. LESLIE FOR
PROTECTIVE ORDER RE: 2004 EXAMINATION

REQUESTED BY DOUGLAS CHRISMAS

Robert Kwan, United States Bankruptcy Judge

*1  Pending before the court are: (1) the Motion of Douglas
Chrismas (“Chrismas”) for Order pursuant to Bankruptcy

Rule 2004 1  and Bankruptcy Code 2  Sections 105
and 1142 (“Rule 2004 Motion”), filed on January 29, 2019,
Electronic Case Filing (“ECF”) Number 2423; and (2) the
Motion of Plan Agent Sam S. Leslie (“Plan Agent”) for
Protective Order Re: 2004 Examination requested by Douglas
James Chrismas (“Protective Order Motion”), filed on April
17, 2019, ECF 2445. The court has held multiple hearings
on these motions, which were ongoing. The last scheduled
hearing was for November 21, 2019, which the court vacated
upon application of the Plan Agent, which is further discussed
below.

In the Rule 2004 Motion, Chrismas requested the entry
of an order compelling the Reorganized Debtor Art and
Architecture Books of the 21st Century to produce documents
in response to his 22 requests for production and the Plan
Agent to appear for oral examination. Chrismas requested

the order on grounds that as a party in interest 3 , he is
entitled to relevant information about the performance of
the Reorganized Debtor under the confirmed reorganization
plan. According to the Rule 2004 Motion, Chrismas seeks
information about the post-confirmation Debtor to make an
informed decision whether to “give up on the plan” and/or

pursue other options, such as moving to remove the Plan
Agent, converting the case, or exercising his right under the

plan to move for approval of a “Transaction” 4  in lieu of
continuing post-confirmation operations of the Reorganized

Debtor by the Plan Agent 5 .

*2  On February 5, 2019, the Plan Agent filed a written
opposition to the Rule 2004 Motion, requesting that the
motion be denied in its entirety and arguing that the motion
was filed to harass or burden the Reorganized Debtor and
not to propose any legitimate transaction in the best interests
of creditors. ECF 2426. Specifically, the Plan Agent argued
that the Rule 2004 Motion was an attempt by Chrismas
to stop the Plan Agent’s fraud litigation against him in

pending adversary proceedings 6  and to obtain confidential
sales information in furtherance of his efforts to compete with
the post-confirmation Debtor. Id. at 1. The Plan Agent also
argued that Chrismas’s counterclaims in the fraud litigation,
ECF 2425, mooted the motion because those claims addressed
postconfirmation administration of the Reorganized Debtor
by the Plan Agent, and his discovery could proceed in the
adversary proceeding. Id. at 3-4. On February 5, 2019, Eric

Wilson and his companies 7  filed a joinder in the Plan Agent’s
opposition to the Rule 2004 Motion. ECF 2428.

On February 12, 2019, Chrismas filed a reply to the Plan
Agent’s opposition, stating that he would limit his request
for documents in a “reduced request” of 8 requests for
production. ECF 2433 at Schedule A. The “reduced request”
asked that the Reorganized Debtor produce: (i) inventories
and schedules of assets; (ii) with respect to any assets sold
or gifted by the Reorganized Debtor on or after the effective
date of the confirmed reorganization plan, invoices and other
documentation sufficient to evidence any such sale or gift;
(iii) documents sufficient to evidence the validity, priority and
extent of secured claims; (iv) accountings and reconciliations
relating to artist and consignor claims; (v) documents relating
to the post-confirmation Debtor’s relationship with Eric
Wilson and his companies; and (vi) documents relating to

the Plan Agent’s and LEA Accountancy LLP’s 8  relationships

with the Reorganized Debtor. 9

After conducting two discovery dispute conferences, the
parties filed a joint statement on March 13, 2019, regarding
their outstanding disputes concerning the Rule 2004 Motion
and the “reduced” list of 8 requests for production of

documents. ECF 2443. 10
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At the hearing on the Rule 2004 Motion held on April 3,
2019, the court and the parties discussed scheduling of further
proceedings, and the Plan Agent indicated that he intended to
move for a protective order. In a stipulated order, filed and
entered on April 16, 2019, the court ordered that the Plan
Agent was to file and serve his motion for a protective order
by April 17, 2019. ECF 2444 at ¶ 1. To address Chrismas’s
request in the Rule 2004 Motion for information about the
status of post-confirmation performance of the Reorganized
Debtor under the Plan, the court also ordered the Plan Agent
to file a detailed status report by May 31, 2019, providing
the court and all parties in interest with detailed information
concerning the financial state of the Reorganized Debtor and
its postconfirmation operations and affairs. Id. at ¶ 6. The
court further ordered an evidentiary hearing on the status of
the post-confirmation performance of the Reorganized Debtor
under the administration of the Plan Agent, set for July 19,
2019, at which time the Plan Agent and other witnesses would
be available to testify and be cross-examined by parties in
interest, including Chrismas. Id. at ¶ 7.

*3  In the Protective Order Motion, the Plan Agent requested
the issuance of a protective order to quash the discovery
requested by Chrismas in the Rule 2004 Motion. ECF 2445.
The Plan Agent argued that the Rule 2004 motion was
brought for improper purposes and that the discovery sought
is burdensome, harassing and detrimental to the Reorganized
Debtor, alleging that Chrismas seeks the commercially
confidential business records of the Reorganized Debtor in
an effort to undermine the Debtor and Plan Agent. Id. 1-3,
34. However, in the Protective Order Motion, the Plan Agent
offered to share with Chrismas the following information
subject to appropriate measures in a protective order: (i)
the Plan Agent would produce a copy of the inventory of
artworks that are owned outright by the Reorganized Debtor
to be maintained in the possession of Jonathan Shenson,
Chrismas’s counsel, but could be viewed by Chrismas in
Shenson’s office; (ii) to the extent that the court would not be
satisfied with the disclosures in the Plan Agent’s status report
to be filed on May 31, 2019, the Plan Agent would provide
further information to the court for in camera review, which
information would be produced to Chrismas or creditors if
the court determined that there would be a proper interest
justifying such production; and (iii) if there would be a
legitimate investor who is willing to fund a transaction to
pay all creditors in full or any other material transaction that
would fall within the Plan Agent’s right to propose under
11 U.S.C. § 1127, the Plan Agent would agree to provide

appropriate information to such investor following execution
of a nondisclosure agreement. Id. at 33-34.

At the hearing on the Rule 2004 Motion and the Protective
Order Motion on May 29, 2019, the court sua sponte raised
the issue of applicability of the equitable doctrine of unclean
hands to Chrismas’s Rule 2004 Motion, and it requested the
parties to address whether the doctrine applied to Chrismas
and warranted denial of his Rule 2004 Motion. Transcript
of Hearing on Rule 2004 and Protective Order Motions,
May 29, 2019, ECF 2483 at [page:line] 40:08 – 42:08. As
a result, the court directed the parties to file briefing on the
applicability of the doctrine. Id. at 53:01 – 57:06. In June and

July 2019, Chrismas and the Plan Agent filed briefing 11  on

the applicability of the doctrine of unclean hands. 12

On May 31, 2019, the Plan Agent filed his status report on
the post-confirmation performance of the Reorganized Debtor
under the plan and his declaration in support thereof, as
previously ordered by the court. ECF 2478. On July 19, 2019,
the court conducted the evidentiary hearing on the status
of administration of the post-confirmation Debtor, at which
hearing the Plan Agent testified. Transcript of Evidentiary
Hearing, July 19, 2019, ECF 2513. The hearing lasted a
full day, but was not completed, and the court continued the
hearing to September 12, 2019. Id. at 293:24 – 294:08. During
the hearing on July 19, 2019, the Plan Agent indicated during
his testimony that he was going to amend and supplement the
financial data and spreadsheets that accompanied his status
report filed on May 31, 2019.

On August 19, 2019, the Plan Agent filed an update to
his status report filed on May 31, 2019, which included
supplemental financial data and spreadsheets addressing
inventory value reconciliation, secondary sales of artwork
owned by Eric Wilson and presentation of the estimated
recovery on the pending adversary litigation. ECF 2517. In
a memorandum filed on the same date, August 19, 2019,
the Plan Agent stated his position that the initial evidentiary
hearing on the status of post-confirmation performance of
the Reorganized Debtor and the scheduled further hearing
were “beyond anything” to which Chrismas, given his own
conduct, was entitled, urging that the Rule 2004 motion

should be summarily denied. 13  ECF 2518.

*4  On September 6, 2019, the Plan Agent filed a motion for
continuance of the hearing set for September 12, 2019, which
the court granted, continuing the hearing from September 12,
2019 to October 24, 2019. ECF 2532. The hearing was further
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continued from October 24, 2019 to November 21, 2019, by
stipulation and order filed and entered on September 27, 2019.

ECF 2536. 14

*5  On November 6, 2019, the court entered an order
granting an application of the Plan Agent to vacate the
continued evidentiary hearing set for November 21, 2019
based on cost and equitable considerations, and given the
practicalities of the situation, the court put the status of any
further hearing in abeyance until other parties in interest
could be heard on the Plan Agent’s concerns. ECF 2563. On
November 13, 2019, the Wilson Parties filed a joinder in the
Plan Agent’s application to vacate the continued evidentiary
hearing, ECF 2565, and Chrismas filed an objection, ECF
2566.

I. DISCUSSION

In the Rule 2004 Motion, Chrismas asserts that the motion
should be granted because as a party in interest, he is
entitled to relevant information about the postconfirmation
performance of the Reorganized Debtor under the plan. As
stated in his moving papers, Chrismas seeks information
about the post-confirmation performance of the Reorganized
Debtor to make an informed decision whether to “give up
on the plan” and/or pursue other options, such as moving to
remove the Plan Agent, converting the case, or exercising his
right under the plan to move for approval of a transaction in
lieu of continuing operations of the post-confirmation Debtor
by the Plan Agent. At this time, the outstanding requests for
information from Chrismas’s Rule 2004 Motion are: (1) the 8
requests for production of documents in the “reduced request”
set forth in his reply to the Plan Agent’s opposition to the Rule
2004 Motion and (2) the request for an oral examination of
the Plan Agent under Federal Rule of Bankruptcy Procedure
2004 (“Rule 2004”).

As set forth below, the court first addresses certain principles
regarding examinations under Federal Rule of Bankruptcy
Procedure (“FRBP”) 2004, and then discusses the parties’
arguments regarding the applicability of the doctrine of
unclean hands here. Finally, the court determines that based
on the substantial probative evidence in support of the
Plan Agent’s allegations of fraud by Chrismas, the party
who controlled the management of the prepetition and post-
petition, preconfirmation Debtor, which evidence is not
disputed by Chrismas in his papers, the doctrine of unclean
hands applies to Chrismas’s Rule 2004 Motion, which the

court will deny on grounds that the undisputed evidence
shows for the purposes of the Rule 2004 Motion and the Plan
Agent’s Protective Order Motion that Chrismas is an unclean
litigant and the court should not exercise its judicial powers

to grant him relief. 15

a. Federal Rule of Bankruptcy Procedure 2004
On motion of any party in interest, the court may order the
examination of any entity pursuant to Rule 2004(a). “The
purpose of a Rule 2004 examination is ‘to show the condition
of the estate and to enable the Court to discover its extent
and whereabouts, and to come into possession of it, that
the rights of the creditor may be preserved.’ ” In re Coffee
Cupboard, Inc., 128 B.R. 509, 514 (Bankr. E.D.N.Y. 1991)

(citing and quoting, Cameron v. United States, 231 U.S.
710, 717, 34 S.Ct. 244, 246, 58 L.Ed. 448 (1914) (discussing
former § 21(a) of the Bankruptcy Act, from which former
Bankruptcy Rule 205 and current Rule 2004 are in part
derived)). “Examinations under Rule 2004 are allowed for
the ‘purpose of discovering assets and unearthing frauds’

and have been compared to a ‘fishing expedition.’ ” In
re Duratech Industries, Inc., 241 B.R. 283, 289 (E.D.N.Y.
1999) (quoting In re GHR Energy Corp., 33 B.R. 451, 453

(Bankr. D. Mass. 1983)); see also In re Drexel Burnham
Lambert Group, Inc., 123 B.R. 702, 711 (Bankr. S.D.N.Y.
1991) (comparing a Rule 2004 examination to a “fishing
expedition”).

*6  “The scope of a Rule 2004 examination is exceptionally
broad and the rule itself is ‘peculiar to bankruptcy law and
procedure because it affords few of the procedural safeguards
that an examination under Rule 26 of the Federal Rules of

Civil Procedure does.’ ” In re Duratech Industries, Inc.,
241 B.R. at 289 (quoting In re GHR Energy Corp., 33 B.R. at
454). “There are, however, limits to the scope of Rule 2004
examinations. Significantly, Rule 2004 examinations may not

be used for the purposes of abuse or harassment.” In
re Duratech Industries, Inc., 241 B.R. at 283 (citing In re
Mittco, Inc., 44 B.R. 35, 36 (Bankr. E.D. Wis. 1984)). A Rule
2004 examination must be both “relevant and reasonable”
and “may not be used to annoy, embarrass or oppress the

party being examined.” In re Symington, 209 B.R. 678,
685 (Bankr. D.Md.1997) (citations omitted).

“In evaluating a request to conduct a Rule 2004 examination,
the court must ‘balance the competing interests of the parties,
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weighing the relevance of and necessity of the information
sought by examination. That documents meet the requirement
of relevance does not alone demonstrate that there is good
cause for requiring their production.’ ” In re SunEdison,
Inc., 562 B.R. 243, 250 (Bankr. S.D.N.Y. 2017) (quoting

In re Drexel Burnham Lambert Group, Inc., 123 B.R.
at 712). Moreover, “[Rule] 2004 is not a substitute for
discovery authorized in either adversary proceedings or
contested matters which is governed by [Rule] 9014 [relating

to contested matters].” In re Dinubilo, 177 B.R. 932, 942
(E.D.Cal.1993) (citation omitted). This limitation of Rule
2004 by distinction with Rule 9014 is often referred to as the
“pending proceeding” rule.

If an adversary proceeding or a contested matter is pending
and related to the dispute at issue, then the parties to
that proceeding or matter may no longer utilize the liberal
provisions of Federal Rule of Bankruptcy Procedure 2004
and should utilize the discovery devices provided for in
Federal Rules of Bankruptcy Procedure 7026 through 7037.
In re National Assessment, Inc., 547 B.R. 63, 65 (Bankr.
W.D.N.Y. 2016). Courts, however, will allow a party to utilize
a Rule 2004 examination when the matter is not related to the

pending adversary litigation. In re International Fibercom,
Inc., 283 B.R. 290, 292-293 (Bankr. D. Ariz. 2002) (citations
omitted).

Those courts allowing Rule 2004 examinations in pending
litigation attempt to balance the expansive nature of a Rule
2004 examination, which offers limited protection to the
examinee, with the more protected discovery process of the

federal discovery rules. See e.g., In re M4 Enterprises, Inc.,
190 B.R. 471, 475 (Bankr. N.D. Ga. 1995). The court “holds
the ultimate discretion whether to permit” or deny the use of
Rule 2004, and the determination is best left on a case by case
basis. In re International Fibercom, Inc., 283 at 292-293.

b. The Doctrine of Unclean Hands
The doctrine of unclean hands derives from the equitable
maxim that “he who comes into equity must come with clean

hands.” Ellenburg v. Brockway, Inc., 763 F.2d 1091, 1097
(9th Cir. 1985). This maxim “closes the doors of a court of
equity to one tainted with inequitableness or bad faith relative
to the matter in which he seeks relief, however improper
may have been the behavior of the defendant.” Id. (quoting

Precision Instrument Manufacturing Co. v. Automotive

Maintenance Machinery Co., 324 U.S. 806, 814, 65 S.Ct. 993,
997, 89 L.Ed. 1381 (1945)). In applying the doctrine, “[w]hat
is material is not that the plaintiff’s hands are dirty, but that
he dirtied them in acquiring the right he now asserts, or that
the manner of dirtying renders inequitable the assertion of

such rights against the defendants.” Id. (quoting Republic
Molding Corp. v. B.W. Photo Utilities, 319 F.2d 347, 349
(9th Cir. 1963). Thus, equity requires that those seeking its
protection shall have acted fairly and without fraud or deceit

as to the controversy in issue. Id. (citing Johnson v. Yellow
Cab Transit Co., 321 U.S. 383, 387, 64 S.Ct. 622, 624, 88

L.Ed. 814 (1944) and Keystone Driller Co. v. General
Excavator Co., 290 U.S. 240, 245, 54 S.Ct. 146, 147, 78 L.Ed.
293 (1933)).

i. Plan Agent’s Contentions

*7  In his brief filed on June 12, 2019, the Plan Agent argues
that Chrismas has unclean hands and should be prevented
from using the Rule 2004 examination procedure to obtain
any relief in this court of equity, and therefore, the court
should deny Chrismas’s Rule 2004 motion, or, alternatively,
enter a protective order barring or quashing the discovery
sought by the Rule 2004 motion. Citing Johnson v. Yellow
Cab Transit Co., 321 U.S. 387 (1944), the Plan Agent asserts
that it is a fundamental principle that a party seeking equitable

relief must come with clean hands. 321 U.S. at 387. The

Plan Agent also cites and quotes Precision Instrument
Manufacturing Co. v. Automotive Maintenance Machinery
Co., 324 U.S. 806 (1945):

This maxim [that a party seeking
equitable relief must come with clean
hands] necessarily gives wide range to
the equity court’s use of discretion in
refusing to aid the unclean litigant. It
is not bound by formula or restrained
by any limitation that tends to trammel
the free and just exercise of discretion.
Accordingly, one’s misconduct needs
not necessarily have been of such a
nature as to be punishable as a crime or
as to justify legal proceedings of any
character. Any willful act concerning
the cause of action which rightfully
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can be said to transgress equitable
standards of conduct is sufficient cause
for the invocation of the maxim by the
chancellor.

324 U.S. at 815 (citations omitted). As further asserted
by the Plan Agent, “[a]lthough ‘precise similarity’ between
plaintiff’s inequitable conduct and the plaintiff’s claims is not
required, the misconduct ‘must be relative to the matter in

which [the plaintiff] seeks relief[.]’ ” Pom Wonderful LLC
v. Welch Foods, Inc., 737 F.Supp.2d 1105, 1110 (C.D. Cal.

2010) (quoting Precision Instrument Manufacturing Co. v.
Automotive Maintenance Machinery Co., 324 U.S. at 814).

Specifically, the Plan Agent argues that the unclean hands
doctrine applies here because the undisputed evidence in the
record as primarily set forth in his declarations in support
of his status report filed on May 31, 2019, ECF 2478,
and in support of his supplemental brief on the doctrine
of unclean hands, ECF 2486, and the declaration of an
expert consultant retained by him, a forensic accountant,
Jennifer Ziegler, Certified Public Accountant (“CPA”), ECF
2486-1, demonstrate that Chrismas engaged in fraudulent
business practices as Debtor’s principal immediately before
this bankruptcy case was filed and during the pendency of the
bankruptcy case, from the petition date to the effective date
of the confirmed reorganization plan. The Plan Agent alleges
that Chrismas diverted substantial sums of money belonging
to the bankruptcy estate, totaling over $17 million, from the
proceeds of sales of artwork owned or consigned to Debtor
and the proceeds of Debtor in Possession (“DIP”) financing
loans, to non-debtor entities controlled by Chrismas, namely,
Ace New York Corporation (“Ace NY”) and Ace Museum.
Status Report and Declaration of Sam S. Leslie in Support
Thereof, ECF 2478; Declaration of Sam S. Leslie in Support
of Plan Agent’s Supplemental Brief re: Unclean Hands, ECF
2486 at 5-14; Declaration of Jennifer Ziegler, Exhibit 2 to
the Declaration of Sam S. Leslie in Support of Plan Agent’s
Supplemental Brief Re: Unclean Hands, ECF 2486-1 at
14-123 (hereinafter, including the exhibits attached thereto,
the “Ziegler Declaration”).

The Plan Agent contends that the undisputed evidence
described in his declarations and the Ziegler Declaration
shows that diversions of estate assets during Chrismas’s
management and control of the preconfirmation Debtor, to
his controlled nondebtor entities, were concealed from the

oversight of the court and the parties in interest in this
case, including the official committee of unsecured creditors,
through the filing of false Monthly Operating Reports signed
by Chrismas and filed on behalf of the Debtor-in-Possession
and the making of other false statements by Chrismas in
connection with the case.

ii. The Plan Agent’s Declarations
and Ziegler Declaration

*8  In support of his opposition to the Rule 2004 Motion
and his Protective Order Motion, the Plan Agent has filed a
copy of the declaration of Jennifer Ziegler (“Ziegler”), which
was first prepared and filed in support of the Plan Agent’s
motion to clarify the interpretation of the Plan in the adversary
proceeding involving the Plan Agent’s fraud claims, Adv. No.

2:15-ap-01679-RK, ECF 542, filed on March 21, 2019. 16

The Plan Agent retained Ziegler, an accountant 17 , to provide
forensic accounting services. Specifically, Ziegler evaluated
and verified the conclusions of Timothy Kincaid (“Kincaid”),

an accountant 18  and a partner at LEA Accountancy, LLP,
the Plan Agent’s accountancy firm, in his declaration filed
in the adversary proceeding, Adv. No. 2:15-ap-01679-RK,
ECF 216, filed on October 19, 2017. ECF 2486-1, Ziegler
Declaration at ¶ 4.

As discussed below, the court has reviewed the testimony
of the Plan Agent, Kincaid and Ziegler in their respective
declarations and determines for purposes of the pending
Rule 2004 Motion and the Protective Order Motion that
their testimony is credible and supported by evidence that
is undisputed and makes out a prima facie showing that
Chrismas is an unclean litigant.

*9  The court notes that Chrismas has had a full and fair
opportunity to offer evidence to rebut the evidentiary showing
by the Plan Agent that Chrismas is an unclean litigant, but
Chrismas has remained silent in the face of this adverse
evidence, apparently exercising his Fifth Amendment right
not to give testimony which would be self-incriminating.
See Memorandum Regarding August 7, 2019 Deposition
Session of Douglas Chrismas and Continued Hearing on
Examination of Plan Agent, ECF 2518, filed on August
19, 2019, at 2-4; Transcript of Evidentiary Hearing, July
19, 2019, ECF 2513 at 7-11, 60-64, 111-112 (internal page
citations: 3-7, 57-60, 107-108) (discussions between the court
and counsel regarding Chrismas’s oral motion or request

Case 2:19-ap-01382-SK    Doc 315-1    Filed 11/12/21    Entered 11/12/21 12:26:33    Desc
Appendix of Unpublished Cases    Page 38 of 260



In re Art & Architecture Books of 21st Century, Slip Copy (2019)
2019 WL 9243053

 © 2021 Thomson Reuters. No claim to original U.S. Government Works. 6

to quash the witness subpoena served on him by the Plan
Agent to testify at the July 19, 2019 hearing based on Fifth
Amendment self-incrimination concerns). Chrismas’s only
evidence on the issue of unclean hands is his three-paragraph
declaration filed in support of his Brief on the Doctrine
of Unclean Hands Regarding Nexus, ECF 2496, filed on

July 3, 2019. 19  Chrismas’s sole declaration on the issue
on unclean hands was completely unresponsive to the Plan
Agent’s evidence of fraudulent diversions presented in the
Plan Agent’s declarations and the Ziegler Declaration filed on
June 12, 2019 in support of the allegations of fraud.

The testimony of the Plan Agent and Ziegler in their
respective declarations provides extensive detail about
the alleged fraudulent diversion of assets belonging to
the bankruptcy estate by Chrismas to non-debtor entities
controlled by him, namely, Ace NY and Ace Museum, and
the court briefly describes this testimony as it relates to
the court’s ruling upon the issue of the applicability of the
doctrine of unclean hands to the pending Rule 2004 Motion
and Protective Order Motion:

(1) On the effective date of the Plan, April 6, 2016,
Chrismas told the Plan Agent that the Debtor’s general
operating account had no significant funds that could
be used to pay payroll for Debtor’s employees, which
expenses were imminently due, in part because Chrismas
had caused $50,000 of the Debtor’s funds to be
transferred from Debtor’s account to that of Ace
Museum on March 30, 2016, in order to pay rent that
Ace Museum owed to its landlord, 400 S. La Brea, LLC.
Declaration of Sam S. Leslie in Support of Plan Agent’s
Supplemental Brief re: Unclean Hands, ECF 2486 at
¶ 16. The Plan Agent soon learned that the amount of
this March 31, 2016 diversion of estate funds to pay the
rent of Ace Museum was much greater than the amount
Chrismas represented to the Plan Agent on the plan
effective date, as confirmed by a letter from Chrismas’s
then lawyer, David Shemano, to the Plan Agent’s lawyer,
dated April 25, 2016, stating that the amount of the
diversion was $264,000. Status Report and Declaration
of Sam S. Leslie in Support Thereof, ECF 2478 at
4, 5, 24 and Exhibit A attached thereto (April 25,
2016 letter from Shemano stating, “Sam [i.e., the Plan
Agent] is correct that, on or about March 30, 2016,
Douglas [Chrismas] caused Ace Gallery [i.e., Debtor’s
trade name] to transfer approximately $264,000 to Ace
Museum. The purpose of the transfers were to enable
Ace Museum to pay April rent, which was crucial at

the time because Douglas was attempting to finalize
the terms of a monetization event sufficient to pay Ace
Gallery creditors in full.”). This diversion meant that
the Reorganized Debtor had no operating funds on the
effective date of the plan— April 6, 2019—that would
allow the Plan Agent to operate the postconfirmation
business of the Reorganized Debtor, causing the Plan
Agent to seek a line of credit from the primary unsecured
creditor, Eric Wilson, to address necessary operational
expenses and the many outstanding legal matters of
the case. Status Report and Declaration of Sam S.
Leslie in Support Thereof, ECF 2478 at 4, 5, 24 and
Exhibits A and C attached thereto; see also, Transcript
of Testimony of Sam S. Leslie, July 19, 2019, ECF
2513 at 48:10–54:17. This evidence supporting the Plan
Agent’s fraud allegations is not disputed by Chrismas,
and this undisputed evidence supports the Plan Agent’s
allegations that Chrismas emptied the coffers of the
bankruptcy estate of over a quarter of a million dollars
immediately before the turnover of control of the estate,
which deprived the Plan Agent of any operating funds
to manage the Reorganized Debtor. This undisputed
evidence, by itself, supports application of the doctrine
of unclean hands here.

*10  (2) In assisting the Plan Agent in this bankruptcy
case, Kincaid’s responsibilities included review of all
Debtor, Ace NY, and Ace Museum bank records, sales
invoices and other financial and business records, the
vast majority of which were housed with Debtor’s
records. In conducting a forensic review of Debtor’s
records, Kincaid prepared, among other work product,
a spreadsheet based on information contained in those
records that documented all of the artwork sales of
Debtor’s owned and consigned artwork between the
petition date of February 19, 2013 and the plan effective
date of April 6, 2016, for which Ace NY received the
sales proceeds. ECF 216, Adv. No. 2-15-ap-01679-RK.
The spreadsheet documented which sales were made
according to invoices in the name of the Debtor or Ace
NY, the date of the invoice, the name of the purchaser, the
name of the artist who created the artworks, and the sales
price received by Ace NY or Debtor, among other things,
which enabled Kincaid to calculate various amounts,
including the total amount of sales proceeds that Ace
NY received for Debtor’s artworks prior to the effective
date and the total amount of sales proceeds received by
Ace NY for particular artists. Id. Based on his analysis of
the Debtor-in-Possession’s financial books and records
during the preconfirmation phase of the bankruptcy case
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(i.e., from the petition date to the plan effective date),
Kincaid concluded that $14,275,813.50 in proceeds of

sales of artwork 20  that should have been deposited in
the Debtor-in-Possession’s bank accounts were instead
deposited into the bank accounts of Ace NY, a shell
corporation newly formed by Chrismas before Debtor’s
bankruptcy case. Kincaid also concluded that some
of these proceeds were improperly transferred to Ace
Museum, another entity controlled by Chrismas, rather
than properly returned to Debtor. Id. Kincaid stated that
his review of Debtor’s and Ace NY’s business records,
including sales invoices and records of commissions
due, showed that the sales of Debtor’s artworks resulting
in the diversion of its funds to Ace NY were carried
out by employees and principals of Debtor, including
Chrismas and his wife, Jennifer Kellen, and that the
sales of artwork were facilitated, shipped and crated by
Debtor’s employees and stored and shown in Debtor’s
premises. Id.

(3) As described in the Plan Agent’s Supplemental Brief
re: the Doctrine of Unclean Hands, ECF 2485, supported
by the Plan Agent’s declaration, there is substantial,
probative and undisputed evidence that Chrismas was
knowingly complicit in the apparent scheme to divert
proceeds either from Debtor’s artwork or subject to
Debtor’s consignment rights to Ace NY. ECF 2485 at
10-11 (internal page citation: 6-7). An email in March
2015 from Chrismas to Debtor’s customer, Paul Balson
(“Balson”), offered a 30% discount on certain artwork,
explaining that the price reduction was abnormal for the
Debtor and was prompted by Debtor’s need to make
a major expense payment that same week. March 17,
2015 e-mail from Chrismas to Balson, Exhibit 3 to the
Declaration of Sam S. Leslie in Support of Plan Agent’s
Supplemental Brief Re: Unclean Hands, ECF 2486-1 at
124-125. After reaching an agreement on the discounted
sale with Balson, Chrismas stated in an email to the
customer, Balson, two days later, “The wire instructions
are to Ace Gallery New York which is a different account
to the last wire that you sent but my accounting office
wants to process these sales through that account. Since
time is of the essence please ... find wire instructions
attached.” March 19, 2015 e-mail from Chrismas to
Balson, Exhibit 4 to the Declaration of Sam S. Leslie in
Support of Plan Agent’s Supplemental Brief Re: Unclean
Hands, ECF 2486-1 at 126-130. Related emails from
Debtor’s controller, Lauren Gullotta, to Balson included
as attachments a bill of sale for the art on Ace NY

letterhead and wire instructions to the Ace NY account
—Debtor’s “new account number.” March 19, 2015
e-mail from Lauren Gullotta to Balson, Exhibit 5 to
the Declaration of Sam S. Leslie in Support of Plan
Agent’s Supplemental Brief Re: Unclean Hands, ECF
2486-1 at 131-136. Chrismas signed the Ace NY bill
of sale, invoice #2073, as “Director & Chief Curator.”
Id. Records produced by City National Bank indicate
that Balson wired the sale price of $258,000 to Ace
NY on March 19, 2015, and that same day, Chrismas
caused at least $228,000 to be wired from Ace NY
to Ace Museum, and $226,000 was then wired from
Ace Museum to 400 S. La Brea, LLC. City National
Bank Wire and Account Records, Exhibits 6, 7 and
8 to the Declaration of Sam S. Leslie in Support of
Plan Agent’s Supplemental Brief Re: Unclean Hands,
ECF 2486-1 at 137-147. This uncontroverted evidence
directly implicates Chrismas in the scheme to divert
Debtor’s assets to his controlled nondebtor entity, Ace
NY, while he was acting as a fiduciary for Debtor’s
bankruptcy estate as the person controlling Debtor
during this Chapter 11 bankruptcy case. This evidence
by itself is sufficient to show that Chrismas is an unclean
litigant for purposes of the pending Rule 2004 Motion
and the Protective Order Motion.

(4) The forensic analysis of the Plan Agent’s expert
consultant, Ziegler, shows that during Chrismas’s
management of the Debtor-in Possession, more than
$790,000 of DIP financing proceeds approved by the
court during the postpetition, preconfirmation phase
of the bankruptcy case, which proceeds were estate
property, were deposited into the bank accounts of non-
debtor entities controlled by Chrismas, Ace NY and Ace
Museum, instead of Debtor-in-Possession accounts. The
uncontroverted Ziegler analysis also demonstrates that
the diverted DIP proceeds were used not for the benefit
of the estate, but for the benefit of Chrismas personally
(through his controlled entities). ECF 2486-1, Ziegler
Declaration at ¶ 11. As the analysis shows, the funds
were first deposited into the Ace NY and Ace Museum
accounts, and then transferred to Debtor’s accounts. The
Ace Museum accounts were then credited with payments
on a loan it had received from Debtor, which in effect
meant that Ace Museum was using Debtor’s money,
not its money, to receive a reduction on its loan debt
to Debtor, which would be a fraud on the estate. This
evidence is not disputed by Chrismas, and this evidence
supports the Plan Agent’s allegations that Chrismas
funneled the estate’s DIP financing money through his

Case 2:19-ap-01382-SK    Doc 315-1    Filed 11/12/21    Entered 11/12/21 12:26:33    Desc
Appendix of Unpublished Cases    Page 40 of 260



In re Art & Architecture Books of 21st Century, Slip Copy (2019)
2019 WL 9243053

 © 2021 Thomson Reuters. No claim to original U.S. Government Works. 8

controlled entities to give his controlled entity, Ace
Museum, unjustified loan payment credits during his
supervision of the bankruptcy estate, depriving the estate
and its creditors of value in that amount, which evidence
by itself supports application of the doctrine of unclean
hands here.

*11  (5) To complete her forensic analysis of Debtor’s
financial transactions during the preconfirmation phase
of the case, Ziegler reviewed thousands of documents
supporting the business activity of the Debtor for the
time period of February 2013 through April 2016, which
included the Monthly Operating Reports prepared by
the Debtor and signed by Chrismas, bank statements
of the Debtor referenced in the Monthly Operating
Reports, the electronic general ledgers of the Debtor, and
sales invoices of the Debtor, among other documents.
Ziegler also interviewed staff and accounting personnel
who worked for the Debtor during this time period in
order to understand their accounting processes, such
as sales invoice processing, inventory maintenance,
cash processing and bill payments. Ziegler also
reviewed accounting documents and correspondence
independently obtained from Debtor’s computers, as
well as bank records of Ace NY and Ace Museum.

(6) According to Ziegler, the documents that she reviewed
pertaining to Ace NY included its initial tax return for
the period of February 1, 2013 through October 31,
2013, which was filed on an IRS Form 1120 corporate
income tax return (the “Form 1120”). Ace NY’s Form
1120 included an opening balance sheet showing no
assets or capital at its corporate formation, and thus,
reflected that Ace NY did not have any artwork or
assets at the time that Debtor filed its Chapter 11
bankruptcy case in February 2013, the month Debtor
filed its petition. Yet as Ziegler noted, and as reported
on Ace NY’s Form 1120, Ace NY received $2,103,866
in artwork sales revenue during the same period of
February 1, 2013 through October 31, 2013, the nine-
month period after its corporate formation. Based on
her review of sales invoices, wire transfer instructions,
bank statements, deposit information, artist contracts,
consignment agreements of Debtor and Ace NY, and
other documents, Ziegler determined that the $2 million
in artwork sales revenue reported by Ace NY on its Form
1120 for the period of February 1, 2013 through October
31, 2013 was diverted from the Debtor. Accordingly,
Ziegler opined that although Ace NY had no assets
when it was formed in February 2013, it was able

to produce $2 million of revenue, and she confirmed
that this $2 million was from the sale of the Debtor’s
artwork. Chrismas does not offer any evidence to dispute
Ziegler’s analysis and conclusions that Ace NY’s $2
million in revenue in 2013 was from the sale of Debtor’s
artwork.

(7) In her analysis, Ziegler described how these funds were
diverted from the Debtor to Ace NY when discussing

the Debtor’s artist consignment agreements 21 . Ziegler
reviewed Debtor’s internal inventory records, artist
contracts, and consignment sheets, and found that all of

the contracts 22  she reviewed were signed by Chrismas
on behalf of the Debtor. Ziegler stated that she was
unable to review or locate any contracts between
Ace NY and any artist, indicating that there were no
such contracts (which is not disputed by Chrismas).
Additionally, Ziegler found that many pieces of art were
listed on both Debtor and Ace NY invoices, including
artwork that appeared to be owned and/or contracted by
the Debtor but was sold under the name of Ace NY.

(8) Ziegler cited the example of Charles Fine’s Flor De
Incino artwork, which was on an inventory list in the
Debtor’s Exhibit Binder Volume 3, and was sold on
an Ace NY invoice, and the $172,000 check payment
(the “Fine Artwork Proceeds”) for that invoice was
deposited into Ace NY’s bank account on August

2, 2013. 23  Ziegler found that of the Fine Artwork
Proceeds, $165,000 was transferred from Ace NY to
Ace Museum’s bank account on August 6, 2013, and
on the same day, $165,000 was wire transferred out of
the Ace Museum account in two wire transfers: one
transfer of $150,000 to pay Ace Museum’s rent expense
and one transfer of $15,000 to Debtor’s general bank

account. 24  This specific example shows a diversion
of Debtor’s funds totaling $172,000, though a small
amount, $15,000, was returned to the Debtor, with

a resulting net loss to the Debtor of $157,000. 25

Ziegler found that in similar transactions, funds that
belonged to the Debtor through sales of its artwork
were deposited first into Ace NY’s bank account and
then transferred into Ace Museum’s bank account, and
afterwards, portions of these transfers were deposited
into the Debtor’s bank account or used to pay non-Debtor
expenses. Chrismas does not offer any evidence to
dispute Ziegler’s analysis and conclusions that artwork
sold under the name of Ace NY was owned and/or
contracted by the Debtor, and that proceeds from such
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sales were diverted from the Debtor to Ace NY and Ace
Museum.

*12  (9) Consistent with the analysis described above,
Ziegler found that customers purchasing Debtor’s
artwork were sometimes instructed to wire transfer funds
to bank accounts other than the Debtor’s. In one instance,
an Ace Gallery (Debtor) invoice for $200,000 included

wire instructions for an Ace NY bank account. 26

Similarly, three checks for sales of Debtor’s artwork by
Mary Corse and De Wain Valentine, totaling $393,000
were deposited into Ace Museum’s bank account instead
of Debtor’s. These examples alone demonstrate that
Debtor’s funds were diverted to non-Debtor accounts
totaling $593,000, not an insignificant sum. Chrismas
does not offer any evidence to dispute Ziegler’s analysis
and conclusions that customers purchasing Debtor’s
artwork were instructed to wire transfer funds to bank
accounts other than Debtor’s bank accounts.

(10) Ziegler also analyzed the Debtor’s accounts

receivable 27  as shown on its Monthly Operating
Reports. As Ziegler notes, Debtor’s business was the sale
of artwork that results in either a payment of cash or a
promise to pay in the future, which is recorded as an
account receivable. The first Monthly Operating Reports
filed by the Debtor indicated that there were no accounts
receivable as of February 28, 2013, which demonstrated
to Ziegler that the Debtor typically received payment in
full at the point of sale. The Debtor reported an accounts
receivable balance of $318,990.61, however, on its
Monthly Operating Report for the period ending April
30, 2013. The amount of accounts receivable reported
on Debtor’s Monthly Operating Reports increased to
$4,359,643.13 as reported on the Monthly Operating
Report for the period ending November 30, 2014.
According to Ziegler, if this were accurate, the increase
in unpaid sales indicates that some person or entity, or
a combination of entities, owes the Debtor $4.3 million
for artwork sold for which payment has not been made.

(11) Based upon her review of accounts receivable records,
Ziegler found that the majority of the Debtor’s accounts
receivable were not supported by actual or prospective
sales. Ziegler determined that there were approximately
50 outstanding invoices that comprised the accounts
receivable balance on the Monthly Operating Reports,
but, based on her analysis of the detailed invoices,
most of the invoices did not reflect valid accounts
receivable, or the invoices had already been paid. Ziegler

provided some illustrative examples to explain why this
was the case: (1) Invoice #1660 for $153,000, which
was Debtor’s invoice, was included in the accounts
receivable detail; the invoice was paid in February
2014; the funds were deposited into Ace NY’s bank
account; but the invoice remained on Debtor’s accounts
receivable detail; (2) Invoice #1739 for $200,000, which
was Debtor’s invoice, was included in the accounts
receivable detail; was paid in August 2014; the funds
were deposited into Ace NY’s bank account; but the
invoice remained on Debtor’s accounts receivable detail;
and (3) Invoice #1632 for $95,000, which was Debtor’s
invoice, was included in the accounts receivable detail;
had a mark crossed through it, saying it was cancelled
in November 2015; but, the invoice remained on

Debtor’s accounts receivable detail. 28  These three
examples show that the accounts receivable listed on
the Monthly Operating Reports were incorrect and
overstated by at least $448,000. Chrismas does not
offer any evidence to dispute Ziegler’s analysis and
conclusions that the Debtor’s accounts receivable stated
on its Monthly Operating Reports were overstated and
inaccurate because the accounts receivable were either

already paid or otherwise invalid. 29

(12) Ziegler’s analysis of the Debtor’s notes receivable 30 ,
as reflected on Debtor’s Monthly Operating Reports,
is similarly indicative of fraud. The first Monthly
Operating Report filed by the Debtor for the period
ending February 28, 2013 indicated a notes receivable
balance of $4,501,971.82, which purportedly reflected
the amount due from Ace Museum to Debtor, as shown
on the Debtor’s amended and corrected schedules of
assets and liabilities and statement of financial affairs,
filed in April 2013. The Debtor reported a notes
receivable balance of $3,306,959.80 on its Monthly
Operating Report for the period ending November 30,
2014, including repayments of the notes receivable
totaling $1,195,012.02 over a 22-month period from
February 2013 to November 30, 2014. According to
Ziegler’s analysis, Ace Museum’s payments on the
notes receivable balance were illegitimate. Ziegler’s
uncontroverted testimony describes a scheme whereby
millions of dollars of the Debtor’s money were diverted
into the bank accounts of Ace Museum and Ace NY
during the 22-month period, and that same money was
then transferred back to the Debtor and represented as
Ace Museum’s repayments of its debt to Debtor as

Case 2:19-ap-01382-SK    Doc 315-1    Filed 11/12/21    Entered 11/12/21 12:26:33    Desc
Appendix of Unpublished Cases    Page 42 of 260



In re Art & Architecture Books of 21st Century, Slip Copy (2019)
2019 WL 9243053

 © 2021 Thomson Reuters. No claim to original U.S. Government Works. 10

reflected in the notes receivable balance. ECF 2486-1,
Ziegler Declaration at ¶ 10.

*13  (13) Ziegler also reviewed and analyzed Debtor’s
monthly cash receipts and disbursements on a cash
basis (also referred to as a profit and loss statement)
stated on its Monthly Operating Reports and found
that these statements were inaccurate. Ziegler found
that the last Monthly Operating Report reported total
sales of $11,061,741 since the petition date, which
approximated the Debtor’s sales but failed to take into
account the $14.5 million in the Debtor’s sales proceeds
that were deposited into the Ace NY bank account. For
example, Debtor’s May 2013 Monthly Operating Report
reflected artwork sales proceeds of $362,977.06 listed
as “Accounts Receivable – Post filing - $318,990.61”
and “General Sales - $92,807.50.” ECF 2486-1, Ziegler
Declaration at ¶ 18. Debtor’s bank account deposits and
artwork sales invoices only showed that Debtor received
$92,807.50 that month from artwork sales, however,
indicating that Debtor did not receive invoices totaling
$270,169.56 from sales. That same month, Ziegler found
that Ace NY received $671,615 in bank deposits from
sales of Debtor’s artwork and transferred $255,000 to the
Debtor’s general bank account to pay rent, payroll, taxes
and other expenses. As another example, Ziegler found
more than $1 million in sales of Debtor’s artwork on
Debtor’s invoices and Ace NY’s invoices for June 2014,
but Debtor’s bank account only received sales proceeds

of $548,650.77. 31  Ziegler found only $517,456.65 in
deposits into Debtor’s bank accounts attributable to
invoiced artwork sales in Debtor’s name for June 2014,
and found that bank deposits for the remaining amount
of the $1 million in sales of Debtor’s artwork totaling
$521,380 went into Ace NY’s bank account. ECF
2486-1, Ziegler Declaration at ¶ 19. Chrismas does not
offer any evidence to dispute Ziegler’s analysis and
conclusions that the Debtor’s proceeds from its sold
artwork were deposited into the bank account of Ace NY,
and not the Debtor’s bank account, indicating that funds
were diverted outside the bankruptcy estate.

(14) In sum, according to Ziegler, over the time period
when Chrismas ran Debtor’s operations from February
2013 to April 2016, more than $14 million from sales
of Debtor’s artwork was deposited into Ace NY’s
bank accounts, and during the 22 months of Debtor’s
Chapter 11 bankruptcy case through November 30,
2014, approximately $5.4 from sales of Debtor’s artwork
was deposited into Ace NY’s bank account, of which

Ace NY transferred a net total of $2.5 million to Ace
Museum. Ziegler concluded that the funds deposited
into Ace NY’s bank account and then transferred from
Ace NY to Ace Museum were Debtor’s funds and
that many of the deposits into Ace Museum’s bank
account were also Debtor’s funds. Ziegler attached to
her declaration a schedule showing sales proceeds of
Debtor’s artwork into Ace NY’s bank account, and
her schedule is consistent with Kincaid’s analysis and
schedule of sales proceeds. Chrismas does not offer any
evidence to dispute Ziegler’s analysis and conclusions
that under his management and control of Debtor during
the pendency of this bankruptcy case from February
2013 through April 2016, $14 million of Debtor’s
money from sales of its artwork was diverted from
the estate to his controlled entities, Ace NY and Ace
Museum, resulting in losses of millions of dollars for the
bankruptcy estate and its creditors. Nor does Chrismas
offer any evidence disputing that the losses to the estate
and its creditors during Chrismas’s management were
compounded by the use of approximately $1.1 million
of Debtor’s money to improperly reduce Ace Museum’s
loan debt owed to Debtor.

*14  Based on the undisputed evidence in the Plan Agent’s
declarations and the Ziegler Declaration, the court finds that
the Plan Agent has made a prima facie showing that Chrismas
is an unclean litigant to warrant the application of the doctrine
of unclean hands here.

iii. Chrismas’s Contentions

In his brief addressing the applicability of the doctrine of
unclean hands, filed on June 12, 2019, Chrismas specifically
argues that: (1) the doctrine of unclean hands cannot apply to
his Rule 2004 motion because the Rule 2004 motion is not

an “action,” citing Securities and Exchange Commission
v. McCarthy, 322 F.3d 650, 657 (9th Cir. 2003), (2) the
doctrine of unclean hands cannot be applied here because
Chrismas was the sole shareholder and solely in control of the
Debtor when the alleged misconduct occurred, so the alleged
misconduct is imputed to the post-confirmation Debtor; and
(3) the alleged misconduct is not directly related to “plaintiff’s
use of acquisition of the right in suit[ ],” citing inter alia,

Pom Wonderful LLC v. Welch Foods, Inc., 737 F.Supp.2d
at 1110. According to Chrismas, he “seeks information as [a]
‘creditor’ under Bankruptcy Rule 2004 concerning the post-

Case 2:19-ap-01382-SK    Doc 315-1    Filed 11/12/21    Entered 11/12/21 12:26:33    Desc
Appendix of Unpublished Cases    Page 43 of 260



In re Art & Architecture Books of 21st Century, Slip Copy (2019)
2019 WL 9243053

 © 2021 Thomson Reuters. No claim to original U.S. Government Works. 11

confirmation Debtor’s assets, operations and affairs which,
in turn, will enable him to make an informed decision about
how value can be best realized for the Debtor’s creditor
constituency going forward (e.g., whether to support the
status quo in which [the Plan Agent] is liquidating the
Debtor’s remaining inventory at fire-sale prices). This request
for information has nothing to do with the Plan Agent’s
allegations of misconduct against Chrismas more than three
years ago when Chrismas was in control of the Debtor.” ECF
2484 at 5 (internal page citation: 4)(emphasis in original).

The arguments made by Chrismas in opposition to the
application of the doctrine of unclean hands are technical, as
he does not address the evidence of his alleged misconduct
described in the declarations of the Plan Agent and Ziegler
and the documentary evidence in support thereof. Chrismas
is silent about this adverse evidence other than his assertion
that any misconduct that he may have engaged in was over
three years ago, or in other words, “that was then,” and thus
unrelated to the current situation and his reported invocation
in the related adversary proceedings of his Fifth Amendment
privilege against testimonial self-incrimination about the
transactions for which the Plan Agent offers evidence in the
contested matters of the Rule 2004 Motion and the Protective
Order Motion (i.e., when asked about the alleged diversions of

estate assets in the related adversary proceedings). See Doe
ex rel. Rudy-Glanzer v. Glanzer, 232 F.3d 1258, 1264 (9th
Cir. 2000) (an adverse inference in a civil proceeding may be
drawn “when independent evidence exists of the fact to which
the party refuses to answer”) (citations omitted).

c. Application
The court rejects the first defense raised by Chrismas, that
the doctrine of unclean hands is limited to actions and does
not apply to motions or applications, because the case cited

by Chrismas, Securities and Exchange Commission (SEC)
v. McCarthy, 322 F.3d 650 (9th Cir. 2003), distinguishes
between actions and motions or applications, but does not
involve the applicability of the unclean hands doctrine. In
McCarthy, the Ninth Circuit distinguished “applications”
from “actions” for the purpose of determining whether United
States Securities and Exchange Commission applications
brought under Section 21(e) of the Securities Exchange Act

of 1934, 15 U.S.C. [s] 78u(e), require a formal complaint
and full formal proceedings pursuant to the Federal Rules of

Civil Procedure. SEC v. McCarthy, 322 F.3d at 656-657
(holding that the SEC in its enforcement proceedings under

the Securities Exchange Act could proceed by motion or
application). McCarthy did not involve the subject matter of
these contested matters of the motion under Federal Rule
of Bankruptcy Procedure 2004 and related protective order
motion, and the applicability of the doctrine of unclean hands.
Supreme Court case precedent on the doctrine of unclean
hands does not distinguish between actions and motions in
determining whether the doctrine applies, and even if there is
some distinction to be made, unlike in SEC v. McCarthy, the
Rule 2004 motion here is made within the bankruptcy case,
which is an action itself, and does not involve the initiation
of a new litigation proceeding. The court does not find the
distinction in SEC v. McCarthy involving the initiation of
SEC enforcement proceedings in district court applicable to
the issue of whether the doctrine of unclean hands may bar a
litigant from taking an examination pursuant to Federal Rule
of Bankruptcy Procedure 2004. SEC v. McCarthy also does
not concern the court’s broad authority to apply the doctrine

of unclean hands. Precision Instrument Manufacturing
Co. v. Automotive Maintenance Machinery Co., 324 U.S.
at 815 (“[The doctrine of unclean hands] necessarily gives
wide range to the equity court’s use of discretion in refusing
to aid the unclean litigant. It is ‘not bound by formula or
restrained by any limitation that tends to trammel the free and
just exercise of discretion.’ ”). Accordingly, the court rejects
Chrismas’s argument based on McCarthy that the doctrine of
unclean hands is not applicable here because his Rule 2004
motion is not an action.

*15  In the case cited by the Plan Agent, Precision Instrument
Manufacturing Co. v. Automotive Maintenance Machinery
Co., which addresses the unclean hands doctrine directly, the
Supreme Court broadly defined the doctrine of unclean hands
as closing “the doors of a court of equity to one tainted with
inequitableness or bad faith relative to the matter in which he

seeks relief[.]” Precision Instrument Manufacturing Co.
v. Automotive Maintenance Machinery Co., 324 U.S. at 814.
In making this statement, the Supreme Court did not draw
any distinction between actions on one hand and motions or
applications on the other hand, but broadly stated that courts
should not exercise their judicial powers in aid of an unclean
litigant. Based on this expansive language, the court therefore
finds no cause to restrict the application of the doctrine of
unclean hands to Rule 2004 motions.

The primary legal authority relied upon by Chrismas to
argue that the equitable doctrine of unclean hands does not

apply to motions under Rule 2004 is In re Harris Group,
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Inc., 64 B.R. 417 (Bankr. E.D. Pa. 1986). ECF 2484 at 2.
Chrismas cites and quotes the court’s opinion in Harris Group
for the following proposition: “Equity must comport with
the rule making power vested by Congress in the Supreme
Court. Such rules, as represented here by Bankruptcy Rule
2004, are not easily amenable to the engraftment of equitable

exception.” ECF 2484 at 2, citing and quoting, In re Harris
Group, Inc., 64 B.R. at 420. The legal authority for this
proposition is not apparent from the court’s opinion in In
re Harris Group, Inc., because the court did not cite any
in support of its proposition. Id. The other cases cited by
the court in In re Harris Group, Inc., in its discussion of
whether the doctrine of unclean hands applies to motions
under Rule 2004 are not cited for the specific proposition
described above, but in any event, do not relate either to

Rule 2004 or the doctrine of unclean hands. In re Harris

Group, Inc., 64 B.R. at 420 (citing United States v.
Wilson, 707 F.2d 304, 311-312 (8th Cir. 1982) (considering
whether the United States is subject to application of equitable

defenses if it raises an equitable claim) and Waldschmidt
v. Ranier (In re Fulgham Construction Corp.), 706 F.2d 171,
173 (6th Cir. 1983) (considering the long-standing judicially
evolved application of the “net result rule” as the criteria

for determining a preferential transfer as defined in 11
U.S.C. § 547 under the then newly enacted Bankruptcy
Reform Act of 1978)). In re Harris Group, Inc. is problematic
because it neither discusses the case law construing Rule
2004, such as In re GHR Energy Corp., 33 B.R. at 454
(inequitable to conduct Rule 2004 examination in bad faith)
and In re Mittco, Inc., 44 B.R. at 36 (inequitable to conduct
Rule 2004 examination for abuse or harassment), nor the
case law relating to the doctrine of unclean hands, such as

Precision Instrument Manufacturing Co. v. Automotive
Maintenance Machinery Co., 324 U.S. at 819 (applying the
doctrine to plaintiff who comes to the court with unclean
hands relative to the dispute at issue, stating “the facts
all add up to the inescapable conclusion that [plaintiff]
has not displayed that standard of conduct requisite to the
maintenance of [a] suit in equity.”). The opinion in In
re Harris Group, Inc., is incompatible with the case law
construing equitable exceptions to Rule 2004 for the purposes

of abuse or harassment. See e.g., In re Duratech Industries,

Inc., 241 B.R. at 283; In re Mittco, Inc., 44 B.R. at 36; In
re Symington, 209 B.R. at 685. In conducting a Westlaw
database search of In re Harris Group, Inc., the court observed
that there was no reported case decision following it on this

point. Accordingly, the court determines that the opinion in
In re Harris Group, Inc., holding that the doctrine of unclean
hands does not apply to a Rule 2004 motion, is unpersuasive
and does not follow it.

*16  The court rejects the second defense raised by Chrismas
that any alleged misconduct by him as the sole person
in control of debtor is imputed to the postconfirmation
Reorganized Debtor. Although there is apparently no
definitive case law in the Ninth Circuit regarding whether the
so-called in pari delicto defense may be asserted against a
bankruptcy trustee, or here, the plan agent, as to the bad acts of
prior management post-petition, as recognized by the court in
C&S Wholesale Grocers, Inc. v. Delano Retail Partners, LLC
(In re Delano Retail Partners, LLC), 2014 WL 4966476, slip
op. at *3-6 (Bankr. E.D. Cal. 2014), this court finds persuasive

the Third Circuit’s decision and opinion in In re Personal
and Business Insurance Agency, 334 F.3d 239 (3d Cir. 2003),
which held that under the doctrine of imputation, or in pari
delicto, the bad acts of a debtor’s principal could only be
imputed to a bankruptcy trustee in the case of prepetition acts
relating to a prepetition claim brought into the bankruptcy

estate under 11 U.S.C. § 541, but rights arising under the
Bankruptcy Code, such as avoidance claims for fraudulent

transfer under 11 U.S.C. § 548, which are not brought into

the bankruptcy estate by virtue of 11 U.S.C. § 541, may not

be affected by imputation. 334 F.3d at 242-247 (citing and

distinguishing Official Committee of Unsecured Creditors
v. R.F. Lafferty & Co., 267 F.3d 340 (3d Cir. 2001), the
case relied upon by Chrismas, involving prepetition claims

brought into the estate under 11 U.S.C. § 541 to hold
that the so-called “sole actor exception” does not apply
to rights arising under other provisions of the Bankruptcy

Code, i.e., 11 U.S.C. § 548). The acts of Chrismas as the
person in control of the Debtor-in-Possession during the post-
petition administration of the Chapter 11 bankruptcy case are
not prepetition acts relating to a prepetition claim brought

into the bankruptcy estate under 11 U.S.C. § 541, and
therefore, do not implicate the doctrine of imputation, so
that any bad acts by him are imputed to the Reorganized
Debtor and the Plan Agent. Id.; see also, Notinger v.
Migliaccio (In re Financial Resources Mortgage, Inc.). 454
B.R. 6, 24 (Bankr. D. N.H. 2011) (“Courts have reasoned
that it is inequitable to impute a debtor’s bad conduct
to a trustee who comes to the court with clean hands
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to pursue claims on behalf of innocent creditors.”), citing

inter alia, In re Personal & Business Insurance Agency,

334 F.3d at 246-247 and Cooper v. United States, 362
F.Supp.2d 649, 656 (W.D.N.C. 2005)(“Imputing the bad acts
of the debtor onto the bankruptcy trustee in the present
case renders a categorically inequitable result, that is, the
innocent victimized creditors get nothing.”). The Plan Agent
argues that “Chrismas’ imputation argument is particularly
galling, as it argues that Chrismas’ personal malfeasance
throughout this bankruptcy case must be imputed to the
post-confirmation Plan Agent who was appointed because
of Chrismas’ fraudulent activities, and as Chrismas seeks
to personally benefit from such imputation of his own bad
acts.” ECF 2492 at 4-5. The court agrees with the Plan Agent
that it is not equitable, if not in bad taste, for Chrismas to
argue that if he committed bad acts as debtor’s principal,
they are imputed to the Plan Agent who, under the Plan,
is attempting to recover the value of the estate for payment
of the claims of innocent creditors who were apparently
victimized by such bad acts. For the foregoing reasons, the
court rejects Chrismas’s imputation defense to the application
of the doctrine of unclean hands.

The court rejects the third defense raised by Chrismas, that the
alleged misconduct is not directly related to “plaintiff’s use

of acquisition of the right in suit[ ],” citing inter alia, Pom
Wonderful LLC v. Welch Foods, Inc., 737 F.Supp.2d at 1110.
Chrismas argues that his “request for information has nothing
to do with the Plan Agent’s allegations of misconduct against
Chrismas more than three years ago when Chrismas was in
control of the Debtor.” ECF 2484 at 4. The gist of Chrismas’s
argument that he is entitled to the requested information under
Rule 2004 is concisely stated in his responsive Brief on the
Doctrine of Unclean Hands Regarding Nexus, ECF 2499 at 1:

The Plan provides Mr. Chrismas the right to propose and
more for Court-approval of a transaction not resulting in
a Solvency Event if in the best interests of unsecured
creditors (a “Transaction”) [citing Plan sections 5.21 and
5.22]. It also provides him the right to request information
about the Debtor’s assets for the purpose of proposing a
Transaction. As the Plan Agent, Mr. Leslie is obligated to
“furnish such information concerning the estate and the
estate’s administration as is requested by a party in interest

[citing Plan section 5.4.2 and 11 U.S.C. §§ 704(a)

and 1106(a)(1)]. And through the 2004 Motion, Mr.
Chrismas requests information on the Post-Confirmation

Debtor’s art inventory and sales for the purposes of
proposing an asset sale transaction in the best interests of
creditors [citing the moving papers].

Id. (footnotes omitted and italics in original).

Regarding the relationship of his request with the alleged
misconduct, Chrismas argues:

“Mr. Leslie’s allegations of misconduct (more than 3
years ago when Mr. Chrismas controlled the Debtor) do
not immediately and necessarily relate to Mr. Chrismas’
request for information (as a party in interest) to propose
an asset sale transaction that will enhance recoveries for
the Debtor’s stakeholders. The only “connection” alleged
by Mr. Leslie does not even exist because the Transaction
would NOT restore Mr. Chrismas to his prior role as a
fiduciary of the Debtor’s creditors. And Mr. Leslie cannot
credibly contend that Mr. Chrismas is acting with fraud or
deceit with respect to the requested relief. Mr. Chrismas
has a right to obtain court approval of a Transaction; and
the Plan provides him, as a party in interest, with the right
to the information requested [citing Plan section 5.4.2 and

11 U.S.C. §§ 704(a) and 1106(a)(1)].”

*17  Id. at 3 (footnotes omitted and italics in original).

The Supreme Court’s decision in Precision Instrument
Manufacturing Co. v. Automotive Maintenance Machinery
Co., holding that application of the unclean hands doctrine
requires that the misconduct alleged be “relative to the
matter in which [the plaintiff] seeks relief,” is controlling

here. 324 U.S. at 815. The Ninth Circuit follows this

interpretation, see e.g., Ellenburg v. Brockway, Inc., 763
F.2d 1091, 1097 (9th Cir. 1985).

“Relative to” is a broad phrase meaning “with regard to” or
“in connection with.” Merriam-Webster’s Online Dictionary
2019, available at https://www.merriam-webster.com/
dictionary/relative%20to (last visited November 5, 2019); see
also Wisconsin Winnebago Business Committee v. Koberstein,
762 F.2d 613, 618 (7th Cir. 1985) (characterizing ‘relative to’
in a statute as “broad language”). Additionally, “relative to” is
synonymous with ‘related to,’ a term the Supreme Court and
Ninth Circuit have likewise interpreted generously. Although
the “the breadth of the words ‘related to’ does not mean the
sky is the limit,” the Supreme Court has repeated that the
“ordinary meaning of ... [the] words [‘related to’] is a broad
one,” meaning “having a connection with or reference to.”
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Dan's City Used Cars, Inc. v. Pelkey, 569 U.S. 251, 260
(2013) (citations and internal quotation marks omitted). The
Ninth Circuit has consistently acknowledged the Supreme
Court’s broad definition of “related to” or “relative to.”
Pakootas v. Teck Cominco Metals, Ltd., 905 F.3d 565, 585 (9th
Cir. 2018) (citing and quoting Dan's City Used Cars, Inc.);
California Tow Truck Association v. City & County of San
Francisco, 807 F.3d 1008, 1021 (9th Cir. 2015) (same).

Some courts have stated that in order to apply the doctrine
of unclean hands, there must be a “close nexus between a
party’s unethical conduct and the transactions on which that
party seeks relief,” In re Everett, 364 B.R. 711, 723 (Bankr.

D. Ariz. 2007) (citing and quoting Keystone Driller Co. v.
General Excavator Co., 290 U.S. 240, 245 (1933) (predicate
act underlying an unclean hands defense must have an
“immediate and necessary relation to the equity that [one]
seeks in respect of the matter in litigation.”).

In Keystone Driller Co. v. General Excavator Co., the
Supreme Court examined the limits of the application of the
doctrine of unclean hands, stating as follows:

But courts of equity do not make
the quality of suitors the test. They
apply the maxim requiring clean hands
only where some unconscionable act
of one coming for relief has immediate
and necessary relation to the equity
that he seeks in respect of the
matter in litigation. They do not
close their doors because of plaintiff’s
misconduct, whatever its character,
that has no relation to anything
involved in the suit, but only for
such violations of conscience as in
some measure affect the equitable
relations between the parties in respect
of something brought before the
court for adjudication. They apply the
maxim, not by way of punishment for
extraneous transgressions, but upon
considerations that make for the
advancement of right and justice. They
are not bound by formula or restrained

by any limitation that tends to trammel
the free and just exercise of discretion.

*18  290 U.S. at 245 (citations omitted). This passage
from the opinion in Keystone Driller Co. v. General
Excavator Co., contains the “immediate and necessary
relation” language quoted by the court in In re Everett for
its conclusion that a close nexus must be shown between the
inequitable conduct and the request for relief. The language
in the Keystone Driller Co. opinion, however, does not use
the term “close nexus,” but rather, “immediate and necessary
relation,” which is qualified by the following language in the
next sentence, “They [i.e., the courts of equity] do not close
their doors because of plaintiff’s misconduct, whatever its
character, that has no relation to anything involved in the suit,
but only such violations of conscience as in some measure
affect the equitable relations between the parties in respect of

something brought before the court for adjudication.” 290
U.S. at 245 (citations omitted and emphasis added). That
is, the stricter sounding language in this passage from the
Keystone Driller Co. opinion—that the request for relief must
have an “immediate and necessary relation” with the prior
inequitable conduct—is qualified by less restrictive language
that the unclean hands doctrine is inapplicable where there
is “no relation,” and that there must be a relation “in some
measure.” Id. Moreover, this passage from the opinion in
Keystone Driller Co. also indicates that the courts of equity
have broad discretion in applying the unclean hands doctrine
as “[t]hey are not bound by formula or restrained by any
limitation that tends to trammel the free and just exercise of
discretion.” Id.

The Supreme Court further examined the unclean hands
doctrine in Precision Instrument Manufacturing Co. v.
Automotive Maintenance Machinery Co., citing Keystone
Driller Co., and clarified what “relation” and “measure” a
court of equity may evaluate to preclude relief by application
of the doctrine of unclean hands. The Supreme Court
stated in Precision Instrument that the doctrine of unclean
hands “necessarily gives wide range to the equity court’s
use of discretion in refusing to aid the unclean litigant.”

324 U.S. at 815. As discussed above, the Supreme Court
applied a broad “relative to” standard in Precision Instrument
Manufacturing Co. v. Automotive Maintenance Machinery
Co., which this court must follow.
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Here, the Plan Agent has sufficiently demonstrated that
Chrismas’s alleged misconduct, which evidence put on by the
Plan Agent’s forensic accountant is undisputed, is “relative
to” the Rule 2004 Motion. The Plan Agent has presented
substantial, probative and undisputed evidence in support of
his allegations that transfers of more than $14 million from
sales of the Debtor’s owned and consigned artwork were
made under Chrismas’s management and control of Debtor
during the pendency of this bankruptcy case to Chrismas’s
newly formed non-debtor entity, Ace NY. ECF 2486-1,
Ziegler Declaration at ¶ 10. The undisputed evidence also
supports the Plan Agent’s allegations that Chrismas caused
the transfer of more than $790,000.00 in the estate’s DIP
financing proceeds, which financing this court authorized
on August 30, 2013, ECF 336, to the same non-debtor
entity. Id., ¶ 11. The substantial, probative and undisputed
evidence offered by the Plan Agent further shows inequitable
conduct warranting application of the unclean hands doctrine;
the Monthly Operating Reports that Chrismas signed and
submitted to the court on behalf of the Debtor under penalty
of perjury and while serving as a fiduciary to creditors of
the estate, were false and misleading. ECF 2486-1, Ziegler
Declaration at ¶ 10-19. There is also substantial, probative and
undisputed evidence offered by the Plan Agent that Chrismas
ignored Debtor’s counsel’s warnings in connection with the
apparent diversion of DIP financing proceeds to non-debtor
entities, which demonstrates Chrismas’s blatant disregard for
this court’s authority. Exhibits 17 and 18 to the Declaration
of Sam S. Leslie in Support of Plan Agent’s Supplemental
Brief Re: Unclean Hands, ECF 2486-1 at 181-199. All of
the uncontroverted evidence described above is indicative of
inequitable conduct that merits the application of the doctrine
of unclean hands here.

The direct answer to Chrismas’s argument that there is no
immediate and necessary relationship to the controversy in
issue is that if the court and the parties in interest, including
the official committee of unsecured creditors, had known
before plan confirmation of the Plan Agent’s substantial,
probative and uncontroverted evidence of the fraudulent acts
of Chrismas—who was in control of the Debtor-in-Possession
—resulting in the diversion of millions of dollars of Debtor’s
assets to his controlled nondebtor entities, no doubt, the
committee would have immediately moved for appointment
of a Chapter 11 trustee based on fraud or mismanagement
under 11 U.S.C. § 1104, which the court would have almost
certainly granted. But for this diversion of the Debtor’s assets
that Chrismas caused while he served in his post-petition
fiduciary capacity as the person controlling Debtor as the Plan

Agent’s substantial, probative and uncontroverted evidence
shows, a plan of reorganization may have paid creditors in
some significant amount and perhaps left Chrismas in control
of the post-confirmation Debtor.

*19  If the Plan Agent’s undisputed evidence of fraud had
been known preconfirmation, it is unlikely that Chrismas
would have ever received any rights to propose a transaction
in the Plan. Thus, here the alleged misconduct immediately
and necessarily relates to the requested relief, and the litigant
has not acted fairly and without fraud or deceit as to the
controversy in issue. See Chrismas’s Responsive Brief on
the Doctrine of Unclean Hands Regarding Nexus, ECF 2499

at 3, citing inter alia, Keystone Driller Co. v. General

Excavator Co. 290 U.S. at 245 and Precision Instrument
Manufacturing Co. v. Automotive Maintenance Machinery
Co., 324 U.S. at 814-815.

The court cannot ignore the Plan Agent’s substantial
probative and undisputed evidence in support of his
allegations of fraud by Chrismas while in control of
the Debtor-in-Possession, which indicates that Chrismas
obtained his plan rights to propose a “Transaction” by fraud
as well. Chrismas now seeks to enforce his plan rights by
obtaining information ostensibly for that purpose. To allow
this would be inequitable. Chrismas does not have an absolute
right to request information concerning the estate or its

administration under Plan § 5.4.2 and 11 U.S.C. §§ 704(a).
In his recitation of his right to request information as a

party in interest pursuant to 11 U.S.C. §§ 704(a) and

1106(a)(1), Chrismas left out a relevant and important

qualifier to such right in 11 U.S.C. § 704(a)(7)—that such
right is subject to the condition, “unless the court orders

otherwise.” Fully stated, 11 U.S.C. § 704(a) provides: (a)
The trustee shall— ... (7) unless the court orders otherwise,
furnish such information concerning the estate and the estate’s
administration as is requested by a party in interest; ....” Based
on the opposition of the Plan Agent and the Wilson Parties and
the evidence in support of their opposition, the court orders
otherwise based on the doctrine of unclean hands.

Chrismas’s post-confirmation conduct is consistent with his
preconfirmation conduct of not acting in the best interests of
creditors of the bankruptcy estate and now of the Reorganized
Debtor. Chrismas has refused to answer interrogatories or
respond to requests for admission in the related adversary
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proceedings before this court, invoking his Fifth Amendment
privilege. Declaration of David J. Richardson in Support
of Motion of Plan Agent for Protective Order re 2004
Examination Requested by Douglas James Chrismas, ECF
2447 at 2-4, ¶¶ 10 and 11 and Exhibits G through N
(Plan Agent’s discovery requests and Chrismas’s responses
thereto). Chrismas has also reportedly invoked his Fifth
Amendment privilege extensively during depositions related
to the adversary proceedings as asserted by the Plan Agent.
Memorandum Regarding August 7, 2019 Deposition Session
of Douglas Chrismas and Continued Hearing on Examination
of Plan Agent, ECF 2518 at 1-4. In considering the equities,
Chrismas cannot obstruct discovery in one matter before this

court and seek it zealously in another. Lyons v. Johnson,
415 F.2d 540, 542 (9th Cir. 1969). An adverse inference
may be drawn “when independent evidence exists of the

fact to which the party refuses to answer.” Doe ex rel.
Rudy-Glanzer v. Glanzer, 232 F.3d at 1264 (9th Cir. 2000)
(citations omitted). The evidence in support of the Plan
Agent’s allegations of Chrismas’s fraud in his declarations
and in the Ziegler Declaration, ECF Nos. 2486 and 2486-1,
which is undisputed, establishes the existence of independent
indicia of fraud, and based on this independent evidence,
the court may draw an adverse inference from Chrismas’s
invocation of the Fifth Amendment privilege in connection
with the Plan Agent’s allegations of fraud in the related
adversary proceeding, all of which supports a finding that
Chrismas is an unclean litigant to apply the unclean hands
doctrine to the pending Rule 2004 Motion and Protective
Order Motion.

*20  In Northbay Wellness Group, Inc. v. Beyries, 789
F.3d 956 (9th Cir. 2015), the Ninth Circuit held that
“determining whether the doctrine of unclean hands precludes
relief requires balancing the alleged wrongdoing of the
plaintiff against that of the defendant, and ‘weighing the
substance of the right asserted by the plaintiff against the
transgression which, it is contended, serves to foreclose

that right.’ ” 789 F.3d at 960 (citation omitted). The
outcome of a balancing analysis here is plain. The record
for this contested matter reflects substantial, probative and
undisputed evidence that Chrismas engaged in fraudulent
acts that harmed the bankruptcy estate and creditors while
he was in charge of the Debtor-in-Possession, resulting in
losses to the estate and creditors of over $17 million. These
losses had and continue to have a direct impact on the
current predicament that the Reorganized Debtor is in, being
deprived of over $17 million in estate assets, including the

depletion of any operating funds in the estate at the time of
the turnover of the estate to the Plan Agent to the tune of over
a quarter of a million dollars. The evidence further indicates
that these bad acts were concealed from the court and the
creditors of the estate by Chrismas’s signing and filing of
false Monthly Operating Reports during his administration
of the Debtor-in-Possession. Chrismas’ statement that the
Reorganized Debtor has not been able to repay the estate’s
administrative claims rings hollow when the substantial,
probative and undisputed evidence offered by the Plan Agent
indicates that Chrismas’s bad acts resulted in a diversion of
estate assets of $17 million putting the Reorganized Debtor
into a deep financial hole that the Plan Agent is attempting
to help the Reorganized Debtor recover from. In contrast,
the Plan Agent, has been transparent and cooperative, filing

status reports 32  regarding the post-confirmation Debtor’s
operations and providing testimony during the evidentiary

hearing. 33  The court therefore concludes that the balance
of the equities lies overwhelmingly in favor of the Plan
Agent, and finds that the doctrine of unclean hands precludes
Chrismas from conducting a Rule 2004 examination of the
Reorganized Debtor and the Plan Agent. Chrismas’s Rule
2004 Motion should be denied as a classic example of abuse
and harassment that the court should prevent. In re Mastro,

585 B.R. 587, 597 (9th Cir. BAP 2018) (citing In re Enron
Corp., 281 B.R. 836, 840 (Bankr. S.D.N.Y. 2002)).

Even if a “close nexus between a party’s unethical conduct
and the transactions on which that party seeks relief,” In
re Everett, 364 B.R. at 723, was the standard to be applied
here—it is not—the court finds that for purposes of the
Rule 2004 Motion and related Protective Order Motion,
the substantial, probative and uncontroverted evidence of
Chrismas’s misconduct shows an “immediate and necessary
relation to” the relief Chrismas seeks. Id. (citation omitted).
The substantial, probative and undisputed evidence offered by
the Plan Agent shows the postpetition diversion of the estate’s
assets under Chrismas’s watch as the person in control of
the post-petition, preconfirmation Debtor left the Plan Agent
and post-confirmation Debtor in a financial quagmire with
“no money for payroll day one.” Transcript of Testimony of
Sam S. Leslie, July 19, 2019, ECF 2513 at 68:02–68:18. The
discovery Chrismas seeks by the Rule 2004 Motion concerns
the Plan Agent’s post-confirmation operation of the Debtor,
which is necessarily related to, and significantly affected
by, the Plan Agent’s substantial, probative and undisputed
evidence of defrauding the bankruptcy estate and its creditors
at Chrismas’s behest.
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Chrismas’s assertion that his request for information has
nothing to do with the Plan Agent’s allegations of misconduct
against Chrismas and the related adversary proceedings
before this court, see ECF 2484 at 4, is nothing short of
fanciful. Chrismas has stated that “he wants ACE Gallery
back,” ECF 2443 at 4, but Chrismas has not presented
any evidence to the court that any transaction providing
payment to all creditors in full is forthcoming. Moreover,
the Plan Agent has offered probative, substantial and
undisputed evidence that Chrismas has established himself
as a competitor to the Reorganized Debtor. Declaration of
David J. Richardson in Support of Motion of Plan Agent for
Protective Order re 2004 Examination Requested by Douglas
James Chrismas, ECF 2447 at 4-5, ¶¶ 14-17 and Exhibits
P, Q,R-1 through R-22 and S (incorporation documents for
Chrismas’s new business, Art Collection Development, LLC,
and email correspondence between Chrismas on behalf of
his business, “Ace Gallery New York,” and prospective
customers and agents regarding artwork sales). Without any
evidence put on the record by Chrismas of a transaction that
would pay all claims or benefit all creditors, nor any specific
allegations of misconduct by the Plan Agent put forth by a
single party in interest other than Chrismas, the court is unable
to conclude that the request for the Rule 2004 examination is
for any legitimate purpose beyond burdening and harassing
the Plan Agent.

Finally, the court rejects the Plan Agent’s argument
that Chrismas’s counterclaims in the pending adversary
proceeding mooted the Rule 2004 motion because those
counterclaims addressed post-confirmation administration
of the Reorganized Debtor by the Plan Agent, and thus,
Chrismas could have discovery in the adversary proceeding,
but the Rule 2004 Motion should be denied. The court rejects
the Plan Agent’s pending proceeding argument because
the scope of Chrismas’s counterclaims in the adversary
proceeding has a different focus than his Rule 2004
Motion. Chrismas’s counterclaims seek to recover artwork in
possession of the Reorganized Debtor that allegedly belongs
to Chrismas and his controlled entity, Ace Museum, while the
Rule 2004 Motion seeks information about post-confirmation
administration of the Reorganized Debtor by the Plan Agent
so that Chrismas may propose a “Transaction” pursuant to the
terms of the Plan, which information does not strictly relate
to assets that Chrismas and Ace Museum may own in the
possession of the Reorganized Debtor. Because the focus of
Chrismas’s separate requests is different, the discovery sought

by the Rule 2004 Motion is not mooted by the counterclaims
under the pending proceeding exception to Rule 2004.

*21  As to the outstanding specific requests in the Rule 2004
Motion and in the Protective Order Motion, the court further
makes the following rulings:

REQUEST FOR PRODUCTION NO. 1: ALL
DOCUMENTS EVIDENCING inventories and schedules of
ASSETS which YOU hold or have held a legal or beneficial
interest.

Ruling: Deny because the doctrine of unclean hands precludes
the requested discovery. Even though the Plan Agent
voluntarily agreed to produce an inventory of artworks
that are owned outright by the post-confirmation Debtor
to be maintained in the possession of Jonathan Shenson,
Chrismas’s counsel, but could be viewed by Chrismas
in Shenson’s office, the Plan Agent later withdrew that
concession. The court agrees with the Plan Agent that
the inventory of the post-confirmation Debtor is sensitive
commercial information that should be protected against the
competitors of the post-confirmation Debtor, which include
Chrismas since he is trying to work as an arts dealer on his
own. The court therefore will construe the Plan Agent’s offer
to produce an inventory as withdrawn and will not enforce
such offer.

REQUEST FOR PRODUCTION NO. 2: With respect
to ANY AND ALL ASSETS sold by the POST-
CONFIRMATION DEBTOR as of or at any time after the
EFFECTIVE DATE, DOCUMENTS sufficient to evidence
the sale of such ASSETS including copies of ANY invoices.

Ruling: Deny because the doctrine of unclean hands precludes
the requested discovery. The court specifically denies this
request because Chrismas is demanding sales information
from the Plan Agent, while at the same time asserting his
Fifth Amendment privilege in related litigation—refusing to
answer a single question about his sales practices during his
tenure operating the business.

REQUEST FOR PRODUCTION NO. 3: With respect
to ANY AND ALL ASSETS gifted by the POST-
CONFIRMATION DEBTOR as of or at any time after the
EFFECTIVE DATE, DOCUMENTS sufficient to evidence
the gifting of such ASSETS including copies of ANY
invoices.
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Ruling: Deny because the doctrine of unclean hands
precludes the requested discovery. Alternatively, as the Plan
Agent stated in the parties’ joint statement with respect
to outstanding disputes concerning the Rule 2004 motion,
“The Plan Agent also confirms that there are no documents
responsive to Request No. 3, as there have been no gifts made
by the Plan Agent.” ECF 2443 at 7. Chrismas did not dispute
the Plan Agent’s assertion that there are no documents to
produce.

REQUEST FOR PRODUCTION NO. 4:
ALL DOCUMENTS AND COMMUNICATIONS
CONCERNING WILSON and ANY OF WILSON’S
BUSINESS ENTITIES (including WASL) on or at any
time after the EFFECTIVE DATE, including but not
limited to ANY DOCUMENTS AND COMMUNICATIONS
RELATING TO (a) agreements or arrangements for loans
and/or other financial accommodations to the POST-
CONFIRMATION DEBTOR, (b) the BEVERLY HILLS
PROPERTY and/or the BEVERLY HILLS PROPERTY
PURCHASE OPTION and (c) consignment of ANY
ASSETS.

Ruling: Deny because the doctrine of unclean hands
precludes the requested discovery. In the alternative,
denial is appropriate because the matter has been
adjudicated to finality. Chrismas requests all documents
and communications regarding Eric Wilson and his
business entities, including but not limited to all
agreements or arrangements for loans and/or other financial
accommodations to the post-confirmation Debtor, and the
Beverly Hills property, the purchase option for the Beverly
Hills property and all asset consignments because Chrismas
says there are “legitimate questions” about the settlement
agreement between Wilson and the post-confirmation Debtor
and whether the Plan Agent was a “disinterested fiduciary
acting in the best interests of creditors (as opposed
to himself).” Chrismas acknowledged that the settlement
agreement was approved by the court and subsequently
consummated, which may limit the prospects for undoing the
transaction.

*22  Chrismas does not identify what “legitmate questions”
exist about the settlement agreement between Wilson and the
post-confirmation Debtor, and if there were such legitimate
questions, they should have been raised in an objection to
the motion for approval of the settlement agreement under
Federal Rule of Bankruptcy Procedure 9019. Chrismas’s
suspicions do not constitute good cause to impose the cost of

response to his burdensome document production request on
the post-confirmation Debtor relative to a matter that has been
adjudicated to finality.

REQUEST FOR PRODUCTION NO. 5:
ALL DOCUMENTS AND COMMUNICATIONS
CONCERNING SECURED CLAIMS including but not
limited to BOOKS AND RECORDS EVIDENCING ANY
accountings or reconciliations prepared by the POST-
CONFIRMATION DEBTOR and whether and to what
extent ANY such CLAIM is DISPUTED and/or has been
ALLOWED or DISALLOWED and the extent to which such
CLAI< has been paid.

Ruling: Deny because the doctrine of unclean hands precludes
the requested discovery. Alternatively, denial is appropriate
because there are no documents to produce. As the parties
stated in their joint statement with respect to outstanding
disputes concerning the Rule 2004 motion, “Based on
representations made by the Plan Agent’s counsel that – other
than Mr. Wilson’s claims and claims by artists/consignors –
there are no Secured Claims against the post-confirmation
Debtor; Mr. Leslie indicated there is nothing to produce.” As
to secured claims of Mr. Wilson and the artists/consignors,
Chrismas’s requests for production nos. 4 and 6 address
secured claims of those parties, but otherwise, there are no
documents to produce since it is not disputed that there are no
other secured claims.

REQUEST FOR PRODUCTION NO. 6: ALL
DOCUMENTS AND COMMUNICATIONS with respect to
ANY AND ALL artists and consignors CONCERNING (a)
ANY requests or demands for payment and/or an accounting
or reconciliation, (b) ANY missing or damaged artwork or
other ASSETS, and (c) ANY accountings or reconciliations
prepared by the POST-CONFIRMATION DEBTOR.

Ruling: Deny because the doctrine of unclean hands precludes
the requested discovery. Specifically, the court finds that
Chrismas’s failure to pay artists more than $2 million of
consignment payments that were due to artists for sales of
their artworks precludes the court from allowing this request
for production pursuant to the doctrine of unclean hands.

REQUEST FOR PRODUCTION NO. 7:
ALL DOCUMENTS AND COMMUNICATIONS
CONCERNING ANY AND ALL agreements and other
arrangements between YOU and LESLIE and ANY AND
ALL TRANSFERS between YOU and LESLIE.
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Ruling: Deny because the doctrine of unclean hands precludes
the requested discovery. Additionally, Chrismas’s document
request is vague, overbroad and burdensome. Chrismas
requests each and every document and communication
regarding all agreements and other arrangements between
the post-confirmation Debtor and the Plan Agent because
Chrismas has questions regarding the Plan Agent’s
compensation. The court notes that the document request,
however, is not limited to the Plan Agent’s compensation.
While the document request could be narrowly tailored to
request the calculation of the Plan Agent’s compensation and
the documentary support for the calculation, the application
of the unclean hands doctrine precludes enforcement of
this request. To request every document and communication
regarding every agreement and communication, formal and
informal, without any limit on the subject matter is unduly
burdensome and excessive.

*23  REQUEST FOR PRODUCTION NO. 8:
ALL DOCUMENTS AND COMMUNICATIONS
CONCERNING ANY AND ALL agreements and other
arrangements between YOU and LEA Accountancy LLP and
ANY AND ALL TRANSFERS between YOU and LESLIE.

Ruling: Deny because the doctrine of unclean hands precludes
the requested discovery. Alternatively, Chrismas’s document
request is vague, overbroad and burdensome. Chrismas
requests each and every document and communication
regarding all agreements and other arrangements between the
post-confirmation Debtor and LEA Accountancy, LLP, the
Plan Agent’s accounting firm, because Chrismas believes that
the employment of LEA Accountancy, LLP, “is precluded
under [the] Plan Trust,” and Chrismas has questions about
whether the Plan Agent is “pushing off” his duties to his
firm employed by the post-confirmation Debtor, forcing the
post-confirmation Debtor to incur undue expense. If Chrismas
believes that the employment of LEA Accountancy, LLP,
is precluded by the Plan Trust, there is no apparent need
for the document request because such preclusion would
be evident in the Plan Trust, which issue could be raised
by motion. While the document request could be narrowly
tailored to request the calculation of the amounts paid to
LEA Accountancy, LLP, as an operating expense of the post-
confirmation Debtor and the documentary support for the

calculation, the application of the unclean hands doctrine
precludes enforcement of this request. To request every
document and communication regarding every agreement,
communication, and transfer, without any limit on the subject
matter, is unduly burdensome and excessive.

REQUEST FOR ORAL EXAMINATION OF PLAN
AGENT

Ruling: Deny because the doctrine of unclean hands precludes
the requested discovery. As ordered by the court, the
Plan Agent filed detailed status reports on May 31, 2019
and August 19, 2019 regarding the financial performance
of the Reorganized Debtor postconfirmation and appeared
for examination at the evidentiary hearing on July 19,
2019. The July 19, 2019 evidentiary hearing allowed
parties in interest, including Chrismas, to examine the Plan
Agent. The information which has been provided by the
Plan Agent regarding the financial performance of the
Reorganized Debtor is substantial, probative and undisputed,
and addressed the court’s need for information regarding the
Reorganized Debtor’s financial performance in implementing
the confirmed plan. The court finds that the Plan Agent
provided sufficient information regarding the Reorganized
Debtor’s financial performance under the confirmed plan to
address the need for such information for purposes of Rule
2004 and declines to permit further examination of the Plan
Agent at this time.

II. CONCLUSION

For the foregoing reasons, the court will deny the Rule
2004 Motion on the merits. The court will also deny the
Plan Agent’s Protective Order Motion as moot since no
protective order is needed because the court is denying the
relief requested by Chrismas. A separate final order consistent
with this memorandum decision is being filed and entered
concurrently herewith.

IT IS SO ORDERED.

All Citations

Slip Copy, 2019 WL 9243053
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Footnotes

1 “Bankruptcy Rule 2004” refers to Federal Rule of Bankruptcy Procedure (“FRBP”) 2004.
2 “Bankruptcy Code” refers to Title 11 of the United States Code, 11 U.S.C.
3 Under 11 U.S.C. § 1109(b), “[a] party in interest, including ... an equity security holder ... may raise and may

appear and be heard on any issue in a case under this chapter.” Chrismas is a party in interest based on
his status as: (i) the post-confirmation equity interest holder of the Reorganized Debtor under the confirmed
plan of reorganization, and (ii) a creditor, because he holds a scheduled priority wage claim of $5,000 and
a scheduled general unsecured claim of $286,311.06 for an alleged loan. See Second Amended Plan of
Reorganization of the Official Committee of Unsecured Creditors as Modified (the “Plan”), ECF 1859 at 16 (the
Plan providing for the “Replacement Share” as: “The single share of stock in the Post-Confirmation Debtor
issued to the Plan Trust that will be held by the Plan Trust for the benefit of Chrismas.”); Complaint, Official
Committee of Unsecured Creditors v. Chrismas, et al., Adv. No. 2:15-ap-01680-RK (alleging Chrismas as
having scheduled claims and seeking their disallowance or equitable subordination). The Plan also defined
“Chrismas” as: “Douglas Chrismas, the President and sole shareholder of the Debtor.” ECF 1859 at 8.

4 Pursuant to Sections 5.21 and 5.22 of the Plan: “If Chrismas presents a proposed transaction to the Plan
Agent after the Effective Date, and the Plan Agent after seven calendar days does not agree to the transaction,
Chrismas may file a motion with the Bankruptcy Court for authority to consummate the transaction on behalf
of the Post-Confirmation Debtor, which motion shall be served on all interested parties including AERC and
its bankruptcy counsel. At the hearing on approval of the transaction, the standard to be applied by the Court
is (a) whether the transaction will result in the occurrence of a Solvency Event, or (b) if a Solvency Event will
not result, whether the transaction is in the best interests of unsecured creditors and the Post-Confirmation
Debtor.” The Plan, ECF 1859 at 46-47 (§§ 5.21, 5.23).

5 In the Rule 2004 Motion, Chrismas framed the issue of the Reorganized Debtor’s post-confirmation
performance under the Plan Agent’s supervision as follows: “On April 6, 2016, the Post-Confirmation Debtor
was to pay Administrative Claims in full. Almost three years later, this still has not happened. Meanwhile,
under the sole control of Sam Leslie, the Post-Confirmation Debtor’s administrative insolvency has deepened
markedly as it operates the gallery at a loss and incurs substantial fees in pursuit of uncertain litigation
recoveries. As of November 2018, the Post-Confirmation Debtor has incurred more than $5.6 million in legal
and accounting fees; less than half of which has been paid. Whether Mr. Leslie should continue down this
perilous path is a serious question.” Rule 2004 Motion, ECF 2423 at 4.

6 See e.g., Fifth Amended Complaint, Sam Leslie, Plan Agent for Art & Architecture Books of the 21 st  Century
v. Ace Gallery New York Corporation, a California corporation, et al., Adv. No. 2:15-ap-01679-RK; Complaint,
Official Committee of Unsecured Creditors v. Chrismas, et al., Adv. No. 2:15-ap-01680-RK.

7 Eric Wilson is the President and sole shareholder of Wilson Administrative Services, Ltd., a Canadian
corporation, and one of the largest remaining creditors of the Debtor, directly or indirectly, through his owned
and controlled entities, including Wilson Administrative Services, and Telford Building, Ltd. Claims Nos. 10,
17, 33, 34. Wilson and his owned and controlled entities are referred to herein as the “Wilson Parties.” The
Wilson Parties are all creditors of the Debtor.

8 The Plan Agent is the managing partner of LEA Accountancy LLP, and he has engaged LEA to provide
accounting services for the reorganized debtor, and in his capacity as Plan Agent, he is the client of LEA. ECF
2445 at 23; Transcript of Testimony of Sam S. Leslie, July 19, 2019, ECF 2513 at 50:25–51:02, 67:10–68:18.

9 The requests in Schedule A, ECF 2433, covered these six areas of inquiry, but were separated into eight
requests for production.

10 Each of the eight requests for production is discussed and ruled upon, in sequence, below.
11 See ECF 2484 (Chrismas’s Brief on unclean hands); ECF 2485 (Plan Agent’s Brief on unclean hands); ECF

2492 (Plan Agent’s Reply Brief); ECF 2494 (Chrismas’s Reply Brief); ECF 2496 (Chrismas’s Brief regarding
unclean hands and nexus requirement); ECF 2497 (Plan Agent’s Brief regarding unclean hands and nexus
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requirement); ECF 2498 (Plan Agent’s Reply regarding unclean hands and nexus requirement); ECF 2499
(Chrismas’s Reply regarding unclean hands and nexus requirement); ECF 2504 (Plan Agent’s Sur-Reply
regarding unclean hands and nexus requirement).

12 The Wilson Parties filed joinders in the Plan Agent’s briefing. ECF 2489; ECF 2495.
13 The Plan Agent’s position stated in his August 19, 2019 memorandum implicitly retracts his previous offer to

conditionally produce the Reorganized Debtor’s inventory of artworks to Chrismas and to provide information
to a “legitimate” investor to fund a Solvency Transaction as stated in the Plan Agent’s Protective Order Motion,
ECF 2445. The court construes the Plan Agent’s conditional disclosure offer in the Protective Order Motion
as withdrawn.

14 There is an apparent difference in opinion between the court and the parties regarding scheduling for the Rule
2004 Motion and the Protective Order Motion, particularly with respect to the court’s rulings on the motions in
relation to the continued evidentiary hearing. The Rule 2004 motion was filed at the end of January 2019 and
opposed in February. At the initial hearing, the Plan Agent indicated that he would seek a protective order,
and the parties agreed that he would file a motion for protective order, which he did in April. ECF 2445. At the
further hearing on the Rule 2004 Motion and the initial hearing on the Protective Order Motion in May 2019,
the court sua sponte indicated that it would order the Plan Agent to file a written status report on the post-
confirmation performance of the Reorganized Debtor under the plan, set an evidentiary hearing and allow
examination of the Plan Agent by parties in interest to address the concerns raised by the Rule 2004 Motion.
At this hearing in May 2019, the court raised sua sponte whether the equitable doctrine of unclean hands
applied to the Rule 2004 Motion. In June and July, the parties filed extensive briefing on the applicability of
unclean hands. At the June 26, 2019 hearing on the motions, the court discussed the case of In re Everett,
364 B.R. 711, 723 (Bankr. D. Ariz. 2007), which construed the case law as requiring a close nexus between
the discovery sought and the alleged misconduct showing unclean hands, and the parties requested an
opportunity to brief the close nexus issue, which they completed on July 16, 2019, three days before the
July 19, 2019 evidentiary hearing. In his brief on unclean hands filed on June 19, 2019, Chrismas requested
that if the court determines that it has the power to invoke the doctrine of unclean hands to the Rule 2004
motion, he urged that the court “defer making any decision here until after it has conducted its evidentiary
hearing on the Post-Confirmation Debtor’s finances, operations and affairs, scheduled for the July 19, 2019,
because Mr. Chrismas’ allegations concerning Mr. Leslie’s conduct must be weighed in determining whether

the doctrine applies.” ECF 2494 at 2, citing, Northbay Wellness Group, Inc. v. Beyries, 789 F.3d 956, 960
(9th Cir. 2015) (unclean hands defense in adversary proceeding). At the time, this seemed to the court a
reasonable request because the July 19, 2019 evidentiary hearing was coming up shortly thereafter and the
Ninth Circuit in Northbay Wellness Group counseled that courts should engage in balancing when one party
asserts the unclean hands defense against another party. According to the Plan Agent, the motions were
taken under submission after the completion of the briefing on unclean hands and argument at the evidentiary
hearing on July 19, 2019. ECF 2561. However, the July 19, 2019 evidentiary hearing was continued to
September 12, 2019 because several attorneys had additional examination questions for the Plan Agent.
By application of the Plan Agent and order thereon, the court continued the evidentiary hearing to October
24, 2019. By stipulation and order, the court further continued the evidentiary hearing to November 21, 2019
due to scheduling conflicts of several attorneys. The court’s understanding was that the ruling on the Rule
2004 and Protective Order Motions would be made when the evidentiary hearing was concluded because
the examination of the Plan Agent at the evidentiary hearing and the disclosure of financial data in his May
31, 2019 and August 16, 2019 status reports might obviate the need for further discovery by Chrismas on his
document production requests. The court also understood that the evidentiary hearing testimony and Plan
Agent’s status reports would be sufficient information for the court to balance the parties’ interests under
Northbay Wellness Group. However, given that the evidentiary hearing was not completed on July 19, 2019
as contemplated, the continuances of the hearing have made the delay of the court’s ruling on the Rule 2004
and Protective Order Motions somewhat improvident. Having said this, it has been beneficial for the court
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to have had time to review the information in the Plan Agent’s status reports and the testimony of the Plan
Agent at the evidentiary hearing on July 19, 2019, all of which have some bearing on the court’s ruling.

15 The court is mindful that its evidentiary determinations regarding the allegations of misconduct by Chrismas
are solely for the purposes of resolving the issue of the applicability of the equitable doctrine of unclean hands
to the pending Rule 2004 and Protective Order Motions. The issue of whether or not Chrismas defrauded
the bankruptcy estate and creditors of the preconfirmation Debtor is raised in the Plan Agent’s fraud claims
in the pending adversary proceedings, and there are other parties who are litigating such claims who have
not necessarily participated in the determination of the pending motions.

16 Citations to the Ziegler Declaration hereafter make reference to the paragraph numbers included in the
original declaration, which are included on the record, ECF 2486-1 at 14-123.

17 Ziegler is a certified public accountant (CPA) licensed to practice in California and Oregon and holds
designations of CFF (Certified in Financial Forensics) and CFE (Certified Fraud Examiner). She has worked
in accounting for more than 30 years, specializing in forensic accounting for over 20 years. Over the last
20 years, Ziegler has worked on hundreds of accounting matters involving many types of businesses,
including insurance providers, public companies, government agencies, homeowners’ associations, retailers,
wholesalers and startup companies. Many of her accountancy engagements were litigation and/or forensic
engagements which included matters pending in bankruptcy and probate courts, and many of the forensic
engagements were like the engagement for the Plan Agent in this bankruptcy case for the purpose of
tracing funds and identifying and tracking the use of funds. Ziegler is currently a managing director at the
Berkeley Research Group at its Century City (Los Angeles) office. Berkeley Research Group is a global
strategic advisory and expert consulting firm that provides independent advice, data analytics, authoritative
studies, expert testimony, investigations, and regulatory and dispute consulting to Fortune 500 corporations,
financial institutions, government agencies, major law firms and regulatory bodies around the world, and
has 1,200 employees, and the firm has been recognized by Forbes Magazine on its Forbes List of Best
Management Consulting Firms for 2019. Listing for Berkeley Research Group, https://www.forbes.com/
companies/berkeley-research-group (accessed on November 19, 2019). Ziegler has previously been a
partner at the Gursey Schneider and Hemming Morse accounting firms and an auditor with KPMG and UCLA.
She is a former chair of the California Society of CPAs, the largest state CPA society in the United States,
and currently serves as a California State delegate on the American Institute of CPAs Council, the governing
and standard-setting body for CPAs in the United States.

18 As an accountant, Kincaid had provided 23 years of accounting services in private practice and for Chapter
7 and Chapter 11 bankruptcy trustees and debtors. Based on this experience, Kincaid is familiar with the
interplay between accounting in and out of bankruptcy cases for individuals, corporations, limited liability
companies and closely held corporations on one hand and bankruptcy estates on the other hand. Kincaid
has performed numerous fraud analyses and other forensic accounting works in numerous bankruptcy and
nonbankruptcy cases.

19 The Chrismas Declaration stated as follows:
I, Douglas Chrismas, do hereby declare:
1. I am over eighteen years of age and make this declaration in support of my Motion for Order Pursuant

to Bankruptcy Rule 2004 and Bankruptcy Code Sections 105 and 1142 (DKT #2423, the “Motion”).
Capitalized terms not otherwise defined in this Declaration shall have the meaning ascribed to them
in the Motion. Except as expressly noted, each of the facts contained in this declaration is based on
my personal knowledge, and, if called as a witness to do so, I could competently testify thereto.

2. Since November 2018, I have been interested in proposing a transaction in the best interests of
creditors, in accordance with Plan sections 5.21 & 5.22, in which a newly-formed, properly capitalized
entity would acquire the Post-Confirmation Debtor’s art assets for consideration in the form of a cash
payment at closing and the elimination or satisfaction of other claims against the Debtor.

3. In order to obtain capital necessary to consummate any transaction, I need information about the Post-
Confirmation Debtor’s art inventories and sales.
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I declare under penalty of perjury that the foregoing is true and correct.

Executed this 3 rd  day of July 2019, at Los Angeles, California.
/s/ Douglas Chrismas

20 The sales Kincaid documented included sales of artworks by artists with whom the Debtor had an exclusive
contractual relationship, sales that represented business opportunities that were property of the Debtor, and
sales from secondary art sales organized by one of the Debtor’s customers in which the Debtor’s location
and staff were used. ECF 216, Adv. No. 2-15-ap-01679-RK.

21 The Plan Agent in his status report and declaration filed on May 31, 2019 stated that both before and during
the Chapter 11 bankruptcy case of Debtor, Chrismas many times failed to inform the artists of sales of their
work, falsely reported the amount of the sale or simply delayed payment of the artist’s share. ECF 2478. The
Plan Agent further stated that although some of this was related to sales for which the funds were diverted to
the Ace NY bank account, Debtor as consignee is obligated to pay the artists for their share of such sales, and
thus, Debtor was not only deprived of its revenue due on the sales, but is liable to pay the artists for their artist
shares which Chrismas diverted. The Plan Agent has confirmed that Debtor owes artists approximately $ 5
million for prepetition art sales and $3 million for art sales during the pendency of this Chapter 11 bankruptcy
case. Chrismas does not offer any evidence in his Rule 2004 Motion to dispute this testimony of the Plan
Agent.

22 The majority of the contracts Ziegler reviewed were signed before Debtor’s bankruptcy petition filing, and
some contracts were signed after the bankruptcy filing.

23 Copies of the cancelled check and bank statement showing the deposit were attached to the Ziegler
Declaration. See ECF 2486-1, Ziegler Declaration at Exhibits K, L, M, N, O, P.

24 Copies of the Ace NY and Ace Museum bank statements showing the deposits and transfers were attached
to the Ziegler Declaration. Id.

25 The Ziegler Declaration does not determine whether the $15,000 might be an additional loss if credited to
Ace Museum as a reduction of Debtor’s note receivable from Ace Museum.

26 Copies of Debtor’s invoice and Ace NY wire instructions were attached to the Ziegler Declaration. See ECF
2486-1, Ziegler Declaration, Exhibit Q.

27 Accounts receivable is an account to record amounts owed for services or sales that have not been paid as
of the reporting period, and accounts receivable usually have shorter terms than notes receivable. See ECF
2486-1, Ziegler Declaration, ¶ 15.

28 See ECF 2486-1, Ziegler Declaration, ¶ 16.
29 The accounts receivable scheme described by Ziegler is corroborated by the Plan Agent’s undisputed

testimony. According to the Plan Agent in his status report and declaration filed on May 31, 2019, the alleged
$6,039,444 in accounts receivable on the latest Monthly Operating Report for Debtor, which was filed by
Chrismas and signed under penalty of perjury, did not reflect Debtor’s actual accounts receivable from clients
as a result of sales, but rather reflected an amount based primarily on falsified invoices for sales that had
already been completed through Ace NY and for which purchasers had already made payment to the Ace NY
bank account. According to the Plan Agent, the false invoices relied upon by Ziegler and the Plan Agent in
their analyses were part of a scheme designed, in part, to hide transfers of the Debtor’s proceeds from Ace NY
and Ace Museum back to Debtor when expenses or obligations of the Debtor became due. The Plan Agent’s
investigation determined that the collectible accounts receivable that were owed to Debtor on the effective
date were only $58,256, rather than the $6,039,444 in accounts receivable on the latest Monthly Operating
Report for Debtor filed by Chrismas. See ECF 2478, Exhibit C. Chrismas does not offer any evidence in his
Rule 2004 Motion to dispute this testimony of the Plan Agent.

30 According to Ziegler, notes receivable is an account to record amounts owed for services or sales that have
not been paid as of the reporting period, though in contrast to accounts receivable which usually have shorter
terms than notes receivable.
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31 The sales proceeds were reported on the June 2014 Monthly Operating Report as “Accounts Receivable –
Post filing - $541,760.00,” “Accounts Receivable – Pre filing - $6,360.00,” and “General Sales - $530.77” for
a total of $548,650.77. ECF 2486-1, Ziegler Declaration, ¶ 19 and Exhibit Y.

32 ECF Nos. 2478, 2517.
33 Transcript of Evidentiary Hearing, July 19, 2019, ECF 2513.

End of Document © 2021 Thomson Reuters. No claim to original U.S. Government Works.
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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 transfers 1  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 11 2  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 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
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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
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court determine that any additional factual allegations were
required.

The bankruptcy court orally granted the motions to 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).
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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. 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,
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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 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
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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 $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
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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 ¶ 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
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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 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.
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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.

End of Document © 2021 Thomson Reuters. No claim to original U.S. Government Works.
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OPINION

ERVIN, Circuit Judge:

*1  The parties to a bankruptcy proceeding cross-appeal
the district court's decisions below. Kuse Enterprises, Inc.
(“Kuse”) appeals the district court's affirmance of the
bankruptcy court's finding that it was the initial transferee
of an unapproved post-petition transfer made by means
of a cashier's check, and the court's subsequent entry of
summary judgment in favor of the Trustee for the bankruptcy
debtor Florida Hotel Properties Limited Partnership (“FHP”).
The Trustee appeals the district court's finding, reversing
the bankruptcy court, that Kuse is entitled to a set-off for
the transfer in question because of a settlement agreement
between the Trustee and the bank that issued the cashier's
check. For the reasons stated herein, we agree that Kuse
was the initial transferee and affirm the grant of summary
judgment, but reverse the district court and reinstate the
bankruptcy court's finding that Kuse was not entitled to a set-
off for settlement funds received by the Trustee.

I.

FHP owned ten Days Inn Hotels in Florida. Commercial
Management Corporation (“CMC”) managed FHP and
controlled its operating bank accounts. At all times relevant
to this case, Sam McMahon, III, was the president and one-
third owner of CMC.

On July 2, 1991, FHP filed a voluntary petition under
Chapter 11 of the Bankruptcy Code and operated as a debtor-
in-possession until a special examiner was appointed on
December 13, 1991. On October 4, 1991, while FHP was still
debtor-in-possession, McMahon caused CMC to write two
checks, each from a separate FHP operating account, in the
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respective amounts of $295,000 and $300,000, to Southern
National Bank (“the Bank”). McMahon then instructed the
Bank to issue two cashier's checks to J.R. Kuse in like
amounts. Each cashier's check showed FHP as the remitter.

That same day, McMahon's administrative assistant delivered
the checks to Scott Starnes, an employee of Starnes Aviation.
Starnes in turn delivered the checks to Michael Kuse, an
employee of Kuse Enterprises and son of J.R. Kuse. Michael
Kuse delivered to Starnes a bill of sale dated October 3,
1991, transferring an Augusta 109A helicopter from Kuse
Enterprises to Starnes Aviation. J.R. Kuse deposited the two
checks into Kuse Enterprises' operating account.

In another bill of sale dated October 3, 1991, Starnes
Aviation transferred title to the helicopter to Southland
Realty Associates, Inc., a corporation wholly owned by
McMahon. While Southland Realty owned the helicopter,
it was used by Team III Racing. Team III Racing owned
and operated a NASCAR racing team, and was also wholly
owned by McMahon. On October 31, 1991, Southland
Realty transferred the helicopter to Leasing Consultants, Inc.,
which in turn leased the helicopter to Team III Racing. The
helicopter was at no time titled in the name of FHP or used
by or for the benefit of FHP. The $595,000 payment by FHP
for the helicopter was not approved by the bankruptcy court.

On February 22, 1993, FHP's trustee in bankruptcy, Edward
P. Bowers (“the Trustee”), brought an adversary proceeding
against Kuse Enterprises and J.R. Kuse under §§ 549 and 550
of the Bankruptcy Code (“the Kuse proceedings”), seeking
to recover the $595,000 unauthorized post-petition transfer.
See 11 U.S.C. § 549 (giving trustee authority to avoid
unauthorized post-petition transfers of property out of estate);
id. § 550 (authorizing trustee to recover property transferred
to extent transfer is avoided under § 549). Both parties moved
for summary judgment. The bankruptcy court held a hearing,
and on December 14, 1993 entered findings of fact and
conclusions of law which determined that the money Kuse
had received was an avoidable transfer under § 549 and that
Kuse was liable for the transfer under § 550(a)(1) as the
“initial transferee.” The bankruptcy court further concluded
that J.R. Kuse was a “mere conduit” for the funds from whom
the Trustee could not recover. Kuse appealed.

*2  On July 2, 1993, while the Kuse proceedings were
underway, the Trustee also filed a complaint against the Bank
on behalf of FHP, alleging 18 causes of action and seeking
to recover numerous transfers totaling over $14 million. Two

of these causes of action alleged that the Bank was the initial
transferee of the $595,000 Kuse transfer. On August 12,
1993, the Trustee filed a similar suit against the Bank on
behalf of another debtor, Southeast Hotel Properties Limited
Partnership (“SEHP”). In May 1995, after the bankruptcy
court had granted summary judgment for the Trustee in the
Kuse proceedings, the Bank and the Trustee agreed to settle
all claims between them with respect to both FHP and SEHP
for a lump sum of $1.5 million. The settlement agreement
expressly stated that it settled “any and all ... claims, actions
or causes of action ... whether in law or in equity, whether
known or unknown, whether in tort or contract, of any kind
or character, which [the Trustee] now has ..., or could have
asserted, or may hereafter accrue.... “The agreement itself
did not provide for any allocation of the settlement proceeds
among the various claims listed in the Trustee's 18-count
suit against the Bank, however, when the bankruptcy court
approved the settlement agreement on June 20, 1995, it
allocated 60.85% of the $1.5 million settlement to FHP's
estate and 39.15% to SEHP's estate.

While this settlement agreement was being finalized, the Kuse
proceedings remained on appeal in the district court. On
November 14, 1995, the district court remanded the Kuse
proceedings to the bankruptcy court for further consideration
of certain affirmative defenses. On remand, the bankruptcy
court conducted a hearing and concluded that none of those
defenses barred summary judgment for the Trustee, and Kuse,
as the initial transferee, therefore remained liable for the
avoided transfer. At this hearing, however, Kuse raised the
question of whether it was entitled to a credit or set-off for
funds received by the Trustee from its settlement with the
Bank under § 550(d) of the Bankruptcy Code, which prevents
double recovery. See § 550(d) (stating that trustee is entitled
to only single satisfaction of claims under § 550(a)). The
bankruptcy court concluded that Kuse was not entitled to any
set-off.

Kuse appealed to the district court. The district court affirmed
the bankruptcy court's grant of summary judgment for the
Trustee, finding that Kuse was the initial transferee. However,
the district court reversed the bankruptcy court on the set-
off issue, finding that Kuse was entitled to a reduction in
judgment based on settlement proceeds the Trustee received
from the Bank, and thus reduced Kuse's liability to zero. Both
parties now appeal the district court's rulings.
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II.

Our review of the district court's decision is plenary; we apply
the same standard of review as the district court applied to
the bankruptcy court's decision. Findings of fact are reviewed
for clear error and conclusions of law are reviewed de novo.

Bowers v. Atlanta Motor Speedway, Inc. (In re Southeast
Hotel Properties ), 99 F.3d 151, 154 (4th Cir.1996).

III.

*3  The first issue we must decide is whether the district
court and bankruptcy court correctly determined that Kuse
was the “initial transferee” of the avoidable transfer under §
550 of the Bankruptcy Code. According to Kuse, it cannot
be considered the initial transferee because the Bank that
issued the cashier's checks at FHP's directions is the initial
transferee. We disagree and find that Kuse was indeed the
initial transferee. We therefore affirm the lower courts' grants
of summary judgment for the Trustee.

Section 549 of the Bankruptcy Code entitles a trustee in
bankruptcy to avoid unauthorized post-petition transfers. See
11 U.S.C. § 549. The persons from whom the trustee may
recover property where a transfer has been avoided under §
549 are set out in § 550 of the Code, which states that:

[T]he trustee may recover, for the benefit of the estate, 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). According to § 550, the trustee's power to

recover from an “initial transferee” is absolute. See Bowers
v. Atlanta Motor Speedway, Inc. (In re Southeast Hotel
Properties ), 99 F.3d 151, 154 (4th Cir.1996) (hereinafter
“Bowers I ”) (noting § 550 protects a good faith mediate
or immediate transferee who has taken for value without
knowledge of the avoidability of the transfer, but that the
statute does not extend this same protection to either the
“initial transferee” or “the entity for whose benefit such
transfer was made”).

The Bankruptcy Code does not define “initial transferee.”
However, in Bowers I, a case related to this one and involving

similar facts, this court explicitly adopted the “dominion and

control” test set out in Bonded Financial Services, Inc. v.
European American Bank, 838 F.2d 890 (7th Cir.1988), to
determine whether an entity is an “initial transferee” under

§ 550(a). Bowers I, 99 F.3d at 156. The dominion and
control test, as we apply it, requires that in order to be an
initial transferee, a party must exercise legal dominion and
control over the property-physical possession of the property
is not sufficient. Thus, a party who is acting as a “mere
conduit” for the transfer of the property and who has no legal
right to use the funds for its own purposes is not the “initial

transferee” for purposes of § 550(a). See e.g., Bowers I,
99 F.3d at 155 (“[T]he initial transferee of property is not
always the initial recipient of the property, and ... a party
cannot be an initial transferee if he is a ‘mere conduit’ for
the party who had a direct business relationship with the

debtor.” (citations omitted)); Rupp v. Markgraf, 95 F.3d
936, 941 (10th Cir.1996) (stating that dominion and control
test requires that initial transferee have control over the funds
and “the right to put those funds to one's own purpose”).

*4  Applying the dominion and control test to the facts
here, we conclude that Kuse was the initial transferee of
the $595,000 transferred from FHP's operating accounts.
Although the funds were put in the Bank's possession,
they were placed there solely to enable the Bank to issue
the cashier's checks to Kuse. The Bank had no right to
use the funds for other purposes and therefore lacked the
authority to exercise legal dominion and control over the
funds. Accordingly, under the dominion and control test as
adopted by this court in Bowers I, the Bank was not the “initial
transferee” of the funds under § 550 of the Bankruptcy Code.

Accord Rupp v. Markgraf, 95 F.3d 936 (10th Cir.1996)
(applying dominion and control test and finding bank that
issued cashier's check not initial transferee because bank
acted only as financial intermediary).

Kuse makes two separate arguments why it cannot be the
initial transferee of the funds in question. First, it contends
that the cashier's checks constituted funds of the Bank, rather
than of the estate. In reaching this conclusion, Kuse relies
heavily on the bankruptcy court's decision in Ellis v. State

Bank of Towner ( In re Archie Campbell, Inc.), 45 B.R.
416 (Bankr.D.N.D.1984), which held that a cashier's check
is a transfer of funds of the issuing bank rather than funds

of the debtor. Id, at 419. The reasoning of the Archie
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Campbell bankruptcy court was rejected by the district court
that heard the case on appeal, however, with that court holding
that payment by cashier's check did not preclude a finding
that there had been a transfer of the debtor's property. Ellis
v. Dakota Bank & Trust (In re Archie Campbell, Inc.), 54
B.R. 116, 118 (D.N.D.1985) (remanding case to bankruptcy
court to determine whether under facts of the case cashier's
check in question involved a transfer of the bank's or debtor's
property).

Here, the checks written on FHP's account depleted the
bankruptcy estate by the not inconsiderable sum of $595,000.
Kuse, in turn, received $595,000-upon receipt of which it
transferred the Augusta 109A helicopter to a third party. We
therefore find that the payment by cashier's check was a
transfer, albeit indirect, of the debtor's funds rather than of the
Bank's funds. In reaching this conclusion, we join numerous
courts, including our own decision in Bowers I, that have
treated payment made by cashier's checks as transfers of a

debtor's property. See, e.g., 99 F.3d 151 (assuming without
discussion that payment by cashier's check was transfer of

debtor's property); Schafer v. Las Vegas Hilton Corp. ( In
re Video Depot, Ltd.), 127 F.3d 1195 (9th Cir.1997) (same);

IRS v. Nordic Village, Inc. (In re Nordic Village, Inc.), 915
F.2d 1049 (6th Cir.1990) (same).

Kuse's second argument is that the Bank acted in bad faith in
its handling of the debtor's funds, and is therefore not eligible
for the “mere conduit” exception to the strict application of §
550(a). Kuse bases this argument on our decision in Huffman

v. Commerce Security Corp. ( In re Harbour ), 845 F.2d
1254 (4th Cir.1998), in which we held that when an “initial
recipient is asking the court to ignore the literal meaning
of section 550(a)(1) on essentially equitable grounds, this
party must have acted in ‘good faith’ with respect to the
relevant transaction in order to be spared the effects of this
code provision.” Id. at 1258. This case, however, is readily
distinguishable from Harbour on its facts.

*5  In Harbour, the debtor made a number of avoidable
transfers to a friend of his. These transfers were made
through a third party, who happened to be a close family
friend of the debtor and the mother of the recipient of
the funds. Claiming to have been entirely ignorant of the
reasons behind the financial maneuverings of the debtor
and her son, this third party argued that she should be
considered a “mere conduit” for the funds and not the initial
transferee. We rejected her argument, finding that she was

at best a “willing dupe” in the transaction and her failure
to act in good faith prohibited us from finding her a “mere
conduit” in the transfer. However, as we noted in our Harbour
opinion, “the likelihood of bad faith on [a] defendant's part
is lessened where the defendant is a commercial enterprise
handling transactions in a routine manner.” Id. We find this
case distinguishable on those grounds. The Bank here, in
contrast to the defendant in Harbour, is a commercial entity
that is in the business of issuing cashier's checks in the
course of its normal commercial transactions, and Kuse has
presented no evidence-other than the allegations contained
in the Trustee's complaint against the Bank-that the Bank's
issuance of the cashier's checks in question were other than
routine commercial transactions. We therefore see no basis
for viewing the Bank as other than a conduit for the funds
transferred to Kuse, and agree with the bankruptcy court's and
district court's conclusion that Kuse was the initial transferee
of the unauthorized $595,000 transfer. Accordingly, we affirm
the grant of summary judgment for the Trustee.

IV.

Although Kuse is deemed to be the initial transferee of the
$595,000 payment, the Bankruptcy Code's prohibition against
double recovery means that Kuse is entitled to offset its
liability for the transfer by any amount that the Trustee has
already received for it from another source. See 11 U.S.C.
§ 550(d). The second issue before this court, therefore, is
whether the $595,000 Kuse transfer was included in the $1.5
million settlement agreement between the Trustee and the
Bank. If it was, then Kuse is entitled to a set-off. We find
that the transfer at issue was not included in the settlement
agreement between the Trustee and the Bank, and Kuse is not
therefore entitled to any set-off.

As noted above, in his attempt to recover the property of
the estate, the Trustee claimed, in separate litigation, both
that Kuse was the initial transferee of the $595,000 payment
(in its suit against Kuse), and that the Bank was the initial
transferee of the same payment (in two counts of its suit
against the Bank). The bankruptcy court ruled that Kuse
was the initial transferee two years prior to the settlement
agreement between the Trustee and the Bank; however, this
ruling remains on appeal to this day and the Trustee never
formally amended his complaint against the Bank to remove
his claim for the $595,000 transfer.
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*6  Nonetheless, the bankruptcy court found that there had
been no merit in the Trustee's claim against the Bank under
§§ 549 and 550 for the $595,000 Kuse transfer at the time
of the settlement. Bankr.Ct. Order, Oct. 7, 1996, at 3, in
J.A. 914. Furthermore, in the alternative, the court noted that
the Trustee and the Bank based their settlement negotiations
on “a theory for potential recovery from [the Bank] based
on transfers about which [the Bank] might have had actual
knowledge of impropriety,” and that “[d]uring the parties'
settlement negotiations, the parties did not consider the Kuse
Transfer as a transfer for which [the Bank] might be liable
under that theory.” Id. Based on this, the bankruptcy court
made a finding of fact that “[t]he settlement amount agreed
[to] by the parties did not include recovery for the funds
transferred to Kuse.” Id. The bankruptcy court therefore
concluded that the Trustee would not receive a double
recovery for the $595,000 Kuse transfer and Kuse was not
entitled to a set-off based on the Trustee's settlement with the
Bank. Id.

The district court disagreed with this analysis, holding that
the bankruptcy court had committed clear error in finding that
the settlement agreement did not include the Kuse transfer
because the agreement expressly stated that it settled “any
and all ... claims, actions or causes of action” asserted by
the Trustee against the Bank. The district court noted that at
the time the settlement was reached, Kuse was appealing the
bankruptcy court's finding that it was the initial transferee
of the $595,000 payment and, because the Trustee had not
amended his complaint to remove his claim against the Bank
for the identical transfer, the Bank still faced the risk that
it could be held liable for the $595,000 Kuse transfer. The
district court therefore concluded that, “[d]espite what the
Trustee and[the Bank] may have contemplated,” the language
of the settlement agreement encompassed the Kuse transfer
and Kuse was therefore entitled to a full setoff from the
settlement proceeds. District Ct. Order of Sept. 30, 1997, at
7-8, in J.A. at 1007-08.

We agree with the district court that whether or not the parties
to the settlement intended to include the Kuse transfer in
their settlement agreement is not dispositive. In a closely
analogous case involving a trustee's attempt to recover a
preferential transfer claim under § 550 of the Bankruptcy
Code, the Ninth Circuit warned of the “collusive forces

at play in these situations.” Sims v. De Armond ( In re
Lendvest Mortgage, Inc.), 42 F.3d 1181, 1182 (9th Cir.1994).
In Lendvest Mortgage, the debtor had transferred $50,000
to an entity called Fund II on behalf of the De Armonds.

This $50,000 was deemed to be a preferential transfer, and
the trustee in bankruptcy sought recovery of it from the De
Armonds, for whose benefit the transfer had been made. The
trustee also brought an adversary proceeding against Fund II,
on grounds unrelated to the $50,000 preferential transfer. The
trustee and Fund II settled, and as part of the settlement the
trustee agreed to withdraw his claim (filed as part of Fund II's
bankruptcy proceedings) relating to the $50,000 transfer. The
trustee then went after the De Armonds for the transfer. See
Sims v. De Armond (In re Lendvest Mortgage, Inc.), 123 B.R.
623,624 (Bankr.N,D.Cal.1991).

*7  Pursuant to § 550(a)(1), the trustee was entitled to recover
the preferential transfer claim from either Fund II, as the
initial transferee, or the De Armonds, as the persons for whose
benefit the transfer was made. Section 550(c) [now § 550(d)
], however, limited the trustee to a single satisfaction of the
amount in question. The trustee argued that its settlement
with Fund II did not include any recovery on the $50,000
transfer, because that claim had simply been dropped. The
Ninth Circuit approved of the bankruptcy court's refusal to
accept the allocation urged by the trustee, observing:

The settling defendant only cares
about the total amount of the
settlement, but the plaintiff [trustee]
greatly prefers that the settlement be
allocated to non-joint liabilities so as
to allow the plaintiff to recover more
from other defendants. Because of
the lack of truly adverse interests ....
the parties' allocation is virtually
meaningless and may not reasonably
reflect the parties' relative liabilities.

Lendvest Mortgage, 42 F.3d at 1184. The Ninth Circuit,
however, rejected the bankruptcy court's proposed antidote to
the collusive forces at play in such a situation, which would
have required a trustee to give prior notice of the settlement
to the affected non-settling parties and get judicial approval
of the allocation of the settlement in order to prevent a non-
settling party from using the settlement to offset for its own

liability. Id. at 1183. Rather, the Ninth Circuit held, “the
bankruptcy court must undertake an independent allocation of
the settlement before it may conclude that the ... [avoidable]
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transfer claim has been completely or partially satisfied.”

Id. at 1185.

Here, as in Lendvest Mortgage, the interests of the Trustee
and the Bank were not truly adverse when they drafted their
settlement agreement: the Bank cared only about the total
amount of the settlement, while the Trustee would of course
have preferred that the settlement be structured so as to allow
him to recover from other defendants, such as Kuse. We
therefore agree with the district court that, although the parties
to the settlement apparently did not consider the $595,000
Kuse transfer to be a part of their settlement, given the
collusive potential of such an agreement and the subsequent
risk of prejudice to the interests of non-settling parties, the
court is not compelled to accept the Trustee's assertion that its
settlement with the Bank did not include the Kuse transfer, but
must undertake an independent allocation of the settlement.

The bankruptcy court did precisely that. Based on its
knowledge of the settlement negotiations and terms of the
settlement agreement between the Trustee and the Bank, it
concluded as a matter of fact that the Kuse transfer claim was
not part of the settlement. We cannot say that this finding is
clearly erroneous. The amount of the settlement, its terms, as
well as the negotiations between the parties to the settlement
all indicate that no portion of the settlement was allocated to
the Kuse transfer. The Trustee simply received no recovery on
the Kuse transfer as a result of his settlement with the Bank.

*8  Furthermore, we agree with the bankruptcy court that
the Trustee's claim against the Bank, which was based on its
contention that the Bank was the “initial transferee” for the
Kuse transfer, was never strong to begin with. Every court
that has considered this claim has rejected Kuse's argument

that the Bank be held liable as the initial transferee, and while
the Trustee obviously attempted to make the same argument
in his complaint against the Bank, there was little merit to it.
At best there was never more than an attenuated risk that the
Bank might be liable for the Kuse transfer. Without any real
risk of liability on the Bank's part, the bankruptcy court did not
clearly err in finding the settlement did not cover this claim.
Consequently, we reverse the district court and reinstate the
bankruptcy court's order that Kuse not receive any credit or
set-off against the court's judgment based on the Trustee's
subsequent settlement with the Bank.

V.

We find that Kuse Enterprises, as the first party to have legal
dominion and control over the unauthorized post-petition
transfers from the debtor's accounts, was the initial transferee
under 11 U.S.C. § 550(a), and affirm the district court's grant
of summary judgment for the Trustee. Because the settlement
agreement and receipt of funds by the Trustee from the Bank
does not constitute a double recovery for the Trustee on the
avoided transfer in question, Kuse Enterprises is not entitled
to any set-off against the settlement proceeds. Accordingly,
we reverse the district court's order granting a set-off and
direct the district court to reinstate the bankruptcy court's
order denying a set-off.

AFFIRMED IN PART AND REVERSED IN PART.

All Citations

172 F.3d 43 (Table), 1998 WL 957455

End of Document © 2021 Thomson Reuters. No claim to original U.S. Government Works.

Case 2:19-ap-01382-SK    Doc 315-1    Filed 11/12/21    Entered 11/12/21 12:26:33    Desc
Appendix of Unpublished Cases    Page 73 of 260



Cutler v. Rancher Energy Corp., Not Reported in Fed. Supp. (2014)
2014 WL 12599602

 © 2021 Thomson Reuters. No claim to original U.S. Government Works. 1

2014 WL 12599602
Only the Westlaw citation is currently available.

United States District Court, C.D. California.

Frank W. CUTLER, et al.
v.

RANCHER ENERGY CORP., et al.

SACV 13-0906-DOC (JPRx)
|

Filed 06/02/2014

Attorneys and Law Firms

Inna S. Demin, Todd B. Becker, Law Offices of Todd B.
Becker, Long Beach, CA, for Frank W. Cutler, et al.

Danielle Serbin, Gareth Thomas Evans, Gibson Dunn and
Crutcher LLP, Irvine, CA, Gareth Thomas Evans, Gibson
Dunn & Crutcher, Los Angeles, CA, for Rancher Energy
Corp., et al.

PROCEEDINGS (IN CHAMBERS): ORDER
DENYING MOTION TO DISMISS [51] [52]

THE HONORABLE DAVID O. CARTER, JUDGE

*1  Before the Court is Defendant's renewed Motion
to Dismiss (Dkts. 51, 52). The Court finds this matter
appropriate for resolution without oral argument. See Fed.
R. Civ. P. 78; L.R. 7-15. Having considered the moving and
opposing papers and the entirety of the record, the Court
DENIES the motion.

I. BACKGROUND
The Court described fully the facts of the case in its
prior order. Plaintiffs Frank W. Cutler et al. (“Plaintiffs”)
brought this lawsuit against Defendants Rancher Energy
Corp. (“Rancher”) and John Works (CEO of Rancher) based
on representations made to Plaintiffs regarding investments.

After an initial Motion to Dismiss by Defendant Works,
the Court dismissed without prejudice Plaintiffs' negligent
misrepresentation claim. See Order, March 11, 2014 (Dkt.
44). The Court found that Plaintiffs had failed to sufficiently
allege the lack of reasonable grounds for belief in the alleged
misrepresentations' truth. Id. at 11.

Plaintiffs filed a Third Amended Complaint (“TAC”) on
March 25, 2014 (Dkt. 47). Defendants filed the instant motion
on April 15, 2014, alleging that Plaintiffs did not cure the
deficiency in their Second Amended Complaint.

II. LEGAL STANDARD
Under Federal Rule of Civil Procedure 12(b)(6), a complaint
must be dismissed when a plaintiff's allegations fail to
set forth a set of facts which, if true, would entitle the

complainant to relief. Bell Atl. Corp. v. Twombly, 550 U.S.

544, 555 (2007); Ashcroft v. Iqbal, 556 U.S. 662, 679
(2009) (holding that a claim must be facially plausible in order
to survive a motion to dismiss). The pleadings must raise the
right to relief beyond the speculative level; a plaintiff must
provide “more than labels and conclusions, and a formulaic
recitation of the elements of a cause of action will not do.”

Twombly, 550 U.S. at 555 (citing Papasan v. Allain,
478 U.S. 265, 286 (1986)). On a motion to dismiss, this court
accepts as true a plaintiff's well-pled factual allegations and
construes all factual inferences in the light most favorable

to the plaintiff. Manzarek v. St. Paul Fire & Marine Ins.
Co., 519 F.3d 1025, 1031 (9th Cir. 2008). The court is not
required to accept as true legal conclusions couched as factual

allegations. Iqbal, 556 U.S. at 678.

Dismissal without leave to amend is appropriate only when
the court is satisfied that the deficiencies in the complaint

could not possibly be cured by amendment. Jackson v.

Carey, 353 F.3d 750, 758 (9th Cir. 2003); Lopez v. Smith,
203 F.3d 1122, 1127 (9th Cir. 2000) (holding that dismissal
with leave to amend should be granted even if no request
to amend was made). Rule 15(a)(2) of the Federal Rules of
Civil Procedure states that leave to amend should be freely
given “when justice so requires.” This policy is applied with

“extreme liberality.” Morongo Band of Mission Indians v.
Rose, 893 F.2d 1074, 1079 (9th Cir. 1990).

III. ANALYSIS
Plaintiffs added allegations in the TAC that are very similar
to the text of a California Court of Appeal case cited in the
Court's prior order. The additional allegations are, essentially,
as follows
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*2  38. Plaintiffs are informed and
believe and based thereon allege
that the representations, promises,
assurances and expressions of opinion
by defendant Works were false at
the time they were made, and
that he made them negligently,
carelessly and recklessly with no
reasonable grounds for believing they
were true. Defendant Works, as a
corporate officer and director, lacked
reasonable grounds for believing that
the substance of his statements,
representations, promises, assurances
and expressions of opinion were
true because he failed to utilize the
degree of skill, prudence and diligence
commonly possessed by corporate
officers and corporate directors, and
if he had utilized such skill, prudence
and diligence, he would not have
made such statements, representations,
promises, assurances and expressions
of opinion.

TAC ¶ 38. Plaintiffs pull the bulk of this language from

B.L.M. v. Sabo & Deitsch, 55 Cal. App. 4th 823, 835
(1997). Defendants argue that this addition does not actually
articulate new facts. Further, Defendants point out that the
Sabo & Deitsch case is irrelevant to the present motion
because the case is a California case decided before Iqbal and
Twombly. The Court agrees that the case is not directly on
point nor is it binding authority. However, the Court finds
the minimal additions sufficient to bring Plaintiffs' allegations
over the Iqbal burden. The Second Amended Complaint
already described in detail the allegedly false facts and their
allegedly truthful counterparts. Plaintiffs' additions provide
some explanation of why Defendant Works' belief in these
representations' truthfulness was unreasonable. The Court
therefore DENIES the motion to dismiss.

IV. DISPOSITION
Accordingly, the Court DENIES Defendant's Motion to
Dismiss.

The Clerk shall serve this minute order on the parties.

All Citations

Not Reported in Fed. Supp., 2014 WL 12599602

End of Document © 2021 Thomson Reuters. No claim to original U.S. Government Works.
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MEMORANDUM and ORDER

BUCHWALD, J.

*1  This putative securities class action arises out of the
June 28, 2000 initial public offering of 173,913,000 shares
of Class A common stock (the “IPO”) of Genuity, Inc.
(“Genuity”), as well as the subsequent demise and ultimate
bankruptcy of that company. Plaintiffs, who purchased shares
of Genuity during the putative class period (which extends
from the IPO through the filing of bankruptcy), have sued
Citigroup Global Markets Inc. (f/k/a Salomon Smith Barney

Holdings Inc.) (“Smith Barney”), 1  Verizon Communications

Inc. (“Verizon”) 2  and three former Genuity officers (the

“Individual Defendants”), 3  seeking damages for alleged
violations of the United States securities laws. All defendants
have moved to dismiss plaintiffs' complaint on the ground
that it fails to state a claim for relief under Fed.R.Civ.P.
12(b)(6) and fails to plead with sufficient particularity under

both Fed.R.Civ.P. 9(b) and the Private Securities Litigation
Reform Act of 1995 (the “PSLRA”). For the reasons set forth
herein, defendants' motions to dismiss are granted.

BACKGROUND 4

This lawsuit was instituted after Genuity filed for protection
under Chapter 11 of the United States Bankruptcy Code
on November 27, 2002. On October 2, 2003, Genuity filed
with the bankruptcy court a Second Amended Disclosure
Statement in support of the Consolidated Plan of Liquidation
(the “Disclosure Statement”), which allegedly revealed to
plaintiffs that Genuity had been significantly undercapitalized
since the company went public on June 28, 2000. In
their 79-page Complaint, plaintiffs allege that the June
27, 2000 Prospectus that Genuity filed with the Securities
and Exchange Commission (“S.E.C.”) in connection with
the IPO (the “Prospectus”), as well as Genuity's spring
2000 Form S-1 Registration Statement and two subsequent
amendments thereto, (collectively, the “IPO statements”)
were materially misleading because they failed to disclose
this undercapitalization. Plaintiffs allege further that various
public statements made by Genuity about its business and
financial health in the period between the IPO and the
company's ultimate bankruptcy filing (collectively, the “post-
IPO statements”) were materially misleading for a myriad
of reasons. The putative class period is alleged to extend
through the entire solvent life of the company, from the June
28, 2000 IPO through the November 27, 2002 bankruptcy
filing. Below, we outline the IPO and subsequent relevant
events before detailing plaintiffs' allegations and defendants'
arguments in support of dismissal.

I. Events Leading Up To the IPO

Genuity was a “Tier 1” Internet backbone provider 5  that
offered customers suites of managed Internet infrastructure
services such as dedicated and broadband access, web hosting
and content delivery and value-added services such as Voice
over IP and managed Internet security services. Genuity's
origins can be traced to BBN Corporation, a Massachusetts
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telecommunications company that was acquired in 1997
by GTE Internetworking Inc. (“GTE Internetworking”), a
holding company subsidiary of GTE Corporation (“GTE”).

*2  In July 1998, GTE and Bell Atlantic Corporation
(“Bell Atlantic”) announced a proposed merger, which would
combine the two companies into what is now known as
Verizon. As part of the merger, and in response to objections
by the Federal Communications Commission (“F.C.C.”),
GTE and Bell Atlantic determined that GTE Internetworking
would be spun off to create an independent company,

Genuity. 6  Pursuant to the spin-off plan, Genuity would
conduct an IPO that would give the public over 90.5% of
the Class A voting equity stock and Verizon (the merged
company) approximately 10% of the Class A stock and 95%
of the Class B stock. Under the plan, once Verizon obtained
requisite approvals from state telecommunications regulators,
it would have the option of converting its Class B stock into
80% of the outstanding Class A stock and thereby regaining
control of Genuity. Also pursuant to the plan, Verizon both
retained rights of consent over various corporate actions by
Genuity and was entitled to elect one member of Genuity's
board of directors.

II. The IPO
Genuity's IPO was the largest in Internet history. According
to the Complaint and the Disclosure Statement, when
discussions about a possible IPO began in the spring of 2000,
the original target offering price was $25 per share, which
would have generated approximately $4.3 billion in proceeds.
As discussed more fully below, plaintiffs allege that Genuity's
business plan was developed with this figure in mind.
With preparations for the IPO underway, however, market
conditions began to deteriorate and, as of June 24, 2000, at
the recommendation of the investment bankers retained to
underwrite the IPO, GTE and Bell Atlantic publicly hoped

for an offering price of $12 to $15 per share. 7  By June 28,
2000, however, market conditions had deteriorated further
such that the company settled upon an $11 per share offering
price, which would generate approximately $1.9 billion in
proceeds. Notwithstanding these changes, plaintiffs allege,
Genuity neither altered its business plan nor disclosed in its
Prospectus that the plan “was severely underfunded as a result
of raising only $1.9 billion [through] the IPO.” Compl. ¶
6. The IPO was eventually conducted on June 28, 2000 at
an offering price of $11 per share and, as expected, raised
approximately $1.9 billion in proceeds.

III. Events Subsequent to the IPO
From early June 2000 through September 2000, GTE and Bell
Atlantic worked with their existing bank lenders, including
Smith Barney's “sister company,” Citibank, N.A., to obtain
a credit facility for Genuity. On September 5, 2000, a $2
billion credit facility (the “September 5, 2005 Loan”) was
established by a consortium of banks under an agreement that
also provided that an event of default would occur at such
time, if ever, as Verizon was no longer in a position to exercise
its option to regain control of Genuity.

Immediately following the IPO, according to the Complaint,
Genuity began to expend capital in accordance with its
preexisting business plan at a rate of approximately $400
million per quarter. As part of that spending plan, Genuity
launched a $20 million marketing and advertising campaign
in September 2000 promoting its “Black Rocket” product,
which, according to promotional materials, would bundle key
Internet infrastructure into one fully integrated package for
mid- to large-sized businesses. To entice potential buyers of
the product, Genuity guaranteed that, once ordered, Black
Rocket would be delivered within 10 business days or the
buyer would be credited for all installation fees. Additionally,
Genuity guaranteed that Black Rocket customers would
receive credits to their accounts if their product did not have
“up-times” of at least 99.9%.

*3  In March 2001, in order to obtain more needed capital,
Genuity secured a $500 million loan from defendant Verizon
(the “Verizon Loan”). In September 2001, the parties to the
Verizon Loan amended the loan to make up to $2 billion
available to Genuity. As with the September 5, 2000 Loan,
the Verizon Loan provided for cancellation if Verizon did not
maintain its option to reacquire control of Genuity.

By the end of 2001, plaintiffs allege that Genuity was facing
serious financial difficulties as a result of low revenues,
failing sales programs, retention of obsolete equipment and
continued significant capital expenditures under the business
plan. On July 21, 2002, Genuity's board of directors held a
Sunday night meeting at which it was decided that Genuity
would draw down the remaining $850 million available to

it under the September 5, 2000 Loan. 8  On July 24, 2002,
Genuity announced publicly that Verizon had cancelled its
option to reacquire control over Genuity and terminated the
Verizon Loan. Finally, on November 27, 2002, Genuity filed
for Chapter 11 bankruptcy protection. Plaintiffs allege that the
bankruptcy filing was due to Genuity's “inability to recover
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from the drastically underfunded IPO, its continued high rate
of capital expenditures, and its inability to acquire capital
from either the banks [that provided the September 5, 2000
Loan] or Verizon.” Compl. ¶ 16. Genuity's stock, which,
according to the Complaint, had been trading as high as $70
per share in early 2001, was trading for pennies per share at
the time that bankruptcy was declared.

IV. The Alleged Misrepresentations
Plaintiffs assert two claims for relief. Claim One alleges that
the Individual Defendants and Smith Barney violated § 10(b)
of the Securities Exchange Act of 1934 (the “1934 Act”),
15 U.S.C. § 78j(b), and Rule 10b-5 thereunder, 17 C.F.R.
§ 240.10b-5, when the IPO statements and the post-IPO
statements were issued. Claim Two alleges that the Individual
Defendants and Verizon are liable for the alleged misleading
statements as a result of their status as “controlling persons”
within the meaning of § 20(a) of the 1934 Act, 15 U.S.C.
§ 78t(a). Before discussing defendants' arguments in support
of dismissal, we briefly outline the statements that plaintiffs
allege were misleading.

A. The IPO Statements
As mentioned above, plaintiffs contend that the Prospectus
and the pre-IPO Registration Statement (and amendments
thereto), were misleading because they failed to disclose
to potential investors that the IPO offering price was
substantially lower than had initially been anticipated and that
Genuity's business plan-and particularly its planned capital
expenditures-had not been modified to take into account the
substantially lessened initial capital that would be available
to the company at the eventual offering price. In support
of this argument, plaintiffs rely primarily on the Disclosure
Statement that Genuity filed with the bankruptcy court on
October 2, 2003. That statement reads in relevant part as
follows:

*4  In early 1999, GTE Internetworking developed a
business plan for the expansion of the GTE/BBN Internet
business. As merger planning between GTE and Bell
Atlantic progressed, the parties decided that the merged
company would, as part of its overall business strategy,
enter into direct competition with AT & T, Sprint
UUNet (a subsidiary of MCI Worldcom) and others to
provide data transmission and Internet backbone services.
Accordingly, the merged GTE and Bell Atlantic would
require construction of a far larger telecommunications
network than GTE Internetworking had originally been

contemplating. The two companies developed this new,
expanded business plan through the summer and fall of
1999, in order to start construction of the expanded network
as soon as they consummated their merger. The companies
planned to spend $11-13 billion in capital within five years
to build its business and network with over 500 POPs.
In early 2000 the GTE board of directors approved this
business plan for the GTE Internetworking business....

As described above, Genuity Inc.'s business plan
contemplated $11-13 billion of capital expenditures over
five years. To fund this plan, Bell Atlantic and GTE
began discussions with investment bankers in the spring of
2000 with a view toward raising $4.3 billion in an initial
public offering of Genuity Inc. stock (the “IPO”), which
was to remain with Genuity Inc. as the foundation of its
capitalization. The $4.3 billion target was based on an
estimated IPO price of about $25 per share.

With preparations for the IPO underway, the market
for equity in telecommunications and Internet-based
businesses began to deteriorate. At the recommendation of
their investment bankers, GTE and Bell Atlantic lowered
the target IPO share price to a range of $12-15 per
share. Notwithstanding the lower-than-expected IPO price
and the corresponding reduction in the initial equity
capitalization of Genuity Inc., GTE and Bell Atlantic
did not change the terms of the Genuity IPO Spin-
Out. GTE and Bell Atlantic did not cancel the IPO,
because accomplishing the Genuity IPO Spin-Out was
an absolute necessity and precondition to consummating
the merger of GTE and Bell Atlantic. Nor did GTE and
Bell Atlantic alter the Genuity Inc. Group business plan,
in part because they had sought approval of the merger
from their respective shareholders based on a business
plan that contemplated the Genuity Inc. Group constructing
a massive telecommunications network that would be
reintegrated into Verizon as soon as Verizon obtained the
requisite 271 Approvals.

By June of 2000, owing to further decline of the
industry and the capital markets, the investment bankers
recommended a final price for the IPO of $11 per share,
which would provide Genuity Inc. with only $1.9 billion of
initial equity capital, or 40% of the sum anticipated when
GTE and Bell Atlantic formulated the Genuity Inc. Group's
business plan. Notwithstanding this further reduction in the
equity capitalization of Genuity Inc., GTE and Bell Atlantic
did not make any attempt to alter the Genuity Inc. Group's
business plan or to defer the IPO. Nor did GTE and Bell
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Atlantic contribute any additional equity capital to Genuity
Inc. to compensate for the shortfall in IPO proceeds and
initial capitalization. On June 27, 2000, the Genuity Inc.
board of directors approved the $11 per share IPO pricing,

and the IPO was consummated on June 30, 2000. 9

*5  Immediately after the IPO, the Genuity Inc. Group
began its capital expenditure program in accordance with
its business plan. This caused the Genuity Inc. Group to
spend cash at the rate of approximately $400 million per
quarter. At this rate, given its paid-in capital, the Genuity
Inc. Group would have exhausted its cash in little more
than 12 months. The Genuity Inc. Group's business plan,
as GTE and Bell Atlantic had approved it, contemplated
that Genuity Inc. would have to raise additional funds in
the debt markets to supplement what was expected to be an
initial equity capitalization of $4.3 billion.
Murphy Decl., Ex. F at 12-13.

Relying on the Disclosure Statement, plaintiffs argue
that Genuity's allegedly undisclosed business plan was
“predicated” and “dependent” on “initially raising $4.3 billion
through the IPO.” Compl. ¶¶ 17, 65, 69, 189. Plaintiffs allege
that the business plan “contemplated Genuity's construction
of a massive telecommunications network that would be
reintegrated into Verizon as soon as Verizon obtained the
requisite 271 approvals from state regulators,” id. ¶ 19, and
thus called for Genuity to spend capital “at a rate of $400
million per quarter,” id. ¶ 11. The Complaint further alleges
that Genuity's business plan required an initial “foundational”
capital infusion of the intended $4.3 billion from the IPO
to “enable[ ] Genuity to pursue its Business Plan for almost
three years without the necessity of having to raise additional
funds during that period and limit[ing] its need to obtain
additional financing from other sources,” Compl. ¶ 17. In
contrast, plaintiffs argue, the $1.9 billion that the IPO actually
generated would last the company approximately twelve
months at the planned expenditure rate. See id. ¶ 11. As
a result, plaintiffs contend, Genuity's business plan was
undercapitalized from the beginning and the IPO statements
were materially misleading because they failed to disclose
these facts to potential investors.

B. The Post-IPO Statements
Plaintiffs also allege that defendants made various false or
misleading statements in the wake of the IPO and leading up
to Genuity's bankruptcy in November 2002. The statements
alleged to be false or misleading were made, for the most
part, in interviews with the press, press releases and S.E.C.

filings. They are also numerous, but it is unnecessary
to recount each statement individually here because all
of plaintiffs' post-IPO allegations essentially reduce to
four claims, namely: (i) Genuity's statements about its
financial condition throughout the putative class period were
misleading because Genuity was improperly recognizing
revenue in violation of GAAP; (ii) Genuity's statements
about its financial condition in 2001 were misleading because
Genuity improperly delayed taking an impairment charge
on allegedly outdated networking equipment for several
months; (iii) Genuity's optimistic representations regarding
its Black Rocket product were misleading because they
were unrealistic; and (iv) Genuity's statements about its
network capabilities were misleading because Genuity's
actual network capabilities were substantially less than the
company publicly represented them to be.

1. Improper Revenue Recognition
*6  Plaintiffs allege that numerous statements made by

Genuity in its financial statements and in the press regarding
the company's financial health were misleading because the
company was improperly recording revenue under GAAP.
The alleged GAAP violations occurred in at least four distinct
ways. First, plaintiffs allege that Genuity recognized revenue
on sales contracts at the time the contracts were signed
rather than when the products at issue were delivered, “even
though the contracts could be, and often were, cancelled”
by Genuity's customers. Compl. ¶ 138. Plaintiffs also allege
that Genuity improperly recognized revenue on “multi-year”
contracts in full at the time the contracts were signed
rather than deferring revenue to later periods in which
revenue would actually be realized. Plaintiffs allege that these
practices “violated the basic GAAP concept that revenue must
be earned and realizable in order for a company to recognize
it.” Compl. ¶ 138.

Second, and relatedly, plaintiffs allege that Genuity
improperly recognized revenue in connection with “last
minute deals” in which, in order to “bridge the gap between
the company's forecasted sales and its actual sales,” Genuity
would enter into sales agreements with customers either (i)
at the end of a quarter or (ii) at the beginning of a quarter
but “backdate” the contracts to reflect a signing during the
previous quarter. Compl. ¶¶ 141-43. These techniques were
improper, plaintiffs allege, because, although Genuity would
recognize the revenue on these contracts during the period
in which they purported to be signed, the revenue associated
with them was not properly realizable because customers
“had the ability to cancel the agreement[s] and in fact often
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did cancel these agreements.” Id. ¶ 142. Moreover, plaintiffs
allege, recognizing revenue on these contracts at the time of
signing was improper because “the customer was not required
to pay anything until the services were actually delivered.”
Id. ¶ 143.

Third, plaintiffs allege that Genuity engaged in an improper
“dark fiber swap” with Qwest, another Internet service
provider, in the first quarter of 2001. Compl. ¶¶ 27, 144-49.
The alleged transaction involved an exchange between the
companies of “very large ... fiber optical capacity assets for
a period of 99 years.” Id. ¶ 144. The capacity exchanged
“was dark fiber and was not anticipated to be lit up for the

foreseeable future.” Id. ¶ 145. 10  Plaintiffs contend that, since
the exchange “did not involve the culmination of an earnings
process,” the proper GAAP treatment of the transaction
would have been for Genuity “to record the asset received
at the carrying value of the asset transferred.” Id. ¶ 147.
Allegedly in violation of GAAP, however, Genuity treated the
exchange as two separate transactions whereby the company
first recognized earnings associated with the transfer of its
capacity to Qwest and then recorded an asset purchase in the
same dollar amount for the capacity it received from Qwest,

even though no money actually changed hands. 11  Plaintiffs
allege that Genuity's treatment of the transaction “wrongly

inflated Genuity's revenue for this period.” Id. ¶ 149. 12

*7  Finally, plaintiffs allege that revenue was improperly
recognized on “fictitious” sales invoices. Plaintiffs contend
that the Individual Defendants encouraged its sales staff to
submit bogus invoices by instituting a policy whereby sales
staff would be paid commissions in full upon submission of
an invoice and then, if the order was subsequently cancelled,
charged the amount of the commission from the employee's
next paycheck. Moreover, according to a “former Genuity
Partner Manager, ... several sales people submitted sizeable
fictitious sales orders and then resigned from Genuity before
the orders were provisioned.” Id. ¶ 154-55. Plaintiffs contend
that Genuity's recognition of revenue associated with such
sales orders was improper because the revenue was not
realizable.

2. Delayed Impairment Charge on Long-Lived Assets
Plaintiffs' second post-IPO claim is that Genuity's statements
regarding its financial condition in 2001 were misleading
because Genuity improperly delayed taking a $2.6 billion
impairment charge on various networking equipment until the
fourth quarter of 2001 that should have been taken in “late

2000/early 2001.” Compl. ¶¶ 157-68. Plaintiffs allege that, in
late 2000, Genuity bulk purchased millions of dollars worth
of routing and switching equipment to supply future orders.
Plaintiffs further allege that, by early 2001, $30-$50 million
worth of the equipment was sitting in Genuity's “data centers”
unused, and it was apparent that “large amounts” of Genuity's
stockpiled networking equipment had become “outdated and
obsolete,” Compl. ¶ 31, in part because demand was shifting
away from dial-up services to DSL and cable modem services,
id. ¶ 167.

Citing the Financial Accounting Standards Board's (“FASB”)
Statement of Financial Accounting Standard (“SFAS”) No.
121, plaintiffs argue that Genuity was required to record
an impairment charge “whenever events or changes in
circumstances indicate that the carrying amount of an asset
may not be recoverable.” Plaintiffs contend that, as a result
of Genuity's networking equipment becoming “outdated and
obsolete,” demand for Genuity's services declined rapidly
and it became apparent in early 2001 that Genuity would
not recover the carrying amounts of a significant portion
of its stockpiled equipment. Nevertheless, plaintiffs contend,
Genuity improperly waited to record the $2.6 billion charge

until the fourth quarter of 2001. 13

3. Statements Concerning Black Rocket
The third class of alleged misrepresentations concern
Genuity's Black Rocket product. As noted earlier, Black
Rocket was a packaged bundle of Internet services aimed to
serve mid- to large-sized business. As also mentioned above,
Genuity guaranteed to its customers that it would either
deliver Black Rocket within 10 days of a customer's order or
credit all of the customer's installation fees. According to the
Complaint, the product had an “average price tag of $100,000
to $1 million.” Compl. ¶ 12.

*8  The Complaint alleges that, for several reasons, Genuity's
public statements about Black Rocket were misleading. First,
plaintiffs allege that Genuity's optimistic statements about
Black Rocket's market potential were misleading because
the networking technology on which Black Rocket was
based was quickly becoming obsolete at the time Black
Rocket was being ramped up. Second, plaintiffs contend
that statements touting Genuity's 10-day delivery guarantee
were misleadingly unrealistic because of the time-consuming
complexity and amount of work involved in designing,
building, installing, testing and delivering each customized
Black Rocket product to each individual customer. Third,
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plaintiffs allege, while Genuity represented to the public
that Black Rocket sales were “extremely profitable,” the
company actually “was unable to determine the costs of
each Black Rocket installation due to the high level of
customization required, which caused the costs associated
with each Black Rocket project to vary greatly.” Compl. ¶
36. Fourth, plaintiffs allege that Genuity's representations
regarding demand for and customer acceptance of Black
Rocket were misleading because “the Black Rocket service
offering was neither competitive nor successful due to lack of
customer demand, the unrealistic installation guarantees, and
the fact that Genuity had over-purchased huge stockpiles of
equipment in anticipation of demand that failed to materialize
and which quickly became outdated.” Id. ¶ 37.

4. Statements Concerning Genuity's Network Capabilities
The last category of alleged misrepresentations is Genuity's
public statements about its fiber network capacity. According
to the complaint, Genuity made public statements about
“the substantial progress of its network build-out.” Compl.
¶ 38. Plaintiffs allege that these statements were false
because “on multiple occasions Genuity built temporary,
non-functional structures.” Id . Moreover, plaintiffs contend,
“[a]fter the phony sites were erected and announcements
about their completion were made, Genuity tore them down.”
Id. Plaintiffs allege that, as of mid-2001, only 10% of
Genuity's fiber network was “actually lit” and that “the
majority of Genuity's fiber network was incapable of carrying
network traffic.” Id. ¶ 39.

V. Defendants' Motions to Dismiss
All defendants have moved to dismiss on the ground
that plaintiffs have neither stated a claim for relief under
Fed.R.Civ.P. 12(b)(6) nor pleaded with adequate particularity

under Fed.R.Civ.P. 9(b) and the PSLRA. All defendants
argue that the IPO statements were not misleading as a
matter of law both because the securities laws did not
require Genuity to disclose prior targeted offering prices
that it had chosen not to pursue in the actual IPO and
because the Prospectus adequately warned plaintiffs of the
risks and facts that plaintiffs now contend materialized and
caused them harm. With respect to the post-IPO statements,
defendants argue that plaintiffs have failed to plead with
sufficient particularity and that, even if plaintiffs' allegations
were sufficiently particularized, defendants' statements are
protected under the PSLRA's safe harbor provision for

forward-looking statements, see 15 U.S.C. § 78u-5(c).

Defendants argue further that plaintiffs have failed adequately
to plead scienter or “loss causation,” both of which are
required under the PSLRA. Finally, Verizon argues that the
claims against it should be dismissed both because Verizon
did not “control” Genuity within the meaning of § 20(a) of the
1934 Act and because Verizon is not alleged to have been a
“culpable participant” in any wrongdoing. On July 28, 2005,
the Court heard oral argument.

*9  For the reasons discussed below, we dismiss plaintiffs'
complaint in its entirety on the ground that, with respect
to each alleged misrepresentation, plaintiffs have failed
adequately to plead falsity, scienter and/or “loss causation.”

DISCUSSION

In considering defendants' motions to dismiss, the Court
may consider the Complaint as well as documents on
which plaintiffs clearly relied in drafting the Complaint,
such as the Prospectus and the Disclosure Statement. See,

e.g., Chambers v. Time Warner, Inc., 282 F.3d 147, 153
(2d Cir.2002). We must accept as true all material factual

allegations in the Complaint. Levy ex rel. Immunogen Inc.
v. Southbrook Int'l Invs., Ltd., 263 F.3d 10, 14 (2d Cir.2001).
A motion to dismiss may be granted only where “it appears
beyond doubt that the plaintiff can prove no set of facts
in support of his claim which would entitle him to relief.”

Still v. DeBuono, 101 F.3d 888, 891 (2d Cir.1996) (quoting

Conley v. Gibson, 355 U.S. 41, 45-46, 78 S.Ct. 99, 2
L.Ed.2d 80 (1957)). In evaluating the Complaint under this
standard, we first address plaintiffs' IPO claims.

I. The IPO Statements
Defendants argue that the IPO statements were not misleading
because they did not omit any fact required to be disclosed
under the securities laws. Defendants argue further that the
“bespeaks caution” doctrine precludes liability because the
Prospectus adequately informed plaintiffs of the risks of
which they now complain. We agree that, under either of these
rationales, plaintiffs' IPO claims must fail.

The securities laws affirmatively require the disclosure of
information that may “render[ ] prior public statements

materially misleading.” San Leandro Emergency Medical
Group Profit Sharing Plan v. Philip Morris Cos., Inc., 75
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F.3d 801, 810 (2d Cir.1996) (quoting In re Time Warner
Inc. Securities Litigation, 9 F.3d 259, 268 (2d Cir.1993)).
Under the facts alleged in the present case, the relevant
inquiry is essentially the same as that required under the
“bespeaks caution” doctrine, which holds that misstatements
in the context of a stock offering are immaterial as a matter
of law when “it cannot be said that any reasonable investor
could consider them important in light of adequate cautionary

language set out in the same offering.” Halperin v.
eBanker USA.com, Inc., 295 F.3d 352, 357 (2d Cir.2002);

see also P. Stolz Family Partnership L.P. v. Daum,
355 F.3d 92, 96 (2d Cir.2004) (“A defendant may not be
liable ... for misrepresentations in a prospectus if the alleged
misrepresentations were sufficiently balanced by cautionary
language within the same prospectus such that no reasonable
investor would be misled about the nature and risk of the
offered security.”).

The required analysis comprises two steps: first, we must
identify the risk that plaintiffs allege was not disclosed in the
IPO statements; second, we examine the IPO statements “to
determine if a reasonable investor could have been misled into
thinking that the risk that materialized and resulted in [the]

loss did not actually exist.” Halperin, 295 F.3d at 359.

*10  The allegedly undisclosed risk in this case was that
the IPO would not provide Genuity with sufficient capital to
proceed with its business plan. Even a cursory examination
of the Prospectus, however, reveals that this risk and the facts
underlying it were fully disclosed to potential investors. First,
it was disclosed exactly how much cash the business plan
required Genuity to spend and at what rate:

• “Our capital expenditures program, as currently
contemplated, will require between $11 billion and $13
billion during the five-year period ending December 31,
2004, the majority of which will be for the expansion of

our network infrastructure.” Pratt Decl., Ex. B at 9. 14

• “We currently intend to spend $11 billion to $13 billion
over the five-year period ending December 31, 2004,
of which approximately $1.8 billion to $2.0 billion is
expected to be spent during 2000, on the continued
expansion of our network infrastructure and other capital
expenditures.” Id. at 10.

Second, it was disclosed exactly how much capital the IPO
would raise:

• “We estimate that the net proceeds from our sale of
the 173,913,000 shares of Class A common stock
we are offering at the initial public offering price
of $11.00 per share will be approximately $1.8
billion.” Id. at 21.

Third, it was disclosed at what rate the IPO proceeds would
be spent and that, at the intended spending rate, the
proceeds would be completely depleted in a matter of
months:

• “Of the net proceeds of this offering, we intend to use
approximately $1.5 billion for capital expenditures,
including approximately $1.2 billion in connection
with the expansion of our fiber network and
approximately $300 million for expansion of our
product lines for delivery of advanced data services
to our customers.” Id. at 21.

• “In the near term, we believe that the proceeds from
this offering ... should be sufficient to meet our cash
needs through the first quarter of 2001.” Id. at 34.

Fourth, it was emphasized that significant capital in
addition to the IPO proceeds would be needed and that, if
additional funding was not obtained, Genuity's business
would suffer:

• “We will need significant additional capital to fund
our business plan and achieve profitability.” Id. at
10.

• “We may be unsuccessful in raising sufficient capital
on terms that we consider acceptable, when needed
or at all. If this happens, we would have to delay
or abandon our development and expansion plans,
which would adversely affect our competitive
position.” Id.

In light of these disclosures, it is hard to imagine what
could have further been said to complete the picture of
Genuity's financial situation. It had to have been perfectly
clear to anyone who read the Prospectus that the initial capital
infusion from the IPO would soon be gone and that Genuity
would have to rely on the capital markets to obtain the

additional financing that its business plan required. 15

*11  Plaintiffs maintain, however, that the Prospectus
failed to disclose that Genuity's business plan was
“undercapitalized” in the sense that it was “predicated”
on raising $4.3 billion (the amount resulting from an IPO
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at $25 per share) in an IPO 16  and that skilled investors
knowing all of the relevant facts about the business plan
would have concluded that the company was doomed to

failure from the start. 17  This argument simply is not tenable
given that all of the operative facts-the business plan's
overall capital requirement of $11 billion to $13 billion with
capital expenditures in excess of $400 million per quarter,
the $1.9 billion that the IPO would generate, the scheduled
depletion of those proceeds in short order and the necessity
to immediately seek additional debt financing to cover the
gap between the capital generated through the IPO and
that required under the business plan-were fully disclosed.
Moreover, plaintiffs acknowledge that several of the alleged
“insiders” in this case-the Individual Defendants, Verizon
and Smith Barney's parent, Citigroup-themselves acquired

significant portions of Genuity's public stock. 18  Verizon,
Citigroup and a consortium of other sophisticated banks
further loaned Genuity billions of dollars shortly after the IPO
and throughout the duration of the company's solvency. And,
up until shortly before Genuity's initial bankruptcy filing,
Verizon is alleged to have intended to reacquire control of
the company. These circumstances suggest in the strongest
of terms that sophisticated investors with the most intimate
knowledge of Genuity's business plan and capitalization had
confidence in the company's future and certainly did not think
that the company was “undercapitalized” as plaintiffs use that

term. 19

Finally, and perhaps most tellingly, plaintiffs' fundamental
premise that Genuity had an undisclosed “business plan” that
was “predicated” on a “foundational” infusion of $4.3 billion
in IPO proceeds is a misreading of the Disclosure Statement.
According to that statement, upon which plaintiffs stated
at oral argument their premise is entirely based, Genuity's
“new, expanded business plan” was “developed ... through the
summer and fall of 1999.” Murphy Decl., Ex. F at 11. The
Disclosure Statement also states, however, that the original
$4.3 billion IPO figure was not even contemplated until
months later, when “Bell Atlantic and GTE began discussions
with investment bankers in the spring of 2000” about a
possible IPO. Id. at 12. The Disclosure Statement clarifies,
moreover, that “the $4.3 billion target was based on an
estimated IPO price of about $25 per share” and thus was not
some predetermined figure that Genuity's analysts determined
was necessary to fund the business plan. Id. As defendants
pointed out during oral argument, the “business plan” was
thus a spending plan and appears not to have contemplated
sources of capital, “foundational” or otherwise.

*12  Faced with the numerous financial disclosures in
the IPO statements and acknowledging that there is no
disclosure requirement for earlier hoped for IPO share prices,
plaintiffs have devised a contorted claim of failure to disclose
a so-called business plan, which is simply unsupported
by the documents on which they rely. For the reasons
stated above, plaintiffs' claim that the IPO statements were
fraudulent is dismissed for failure adequately to allege any

material misrepresentation. 20  We now turn to the post-IPO
statements.

II. The Post-IPO Statements
Defendants seek to dismiss all of plaintiffs' post-IPO claims
on numerous grounds, including that the Complaint fails to
plead fraud with adequate particularity, that scienter is not
sufficiently pleaded and that the PSLRA's “loss causation”

requirement is not satisfied. 21

A. Particularity
Defendants' principal objection to the post-IPO claims is
that plaintiffs fail to plead the existence of fraudulent
misrepresentations with the particularity required by

Fed.R.Civ.P. 9(b) and the PSLRA. We agree that
the majority of plaintiffs' allegations lack the requisite
particularity and therefore must be dismissed.

1. The Legal Standard

Where a complaint alleges fraud, Fed.R.Civ.P. 9(b)
requires that “the circumstances constituting fraud ... shall
be stated with particularity.” Where a complaint alleges
securities fraud as a result of misleading public statements, the
PSLRA requires that the complaint “specify each statement
alleged to have been misleading, the reason or reasons why
the statement is misleading, and, if an allegation regarding the
statement or omission is made on information and belief, the
complaint shall state with particularity all facts on which that
belief is formed.” 15 U.S.C. § 78u-4(b)(1).

What these rules mean in the context of a fraudulent
misrepresentation claim under Rule 10b-5 is that plaintiffs
must “(1) specify the statements that [they] contend[ ] were
fraudulent, (2) identify the speaker, (3) state where and when
the statements were made, and (4) explain why the statements

were fraudulent.” Novak v. Kasaks, 216 F.3d 300, 306 (2d
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Cir.2000) (internal citation omitted). While the particularity

mandates of Fed.R.Civ.P. 9(b) and the PSLRA do not
require plaintiffs to plead “every single fact upon which
their beliefs concerning false or misleading statements are

based,” Novak, 216 F.3d at 313, they do require plaintiffs
to plead facts “sufficient to support a reasonable belief as
to the misleading nature of the statement[s] or omission[s],”

id. at 314 n. 1. Where improper accounting under GAAP
is alleged, moreover, plaintiffs “must provide at the very least
some level of detail about the improper accounting alleged
to underlie misleading statements, and their materiality, in

order to survive the motion to dismiss phase.” Gavish
v. Revlon, Inc., No. 00 Civ. 7291, 2004 WL 2210269, *13

(S.D.N.Y. Sept.30, 2004); see also Rombach v. Chang, 355
F.3d 164, 174 (2d Cir.2004) ( “[P]laintiffs must do more than
say that the statements in the press releases were false and
misleading; they must demonstrate with specificity how that

is so.”); San Leandro Emergency Medical Group Profit
Sharing Plan, 75 F.3d at 812 (stating that, “[i]n order to satisfy

the requirements of Rule 9(b), plaintiffs must allege in
what respects the statements at issue were false”). On the
other hand, these particularity requirements are not meant to
bar potentially meritorious securities claims where missing
facts can only be obtained through discovery. See, e.g., In re

AOL Time Warner, Inc. Sec. and “ERISA” Litig., No. 02
Civ. 5575, 2004 WL 992991, *12 (S.D.N.Y. May 5, 2004).

*13  Under these standards, most of plaintiffs' claims relating
to the post-IPO statements cannot survive scrutiny under
the particularity requirement. We now evaluate those claims
seriatim.

2. Improper Revenue Recognition
Despite the Complaint's purported reliance on former Genuity
employees and corporate insiders, plaintiffs' allegations
regarding improper revenue recognition are exceedingly
general and do not explain with any specificity what effect the
alleged conduct had on the company's statements regarding
its financial health. For example:

• Plaintiffs allege that recognizing revenue at the time
Genuity's contracts were signed was improper under
GAAP because “most customers” had “cancellation
rights” that were “often” exercised, Compl. ¶ 21, but
plaintiffs do not allege which customers cancelled, what

kinds of “cancellation rights” were retained, by whom
they were retained or how much revenue was improperly
recognized as a result.

• Plaintiffs allege that “[i]n many instances, ... last minute
agreements were cancelled in the following quarter,” id.
¶ 142, but plaintiffs do not explain which agreements
were cancelled or how much revenue was recognized as
a result.

• Plaintiffs allege that “Genuity would recognize revenue
from multi-year contracts in full upon the signing of
the contract,” id. ¶ 140, but they do not explain how
often this was done, by whom or how much revenue was
improperly recognized.

• Plaintiffs allege that Genuity's sales team “creat[ed]
fictitious sales orders,” id. ¶¶ 28, 154-56, but plaintiffs
do not indicate when, by whom or what size “fictitious”

orders were generated. 22

More generally, it is impossible to tell from the Complaint
whether this conduct could have materially affected Genuity's
financial statements so as to render them misleading to such
an extent as to create liability under the securities laws.

Nor do plaintiffs allege with any particularity a concerted
scheme by any defendant or defendants to misrepresent

Genuity's financial condition for any particular purpose. 23

It is impossible, therefore, to infer that the alleged improper
accounting activity infected Genuity's practices to such an
extent as to have any material impact on the company's
financial statements. Accordingly, with two exceptions,
which we explain shortly, we must dismiss plaintiffs'
allegations of improper revenue recognition as insufficiently

particularized under Fed.R.Civ.P. 9(b) and the PSLRA.

In opposing this result, plaintiffs rely heavily on In re
Computer Associates Class Action Securities Litigation, 75
F.Supp.2d 68 (E.D.N.Y.1999). However, the court in that
case found that plaintiffs had alleged a “widespread” and

“pervasive fraudulent scheme.” Id. at 73-74. If we could
say the same here, we would have less hesitation to assume,
as the court in that case did, that materiality existed as a
“huge net effect in error as to the company's overall figures,”

id. at 73, and thus to overlook plaintiffs' failure to point
to specific instances of improperly backdated or “multi-year”
contracts, “last minute deals” or “phony sales orders.” As
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it is, however, plaintiffs have simply failed to plead such
an effect. Accordingly, in the absence of allegations of a
pervasive fraudulent scheme and in the absence of specifics
about particular transactions, we cannot determine to what
extent the allegedly wrongful conduct would affect Genuity's
financial and press statements and render those statements
materially misleading.

*14  The two exceptions, which are adequately pleaded,
are plaintiffs' allegations that: (i) according to a Genuity
Project Manager named Rick Goodwin, Genuity's Texas

office backdated a “sizeable” 24  contract with AOL in the
second quarter of 2000, id. ¶¶ 25, 143; and (ii) that Genuity
improperly recognized revenue in connection with its “dark
fiber swap” with Qwest in the first quarter of 2001, id. ¶¶ 27,
144-49. We find that these allegations are sufficiently specific
under the Federal Rules and the PSLRA, and we therefore

decline to dismiss them on particularity grounds. 25

3. Delayed Impairment Charge
With respect to the claims that Genuity improperly delayed
taking an impairment charge on $30-$50 million worth of
outdated networking equipment in 2001, while plaintiffs'
allegations could be more precisely drafted, we believe that
they are sufficiently specific to avoid dismissal on grounds of
particularity.

4. Black Rocket
Plaintiffs' allegations with respect to Black Rocket are
insufficiently particularized. Other than general statements
about Genuity's difficulty in meeting its 10-day delivery
guarantee, inordinately high pricing and difficulty in
ascertaining profitability, plaintiffs offer no specific
statements that are demonstrably false and materially
misleading in the context of the facts pleaded in the

Complaint. 26  It is thus impossible to tell from the Complaint
whether the statements at issue were false or misleading and,
if so, whether they were materially so.

Moreover, a substantial portion of plaintiffs' allegations with
respect to Black Rocket center on Genuity's public touting
of the product and its market potential, without identifying
any specific material falsehoods in those statements. The
Second Circuit has made clear, however, that such puffery

must be allowed. See, e.g., Rombach v. Chang, 355 F.3d
164, 174 (2d Cir.2004) ( “Up to a point, companies must
be permitted to operate with a hopeful outlook: ‘People in

charge of an enterprise are not required to take a gloomy,
fearful or defeatist view of the future; subject to what current
data indicates, they can be expected to be confident about
their stewardship and the prospects of the business that they

manage .” ’) (quoting Shields v. Citytrust Bancorp, Inc.,
25 F.3d 1124, 1129-30 (2d Cir.1994)). Accordingly, plaintiffs'
claims based on statements about the Black Rocket product
must be dismissed.

5. Genuity's Network Capabilities
Plaintiffs' allegation that Genuity misrepresented its network
capacity is likewise insufficiently specific. The Complaint
goes no further in particularity than to allege that Genuity
made “public representations regarding the substantial
progress of its network build-out,” statements that allegedly
were false because “only approximately 10% of Genuity's
fiber network was actually lit.” Compl. ¶¶ 38-39. Plaintiffs
provide no guidance as to what the alleged false statements
were, who made them and when, why they were false when
made or why ten percent of Genuity's network being “actually
lit” was not “substantial progress.” Accordingly, this claim is
dismissed.

B. Loss Causation
*15  In light of the discussion above, only three of plaintiffs'

post-IPO allegations remain. Those allegations are that
Genuity's statements about its financial health were materially
misleading because: (i) in the second quarter of 2000,
Genuity improperly recognized revenue when it backdated a
“sizeable” contract with AOL; (ii) late in the first quarter of
2001, Genuity improperly recognized revenue in connection
with its “dark fiber swap” with Qwest; and (iii) in 2001,
Genuity improperly delayed by several months the taking of
an impairment charge on its outdated networking equipment.
We now examine these claims against defendants' argument
that plaintiffs have failed to plead “loss causation.”

To state a claim under the securities laws, a plaintiff must
allege “loss causation,” i.e., a causal connection between the
alleged material misrepresentation and the plaintiff's loss.

See, e.g., Dura Pharms., Inc. v. Broudo, --- U.S. ----, 125
S.Ct. 1627, 1631, 161 L.Ed.2d 577 (2005). Where a plaintiff
alleges that he was harmed by a misleading statement and
subsequent decline in stock price, he or she must allege that
“the risk that caused the loss was within the zone of risk
concealed by the misrepresentations and omissions alleged.”

Lentell v. Merrill Lynch & Co., Inc., 396 F.3d 161, 173 (2d
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Cir.2005) (emphasis in original). In other words, the plaintiff
must allege that “ ‘the subject of the fraudulent statement or
omission was the cause of the actual loss suffered,’ ... i.e.,
that the misstatement or omission concealed something from
the market that, when disclosed, negatively affected the value

of the security.” Id. (quoting Suez Equity Investors, L.P.
v. Toronto-Dominion Bank, 250 F.3d 87, 95 (2d Cir.2001))
(emphasis in original). As the Second Circuit has explained, a
loss causation analysis examines the relationship between the
loss alleged and the information that the defendant allegedly

misstated or concealed. Id. at 174. If that relationship
is sufficiently direct, then the loss causation requirement is
satisfied.

We find that plaintiffs have failed to plead loss causation
with respect to all of the remaining claims. First, with respect
to the claim that Genuity improperly delayed taking an
impairment charge on its networking equipment in 2001,
plaintiffs conceded at oral argument that “there is no loss
causation associated with that revelation.” July 28, 2005 Tr.
37.

With respect to the allegation that Genuity backdated a
contract with AOL in mid-2000, plaintiffs do not allege that
a decline in stock price occurred because the fact that the
contract was backdated was disclosed to the public or that
any stock decline was related to the subject of contract itself.
Nor do plaintiffs explain more generally how backdating
a contract from one quarter to the previous one could
have misrepresented Genuity's aggregate financial position to
investors who, like the putative class members, held stock

during both quarters. 27  Loss causation is thus not satisfied
as to this claim.

*16  Finally, with respect to the claim that Genuity
improperly recorded revenue from its “dark fiber swap” with
Qwest, plaintiffs do attempt to allege loss causation, but
they fail to do so adequately. The Complaint alleges that, on
February 21, 2002, approximately one year after the alleged
“dark fiber swap,” Genuity held a quarterly analysts' breakfast
meeting at which company management stated, among other
things, “that the company never recorded swap revenues,
was not in danger of violating its debt covenants and had
access to significant funding.” Compl. ¶ 116. The Complaint
further alleges that, “[f]ollowing this announcement, Genuity
shares fell nearly 10%-from $22.20 per share on February
20, 2002 to $20 per share on February 21, 2002.” Id.
¶ 117. In opposing defendants' loss causation argument,

plaintiffs contend that Genuity's denial that it recorded swap
revenues caused the stock price dip: “Although Genuity
falsely denied engaging in such ‘recorded swap revenues,’ it
is reasonable to infer that the market discounted that denial
in light of the ‘negative news coming out of [that] sector’
regarding improperly ‘recorded swap revenues.” ’ Pl. Opp'n
at 36 (alteration in original). In support of this argument,

plaintiffs cite the Court's decision in In re Flag Telecom
Holdings, Ltd. Securities Litigation, 352 F.Supp.2d 429, 442
(S.D.N.Y.2005), which, plaintiffs note, describes a “46%
stock price drop on Flag's February 13, 2002 announcement
that it had entered into revenue swap transactions.” Pl. Opp'n
at 36. Plaintiffs conclude that, because it was becoming public
at the time that various telecommunications companies had
improperly recognized revenue associated with fiber swaps,
and because Genuity affirmatively came out and denied that
it was engaging in that practice, the public did not believe
Genuity's denial and discounted the value of Genuity's stock
accordingly.

Plaintiffs' argument must be rejected. There is no allegation
that the February 21, 2002 stock price decline followed any
revelation of information that Genuity had recorded swap
revenues. To the contrary, the relevant statement during the
February 21, 2002 analysts' meeting was a denial that Genuity
had recorded such revenues. Plaintiffs' speculation that the
public disbelieved that denial and therefore discounted the
stock price is too strained an inference even on a motion

to dismiss. See, e.g., Lentell, 396 F.3d at 175 (Plaintiffs
“must allege facts that support an inference that [defendants']
misstatements and omissions concealed the circumstances
that bear upon the loss suffered.”). From the facts alleged in
the Complaint, the more reasonable inference is that Genuity's
stock price fell as part of the general decline in that business
sector.

For these reasons, plaintiffs' remaining three claims must be
dismissed for plaintiffs' failure to plead any associated loss
causation.

C. Scienter
Although each of the post-IPO claims must be dismissed
on grounds of insufficient particularity or loss causation,
it is important to note that these claims are deficient for
the additional reason that plaintiffs have failed to plead
scienter. Under the PSLRA, plaintiffs must “state with
particularity facts giving rise to a strong inference that the
defendant[s] acted with the required state of mind.” 15
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U.S.C. § 78u-4(b)(2). To satisfy this requirement, which is
a particularized version of the Second Circuit's pre-PSLRA

scienter pleading standard, see Novak, 216 F.3d at 311
(“When all is said and done, we believe that the enactment of
paragraph (b)(2) did not change the basic pleading standard
for scienter in this circuit (except by the addition of the
words ‘with particularity’).”), plaintiffs must specifically
allege facts that either: (i) demonstrate that defendants had
a motive and opportunity to commit fraud; or (ii) constitute
strong circumstantial evidence of conscious misbehavior or

recklessness. See Ganino v. Citizens Utilities Co., 228 F.3d

154, 170 (2d Cir.2000); Rothman v. Gregor, 220 F.3d 81,

90 (2d Cir.2000). 28

*17  Plaintiffs have not argued that motive or opportunity is

alleged as to any of the post-IPO statements. 29  With respect
to the allegations of GAAP violations, which comprise the
bulk of plaintiffs' post-IPO claims, this failure to allege
motive is fatal because allegations of GAAP violations or
accounting irregularities alone are insufficient to state a
securities fraud claim without evidence of “corresponding

fraudulent intent.” Novak, 216 F.3d at 309 (quoting Chill,
101 F.3d at 270). Thus, even if it could be established that
the Individual Defendants were each aware of the allegedly
improper accounting activity, plaintiffs would nevertheless
have to establish that the Individual Defendants intended to
defraud the public about the content of Genuity's financial

statements or had some reason to do so. 30  The Complaint,
however, is devoid of factual allegations, circumstantial or
otherwise, indicating that the Individual Defendants acted
with such intent.

With respect to the post-IPO statements regarding Black
Rocket and Genuity's network capabilities, which were
unrelated to GAAP, plaintiffs must allege, at the very
least, facts constituting strong circumstantial evidence of
conscious misbehavior or recklessness. To satisfy this
requirement, plaintiffs must allege “highly unreasonable”
conduct representing “an extreme departure from the
standards of ordinary care ... to the extent that the danger
was either known to the defendant[s] or so obvious that

the defendant[s] must have been aware of it.” Rothman,

220 F.3d at 90 (quoting Rolf v. Blyth, Eastman Dillon
& Co., Inc., 570 F.2d 38, 47 (2d Cir.1978)); see also

Chill v. General Electric Co., 101 F.3d 263, 269 (2d
Cir.1996) (same). Where, as here, there is no indication of

motive, “the strength of circumstantial allegations must be

correspondingly greater.” Kalnit, 264 F.3d at 142 (quoting

Beck v. Mfrs. Hanover Trust Co., 820 F.2d 46, 50 (2d
Cir.1987)). Moreover, to the extent plaintiffs claim that
defendants had knowledge of specific facts that rendered
their public statements misleading, they “must supply some
factual basis for the allegation that the defendants [gained this
knowledge] at some point during the time period alleged.”

Rotham, 220 F.3d at 91 (quoting Posner v. Coopers &
Lybrand, 92 F.R.D. 765, 769 (S.D.N.Y.1981)).

Plaintiffs have not done this. They rely simply on the
Individual Defendants' positions as “Genuity's three highest
officers” and, without differentiating among the Individual
Defendants, argue that those individuals were in a position

to know certain things. Pl. Opp'n at 34. 31  As logical as it
may be, however, to assume that the Individual Defendants
collectively were aware of the specifics of Genuity's business,
the PSLRA requires more in order to attach liability to an
individual for a specific public statement. It requires that
plaintiffs “specifically allege[ each] defendant['s] knowledge
of facts or access to information contradicting [his] public

statements.” Novak, 216 F.3d at 308. The general rule,
therefore, is that nonspecific allegations that a defendant's
knowledge of certain practices can be inferred from his
or her high position in a company are not sufficient to
satisfy the PSLRA's heightened pleading requirement with

respect to scienter. See, e.g., In re NTL, Inc. Sec.
Litig., 347 F.Supp.2d 15, 34 (S.D.N.Y.2004) ( “Allegations
that [defendants] should have known about [corporation's
subsidiary's] financial state based solely on their executive

positions are not enough to plead scienter.” ); In re
Sotheby's Holdings, Inc. Sec. Litig., No. 00 Civ. 1041,
2000 WL 1234601, *7 (S.D.N.Y. Aug. 31, 2000) (“It is
well established that boilerplate allegations that defendants
knew or should have known of fraudulent conduct based
solely on their board membership or executive positions are
insufficient to plead scienter.” ); Duncan v. Pencer, No. 94

Civ. 0321, 1996 WL 19043, *14 (S.D.N.Y. Jan. 18, 1996)
(“[Plaintiff] would totally thwart the scienter requirements
of Section 10(b) and Rule 9(b) if he could satisfy them by
simply listing the Individual Defendants' job titles in the

Complaint.”). 32  Other than general allegations that it would
be “logical” for the Individual Defendants to have been aware
of certain things, the Complaint gives us no factual basis to
conclude that actual knowledge on the part of any Individual
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Defendant existed. 33  Under the PSLRA, such allegations are
insufficient.

CONCLUSION

*18  For the reasons set forth above, defendants' motions
to dismiss are granted and the Complaint is dismissed with

prejudice. 34  The Clerk of the Court is respectfully requested
to close this case on the Court's docket.

SO ORDERED.

All Citations

Not Reported in F.Supp.2d, 2005 WL 2030501

Footnotes

1 Smith Barney was one of two lead underwriters for Genuity's IPO. Plaintiffs allege that, as part of its
responsibilities in this regard, Smith Barney performed due diligence that included a review and approval of
Genuity's business plan.

2 As explained below, Verizon was created by a merger of GTE Corporation and Bell Atlantic Corporation, the
same merger that created Genuity as a spin-off company.

3 The Individual Defendants are Paul R. Gudonis, who was Genuity's Chairman and C.E.O., Daniel P. O'Brien,
who was Genuity's Executive Vice President and C.F.O., and Joseph C. Farina, who was Genuity's President
and C.O.O.

4 The facts set forth below are drawn from plaintiffs' First Amended Class Action Complaint for Violation of the
Securities Exchange Act of 1934, dated November 19, 2004 (the “Complaint”), and are, as is appropriate in
deciding these motions, assumed to be true herein.

5 The Complaint defines Tier 1 Internet backbone providers as “hav [ing] the network scale and on-network
traffic to offer their customers connectivity to virtually all addresses on the [I]nternet, either directly through
their [I]nternet backbone or through cost-free, high speed private connections to other Tier 1 Internet
backbones.” Compl. ¶ 2.

6 Under the Telecommunications Act of 1996, the former regional Baby Bells, such as Bell Atlantic, were
prohibited from owning long distance assets without obtaining approvals, referred to as “271 Approvals,” from
state regulators. Because the F.C.C. classified certain Internet backbone assets of and services provided
by GTE Internetworking as long distance assets, it would not approve the GTE-Bell Atlantic merger unless
either those assets were divested or GTE Internetworking became independent of the merged company.

7 The Complaint alleges that this offering price was disclosed in the financial press on June 24, 2000.
8 The Complaint alleges that Deutsche Bank, one of the lenders involved in the September 5, 2000 Loan,

refused to forward its portion of the requested $850 million “because it believed that Genuity requested the
funds only because Genuity knew that Verizon was backing out of its plan to reacquire [Genuity].” Compl.
¶ 15. On July 23, 2002, Deutsche Bank sent a letter to Genuity asking whether Genuity had any reason
to believe that Verizon was no longer interested in reacquiring Genuity. Genuity did not answer Deutsche
Bank's letter and instead filed a breach of contract lawsuit against Deutsche Bank.

9 The other submissions in this case indicate that the IPO actually occurred on June 28, 2000.
10 The Complaint does not define the terms “dark fiber” or “lit up.” We assume for our purposes here that plaintiffs

mean that the fiber optical capacity exchanged did not carry Internet traffic.
11 Plaintiffs allege that Qwest subsequently acknowledged that the proper accounting treatment of transactions

such as this was to “record [ them] as exchanges of similar productive assets based on the carrying value
of the optical capacity assets that we[re] provided in the exchanges.” Compl. ¶ 148. Plaintiffs further allege
that the S.E.C. filed civil charges against Qwest's executives “for their roles in an array of questionable
deals, including deals between Qwest and Genuity,” and that “Qwest's accounting further led to a criminal
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investigation by the Department of Justice and an investigation by the House Committee on Energy and
Commerce.” Id. ¶ 150.

12 Plaintiffs also allege that, in the third quarter of 2000, Genuity engaged in a transaction with Qwest whereby
Genuity acquired modems, equipment and services for $260 million and Qwest paid Genuity a “bonus” of
$4 million for closing the transaction before the end of the quarter. Plaintiffs allege that Qwest's accounting
treatment of its receipt of the $260 million was of a “questionable nature.” It is unclear how, if at all, these
allegations relate to plaintiffs' claims against Genuity.

13 The Complaint states that the reason Genuity waited to record the impairment charge was that the company
was seeking $2.3 billion in financing from Verizon and various banks in 2001 and that “Genuity would not
have been able to obtain this additional $2.3 billion of financing in 3Q01 if it had properly accounted for its
impaired assets.” Id. ¶ 166.

14 In fact, the estimated $11 billion to $13 billion, evenly spread over the five-year period ending December 31,
2004, would require an expenditure rate of between $550 million and $650 million per quarter, a sum that
substantially exceeds the $400 million per quarter that plaintiffs allege was actually spent.

15 Plaintiffs make much of the fact that, in connection with a motion filed on behalf of Genuity in the bankruptcy
court to have a settlement of claims against Verizon approved, the Individual Defendants' attorneys, Ropes
& Gray LLP, stated that they believed Genuity had a “potentially viable” breach of fiduciary duty claim against
Verizon based on Genuity's inadequate initial capitalization. Pl. Opp'n at 13-14. Plaintiffs attach inordinate
significance to this statement, however. For one thing, a claim for breach of fiduciary duty against Verizon,
even if viable, would not imply that Genuity had made false statements in its IPO documents. For another, in
the brief on which plaintiffs base their argument, Ropes & Gray ultimately concluded that:

The shareholders of Genuity likely would have an extremely difficult time stating a claim for breach of
fiduciary duty due to undercapitalization, because the registration statement filed with the SEC, and the
prospectus distributed to investors, at the time of the Genuity IPO contained extensive disclosure of the
risk factors concerning Genuity's business plan and capitalization and the shareholders purchased their
shares anyway. Any breach of fiduciary duty claim would, therefore, have to be brought on behalf of
Genuity's creditors.

Olsen Decl., Ex B at 28.
16 Plaintiffs conceded at oral argument that the previous target of $25 per share, which undoubtedly was a

moving one in the months preceding the IPO, was not required to be disclosed in the Prospectus. Plaintiffs
further conceded that any sophisticated investor would have known that market conditions in the months
preceding the IPO would have allowed a higher offering price for Genuity shares than the $11 that was
ultimately obtained.

17 In this vein, plaintiffs referred the Court during oral argument to the Fifth Circuit's decision in Matter of Mobile
Steel Company, which defined “undercapitalization” as a condition that exists “if, in the opinion of a skilled
financial analyst, [existing capital] would definitely be insufficient to support a business of the size and nature
of the [company at issue] in light of the circumstances existing at the time the [company] was capitalized.”

563 F.2d 692, 703 (5th Cir.1977). Plaintiffs argue that the “bespeaks caution” doctrine does not apply
in the present case because the gravamen of their IPO claim is the alleged failure of the Prospectus to
disclose the “present fact” that the company's business plan was “undercapitalized” under Matter of Mobile
Steel Company' s definition, not that the Prospectus failed to disclose the “future risk” that Genuity would

fail due to insufficient capital. See Pl. Opp'n at 7-10 (citing P. Stolz Family Partnership L.P., 355 F.3d
at 97 (holding that “bespeaks caution” doctrine applies to warnings about risks of future contingencies,
not to representations of “[h]istorical or present fact”)). Apart from the obvious question of whether there
is a meaningful distinction between these concepts under the facts alleged here, there is, for the reasons
discussed above, little support in the Complaint or in plaintiffs' other submissions for the notion that, at the
time of the IPO, “skilled financial analysts” thought that Genuity's capitalization would preclude viability.

18 Indeed, Citigroup and Verizon together acquired approximately 21.5% of the publicly traded shares.
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19 These facts also compel the conclusion that defendants did not act with the scienter that is required under
the securities laws. See Part II.C, infra. Indeed, it would have made no economic sense for defendants to
invest literally billions of dollars in a venture that they knew would fail.

20 Plaintiffs clarified at oral argument that their claim against defendant Smith Barney is based solely on the IPO
statements, not on the post-IPO statements. Accordingly, Smith Barney must be dismissed as a defendant for
the reasons stated above, and the discussion that follows applies only to the allegations against the Individual
Defendants and Verizon.

21 Before evaluating these arguments, however, it is worth noting that the Complaint makes clear that the IPO
claim, which we have just dismissed, is the lynchpin of plaintiffs' case in terms of the defined class, which
includes “all purchasers of the publicly traded securities of Genuity ... during the period from June 28, 2000
through November 27, 2002.” Compl. ¶ 1. There is no delineation in the Complaint of any subclass related
to any of the post-IPO statements. Yet the majority of the post-IPO allegations, even if sufficiently pleaded,
would be applicable to only discrete and very narrow classes, if any.

22 Nor do plaintiffs explain why, if there were truly an effort on Genuity's part to create “fictitious” sales orders,
the company would have paid its sales people commissions to do so. The more logical and cheaper approach
would have been simply to create the allegedly fake orders without involving the sales staff at all.

23 Plaintiffs allege simply that, “[i]n order to overstate its earnings and assets in 2000-2002, Genuity violated
GAAP and SEC rules by improperly recognizing revenue and by failing to timely record a charge to write-
down its impaired assets to reflect impairment of its long-lived assets.” Compl. ¶ 133.

24 Giving plaintiffs the benefit of the doubt on these motions to dismiss, we assume that “sizeable” would equate
to materiality.

25 Plaintiffs also allege that, “[i]n December 2002, per a former Genuity Account Representative, Genuity
backdated a multimillion dollar contract with Verizon that was scheduled to close in 1Q03 and recognized
the revenue associated with this contract in 4Q02,” Compl. ¶ 143; see also id. ¶ 25. We do think that this
allegation is sufficiently specific to survive dismissal on grounds of particularity. However, the conduct alleged
falls outside the putative class period, which, according to the Complaint, ends on November 27, 2002.
Accordingly, this allegation is not relevant to the issue before us.

26 For example, plaintiffs allege that Genuity's statement that Black Rocket was based on “industry-leading
hardware and software” was materially misleading because Genuity's “equipment was outdated by the time
they installed it and technologically inferior,” Compl. ¶ 99, presumably because demand was shifting away
from dial-up services toward DSL and cable, see id. ¶ 167. It is impossible to evaluate from these allegations,
however, what hardware was “outdated,” to what extent, or how, given that the trend toward DSL and cable
was undoubtedly not “inside” information, Genuity's statement could have been materially misleading to the
public. Similarly, plaintiffs allege that Genuity's statements that Black Rocket was “extremely profitable” were
misleading because it was difficult at the time to calculate the varying profit margin on each installation, but
they do not tell us whether Black Rocket was, in fact, profitable at the times the various statements were
made. The Complaint's other allegations about Black Rocket are similarly unspecific.

27 It is important to note that these observations apply equally to plaintiffs' other allegations about improperly
backdated contracts, which were discussed above. Thus, even if those allegations had been pleaded with
sufficient particularity, they would nevertheless be dismissed for failure to plead loss causation.

28 This discussion of scienter is more relevant to plaintiffs' claims against the Individual Defendants than it is
to the claims against Verizon, who plaintiffs allege is liable on a “control person” theory under § 20(a) of the
1934 Act. Nonetheless, in the context of a claim under § 20(a), plaintiffs are still required, in order to make out
a prima facie case, to allege that Verizon “was in some meaningful sense a culpable participant” in the post-

IPO statements. Boguslavsky v. Kaplan, 159 F.3d 715, 720 (2d Cir.1998) (quoting S.E.C. v. First Jersey
Sec., Inc., 101 F.3d 1450, 1472 (2d Cir.1996)). The Complaint, however, does not allege any involvement
by Verizon in the post-IPO statements. In fact, the motives at issue here would suggest that those who were
aware of any alleged wrongdoing would desire to keep Verizon in the dark in order to avoid giving Verizon
a reason not to exercise its option to reacquire the company. Moreover, plaintiffs' allegations that Verizon

Case 2:19-ap-01382-SK    Doc 315-1    Filed 11/12/21    Entered 11/12/21 12:26:33    Desc
Appendix of Unpublished Cases    Page 90 of 260



Davidoff v. Farina, Not Reported in F.Supp.2d (2005)
2005 WL 2030501

 © 2021 Thomson Reuters. No claim to original U.S. Government Works. 16

had the option to “reacquire” control over Genuity but never exercised that option belie plaintiffs' argument
that Verizon was a “control person” under § 20(a). Accordingly, the post-IPO claims against Verizon must be
dismissed on the additional grounds that the Complaint does not satisfy the “control person” and the “culpable
participation” requirements of § 20(a).

29 In their opposition papers, plaintiffs do argue that they have adequately alleged motive and opportunity with
respect to their claim that the IPO statements were misleading, but they do not do so as to their post-IPO
claims.

30 Plaintiffs cannot establish the requisite fraudulent motive simply by alleging that the Individual Defendants
desired to keep their jobs or increase their compensation by artificially inflating Genuity's stock price. Cf.,

e.g., Novak, 216 F.3d at 307 (“Plaintiffs could not proceed based on motives possessed by virtually all
corporate insiders....”) Plaintiffs must “assert a concrete and personal benefit to the individual defendants

resulting from the [alleged] fraud.” Kalnit v. Eichler, 264 F.3d 131, 139 (2d Cir.2001). Plaintiffs have failed
to do that. Even the Complaint's allegations about reasons that the alleged misrepresentations may have
made the company appear to be performing better than it was, see, e.g., Compl. ¶ 141 (alleging that “last
minute deals” were entered into to “bridge the gap between the company's forecasted sales and its actual
sales”) do not suggest any concrete benefit received by any Individual Defendant.

31 In the paragraph of their Complaint that purports to set forth the basis of plaintiffs' allegation that the Individual
Defendants “knew or acted in deliberate reckless disregard of the true state of Genuity's business,” plaintiffs
allege simply that: (i) “the large number of rescissions of sales force commissions as orders were not
provisioned or cancelled would logically have been known to the Individual Defendants;” (ii) any failures
of Genuity to comply with its 10-day provisioning guarantee “would have been known to the Individual
Defendants;” (iii) “the stockpiling of tens of millions of dollars of equipment in 11 data centers owned by the
Company would logically have been at the direction of its most senior officers;” (iv) “[s]ales were backdated
specifically at the direction of upper management;” (v) “[t]he dark fiber swap with Qwest could not have been
accomplished without the complicity of the Individual Defendants;” and (vi) “Genuity's inability to competitively
price its outdated equipment was well within the purview of the Individual Defendants' responsibilities.” Compl.
¶ 191.

32 Plaintiffs' reliance on our decision in In re Complete Management Inc. Securities Litigation, 153 F.Supp.2d
314, 324-327 (S.D.N.Y.2001), is misplaced. Although we noted in that case that “[i]t thoroughly strain[ed]
credulity to imagine that the individual defendants, by virtue of their positions at CMI and the interactions
with GMMS that those positions demanded, were ignorant of the practices at GMMS,” we also explained
that plaintiffs had pleaded the alleged fraud and the defendants' knowledge of it with “great specificity.” The
same cannot be said here.

33 Plaintiffs do adequately allege a specific factual basis for one area of knowledge: that Genuity's actual sales
were falling short of its sales forecasts. See Compl. ¶ 191 (alleging that: (i) defendant Gudonis received
“rolled-up sales results;” (ii) defendant Farina received “an Excel spreadsheet with the Company's declining
sales results and orders” on a weekly basis; (iii) that defendant Farina received “monthly Flash Reports
showing the shortfall between forecasted and actual orders was always ‘very significant;” ’ and (iv) at his
“Tuesday Morning Roll Call Sales Meetings,” defendant Farina “demanded explanations as to why sales and
orders were not materializing”). Such knowledge, however, does not bear on plaintiffs' allegations in this
case, which do not include the claim that Genuity publicly stated that actual sales were meeting or exceeding
the company's forecasts.

34 In their opposition papers, plaintiffs request that, if the Court deems their allegations insufficient, they be
afforded a chance to replead. Plaintiffs do not specify what they would say in such an amended pleading,
however. Moreover, in several premotion letters submitted by defendants to the Court, plaintiffs were alerted
to the specific bases of defendants' arguments in support of dismissal discussed herein. By letter from the
Court dated November 4, 2004, plaintiffs were given the opportunity to amend their complaint and were
specifically warned that, if they chose not to amend to address the points raised in defendants' premotion
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letters and the Court subsequently determined that defendants' arguments were correct, plaintiffs would not
be given another chance to amend. In response, defying the dictates of Fed. R. Civ. P 8(a), and even allowing
for the heightened pleading requirements in this case, plaintiffs submitted an exceedingly lengthy 79 page
complaint recounting every quarterly and annual S.E.C. filing and myriad public statements made by Genuity
during the entire duration of the company's solvency. Notwithstanding its breadth, that pleading is insufficient
for the reasons stated above. In these circumstances, we do not see any basis to allow plaintiffs to amend
yet again. Accordingly, plaintiffs' request for leave to do so is denied.

End of Document © 2021 Thomson Reuters. No claim to original U.S. Government Works.
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REPORT AND RECOMMENDATION

THOMAS C. HOLMAN, United States Bankruptcy Judge.

*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

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
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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 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
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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
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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
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”
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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).

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.
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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.

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
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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
(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
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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 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
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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.

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
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MEMORANDUM OPINION

Kevin Gross, United States Bankruptcy Judge

*1  HBK Master Fund L.P. (“HBK”) moved to dismiss
the Amended Complaint (the “Motion”) which Charles M.
Forman (the “Trustee”) has filed as the Chapter 7 Trustee
for Glencoe Acquisition, Inc. (“Glencoe”). HBK has filed
the Motion pursuant to Fed.R.Civ.P. 12(b)(5) and (6), made
applicable pursuant to Fed. R. Bankr.P. 7012. The reasons for
the Motion are (1) the Trustee failed to serve the Amended
Complaint in accordance with Rule 7004(b)(3), or (2) failed
to state a claim pursuant to Fed.R.Civ.P. 12(b)(6). For the
reasons which follow, the Court will deny the Motion.

FACTS

The relevant facts, in summary, are as follows:

On March 14, 2011, Glencoe and HBK, a foreign limited
partnership, entered into a Stock Purchase Agreement (the

“Stock Purchase Agreement”) in which HBK agreed to
convey to Glencoe all of the issued and outstanding securities
of HomeWise Holdings, Inc. (“Holdings”) for $500,000.00
(the “Purchase Price”). Am. Compl. 14. As a result, the Stock
Purchase Agreement also provided that Glencoe would obtain
Holdings' interest in several wholly-owned subsidiaries. Id. at
17. Specifically, pursuant to the Stock Purchase Agreement,
Glencoe purchased Holdings' 100% interest in HomeWise
Management Company (“HMC”), and HMC's 100% interest
in both HomeWise Insurance Company (“HWIC”) and
HomeWise Preferred Insurance Company (“HPIC”). Id. at 12.

On June 2, 2011, Glencoe paid HBK the Purchase Price
(the “Transfer”) pursuant to the Stock Purchase Agreement.
Id. at 15. In exchange for the Transfer, HBK conveyed to
Glencoe the securities of Holdings, HMC, HWIC and HPIC.
Id. at 15–16. At that time, HWIC allegedly merged into
one of Glencoe's existing subsidiaries, First Home Insurance
Company. Id. at 18. The Trustee alleges that First Home
Insurance Company was deemed the surviving entity and,
following the merger, it changed its name to HWIC. Id.
HWIC continued to operate its insurance business writing
homeowners policies in the State of Florida following the
merger. Id. at 21. However, the Trustee alleges that HPIC had
discontinued its operations as an active insurance company
prior to Glencoe acquiring it and was in a “run-off” at the time
of the Transfer. Id. at 19–20.

On June 30, 2011, nearly four (4) weeks after the Transfer, and
while HPIC was under Glencoe's control, the Trustee alleges
that the level of surplus required to be maintained by HPIC
fell below the required minimum level. Id. at 24. As a result,
the Trustee alleges that on August 15, 2011, Glencoe informed
the Florida Office of Insurance Regulators, and HPIC was
ordered into receivership on September 2, 2011 by the Second
Judicial Circuit Court in Leon County, Florida. Id.

According to the Trustee, on August 15, 2011, Demotech, a
third-party company that provides financial stability ratings,
“pulled the rating for HWIC.” Id. 25. As a result, the Trustee
claims that “HWIC was no longer able to write insurance
policies.” Id. 26. On November 18, 2011, HWIC was ordered
into receivership by the Second Judicial Circuit Court in Leon
County, Florida. Id. at 28.

*2  Based on these allegations, the Trustee seeks to avoid
the Transfer—Glencoe's $500,000 purchase of Holdings,
HMC, HWIC and HPIC—to HBK as a fraudulent transfer.
The Trustee alleges two counts against HBK. In Count
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One, the Trustee seeks to avoid and recover the Transfer
as a constructive and actual fraudulent transfer pursuant

to Bankruptcy Code § 548 and Del.Code Ann. Tit. 6,
§§ 1304(a)(1) and 1307(a)(1). In Count Two, the Trustee
incorporates the prior allegations and states that he may
“recover the Transfer from any ‘immediate or mediate
transferee’ of HBK.” Id. at 41.

ANALYSIS

A. The Trustee Properly Served HBK
Rule 7004(b)(3) states that service may be made by first
class mail postage prepaid “upon a domestic or foreign
corporation or upon a partnership or other unincorporated
association, by mailing a copy of the summons and complaint
to the attention of an officer, a managing or general agent..”
Fed. R. Bankr.P. 7004(b)(3). HBK has stated that it has
a principal business office at 2101 Cedar Springs Road,
Suite 700, Dallas, Texas 75201. The Trustee mailed the
Summons and the Amended Complaint to that address. The
Summons and Amended Complaint were sent to the attention
of HBK's “Officer Managing Agent or General Agent” at
that address. Accordingly, the Trustee has complied with
the service requirements of Rule 7004(b)(3). The Trustee's
decision to mail the Summons and Complaint to the exact
place that HBK claims it maintains its principal place of
business is good and sufficient service. The Trustee is not
required to serve HBK by the Hague Convention.

B. The Legal Standards of Rule 12(b)(6)

In Bell Atlantic Corp. v. Twombly, 127 S.Ct. 1955 (2007),
the Supreme Court revisited the standards applicable to a
motion to dismiss under Fed.R.Civ.P. 12(b)(6) for the failure
to state a claim, and the requirement of Fed R. Civ. P. 8 that
a complaint include “a short and plain statement of the claim
showing that the pleader is entitled to relief....” In its analysis,
the Supreme Court explained that while a complaint must
provide the grounds for the relief sought, the Complaint need

not provide detailed factual allegations. See Twombly, 127

S.Ct. at 1964; Phillips v. County of Allegheny, 515 F.3d
224, 231 (3d Cir.2008).

Courts are required to “ ‘accept all factual allegations as true,
[and to] construe the complaint in a light most favorable

to the plaintiff....’ ” Id. at 223 (quoting Pinker v. Roche

Holdings Ltd., 292 F.3d 361, 374 n.7 (3d Cir.2002) and citing

Twombly, 127 S.Ct. at 1969 n.8)). Courts are also required
to draw all “reasonable inferences in favor of the plaintiff.”

Phillips, 515 F.3d at 231; see Charan Trading Corp. v.
Uni–Marts, LLC (In re UniMarts LLC ), 339 B.R. at 409–410,
(Bankr.D.Del.2009).

The issue is not whether the plaintiff will ultimately succeed
on the merits of the Amended Complaint, but whether the
plaintiff is entitled to offer evidence to support those claims.
See Miller v. McCown De Leeuw & Co. (In re Brown
Schools ), 386 B.R. 37, 44 (Bankr.D.Del.2008) (quoting

Scheuer v. Rhodes, 416 U.S. 232, 236 (1974)). With regard
to constructive fraudulent transfer claims, “ ‘[a]ll that is
needed at [the pleading] stage is an allegation that there
was a transfer for less than reasonably equivalent value at
a time when the Debtors were insolvent.’ ” Mervyn's, LLC

v. LubertAdler Group IV, LLC ( In re Mervyn's Holdings,
LLC ), 426 B.R. 488, 498 (Bankr.D.Del.2010) (quoting

Buckley v. Merrill Lynch & Co. Inc. (In re DVI, Inc.), 2008
Bankr.LEXIS 2338, 2008 WL 4239120 at *9 (Bankr.D.Del.
Sept. 16, 2008)). Constructive fraudulent transfer claims are
not evaluated at the 12(b)(6) stage under heightened pleading

standard of Fed.R.Civ.P. 9(b). Instead, “[c]omplaints
alleging constructive fraudulent transfers need only set forth
the facts with sufficient particularity to apprise the defendant
fairly of the charges made against him. All that is needed at
this stage is an allegation that there was a transfer for less
than reasonably equivalent value at a time when the [d]ebtors
were insolvent.” Autobacs Strauss, Inc. v. Autobacs Seven
Co. (In re Autobacs Strauss, Inc.), 473 B.R. 525, 567 at n.

131 (Bankr.D.Del.2012) (citing Burtch v. Huston (In re
USDigital, Inc.), 443 B.R. 22, 38 (Bankr.D.Del.2011)). The
Supreme Court did not engraft heightened pleading standards
on the requirement in Fed.R.Civ.P. 8 that a plaintiff provide
“a short and plain statement” that provides a defendant with
fair notice of the relief sought and the grounds therefor. See

Phillips, 515 F.3d at 233–234:

*3  The Supreme Court's Twombly formulation of the
pleading standard can be summed up as: “stating ... a claim
requires a complaint with enough factual matter (taken it is
true) to suggest” the required element. Id. This “does not
impose a probability requirement at the pleading stage,” but
instead “simply calls for enough facts to raise a reasonable
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expectation that discovery will reveal evidence of” the
necessary element. Id.

C. The Amended Complaint Suffices Under Rule
12(b)(6)

None of HBK's grounds for dismissing the Complaint are
valid.

1. Receipt of less than reasonably equivalent value is
properly alleged.

The Amended Complaint contains specific factual allegations
to show that Glencoe did not receive reasonably equivalent
value when it paid HBK $500,000 for its interests in HMC,
HPIC and HWIC. The Third Circuit requires the application
of a “totality of the circumstances” test, in determining
whether reasonably equivalent value was exchanged for a
transfer. The tests include consideration of factors such as
market value, good faith, and whether the transaction was at

arm's length. See In re R.M.L., Inc., 92 F.3d 139, 153 (3d
Cir.1996). Given the wide number of variables to consider,
and the less stringent pleading requirements of Fed.R.Civ.P.
8 to constructive fraud claims, “[t]he issue of ‘reasonably
equivalent value’ requires a factual determination that cannot
be made on a motion to dismiss.” EPLG I, LLC v. Citibank,

N.A. ( In re Qimonda Richmond, LLC, 467 B.R. 318, 327
(Bankr.D.Del.2012); see also Charys Liquidating Trust v.

McMahan Sec. Co., L.P. ( In re Charys Holding Co.), 443
B.R. 628, 638 (Bankr.D.Del.2010) (“reasonably equivalent
value is a fact intensive determination that typically requires
testing through the discovery process.”). FTI Consulting, Inc.
v. Sweeney (In re Centaur, LLC ), 2013 Bankr.LEXIS 3404
*11–12 (Aug. 19, 2013 Bankr.D. Del.).

The Amended Complaint contains ample proof that interests
in HMC, HWIC and HPIC did not have a reasonably
equivalent value to the $500,000 paid by Glencoe. The
Amended Complaint shows that less than one month after
the Transfer, HPIC and HWIC had a combined negative
$2,000,000.00 for payment of insurance claims and had
a combined value of “zero.” Am. Compl. at 31–32. As
further detailed above, at the time of the Transfer, HPIC was
no longer actively selling insurance, or receiving revenues
of any significance, but was instead paying out claims
from its insufficient or non-existing surplus. HWIC, while
attempting operating, had a negative surplus. HWIC also
lost its ability to draw new business when Glencoe, shortly
after the Transfer, alerted the Florida regulators to the surplus

deficiencies. Both companies quickly fell into receivership.
The management company, HMC, had received advances
against future revenues and did not have a viable income
stream due to the run-down of HPIC and the loss of operations

of HWIC. Thus, this case is unlike In re Global Link
Telecom Corp., 327 B.R. 711 (Bankr.Del.2005) where the
complaint contained “no information” as to “the value of what

was received.” Id. at 718. Instead, the Amended Complaint
quantifies the multi-million dollar surplus deficit of HWIC
and HPIC along with of other facts and circumstances which
readily support the contention that the HMC, HPIC and
HWIC entities were not worth the reasonable equivalent of
$500,000 paid for them by Glencoe. The Amended Complaint
goes so far as to value the combined interests of HWIC and
HPIC at “zero.” Am. Compl. at 32.

*4  HBK also makes much of the fact that the Amended
Complaint contains balance figures for HPIC and HWIC
“as of June 30, 2011” rather than “as of June 2, 2011, the
date of the Transfer.” However, HBK goes far afield of a
motion to dismiss by arguing (without support) that the values
of HPIC and HWIC “may have fluctuated” between June
2 and June 30, or that perhaps there was a “co-mingling”
that may have affected the valuations. HBK's arguments
ask this Court to construe the allegations in the Amended
Complaint in the light most favorable to the movant, and
to draw inferences against the Trustee. The proper approach
under Rule 12(b)(6) is to recognize that there are numerous
facts—including specific valuations of the assets shortly after
their acquisition—that demonstrate the three entities were
not worth $500,000 at the time of the Transfer, but were
instead grossly underfunded insurance companies that were
prohibited from operating as soon as Glencoe reported their
deficits to the appropriate authorities.

2. The Amended Complaint contains sufficient
allegations regarding insolvency.

The Amended Complaint shows that Glencoe acquired three
entities that had extremely insufficient surpluses to cover
potential claims for the insurance policies that they wrote.
The Amended Complaint also shows that, at the time of
the Transfer, HWIC “did not maintain sufficient reserves to
satisfy the potential claims against its then existing insurance
policies.” After the Transfer, the underfunded HWIC was
merged into Fist Home Insurance Company. The Amended
Complaint goes on to state that, as a result of the Transfer,
Glencoe: (A) was insolvent or became insolvent as a result
of the Transfer; and/or (B) was engaged in a business or
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a transaction, or was about to engage in a business or a
transaction, for which any property remaining with it was an
unreasonably small capital; and/or (C) intended to incur, or
believed that it would incur, debts that would be beyond its
ability to pay as such debts matured. Am. Compl. at 37.

“Insolvency is generally a factual determination not
appropriate for resolution in a motion to dismiss.” Zazzali,
445 B.R. at 349 (citations omitted); accord FTI Consulting,
Inc., 2013 Bankr.LEXIS 3404 at *12. Thus, the Trustee is not
required to include precise calculations evidencing balance
sheet insolvency. See Zazzali, 445 B.R. at 349.

The Trustee has provided sufficient allegations from which a
reasonable person could infer that the totality of the Transfer
and the acquisition of woefully underfunded entities caused
Glencoe's insolvency, left Glencoe with unreasonably small
capital, and that at the time of the Transfer, Glencoe believed
that it would incur debts beyond its ability to pay.

3. The actual fraudulent transfer claim is valid on a
motion to dismiss.

In analyzing the applicable pleading standards and the
intentional fraudulent transfer counts of the Complaint, the
following additional legal standards apply.

“A bankruptcy trustee, as a third-party outsider to the
debtor's transactions, is generally afforded greater liberality
in pleading fraud.” Miller, 386 B.R. at 44; accord Zazzali
v. Mott (In re DBSI, Inc.), 445 B.R. 344, 347–348
(Bankr.D.Del.2011).

While Fed.R.Civ.P. 9(b) provides that the Trustee must
plead fraud with particularity, the rule further acknowledges
that “[m]alice, intent, knowledge and other conditions of a
person's mind may be alleged generally.” As the Third Circuit
has aptly explained:

We approach this question mindful of our recent

admonition that in applying Rule 9(b), “focusing
exclusively on its ‘particularity’ language ‘is too narrow an
approach and fails to take account of the general simplicity

and flexibility contemplated by the rules.’ ” Christidis
v. First Pennsylvania Mortgage Trust, 717 F.2d 96, 100 (3d
Cir.1983)(quoting 5C. Wright & A. Miller Federal Practice
and Procedure § 1298, at 407 (1969)). We conclude that
the district court subjected Seville's allegations of fraud

to strict and scrutiny. Rule 9(b) requires plaintiffs
to plead with particularity the “circumstances” of the
alleged fraud in order to place the defendants on notice
of the precise misconduct of which they are charged,
and to safeguard defendants against spurious charges of
immoral and fraudulent behavior. It is certainly true that
allegations of “date, place or time” fulfill these functions,
but nothing in the rule requires them. Plaintiffs are free
to use alternative means of injecting precision and some
measure of substantiation into their allegations of fraud.

*5  Seville Industrial Machinery Corp. v. Southmost
Machinery Corp., 742 F.2d 786, 791 (3d Cir.1984).

“Where a conveyance is made with actual intent to hinder,
delay or defraud creditors, it is not necessary to show that
the debtor was insolvent for the conveyance to be avoidable

as fraudulent.” In re Vaniman Int'l, Inc., 22 B.R. 166,
185 (Bankr.E.D.N.Y.1982). Likewise, any transfer made with
actual intent to hinder, delay or defraud creditors “is avoidable
whether or not the debtor received value in exchange, and
the plaintiff need not allege and prove that the transfer
was for less than fair value if actual intent is alleged and
provided....” Bayou Superfund, LLC v. WAM Long/Short Fund
II, L.P. (In re Bayou Group, LLC.), 362 B.R. 624, 629–630
(Bankr.S.D.N.Y.2007) (citations omitted).

“Because direct evidence of fraudulent intent is often
unavailable, courts usually rely on circumstantial evidence to

infer fraudulent intent.” Official Committee of Unsecured
Creditors of Fedders North America, Inc. v. Goldman Sachs
Credit Partners L.P. (In re Fedders North America, Inc.),
405 B.R. 527, 545 (Bankr.D.Del.2009) (citations omitted).
In doing so, courts look to common law and statutory
badges of fraud. Id. (analyzing federal common law badges);
In re Mobileactive Media LLC, 2013 Del. Ch LEXIS 26
at *108 (Del. Ch. Jan. 25, 2013) (analyzing Delaware
Section 1304(b)). “It is not necessary that all of the factors
support a finding of actual intent.” Dryden v. Estate of
Gallucio, 2007 Del. Ch. LEXIS 9 at *20 (Del. Ch. Jan.
11, 2007). “Instead, ‘the confluence of several [factors] in
one transaction generally provides conclusive evidence of an
actual intent to defraud.’ ” Id. (quoting VFB LLC v. Campbell
Soup Co., 2005 U.S. Dist LEXIS 19999 at *109 (D.Del. Sept.

13, 2005)(quoting Gilchinsky v. Nat'l Westminster Bank,

159 N.J. 463, 732 A.2d 482, 490 (NJ 1999)); accord In re
Fedders North America, Inc., 405 B.R. at 545.
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CONCLUSION

For all of the foregoing reasons, the Motion is denied. The
Court is not addressing HBK's Motion to Strike because it is
not necessary to the decision. The Court will issue an Order.

All Citations

Not Reported in B.R. Rptr., 2015 WL 3777972

End of Document © 2021 Thomson Reuters. No claim to original U.S. Government Works.
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ORDER

THAD J. COLLINS, Bankruptcy Judge.

*1  Trial was held in this adversary case on January 24–
26, 2012. Plaintiff Kip Kaler represented himself as Chapter
7 Trustee. DeWayne Johnston represented Defendant Louie
Slominski. Following trial, the Court took arguments and

post-trial briefing. This is a core proceeding under 28
U.S.C. § 157(b)(2)(A), (M), and (O).

STATEMENT OF THE CASE

The Chapter 7 Trustee, Kip Kaler, brought this adversary
case seeking to set aside a lease between Debtor Keeley
and Grabanski Land Partnership (KGLP) and Defendant
Louie Slominski. KGLP and Slominski entered into the lease
either immediately before or shortly after the filing of the
involuntary Chapter 11 proceeding against KGLP. Trustee

seeks to avoid the lease as a fraudulent transfer or obligation

under 11 U.S.C. § 548(a) if the transfer occurred pre-
petition. Alternatively, if the lease was signed after the
filing, Trustee seeks to avoid the lease under § 549 as an
unauthorized post-petition transfer of an interest of Debtor.
The Court also heard arguments on what it construes to
be a Motion by Trustee to Terminate the Lease for failure
to make payment. The Motion to Terminate the Lease was
consolidated with the trial on the adversary.

Slominski asserts that the lease was formed pre-petition and
cannot be set aside under § 549. He also asserts it was
a valid, non-fraudulent, pre-petition obligation that cannot

be avoided under § 548(a). Slominski also argues that
the lease cannot be terminated for failure to make payment
because he provided the bulk of the lease payment to his
attorney's trust account immediately after receiving Trustee's
notice of the termination. Slominski asserts that the deposit in
his attorney's trust account cured any default under the lease
and was entirely appropriate given unresolved issues about
set-offs and credits due Slominski. Slominski also asserted
a counter-claim to the Trustee's adversary complaint. In the
counter-claim, he asserts a claim for intentional interference
with his contract with KGLP. After hearing the evidence
and arguments, and carefully considering post-trial briefing,
the Court decides the Trustee can set aside the lease as a

fraudulent transfer under both § 548(a)(1)(A) and (B).

PROCEDURAL BACKGROUND

KGLP's involuntary bankruptcy—in which this adversary
case arises—is one of three cases filed in the Bankruptcy
Court for District of North Dakota involving Thomas and
Mari Grabanski. The other two cases are the voluntary
Chapter 11 filing of Thomas and Mari Grabanski individually
(aka Grabanski Grain LLC, aka G & K Farms Farms, aka
MTM Farms (No. 10–30902)) and Grabanski Grain LLC.
(No. 10–30924). The KGLP involuntary Chapter 11 was
subsequently converted to Chapter 7. It is most closely
aligned with the case of Thomas and Mari Grabanski
individually. The question of confirmation of the Chapter 11
plan of reorganization of Thomas and Mari Grabanski is also
pending before this Court. The decision in this case will affect
the plan on file.

*2  The involuntary Chapter 11 bankruptcy of KGLP was
converted to a Chapter 7 on October 11, 2011. The factual
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background, procedural history, and legal rationale for that
conversion are found in the Court's 60–page opinion in that
case. In Re Keeley and Grabanski Land Partnership, 460
B.R. 520 (Bankr.D.N.D.2011). The extensive factual findings
include many matters that provide context and foundation
for the decision in this case. Thus, the Court incorporates by
reference all the procedural background and factual findings
in that ruling unless otherwise specified. Some of that material
will be repeated below to give a full understanding of
the procedural context and specific factual matter currently
before this Court.

The specific procedural context of this case is as follows.
By Complaint filed August 26, 2011, Kip M. Kaler, in his
capacity as the then Chapter 11 Bankruptcy Trustee of Debtor
KGLP, initiated this adversary proceeding. His Complaint
seeks to avoid Defendant Louie Slominski's lease with KGLP
as either an unauthorized post-petition transfer under 11

U.S.C. § 549, or as a fraudulent transfer under 11 U.S.C. §
548, subject only to Slominski's right to harvest the currently
existing crops.

Specifically, Trustee alleges the lease was not fully executed
until after the filing of the involuntary bankruptcy and thus
may be avoided under § 549. Alternatively, if the Court
concludes that the lease was executed before the bankruptcy

filing, Trustee alleges the lease is avoidable under § 548
because Slominski did not give fair value to KGLP for the
lease interest KGLP conveyed to Slominski. Trustee alleges
that the terms of the lease granting Slominski the right to
use the property for three years was not a fair, arms-length,
transaction, that Slominski is not a good-faith purchaser
for value, and instead, is an insider of KGLP. Trustee also
requests termination of the lease and a monetary judgment
against Slominski for the fair value of the rent due the
bankruptcy estate for the period of time Slominski used the
property, plus interest. Trustee also requested “interim” relief
in the form of attachment to all existing crops, in an amount
sufficient to compensate the bankruptcy estate for a crop share
rental basis (including all government program and insurance
payments) of not less than 30%.

Trustee filed a Motion for Default Judgment on September 30,
2011. Slominski filed a Response and Resistance to Motion
for Default Judgment and Request for Hearing on October
6, 2011. On the same day, he also filed an answer and
counter-claim. Slominski denies the allegations in Trustee's
Complaint. In his counter-claim, Slominski alleges Trustee

has intentionally interfered with Slominski's lease contract
with KGLP and continues to do so. Slominski alleges
Trustee's actions constitute a breach of Slominski's lease
with KGLP. He alleges Trustee's actions adversely affect
Slominski's rights under the lease and as a result, Slominski
suffered damages. Slominski also claims significant costs
in preparing and improving the land and that he is entitled
to reasonable compensation for his labor and improvements
under the lease. Slominski requested costs, disbursements and
reasonable attorney's fees.

*3  On November 21, 2011, (after KGLP's Chapter 11 was
converted to Chapter 7) Trustee filed a motion for partial
summary judgment. Trustee based his motion for partial
summary judgment on a lease termination theory. Trustee
claims Slominski failed to make timely payment to KGLP on
the lease. On December 2, 2011, Slominski filed a resistance
arguing there are genuine issues of material fact to be resolved
at trial. On December 5, 2011, Trustee filed a reply. The
Court denied Trustee's motion for partial summary judgment.
The Court concluded Trustee sought summary judgment on
a theory—Breach of Lease—never pled in the adversary
complaint. The Court concluded that it would consider the
merits of Trustee's request to terminate the lease as a motion
to be heard in conjunction with the trial on the adversary.

The matter was tried in Fargo, North Dakota, January 24–
26, 2012. After trial and before entry of this Memorandum
and Order, Trustee filed a Notice and Motion for Sale of
Real Estate and Personal Property Free and Clear of Liens
and Encumbrances, Motion for Authority to Act as Operating
Trustee and/or Sell Standing Crop, and a Motion Prohibiting
Slominski from Trespassing on Estate Property, in KGLP's
main bankruptcy case. The Court held a telephone hearing
on Trustee's motions on March 2, 2012. The Court granted
Trustee's motion for sale of real estate and personal property
free and clear of liens and encumbrances. The Court took
Trustee's motions (1) to prohibit Slominski from trespassing
and (2) for authority to act as operating trustee and to sell
standing crop under advisement to decide with the issues tried
in January.

FACTUAL BACKGROUND

A. Before Slominski Got Involved
Thomas and Mari Grabanski had made their home and farm
in Grafton, North Dakota for many years. Sometime in 2006
or 2007, Tom Grabanski and John Keeley—another farmer
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from the Grafton, North Dakota area—began discussing and
eventually entered into, farm partnerships to do farming
in the State of Texas. These two men, with their wives,
Mari Grabanski and Dawn Keeley, formed two partnerships
specifically geared to farming land in Texas. They formed
“G & K” (Grabanski and Keeley) Farms and KGLP (Debtor
here). G & K Farms was set up to serve as the company
to operate the Texas farms. All equipment, inputs and
operational expenses would run through and be a part of G &
K Farms. KGLP was set up to hold whatever land they bought
for farming.

KGLP eventually purchased two large parcels of land near
or around Blossom, Texas. The two parcels are referred
to throughout the proceedings as the “Lenth Parcel” (also
referred to as the “DeKalb Parcel”) and the “Unruh Parcel”.
KGLP purchased the Lenth Parcel from Eldon Lenth. The
Lenth property is located in Bowie County and is also
referred to as the “Dekalb” property. The Lenth property
is approximately 2000 acres, including 1700 tillable acres,
and six new irrigation pivots. KGLP purchased the Unruh
Parcel from Earl Unruh. The Unruh property is located in
Lamar County. Slominski testified the Unruh property is
approximately 200 acres and a third of it is irrigated.

*4  G & K Farms applied for and received most of its initial
funding from Choice Financial of Grafton, North Dakota. G &
K Farms entered into an agreement to establish a $3,500,000
line of credit with Choice Financial. That line of credit
was secured by Choice Financial's interest in the equipment
purchased by G & K Farms and by additional individual
security interests on equipment owned individually by the
Grabanskis and Keeleys.

John Keeley testified that while Choice Financial (Choice)
financed the bulk of the down payments for the land
purchases he also personally contributed $180,000 that he
borrowed from another source toward the down payments.
Keeley testified that Choice's collateral included the Keeleys'
personal assets. Keeley and Grabanski also bought irrigation
equipment and placed it on the Lenth property. Keeley
testified that they bought three large grain bins, scales and
a scale house which were placed on the Unruh property.
Grabanski claims the equipment was owned by G & K Farms.

John Keeley testified that Choice Financial knew of the use of
the G & K Farms' line of credit money for the land partnership
(KGLP) purchases. G & K also purchased farm equipment,
inputs, and other items necessary for a farming operation.

G & K began farming the KGLP land in late 2007 or early
2008. By early 2009, the Keeleys decided they wanted out
of the partnerships with the Grabanskis. Tom Grabanski was
in charge of most of the day-to-day operations for the Texas
farming. Grabanski did not provide sufficient information to
the Keeleys and trust began to break down between them. The
Keeleys no longer trusted Tom Grabanski.

This resulted in an agreement in September 2009 where the
Keeleys assigned and transferred all their interest in both G
& K Farms and KGLP to the Grabanskis. In exchange, the
Grabanskis assumed all debts, liabilities, and expenses of the
two partnerships—essentially agreeing to pay all debts and
creditors of the G & K Farms and KGLP partnerships. The
agreement also specifically provided that the name “G & K”
Farms would no longer be used. The Grabanskis then formed
Texas Family Farms as a partnership to take over for G & K
Farms. The agreement was deemed effective April 30, 2009.

The Keeleys ceased their involvement with G & K Farms and
KGLP, but, Choice Financial did not release the Keeleys from
their individual security obligations. The partnership transfer
agreement provided only that the Grabanskis agreed to take
care of the debt related to G & K and KGLP.

The Grabanskis fell behind on many of their G & K and
KGLP obligations soon after the Keeleys transferred their
partnership interest to the Grabanskis. Through a series of
discussions between the Grabanskis and the Keeleys, the
Keeleys agreed to put up the money for the full-year payment
on the Unruh parcel. This was done despite the agreement by
the Grabanskis to take care of all continuing obligations of G
& K Farms and KGLP. The Grabanskis simply did not have
the resources to make the payment. The Keeleys made the
payment based in part on assurances from Tom Grabanski that
he or the land partnership would pay them back. The Keeleys
also had incentive to make the payment because they were still
obligated to Choice Financial for whatever the Grabanskis
failed to pay.

*5  Eventually, the Grabanskis' financial problems
overwhelmed them. They lost their North Dakota farming
operations. Grabanski testified he ended up in tough times and
was not able to fulfill all of his contracts. He filed his personal
Chapter 11 bankruptcy petition on July 22, 2010. He testified
he could have filed Chapter 7 and sold the land but it would
not have generated as much money. The Grabanskis relocated
to Texas and took up residence on the Unruh parcel. Their
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intention was to farm the Lenth and Unruh parcels through
Texas Family Farms (successor to G & K Farms) and KGLP.

B. Slominski Becomes Involved with the Texas Farming
Operations
Part of the Grabanski plan to make the Texas farming
operation successful was to utilize the services of Louie
Slominski. Slominski was, and is, a close friend of the
Grabanskis. He owns a farm and lives in Minto, North
Dakota. Minto is approximately ten (10) miles from Grafton
—where the Grabanskis lived for many years. Slominski and
Grabanski had known each other for several years through
the community and, in particular, through farming. They had
entered into a farm partnership together in the Fargo area.
Slominski testified that he became a very good friend and
confidante of Tom Grabanski.

As Grabanski was attempting to get the Texas operation going
for the 2010–11 crop year, he needed some assistance from
Slominski to do some custom planting. Sliminski admitted he
knew there were legal and financial issues with KGLP but did
not recall if he knew at that time that Grabanski had filed his
personal bankruptcy petition. Nevertheless, Slominski and a
crew of three men with a planter went from North Dakota
to the Texas properties in August 2010. They prepared to
do the custom planting work. They planned to return to
North Dakota as soon as they finished. However, because
the Grabanskis had not kept current on G & K obligations
to Choice Financial, Choice Financial pursued collection
efforts against them. Those collection efforts culminated
in Choice Financial seizing virtually all of the Grabanskis
farming equipment on the Texas properties. This halted
the Grabanskis' harvest. Choice hauled out what had been
harvested and rutted up the land in doing so. Choice did not
harvest the remaining crop.

Slominski was on-site when Choice seized virtually the entire
Grabanski farming operation. Slominski testified that, at that
point, Tom Grabanski was unable to farm the land. Slominski
said he stepped in to help his friend. Slominski said he
essentially went from a custom-planter to the operator of the
farm almost overnight.

During this same period, it came to light that Grabanski
had not kept up payments to the Lenths on their parcel
of land. Grabanski received a Notice of Acceleration and
Demand dated October 11, 2010, relating to the Lenths'
property. Keeley testified he was shocked when he became
aware of the notice on October 13, 2010. He began calling

the Bowie County Courthouse every couple of days for
further information. After three weeks of calling, Keeley was
informed of the Notice of Foreclosure. Keeley testified he
was concerned about the possible foreclosure because he had
pledged all his personal assets to Choice. Without the Lenth
property to generate income, creditors would not get paid, and
they would come after him.

*6  Slominski called Keeley, stated that he was in contact
with Grabanski, and inquired if there was a solution to the
pending foreclosure. Slominski contacted Grabanski and then
came back to Keeley with farfetched ideas that did not pay off
Choice. The Acceleration and Notice of Foreclosure included
the Court paperwork setting out the foreclosure sale for
December 7, 2010.

Grabanski testified at trial about how he thinks this “sudden”
problem with the Lenth property might have come about.
His thought was he made a partial payment of $95,000 on
the Lenth promissory note when the full payment was due
in January 2010. He believes his dad, Merlyn Grabanski,
made the $370,000 payment on the Unruh promissory note.
Grabanski did not recall if he received the Default Notice
and Demand for Payment dated July 12, 2010. He said it is
“possible” his bookkeeper received it.

Before the foreclosure paperwork made it to him (for the first
time in October, 2010), Keeley and Grabanski had agreed
to try and sell the Texas properties. Through contacts made
primarily by Keeley, they ended up with a broker named Kalin
Flourney. Flourney specialized in the sale of larger ranches
and larger farms in Oklahoma, Texas, and the surrounding
region. They eventually listed the properties for sale with
Flourney. However, as time went on, the communication
between John Keeley and Tom Grabanski completely fell
apart. Flourney testified that he primarily discussed the listing
and sale with Tom Grabanski at the relevant times.

Flourney was caught completely off-guard when Keeley
notified him in October of 2010 that the Lenth parcel
(for which Flourney had a listing agreement) was set for
foreclosure sale in December 2010. Flourney testified that he
would have expected Grabanski to have informed him of that
back in July when he first got the notice. Flourney pointed
out that he was notified of the foreclosure sale far too late to
effectively do anything to sell the property. He also testified
that he could have helped to complete the sale—as he had a
very interested buyer—if he had been notified in July of the
problems with the property and the potential foreclosure. He
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specifically stated that he had a buyer that likely would have
been able to partner with an investor to get the sale made, had
Grabanski notified him in time.

Once they received notice, the Keeleys immediately began
to scramble to figure out how to deal with the pending
foreclosure. They consulted their attorneys and began to take
action. Keeley and Flourney both testified that Grabanski
appeared to be doing nothing to attempt to prevent the
foreclosure. Grabanski did not take action to prevent the
foreclosure because there was no benefit to him. In spite
of the fact that there was substantial equity in the property,
Grabanski concluded that it would only benefit the Keeleys
to sell the property. The equity would all go to Choice
Financial and would simply reduce the Keeleys' obligation
to Choice Financial. Because Grabanski did nothing and
provided no help to prevent the foreclosure sale, the Keeleys
were forced to file the involuntary bankruptcy of KGLP
(property owner) to stop the foreclosure sale. They filed
the involuntary bankruptcy on December 6, 2010—one day
before the foreclosure sale was scheduled.

*7  During the run-up to the foreclosure sale and
eventual involuntary filing, several things had happened with
Slominski and Grabanski on the Texas farming operation.
Milo had previously been planted on the Lenth property.
Slominski said it would take four days to harvest. Soybeans
and alfalfa had previously been planted on the Unruh farm.
The alfalfa was ready to harvest and the soybeans were also
ready to harvest in late fall in three fields. Without any
equipment to harvest and three employees sitting without
work, Slominski said he needed to help figure out a plan.
Grabanski had become virtually paralyzed by his financial
and emotional problems. Slominski had gotten himself deeply
involved trying to help his friend out. Slominski claims—
without any corroborating evidence—that he had already
spent $125,000.00 on a planter to custom plant once the
harvest was complete. Slominski spent a week in November
2010 in Texas to complete the necessary work. He thought he
could help Grabanski make it work.

In November 2010, Slominski purchased seed and opened a
checking account in his name in order to help Grabanski farm
in Texas. Slominski eventually gave Grabanskis the authority
to write checks on the accounts.

C. The Lease
As the foreclosure sale loomed, Slominski and Grabanski
claim they decided to enter the lease at issue in that

case. Slominski testified he received the lease in the mail
from Grabanski on December 1, 2010. He did not recall
if Grabanski's signature—on behalf of KGLP—was on it.
Slominski signed the lease. Grabanski testified he also
signed the lease. He claims he did so before the involuntary
bankruptcy petition was filed, but could not provide a date or
documentation to back-up that assertion.

The lease between KGLP and Slominski is for a three year
period. It began December 1, 2010, and expires on November
1, 2013. Slominski, as the tenant, pays KGLP, the landlord,
the sum of 20% of the gross proceeds derived from the
land, with an annual minimum payment of $300,000.00. The
lease premiums are due November 1, 2011, November 1,
2012, and November 1, 2013. The lease allows Slominski
to be reimbursed or credited for any maintenance or repair
on the irrigation system. If either party fails to carry out any
material provisions of the lease, the other party has the right
to terminate the lease. Termination becomes effective 15 days
after notice unless the delinquency is corrected during the
fifteen-day period. Grabanski testified that he acted in good
faith in executing the lease. He thinks it is a “fair” lease.

Slominski did not look into whether lease payments would
cover KGLP's mortgage payments. He said that even if the
lease payment is insufficient to cover Debtor's mortgage
payments, the lease payment with crop share is better than
leaving the land to the weeds.

Slominski signed the lease based upon the condition of the
land at the time. He factored in the amount of money that
would need to make improvements to the land. He provided
no back-up dollar amount or document showing what he
factored in, how he did it, or how much cost might be involved
for repairing the land.

*8  Slominski believes other expenses he incurred should be
reflected in the lease price settled on. Slominski testified that
it cost him $5,000–6,000 to move each piece of equipment to
Texas. He made approximately five trips. Slominski claimed
he spent a lot of money ditching the land and that he wrecked
equipment in doing so. He provided no numbers or back-up
documentation for these assertions. Grabanski testified at trial
that Slominski “ditched” for three weeks to repair the damage
Choice caused to the land. Grabanski—again without any
documentation—asserts Slominski invested $50,000–60,000
to “ditch” the property. Slominski said he needed a three-year
lease to recoup the unquantified investment he made.
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Grabanski testified that the three grain bins on the land, the
irrigation pivots, the scale, and scale house and shops are
owned by G & K Farms (which was supposed to have ceased
operations). Grabanski again claims, without any numbers or
back-up support, rent for these items was figured into the
crop share lease. Slominski admitted he knew others were
owed money for the irrigation equipment and he did not know
whether it would be repossessed. He then asserted his belief
he has the right to its use under the lease agreement.

After signing the lease, Slominski hired Grabanski as his
farm manager. He said the farm manager's role is to find
land, decide what and when to plant, and oversee the general
operation of the farm. Slominski testified that when you are
a tenant living in another state, there is no other way to farm
without a farm manager. Slominski testified his relationship
with Grabanski was based on trust and that their farming ideas
and concepts are similar.

Slominski allows Grabanski to live rent free in a nice,
3,500 square foot house on the Unruh property. He pays all
living and housing expenses for Grabanski, his wife, and
four children. Slominski claims he and Grabanksi originally
agreed on a monthly compensation for Grabanski. However,
Slominski could not recall the amount. He does not know
what Tom or Mari Grabanski have been paid. Slominski
admits health insurance premiums and numerous other costs
for the Grabanskis were paid out of the checking account.

Grabanski testified that during December 2010, he also
had discussions with Earl Unruh numerous times. These
discussions centered on the possibility of Unruh foreclosing
and then Grabanski renting the property back after the
foreclosure. Grabanski testified that Paul Doherty sent a lease
to him so he could see if Slominski wanted to sign.

At the time of the involuntary bankruptcy filing, the Keeleys
were entirely kept in the dark on the status of the Texas
farming operations—which were critical to repay Choice as
Grabanski had agreed. They knew Grabanski did nothing to
stop the foreclosure. They knew nothing about the lease with
Slominski. Keeley learned that Grabanski had been working
his own side deal with Lenth to lease the property back after
foreclosure. Grabanski, in fact, testified that Lenth was upset
with Keeley for filing the involuntary bankruptcy petition
because Grabanski was going to lease the property back from
Lenth once foreclosure went through. Keeley testified he
received a phone call from Lenth after he filed the involuntary
petition and Lenth threatened to sue him.

*9  Keeley spoke with Slominski for the first time on
December 17 or 18, 2010, after receiving yet another phone
call from the Unruhs inquiring what was going on at the
property. Earl Unruh had seen a tractor with Slominski's name
on it on the property. Unruh wanted to know who was farming
the property and how he could get paid. When Keeley spoke to
Slominski, Slominski never mentioned the lease with KGLP.
Keeley said the conversation was brief but he did specifically
tell Slominski not to plant because it was a bad situation.
Keeley testified he had no conversation with Slominski after
that for a very long time.

While Slominski remained involved in the operation in Texas,
much of it continued to operate exactly how it had under
Grabanskis' previous ownership and direction. The insurance
on the crops on the Lenth and Unruh properties was taken out
in Merlyn Grabanski's name. Only a transfer of indemnity was
completed when Slominski became involved.

Slominski took advice from Grabanski. He says he could
not find a better farm manager than Grabanski. He claims
Grabanski's past mistakes are being used to full advantage to
move them in the right direction.

While Slominski is certainly the one legally responsible
and is the only one of them who has real money to lose,
Grabanski had, and has, the authority to make virtually all
farm decisions. He is allowed to write checks on the checking
account without any need to account for expenses. He remains
in possession and day-to-day control of the land. Slominski
has a great commitment to and affection for Grabanski.
Slominski, in fact, testified that if Grabanski could get his
legal battles handled, he would like to do more work with him
or even partner with him. Slominski testified that Grabanksi
wants to make this land farm project work. Slominski wants
to help him make it work and to take care of the Grabanskis
in the process.

Slominski attempted to show some hands-on involvement
with the Texas operation. After signing the lease, Slominski
traveled to Texas periodically. He went down in March or
April 2011. While he was there, a windstorm brought down
two pivots on the Unruh property and two towers tipped over
that needed repair. A service technician estimated the cost of
the repair would be between $30,000 and $40,000. Slominski
repaired the equipment “himself” over a six-day period. He
claims he expended an unquantified money and labor to repair
the irrigation equipment that has not been reimbursed. He
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provided no documentation or other amounts expended for
parts and labor—his or others.

Slominski first communicated with Trustee in May or
June 2011. They spoke regarding rental contracts and his
willingness to renegotiate the lease. He recalled Trustee
telling him, “If I were you, I wouldn't continue to farm.”
Slominski claims to have had $25,000 invested in the property
at that time.

Slominski does have equipment in Texas. He testified that
he has a planter, combine, row crop planter, two discs, four
semitrailers, one new tractor, four smaller tractors, sprayers,
another tractor, and maybe other equipment there. He has not
taken over assets of KGLP's but “may have” made payments
on the equipment in order to keep using it. He does not
know who owns the equipment. He just makes payments so
Grabanski can keep using it on the Texas farming operation.
Slominski also testified since he was using some of the farm
vehicles, he paid the insurance on them.

*10  Slominski keeps a simple spreadsheet of all the harvest.
It consists of the number of bushels that came off each field,
scale tickets, and invoices from the elevator. Every single load
was documented by Mari or Tom Grabanski. They provided
Slominski with virtually all the information he has. If a
payment comes out of the Texas account, it is Tom or Mari
making the payment out of his Texas account on his behalf.

Slominski acknowledged he had not supplied Trustee with
all the documentation Trustee requested over time and
particularly in this litigation. He provided what he had, and his
accountant was still preparing documentation during the trial.
Slominski said he was just trying to keep it all afloat. He was
trying to run his farm in North Dakota, get the documentation
produced as ordered by the Court, and parent his children on
his own while his wife has been gone a few months. He was
also trying to keep a roof over Grabanskis' heads, keep them
fed, and keep them farming. He knows very little regarding
the details and day-to-day operations of the farm in Texas. He
leaves that almost entirely to the Grabanskis.

Lease Payment
Slominski did not timely pay the rent November 1, 2011.
Instead, he placed a check for the lease payment in an escrow
account pending the outcome of this litigation. He only did
so after Trustee notified him he was in default and Trustee
intended on terminating the lease. Trustee provided that notice
in a letter dated November 3, 2010. A check was issued from

Slominski's account on November 10, 2010 for the sum of
$314,464.55. It was made payable to Johnston Law Office–
Trust Account. The memo line on the check indicates, “Land
Rent Texas Property 2011.” Slominski testified Trustee would
have received the payment directly had the allegations in this
case ceased. That continued to be his stance today. Slominski
testified he has performed under the lease, that he has invested
in the leased property, and that the money in escrow is all he
has protecting him.

Real Estate Broker
Kalen Flournoy testified he is a farmer and real estate
broker from Roseville, Oklahoma. He has been licensed in
Oklahoma since the fall of 2006, and he was licensed in
Texas a year or two later. He sells mainly farms and ranches.
Flournoy testified that a Kansas broker informed him that
Keeley was looking to liquidate some land. In late April
2009, Keeley and Grabanski were both contacts for listing the
property. By late fall of 2009, his contact changed to primarily
Grabanski, and Flournoy took instruction from him.

Flournoy testified he had a short listing of each property in
April 2009. The Lenth property was listed for $4,800,000
and the Unruh property was listed for $6,400,000. There
was an offer on the Lenth property for $3,500,000 in late
summer 2009. Shortly before this offer, the listing price on the
property had been reduced to $4,300,000. Grabanski turned
down the offer. A week later, Grabanski called Flournoy
back and inquired whether Flournoy thought the buyer would
reconsider putting his offer back on the table. The listing
expired late July or August 2009 on one property and the
other expired in 2010. Flournoy asked Grabanski if Keeley
had transferred ownership deeds to him and Grabanski said
no. Flournoy testified all adjustments on the listing price were
always in reducing the price. Keeley informed Flournoy in
October or November 2010 that Elden Lenth was foreclosing
on the Lenth property. Flournoy called the clerk of court and
nothing had been filed. He later saw a poster in the basement
of the courthouse with the auction scheduled the following
week and realized he had been calling the wrong court.
Grabanski called Flournoy after Keeley filed the involuntary
bankruptcy petition and said, “Your buddy Keeley blew it this
time.” Flournoy suggested to Grabanski that it was good news
because it stopped the foreclosure, but that was the end of the
conversation. The listing price was lowered to $3,500,000 and
the property was shown to Darryl Strander. Soil samples were
taken of the land in mid-January, and Strander had the results
and everything checked out. At that point, Flournoy informed
Grabanski of the offer and Grabanski asked the listing price.
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When Flournoy informed Grabanski the listing price was
$3,500,000, Grabanski told Flournoy he would not let it go for
that. Grabanski informed Flournoy there was a lease on the
property for two years. Flournoy asked if the lease payment
covered the mortgage obligations, and Grabanski said it did
not. Flournoy testified he removed the listing immediately
following that conversation because the property was leased
and Grabanski said he was done trying to sell it.

*11  Grabanski later asked Flournoy twice to raise the listing
price on the Unruh property to $6,900,000 with a two-year
lease back to Grabanski. Flournoy testified he did not raise
the listing price. Grabanski then called and asked Flournoy
if the listing price had been raised and Flournoy informed
Grabanski he did not raise the listing price because he did not
think it was reasonable.

At one point there was a purchase offer on the properties
in the amount of $8,500,000. For reasons that are not
clear, the purchase offer on the properties was reduced to
$8,000,000. He sent the original offer he drafted on behalf
of the buyers to Grabanski. Grabanski changed a lot of the
terms when he counter-offered, such as a sooner closing
date, higher purchase price, earnest money, lease back option,
lease back price and due diligence time frame. Flournoy said
he was working with U.S. Realty Purchasing Agent Kevin
McTatterson. U.S. Realty made an offer on the Lenth property
in the sum of $3,500,000 and an offer on the Unruh property
in the sum of $4,500,000 on March 8, 2011. Grabanski did not
respond to the offers. Flournoy testified a two-year lease back
affects the saleability of the farms. Flournoy testified there
needs to be specific returns to make a lease work on a farm.
In the past couple of years, it has been investment groups
interested in purchasing farm land, and investment groups
do not want crop share leases, only cash rent leases, if any.
Flournoy testified that a crop share lease is not a conveyable
lease as it is relatively easy to cheat a landlord and farmers
therefore do not want a crop share lease. Flournoy testified it
needs to be a cash lease so it can easily be calculated if there
is a return. Whoever buys property wants to either occupy
it immediately or they want to close before the summer
planting season. Flournoy testified that he has four to five
good prospective buyers for the properties but none of them
are interested in buying with an existing lease.

Flournoy testified that a sale has to be viable and he does not
bring unviable offers. Flournoy testified under the existing
lease he feels it is a risky proposition for all those involved. As
a real estate broker, he does sometimes build lease packages

into certain sales and they provide a tenant. When he has a
purchase offer that contains a lease component, he does not
guarantee the lease, and he does not provide a tenant for a
lease option. Flournoy also did not think an increased listing
price of $6,900,000 for the Uhruh property would bring a
buyer.

Flournoy testified that had he known a month earlier about
the foreclosure, he would have been able to sell the property
for more than it would have garnered through a foreclosure.
Flournoy testified that he did not believe the two properties
would sell together at this point in time. He testified the water
ran out on the Lenth farm in July and the ponds and lakes are
pretty dry. Flournoy also testified that a closing date can be
negotiated when the seller is the tenant. In this case, the seller
is not the tenant and the tenant has planted a crop. Flournoy
testified there are offers waiting, but they need closing dates
which Trustee has not provided. There are willing buyers but
not if the sale includes a lease. Three out of four buyers are
farmers who do not want a lease at all because they want to
move onto the farm and farm it themselves.

Expert Witness on Valuation of Property and Lease
*12  William Pat Murphy lives in Blossom, Texas. He owns

an appraisal and management firm. He received his Bachelor
of Science in Agricultural Economics from Texas A & M in
1969, and has been an independent fee appraiser since 1977.
Murphy has completed fair market appraisals since 1978 and
appraises 50–80 properties a year. He is also a broker but
does not sell often. Murphy owns a 1,000–acre farm and
is a manager for 6,000 acres for absent owners in adjacent
counties. Murphy has testified in court as an expert twice in
the last four years, and has testified 300–400 times total.

Each appraisal he completes contains a work file. Murphy
documents relevant information in the appraisal but some
conversations might not be documented. In his work file, he
also documents the correspondence with various individuals
if they pertain to information he did not know previously.

Murphy was hired by Trustee to appraise the Lenth and Unruh
properties. The purpose of the appraisal was to estimate the
market rent of the farms and to analyze the lease at issue as of
December 1, 2010. Murphy relied on his personal knowledge
and surveys of area farmers with experience and similar-sized
tracts. Murphy's appraisal contains an overview of the rental
market with comparable property and buildings. He compiled
the value of the improvements on the properties, found rentals
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and dwellings comparable to the properties at issue, and made
an estimate as to the rental value of the property.

Property at Issue
Murphy's appraisal consists of identification and
summarization of the properties at issue, including legal
descriptions. Murphy testified that 87% of the land is tillable,
48% of it is irrigated and it is 105% ”base acres” due to the
ability to double crop 2000 acres. The ability to build up base
acres based on production is important as it allows you to
qualify for federal programs with the USDA.

Murphy testified the Uhruh property includes an upscale,
modern 3,657 square foot house built in 2002, a large 700–
foot garage, and 8000 feet of concrete. Murphy's appraisal
also included two framed, worker-quality homes. There
is a mobile home on one of the leased properties, two
outbuildings, a 7,000 square foot shop, and a 400,000 bushel
grain storage barn, built in 2007. The property also has three
grain bins and truck scales built in 2008, and corrals.

The lease includes 3881.7 acres of land, of which 3371 acres
are tillable. The irrigation equipment and grain bins were
added to the property after KGLP purchased the properties.
Murphy testified that he had previously appraised the Unruh
property at least two times. He lives less than a mile from that
property. Murphy testified that it is a well-maintained farm.

Murphy testified these properties are likely to attract a large-
scale farmer who wants to expand. The 3,800 acres is
attractive because it is a lot of land for the area and larger
farming operations minimize costs by having resources all
on one farm. Larger farms bring in a higher rental rate than
smaller ones.

*13  Assumptions and limiting conditions are required in an
appraisal. It is an extraordinary assumption that water supply
is adequate. Pivots provide adequate water for typical crop.
Corn is the highest yielding crop, but it also demands the
most water. Texas is in a drought and irrigation sources are
drying up. Irrigation on the Unruh property relies on surface
reservoirs. The Lenth property relies on wells. The salinity of
river water brings down the productivity of the crop. Farmers
therefore generally prefer well water.

Irrigation fueled by diesel is the most expensive to run.
Generally, the landowner pays for irrigation. In some
instances, the tenant pays the first $1,000–1,500 and the
landowner pays the rest. If pivots only provide water for part

of a crop season, then they have some value but not as much
as if they supplied water all season. If actual water amounts
were available on the land to irrigate it all season, it would
change his appraisal.

Murphy did not go onto the property at issue or into the houses
when he completed his appraisal. Murphy did not go into the
comparable homes. He was familiar with all of the properties
and the area.

Murphy testified that wheat is currently growing under the
irrigation pivot, but that another crop would normally be
planted under an irrigation pivot. As such, Murphy testified
the farms are not being farmed to their maximum potential.

Murphy does not take into account the debt against the
property in an appraisal. He appraised the value of the
property on the open market on a cash basis. Market rents
are not affected by the personal financial situation of those
involved. Weather also does not have a material effect on
market rents. The climate in 2010 was a wet spring, extremely
dry summer, a wet fall and a dry winter. Murphy looks
forward when determining the value of a lease and the
outlook for 2011 was good when the 2010 lease was executed.
Farmers usually expect the next year to be normal and are
constantly faced with decisions affected by the weather and
when crops can be planted and harvested. Murphy testified
rutted land is fairly common in the area when there is
impacted drainage. A farmer may have to chisel the whole
land to correct impacted drainage. The fact that Slominski
thought the land could not be farmed as it was—until fixed
—is immaterial to cost assumptions because it is a personal
opinion.

Murphy considered 16 leases on comparable properties that
provided a good overview of the general market. The irrigated
market ran from $100 to $220 per acre in base rents and from
25% to 33.33% in share rents with no expense to the landlord
except for irrigation equipment repair beyond the first $1,500
per pivot. The dry land lease rates ranged from $25 per acre
for older “black land” (lower quality) to $40 per acre, to $65
per acre for more current leases. The dry land leases on river
bottom land ranged from $50 per acre to the current $125
per acre. River bottom land is more valuable than black land.
Murphy testified that for small farms, leases are probably
50% crop share leases and 50% cash leases. Larger farms are
mostly cash leases.
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*14  His review of comparable property consisted of a
property descriptions of the comparable property, aerial maps,
FSA maps he received from Trustee, 156 Forms, legal
descriptions, and location maps. The 156 Forms came from
FSA farms. Only two 2010 leases were listed in his report and
some of the previous year leases may have been multi-year
leases. His work file is approximately 72 pages and his report
is his professional opinion.

The comparable homes he used are right outside of town.
There were none located on farms. Rural rentals go quickly
because most are owner operated. Rent is determined per
square foot. In his estimations, if he made any adjustment in
his appraisal, it was downward and conservative. Nice rural
land and good housing were in high demand and added value.

Slominski provided examples of additional comparable leases
right before trial. They did not make Murphy rethink his
opinion. In his opinion, the leases were not good comparables.
Murphy remained very pleased with his own comparables.

Murphy concluded the 2010 lease at issue here is substantially
below market value. The lease is, in fact, almost the same as
Grabanski had tried to negotiate with Unruh for 1750 acres.
That had only one shop and no improvements. The property
leased under the 2010 lease here now has improvements, grain
storage and houses. Murphy believes the fair market value of
a cash rent lease on the property is $490,845. Murphy testified
if the lease were a crop share lease, 25% is fair market value
without any variable expenses plus $105,000 cash in advance.
Rental for the house and grain bins would be in addition to the
25%. Share rents (like the one here) should also be higher than
cash rents because the landlord is taking on more risk. The
2010 share rent was too low. Murphy also testified that crop
share leases are not common on large farms. He concluded,
based on all his experience and familiarity the area, the 2010
lease was far below market.

Slominski attempted to impeach Murphy's testimony. He
attacked mainly his assumptions and the comparable
properties he used. Slominski did not provide his own expert.

The Court stated at the close of evidence that it found
Murphy's testimony to be credible. The Court continues in
that view even after reviewing the post-trial briefing and the
record. The Court finds that the testimony of Mr. Flournoy
—the broker—further supports and strengthens Murphy's
conclusions.

CONCLUSIONS OF LAW

A. Avoiding Post–Petition Transfer Under 11 U.S.C. §
549
Trustee alleges the lease between Slominski and KGLP
was not executed until after the filing of the involuntary
bankruptcy petition. Trustee seeks to avoid the lease as an
unauthorized postpetition transfer of property of the estate
under 11 U.S.C. § 549.

Section 549 provides, in part:

(a) Except as provided in subsection (b) or (c) of this
section, the trustee may avoid a transfer of property of
the estate—

*15  (1) that occurs after the commencement of the case;
and

(A) that is authorized only under section 303(f) or 542(c)
of this title; or

(B) that is not authorized under this title or by the court.

11 U.S.C. § 549 (emphasis added).

Four elements must be satisfied to avoid a post-petition
transfer under section 549(a): (1) property of the estate; (2)
was transferred; (3) post-petition; and (4) the transfer was not

authorized by the Bankruptcy Code or the Court. Gibson
v. United States (In re Russell), 927 F.2d 413, 417–18 (8th
Cir.1991).

There is no dispute that the lease involves property of the
estate that was transferred without any approval from the
Court. The only dispute is about the third element—whether
the property was transferred post-petition. Grabanski and
Slominski state that the lease was created pre-petition. The
Court believes the record supports that conclusion.

Trustee argued the signature on the lease was not Slominski's.
Slominski signed a document on the witness stand to
substantiate his assertion that the signature on the lease was
his. The signature on the lease and the signature Slominski
provided in Court were substantially the same. Therefore, the
Court finds Slominski's assertion that the signature on the
lease to be his own is credible.
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Weighing all the evidence, the Court finds the preponderance
of the evidence demonstrates the lease was created and
executed prepetition. Therefore, the transfer cannot be
avoided by Trustee pursuant to § 549.

B. Avoiding Pre–Petition Lease Under 11 U.S.C. § 548
Trustee next argues that even if the lease was executed

prepetition, it can be avoided under § 548, which provides:

§ 548 Fraudulent transfers and obligations.

(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

(B)(i) received less than a reasonably equivalent value in
exchange for such transfer or obligation; and

(ii) (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.

11 U.S.C. § 548.

Trustee argues the lease was made with the intent of
defrauding creditors, thereby making it a transfer avoidable

by Trustee under 11 U.S.C. § 548(a)(1)(A). Trustee further

alleges that the lease (transfer) is avoidable under § 548(a)
(1)(B) because Debtor transferred its interest in the property
within one year prior to filing for bankruptcy, receiving
less than reasonably equivalent value in exchange and was
insolvent when the transfer was made or became insolvent as
a result of the transfer.

1. Section 548(a)(1)(A)

*16  Section 548(a)(1)(A) deals with intentionally
fraudulent transfers. Courts recognize that direct evidence of
fraud by the debtor is difficult to produce, so the trustee may
put on evidence of “badges of fraud.” In re Matter of Timothy
Dennis (Thomas D. Stalnaker, Trustee v. Kathy Dennis), No.
10–83290, 2012 WL 359872 (Bankr.D.Neb. Feb. 2, 2012)
*2–3 (quoting Kelly v. Armstrong, 206 F.3d 794, 798 (8th
Cir.2000)).

Those badges include but are not
limited to: (1) actual or threatened
litigation against the debtor; (2) a
transfer of all or substantially all of
the debtor's property; (3) insolvency
on the part of the debtor; (4) a special
relationship between the debtor and
the transferee; and (5) retention of
the property by the debtor after the
transfer.

Id. (quoting Kelly v. Armstrong, 206 F.3d at 798 (emphasis
added)).

Another bankruptcy court in the Eighth Circuit has stated
the test in a similar fashion. “Direct evidence of such
intent is rarely forthcoming, so the trial court may
make an inference on the issue ‘from the circumstances
surrounding the transfer’.” In re Lacina, 451 B.R. 485, 488–
89 (Bankr.D.Minn.2011) (citing In re Northgate Computer
Systems, Inc., 240 B.R. 328, 360 (Bankr.D.Minn.1999),

(citing In re Sherman, 67 F.3d 1348, 1353 (8th Cir.1995)).
“The courts recognize that certain sorts of events, conditions,
or characteristics frequently accompany the execution of
a scheme to defraud third-party creditors.” Id. (quoting
Northgate, 240 B.R. at 360). “The presence of several or
more of these ‘badges of fraud’ gives rise to a presumption
of fraudulent intent.” Id. (quoting Northgate, 240 B.R. at

360, citing Kelly v. Armstrong, 141 F.3d 799, 802 (8th

Cir.1998); In re Bateman, 646 F.2d 1220, 1223 (8th

Cir.1981); In re Sherman, 67 F.3d at 1353–1354 (presence
of several badges of fraud “can constitute conclusive
evidence” of the proscribed intent)).

“If the trustee makes out the basis for such a presumption,
the burden shifts to the transferee—which must prove ‘some
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legitimate supervening purpose for the transfers at issue.’

“ Id. (quoting Northgate, 240 B.R. at 360, citing Kelly
v. Armstrong, 141 F.3d at 802). “This a heavy burden: The
burden which shifts ... is not a burden of going forward with
the evidence requiring the [debtor] to explain away nature
inferences, but a burden of proving that he has not committed
the objectionable acts with which he has been charged.” Id.
(citations omitted).

a. Badges of Fraud
The Court finds there is no direct evidence of fraudulent
intent. It must then look to the badges of fraud. All of
the badges of fraud are present here. The foreclosure and
involuntary petition in early December 2010, are “actual or
threatened litigation against the debtor.” Kelly, 206 F.3d at
748. The lease transferred “all or substantially all” of KGLP's
property. Id. Grabanski's “insolvency”—and that of KGLP—
are not disputed. Grabanski/KGLP “retained the property ...
after the transfer.” See id.

*17  The only “badge of fraud” contested is number 4
—the “special relationship”—also described as “insider”
relationship in some cases. A “special relationship”
includes one based on family relationship, friendship,
or a close association. In re May, 12 B.R. 618, 627
(N.D.Fla.1980)). The Court believes the evidence establishes
a “special relationship” between Slominski and KGLP—
through Grabanski. They were close friends and confidants.
Slominski went to extraordinary lengths to help Grabanski
and KGLP.

Even if the Court analyze this under the definition of insider,
the result is the same.

The Code lists six statutory insiders of corporations,
which include a “director of the debtor; officer of the
debtor; person in control of the debtor; partnership*833
in which the debtor is a general partner; general partner
of the debtor; or relative of a general partner, director,

officer, or person in control of the debtor.” 11 U.S.C.
§ 101(31)(B) (numbering omitted). In addition to that
list, “courts have identified a category of creditors,
sometimes called ‘non-statutory insiders,’ who fall within
the definition but outside of any of the enumerated

categories.” Schubert v. Lucent Techs. Inc. (In re
Winstar Commc'ns), 554 F.3d 382, 395 (3d Cir.2009);

accord Hirsch v. Tarricone (In re A. Tarricone, Inc.), 286

B.R. 256, 262 (Bankr.S.D.N.Y.2002) (collecting cases).
Under the non-statutory analysis, insider status may be
based on a professional or business relationship with the
debtor that “compels the conclusion that the individual
or entity has a relationship with the debtor, close enough
to gain an advantage attributable simply to affinity
rather than to the course of business dealings between

the parties.” Friedman v. Sheila Plotsky Brokers, Inc.
(In re Friedman), 126 B.R. 63, 70 (9th Cir. BAP1991);

accord DeRosa v. Buildex Inc. (In re F & S Cent. Mfg.
Corp.), 53 B.R. 842, 848 (Bankr.E.D.N.Y.1985). Courts
apply two factors in determining whether a person is a
non-statutory insider: (1) the closeness of the relationship
between the debtor and the transferee, and (2) whether the
transactions between the transferee and the debtor were

conducted at arm's length. In re Tarricone, 286 B.R. at
262. “The analysis is a fact intensive one and must be done
on a case-by-case basis.” Id. (citations omitted).

In re Bruno Machinery Corp. (Bruno Mach. Corp.
v. Troy Die Cutting Co., LLC, 435 B.R. 819, 832–33
(Bankr.N.D.N.Y.2010) (emphasis added).

The Court concludes that Slominski was also a non-statutory
insider. He gained his lease through a close affinity with
Grabanski, not an arms-length transaction. Thus, all five of
the badges of fraud are satisfied here.

b. Legitimate Supervising Purpose of Transfer
After the Trustee establishes the badges of fraud—which he
did—the burden shifts to the debtor to show “some legitimate
supervening purpose of the transfer.” In re Lacina, 451 B.R. at
484. Slominski has “the heavy burden” of proving that he and
Debtor did “not [commit] the objectionable acts” that appear
to have occurred. Id. Slominski has not satisfied that heavy
burden.

*18  As noted at the close of trial, the Court believes
Slominski intended to help Grabanski in any way he
could. He was a very good friend to the Grabanski family.
Unfortunately, his acts that helped the Grabanskis—at a
minimum—also “hindered” or “delayed” KDLP's creditors.
Slominski's kind act toward friends simply does not change
this into a legitimate supervening purpose.

2. Section 548(a)(1)(B)
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While the Trustee's proof under § 548(a)(1)(A) is

dispositive, the Trustee has also satisfied § 548(a)(1)

(B). Section 548(a)(1)(B) is commonly referred to as the
Bankruptcy Code's constructive fraud provision.

In order to prevail under § 548(a)(1)(B) of the
Bankruptcy Code, the Trustee must prove, by a
preponderance of the evidence, the following elements:

(1) an interest of the debtor in property; (2) was voluntarily
or involuntarily transferred; (3) within [two years] of
filing bankruptcy; (4) where the debtor received less than
reasonably equivalent value; and (5) debtor was insolvent
at the time of the transfer or became insolvent as a result
thereof.

In re Lumbar (Patty J. Sullivan, Trustee v. Welsh Living Trust,
et al), 457 B.R. 748, 753 (8th Cir.B.A.P.2011) Id. (citing
Schnittjer v. Houston (In re Houston), 385 B.R. 268, 272
(Bankr.N.D.Iowa 2008)).

Of particular relevance here, the Trustee bears the burden
of proving, by a preponderance of the evidence, that the
exchange was not for reasonably equivalent value. “A transfer
is in exchange for value if one is the quid pro quo of the other.”
In re Kendall (Kip Kaler, Trustee v. Able Debt Settlement,
Inc.), 440 B.R. 426, 532–33 (8th Cir.B.A.P.2010).

The concept of reasonably equivalent value is a means
of determining if the debtor received a fair exchange in
the market place for the goods transferred. Considering
all the factors bearing on the sale, did the debtor receive
fair market value for the property. It is a “question of
fact requiring the court to consider all factors bearing [on]
value in the marketplace.” “[O]ften there is nothing to
consider beyond simply comparing the fair market value of
what the debtor transferred against the fair market value of
what the debtor received. If the two values are reasonably
similar, no fraudulent transfer has taken place.” Other
factors courts consider include the good faith of the parties
and whether the transaction was an arm's length transaction
between a willing buyer and a willing seller. The inquiry
is “fundamentally one of common sense, measured against
market reality.”

Id. (quoting In re Southern Health Care of Arkansas, Inc.,
309 B.R. 314, 319 (B.A.P. 8th Cir.2004; In re Pummill v.
Greensfelder, Hemker & Gale (In re Richards & Conover

Steel Co.), 267 B.R. 602, 612 (B.A.P. 8th Cir.2001); Kaler
v. Red River Commodities, Inc. (In re Sun Valley Prods., Inc.),
328 B.R. 147, 156 (Bankr.D.N.D.2005); Leonard v. Mylex
Corp. (In re Northgate Computer Sys., Inc.), 240 B.R. 328,
365 (Bankr.D.Minn.1999).

*19  Murphy's thorough appraisal established this lease was
for less than reasonably equivalent value. He reviewed the
properties at issue in depth and the history of the land. His
appraisal and testimony were credible and are accepted by the
Court. The Murphy report and conclusions establish the fair
market value cash rent of the properties is $495,845 or crop
share rent of $105,000 and 25% crop share plus additional
rent for the house and grain bins. The lease here is for far less.
Therefore, 548(a)(1)(B)(i) has been met.

To succeed on his claim, Trustee also must meet one of

the four (B)(ii) elements. None of the elements of §
548(a)(1)(B)(ii), however, are, or really ever have been, in
dispute. KGLP and the Grabanskis were insolvent at the
time. The involuntary filing makes that clear. The Trustee has

established the right to avoid the lease under both sections,

548(a)(1)(A) and 548(a)(1)(B).

C. Breach of Lease
Trustee also argues that even if the lease is a valid prepetition
lease, that Slominski breached the lease by not making a lease
payment to Trustee by November 1, 2011.

The essential elements of breach of contract claim under
Texas Law are: “(1) the existence of a valid contact; (2)
performance or tendered performance by the plaintiff; (3)
breach of contract by the defendant; and (4) damages

sustained by the plaintiff as a result of the breach.” Mullins
v. TestAmerica, Inc., 564 F.3d 386, 418 (5th Cir.2009) (citing

Aguiar v. Segal, 167 S.W.3d 443, 450 (Tex.App.-Houston
[14th Dist.] 2005).

Under the terms of the lease, Slominski has 15 days from
the time of the notice to cure the delinquency or the lease
is deemed terminated. Trustee notified Slominski he was
terminating the lease in a letter dated November 3, 2010.
Slominski admits he did not make a lease payment directly
to Trustee. However, Slominski escrowed the lease payment
in a trust account with his attorney pending the outcome of
this litigation. A check was issued on November 10, 2010
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in the amount of $314,464.55 to Johnston Law Office–Trust
Account from Slominski's account. the memo line indicates,
“Land Rent Texas Property 2011.” The check was issued
seven days after Trustee's notice and within the 15–day cure
time period. Although Slominski's attorney did not notify
Trustee that the lease payment was escrowed in a trust
account until November 21, 2011, and it is unclear what date
Slominski deposited the money in the trust account, the Court
declines to find Slominski breached the lease agreement when
the check was issued seven days after Trustee's notification.

D. Counterclaim
In his counterclaim, Slominski alleges Trustee has
intentionally interfered with Slominski's lease contract
with KGLP and continues to do so. Further, Slominski
alleges Trustee's actions constitute a breach of Slominski's
lease. Slominski alleges Trustee's interference adversely
affects Slominski's rights under the lease and as a result,
Slominski suffers damages. Slominski also claims he incurred
significant costs in preparation of the land and made
improvements to the land and is entitled to reasonable
compensation for his labor and improvements under the
lease. Finally, Slominski requests costs, disbursements and
reasonable attorney's fees. Slominski cites no law or legal
argument in support of his counterclaim. In fact, Slominski
did not even address his counterclaim in his post-trial brief.

*20  The Court concludes that although Trustee has
aggressively proceeded with his legal claims against
Slominski, he has done so within the law. As noted above,
Trustee has established his right to recover under his claims.
There is no tortious interference as a matter of law. Moreover,
even without that conclusion, Slominski failed to establish his
counterclaim under the law.

E. Remedies
During closing arguments, the Court inquired about the
proper remedy. The Trustee properly pointed out that the
remedy begins with § 550 of the Bankruptcy Code. “Section
550 of the Bankruptcy Code authorizes a trustee, after

avoiding a fraudulent transfer under ... § 548, to recover
the property transferred or the value of the property for

the benefit of the bankrupt estate.” In re JTS Corp.,
617 F.3d 1102, 1111 (9th Cir.2010) (citing 11 U.S.C. §
550(a)). The purpose of § 550 is “to restore the estate to
the financial condition it would have enjoyed if the transfer

had not occurred.” Id. (quoting In re Acequia, 34 F.3d

800, 812 (9th Cir.1994)). “The primary goal is equity and
restoration, i.e ., putting the estate back where it would have
been but for the transfer.” Id. (quoting Collier on Bankruptcy
§ 550.02[3][a] ). “Abiding its equitable underpinnings, a
trustee's recovery under § 550 is limited if the transferee took
the transfer for value in good faith without knowledge of its

voidability.” Id. at 1112 (citing 11 U.S.C. § 550(b)(1)).
“A good faith transferee is also permitted under § 550 to
recover the value of any improvements that were made after
the transfer.” Id. (citing 11 U.S.C. § 550(e)(1)(A)).

Based on the above conclusions, the Court imposes the
following remedies. The estate is entitled to recover
possession of the property immediately. The estate is also
entitled to recover the amount of money due on the lease
for 2011. The Court understands more than $314,000 of that
lease payment is in the trust account for Slominski's attorney.
That money should immediately be paid over to the Trustee.
Trustee is also entitled to recover any remaining payment due
under the lease. At trial, Slominski testified that he was still
calculating that amount.

The Court also concludes, for the purposes of § 550(e), that
Slominski was a good faith transferee. As such, he would be
entitled to a lien on the proceeds of the sale of the property
(because the property has already been sold free and clear of
any his liens) for the amount of any improvement he made
minus the amount of profit he realized, and/or any increase in
value of the property as a result of any of his improvements.
11 U.S.C. § 550(e)(1)(A) & (B). Given the testimony at trial,
the Court finds that Slominski has failed to prove the value
of the improvements he made to the property. To the extent
he has, that proof was made only in conjunction with the
formation of the lease. As noted above, the Trustee's recovery
is limited to what KGLP would receive under the lease. Thus,
any improvement costs—by Slominski's own testimony—
have been factored into the lease payment. Slominski has
entirely failed to prove the value of any other improvements
to the property beyond the crop which is discussed below.
Accordingly, he has failed to show any entitlement to a lien
on the proceeds of the sale of property.

*21  The Court finds and concludes that Slominski is entitled
to the crop or crops currently on the KGLP land. However,
in order to receive those crops, Slominski must pay the 2011
rent and the pro-rata share of the 2012 rent due under his lease
with Grabanski/KGLP. At a minimum, Slominski would owe
for the time which he has used the properties in 2012 to grow
the crop until harvest. At the absolute minimum, this would
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be based on a pro-rata share of the minimum of the $300,000
payment due under the lease.

The parties, together, have failed to provide the specific
proof or the exact numbers needed to carefully and precisely
set forth the remedies. Therefore, the Court has exercised
the broad equitable power that is found in the “under-

pinnings” of § 550. See In re JTS Corp., 617 F.3d at
1112 (discussing “equitable under-pinnings” of § 550). Thus,
the Court is not ordering a lease payment by Slominski—
as the Trustee requests—under what would have been a fair
market lease of at least $490,000 in December of 2010.
Similarly, Slominski will not be awarded the value of items
claimed as improvements that he and Grabanski valued for
the first time during in-court testimony. In reaching that
conclusion, the Court specifically notes that Slominski had
failed to comply with several discovery requests by Trustee
relating to documentary support for improvements and other
items. Slominski never provided much of that requested
information.

The Court also relies on the “equitable under pinnings” of §
550, along with its additional equitable powers under § 105, to

provide additional time for the Grabanskis to vacate the house
they occupy. They shall have 30 days from the date of this
order to vacate their home on the KGLP property. While they
have lived, and continue to live rent free, the Court factors
in the request of Slominski's counsel to allow a family that
includes four children time to orderly vacate.

The remedies outlined above dispose of Trustee's remaining
two motions. Trustee had moved for authority to act as
operating Trustee and take over the management of the
crops in the field. The Trustee had also requested an
order preventing Slominski from trespassing to fertilize the
growing crops. As noted above, Slominski is allowed to do
what is necessary to harvest the crops so long as he does so
without harming the land for future use.

SO ORDERED.

JUDGEMENT SHALL ENTER ACCORDINGLY.

All Citations

Not Reported in B.R., 2012 WL 764442

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.

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
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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. 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.
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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 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.
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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.
(Citations omitted).

Wyle v. C.H. Rider & Family (In re United Energy Corp.),
944 F .2d 589, 590 n. 1 (9th Cir.1991).
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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.
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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), 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
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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. 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
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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 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
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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, “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)
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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.

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
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2005

 
10,158,160

 
2006

 
23,360,078

 
2007

 
40,222,250

 
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
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defendant 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
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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.

End of Document © 2021 Thomson Reuters. No claim to original U.S. Government Works.
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United States District Court, N.D. California.

M. M., Plaintiff,
v.

COUNTY OF SAN MATEO, et al., Defendants.

CASE NO. 18-cv-05396-YGR
|

Signed 02/01/2019

Attorneys and Law Firms

Hasmukhjit Singh Jawandha, Law Office of Joseph S. May,
Castro Valley, CA, Joseph S. May, Law Office of Joseph S.
May, San Francisco, CA, for Plaintiff.

Tara Emily Heumann, Jan Ellen Ellard, San Mateo County
Counsel, Redwood City, CA, for Defendants.

ORDER DENYING MOTION TO DISMISS

Re: Dkt. No. 19

Yvonne Gonzalez Rogers, United States District Court Judge

*1  Plaintiff M.M., a minor, by and through her Guardian
ad litem, brings this action against defendants County of
San Mateo (the “County”), deputies Robert Willett, Devin
Crocker, James Brown, and Does 1 to 50, inclusive. (Dkt.
No. 9 (“FAC”).) Plaintiff alleges four causes of action: (1)

deprivation of constitutional rights in violation of 42
U.S.C. Section 1983, including unreasonable search and
seizure, arrest without probable cause, and excessive and
unreasonable force and restraint in the course of an arrest
against deputies Willet, Crocker, and Brown, as well as Does
1-25; (2) deprivation of those same constitutional rights in

violation of Section 1983, pursuant to Monell, against the

County and Does 26-50; (3) violation of California Civil
Code § 52.1 against all defendants; and (4) battery against all
defendants. (Id. ¶¶ 16-38.) The County now moves to dismiss
plaintiff's second cause of action pursuant to Rule 12(b)(6) on
the grounds that plaintiff failed to allege sufficient facts under

Section 1983 to support a Monell claim for municipal
liability against the County. (Dkt. No. 19 (“Motion”).)

Having carefully considered the papers submitted, and for the
reasons set forth more fully below, the Court DENIES the
County's motion to dismiss.

I. BACKGROUND
Plaintiff alleges as follows:

On August 14, 2017, plaintiff M.M. was a minor residing at
Your House South, a group home in Redwood City. (FAC ¶¶
1, 8.) Following a report that M.M. went missing, a dispatcher
sent defendant deputies Willet, Crocker, and Brown to address
the situation. (Id. ¶ 8.) Employees of Your House South had
previously observed Willet act unprofessionally and “exhibit
a hostile attitude toward the residents.” (Id. ¶ 9.) After
learning that Willet had been dispatched to the scene, a Your
House South employee called the dispatcher to request a
different deputy. (Id.) The dispatcher denied the employee's
request. (Id.)

When Willet arrived at Your House South, he appeared
annoyed. (Id. ¶ 10.) He was advised that M.M. previously
suffered from depression or other mental illness and/or
emotional disturbance. (Id.) M.M. was in her room when
Willet entered and began reading portions of M.M.’s private
journal aloud. (Id.) The deputy defendants then demanded
that M.M. undress, so they could observe her body. (Id.) M.M.
responded that she felt uncomfortable removing her clothes in
front of male sheriff deputies and requested a female deputy
instead. (Id.) Defendants continued to demand that M.M.
undress. (Id.) When she refused, Willett threw her to the
ground, grabbed her neck/throat, pulled her arms behind her
back, and placed his knee on her back. (Id.) Neither Crocker
nor Brown intervened in order to prevent Willet from using
excessive force against M.M. (Id. ¶ 13.)

The defendants then handcuffed M.M. and strapped her down
to a gurney before taking her by ambulance to a hospital for a

72-hour mental health detention, pursuant to section 5150
of the California Welfare and Institutions Code. (Id. ¶ 11.) The
hospital staff released M.M. the following day and told her
that she should not have been brought there at all. (Id.)

*2  M.M. never touched, threatened, or harmed any of the
defendant deputies. (Id. ¶ 12.) She did nothing that would
place the deputies justifiably in fear of harm. (Id.) They also
lacked probable cause to believe that she had committed a
crime. (Id.)
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On January 23, 2018, M.M. presented a claim to the County
pursuant to Government Code section 910 et seq. (Id. ¶ 14.)
The County notified M.M. on March 1, 2018, that it rejected
her claim in its entirety. (Id. ¶ 15.)

M.M. filed the initial complaint in this action on August
31, 2018. (Dkt. No. 1.) She filed an amended complaint on
October 25, 2018. (FAC.) On December 19, 2018, the County
filed the instant motion to dismiss plaintiff's Monell claim

against the County. (Motion at 2.) 1

II. LEGAL STANDARD
A motion to dismiss under Rule 12(b)(6) tests the legal

sufficiency of the claims alleged in the complaint. Ileto v.
Glock. Inc., 349 F.3d 1191, 1199–1200 (9th Cir. 2003). All
allegations of material fact are taken as true and construed in

the light most favorable to the nonmoving party. Johnson
v. Lucent Techs., Inc., 653 F.3d 1000, 1010 (9th Cir.
2011). However, legally conclusory statements, not supported
by actual factual allegations, need not be accepted. See

Ashcroft v. Iqbal, 556 U.S. 662, 679 (2009). Nevertheless,
“when the allegations in a complaint, however true, could not
raise a claim of entitlement to relief,” dismissal is appropriate.

Bell Atl. Corp. v. Twombly, 550 U.S. 544, 558 (2007).
Thus, a motion to dismiss will be granted if the complaint does
not proffer enough facts on its face to nudge the plaintiff's
“claims across the line from conceivable to plausible[.]” See

id. at 570.

III. ANALYSIS
The County moves to dismiss plaintiff's second claim for

relief under Section 1983 for municipal Monell liability,
arguing that plaintiff's “conclusory allegations are insufficient
to state a cause of action.” (Motion at 4.) A municipality

may be liable under Section 1983 when the enforcement
of a municipal policy or custom was the moving force behind

the violation of a constitutionally protected right. Monell
v. Dep't of Soc. Servs. of the City of New York, 436 U.S.
658, 690 (1978). However, a public entity “cannot be held

liable solely because it employs a tortfeasor.” Id. at 691.
In order to establish liability for governmental entities under
Monell, a plaintiff must prove: “(1) that [s]he possessed a
constitutional right of which [s]he was deprived; (2) that

the municipality had a policy; (3) that this policy amounts
to deliberate indifference to the plaintiff's constitutional
rights; and (4) that the policy is the moving force behind

the constitutional violation.” See Oviatt By and Through
Waugh v. Pearce, 954 F.2d 1470, 1474 (9th Cir. 1992)

(quoting City of Canton v. Harris, 489 U.S. 378, 389
(1989) (internal quotation marks omitted) ).

A plaintiff may state a claim for Section 1983 liability
against a municipality under Monell in any of three
circumstances: (1) when official policies or established
customs inflict a constitutional injury; (2) when omissions
or failures to act amount to a local government policy of
“deliberate indifference” to constitutional rights; or (3) when
a local government official with final policy-making authority

ratifies a subordinate' unconstitutional conduct. Clouthier
v. Cty. of Contra Costa, 591 F.3d 1232, 1249-50 (9th Cir.
2010) (synthesizing authorities).

*3  In order to state a Section 1983 claim against a
municipality, a complaint “must contain sufficient allegations
of underlying facts to give fair notice and to enable the
opposing party to defend itself effectively,” and those facts

must “plausibly suggest an entitlement to relief.” AE ex
rel. Hernandez v. Cty. of Tulare, 666 F.3d 631, 636-37 (9th

Cir. 2012) (quoting Starr v. Baca, 652 F.3d 1202, 1216 (9th
Cir. 2011) cert. denied, 566 U.S. 982 (2012) ). With respect
to the term “plausibility,” the court explained in Starr:

If there are two alternative
explanations, one advanced by
defendant and the other advanced by
plaintiff, both of which are plausible,
plaintiff's complaint survives a
motion to dismiss under Rule 12(b)
(6). Plaintiff's complaint may be
dismissed only when defendant's
plausible alternative explanation is so
convincing that plaintiff's explanation
is implausible. The standard at this
stage of the litigation is not that
plaintiff's explanation must be true or
even probable.
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Starr, 652 F.3d at 1216-17.

In AE ex rel. Hernandez, the Ninth Circuit affirmed
dismissal of a Monell claim brought by a nine-year-old
boy alleging that defendants followed county “ordinances,
regulations, customs, and practices” when they failed to
prevent plaintiff's foster brother from sexually assaulting
him. Id. at 636-67. Specifically, the plaintiff alleged that
the municipality “maintained or permitted an official policy,
custom, or practice of knowingly permitting the occurrence
of the type of wrongs” stated elsewhere in the amended
complaint. Id. However, the plaintiff failed to provide any
facts regarding the specific “policy, custom, or practice.”
Id. Therefore, applying Starr, the court concluded that the
complaint failed to state a sufficient claim for Monell liability
and dismissed plaintiff's claim with leave to amend. Id.

Similarly, in Dougherty v. City of Covina, the Ninth Circuit
held that the district court rightly dismissed a Monell claim
because the claim lacked factual allegations that would
separate it from the “formulaic recitation of a cause of action's

elements.” 654 F.3d 892, 900 (9th Cir. 2011) (citing

Twombly, 550 U.S. at 555). The plaintiff alleged that the
city's “policies and/or customs caused the specific violations
of Plaintiff's constitutional rights at issue in this case,” and
those policies “were the moving force and/or affirmative
link” behind the alleged injury. The court found that the
complaint “lacked any facts demonstrating that [plaintiff's]
constitutional deprivation was the result of a custom or

practice” of the city. Id. at 900-901; see also Brown v.
Contra Costa Cty., No. C 12-1923 PJH, 2012 WL 4804862,
at *12 (N.D. Cal. Oct. 9, 2012) (dismissing a Monell claim
because the plaintiff asserted “legal conclusions only” and
failed to allege facts to support any of the three theories of
Monell liability).

Here, plaintiff alleges that (1) she was deprived of her
constitutional rights under the Fourth and Fourteenth
amendments, as well as her right tot be free from arrest
without probable cause; (2) the County had in place
“customs, policies, practices, and/or procedures”; (3) those
customs, policies, practices, and/or procedures constituted
deliberate indifference to plaintiff's constitutional rights; and
(4) those customs, policies, practices, and/or procedures were
a moving force and/or proximate cause of the deprivation
of plaintiff's constitutional rights. (FAC ¶¶ 16, 22-26.)
Unlike the “formulaic recitation of a cause of action's

elements” in Dougherty, plaintiff enumerates six customs,
policies, practices, and/or procedures, including failure “to
institute, require, and enforce proper and adequate training,
supervision, policies, and procedures concerning interaction
with individuals who have, or are suspected of having, mental
illness,” as well as “concerning interaction with minors.”

Compare FAC ¶ 22 with Dougherty, 654 F.3d at 900.

*4  Plaintiff also provides factual support for these

allegations. C.f. AE ex rel. Hernandez, 666 F.3d at 640
(holding that “plausible facts supporting a policy or custom ...
could cure[ ] the deficiency in [a] Monell claim”). Plaintiff
asserts that she was a minor at the time of the alleged incident,
and that Willet was advised that she suffered “from depression
or other mental illness and/or emotional disturbance[.]” (FAC
¶¶ 1, 10.) Plaintiff avers that in spite of this information,
Willet demanded that she undress in the presence of three
male deputies, and, when plaintiff requested the presence of a
female deputy and refused to disrobe, Willet threw her to the
ground, grabbed her by her throat/neck area, pulled her arms
behind her back, and placed his knee on plaintiff's back. (Id.
¶ 10.) Plaintiff further alleges that neither Crocker nor Brown
intervened to prevent or otherwise impede Willet's actions.
(Id. ¶ 13.)

Moreover, plaintiff alleges that on a prior occasion, Willet
had acted unprofessionally and exhibited a “hostile attitude
toward the residents” of Your House South. (Id. ¶ 9.) Plaintiff
avers that as a result of this interaction, on the date of the
incident in question, a Your House South employee called the
police dispatcher to request that they send a different deputy.
(Id.) Accordingly, plaintiff's complaint contains facts that

“plausibly 2  suggest an entitlement to relief” and “give fair
notice and ... enable the [County] to defend itself effectively.”

AE ex rel. Hernandez, 666 F.3d at 636-37. 3

IV. CONCLUSION
For the reasons stated above, the Court DENIES the County's
motion to dismiss plaintiff's second cause of action.

This Order terminates Docket Number 19.

IT IS SO ORDERED.

All Citations

Not Reported in Fed. Supp., 2019 WL 414962
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Footnotes

1 The Court notes that the County did not file a reply in support of its motion.
2 The Court notes that the County did not provide any alternative explanation regarding the defendants' alleged

unconstitutional conduct. Instead, the County submitted a conclusory argument that the plaintiff failed to
articulate any facts to support her Monell claim. (Motion at 4.)

3 See also Mateos-Sandoval v. County of Sonoma, 942 F.Supp.2d 890, 899 (N.D. Cal. 2013) (denying
motion to dismiss Monell claims where plaintiffs' allegations “specify the content of the policies, customs,
or practices the execution of which gave rise to” their constitutional injuries); Galindo v. City of San Mateo,
No. 16-cv-03651-EMC, 2016 WL 7116927, at *6 (N.D. Cal. Dec. 7, 2016) (denying motion to dismiss Monell
claim where plaintiff alleges that defendant city failed “to maintain or effectively administer an appropriate

training regimen or required protocol on citizen searches by officers of the opposite sex”); La v. San Mateo
County Transit District, No. 14-cv-01768-WHO, 2014 WL 4632224, at *8 (N.D. Cal. Sept. 16, 2014) (denying
motion to dismiss Monell claim where plaintiff alleges that defendant “has a policy or custom of performing a
specific adverse employment action (termination) against a particular subset of employees (those who report
internal misconduct”).

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.

Leon D. MILBECK
v.

TRUECAR, INC. et al.

Case No. 2:18-cv-02612-SVW-AGR
|

Filed 02/05/2019

Attorneys and Law Firms

Justin B. Farar, Mario Man-Lung Choi, Laurence D King,
Kaplan Fox and Kilsheimer LLP, San Francisco, CA, Frederic
S. Fox, Pro Hac Vice, Jason A. Uris, Pro Hac Vice, Jeffrey
P. Campisi, Pro Hac Vice, Robert N. Kaplan, Pro Hac Vice,
Kaplan Fox and Kilsheimer LLP, New York, NY, for Leon D.
Milbeck.

Boris Feldman, Catherine E Moreno, Jerome F. Birn, Jr.,
Wilson Sonsini Goodrich and Rosati PC, Palo Alto, CA,
Nicholas R. Miller, Wilson Sonsini Goodrich and Rosati PC,
Washington, DC, for TrueCar, Inc. et al.

Proceedings: IN CHAMBERS ORDER DENYING
DEFENDANTS' MOTION TO DISMISS [88]

STEPHEN V. WILSON, U.S. DISTRICT JUDGE

*1  A motion to dismiss under Rule 12(b)(6) challenges
the legal sufficiency of the claims stated in the complaint.
Fed. R. Civ. P. 12(b)(6). 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, 556 U.S. 662, 678 (2009) (quoting

Bell Atlantic Corp. v. Twombly, 550 U.S. 544, 570 (2007) ).
claim is plausible on its face “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. Rule 9(b) “requires particularity when pleading ‘fraud
or mistake.’ ” Iqbal, 566 U.S. at 686. “Allegations in the
complaint, together with reasonable inferences therefrom, are

assumed to be true for purposes of the motion.” Odom
v. Microsoft Corp., 486 F.3d 541, 545 (9th Cir. 2007).

The Court has reviewed Plaintiff's Amended Class Action
Complaint, Dkt. 47, and Defendants' motion to dismiss,
Dkt. 88. For purposes of the motion-to-dismiss stage,
Plaintiff has adequately alleged—under both the plausibility
and heightened pleading standards—that Defendants made
materially false and misleading statements by making risk
statements regarding TrueCar's reliance on USAA's website
without alerting the public that the risk had already come to
fruition and by falsely representing that USAA would be a
key driver of unit and revenue growth in 2017. Furthermore,
Plaintiff has adequately alleged a strong inference of scienter
by alleging that Defendants knew about USAA's website
redesign and its impact as of January 2017 and that
Guthrie and Pierantoni sold TrueCar stock in sales that were
suspicious in their timing, size, and amount, especially in light
of Guthrie's and Pierantoni's prior sales. Assuming, as it must,
the allegations to be true, the Court DENIES Defendants'
motion to dismiss.

IT IS SO ORDERED.

All Citations

Not Reported in Fed. Supp., 2019 WL 476004

End of Document © 2021 Thomson Reuters. No claim to original U.S. Government Works.
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ORDER

PHILIP M. PRO, District Judge.

*1  Presently before the Court is Defendant Rio Properties,
Inc.'s (“Rio”) Motion for Summary Judgment on the
Actual and Constructive Intent Fraudulent Transfer Claims
(Doc.183–187), filed on August 15, 2011. Also before the
Court is Rio's Motion for Summary Judgment on the Good
Faith Defense (Doc.189–193), filed on August 15, 2011.
Plaintiff John P. Brincko (“Trustee”) filed an Omnibus
Opposition, a Countermotion for Summary Judgment on the
Fraudulent Transfer Claims and Rio's Good Faith Defense,
and a Motion for Sanctions (Doc. 217–224) on September
19, 2011. Rio filed a Reply in support of its Motions
for Summary Judgment and an Opposition to the Trustee's
Countermotion (Doc. # 226) on October 19, 2011. Rio also
filed an Opposition to the Trustee's Motion for Sanctions

(Doc. # 229) on October 19, 2011. The Trustee filed a Reply
in support of its Countermotion for Summary Judgment and
its Motion for Sanctions (Doc. # 231) on November 3, 2011.

Also before the Court are Rio's Motions in Limine to Exclude
the Expert Testimony of Robert Leahy, Alex Seddio, and
Peter Djinis (Doc.204–206), filed on September 1, 2011. The
Trustee filed an Omnibus Opposition to Rio's Motions in
Limine (Doc. # 228) on October 19, 2011.

I. BACKGROUND
The parties are familiar with the facts of this case and the
Court will not repeat them here except where necessary. The
parties have submitted nearly 400 pages in briefs and over
6,800 pages of exhibits. As Magistrate Judge Leen stated in
a prior Order (Doc. # 156) in this case, the Court does not
have the time and resources to systematically cite to the entire
record to resolve the pending motions.

Debtor National Consumer Mortgage, LLC (“NCM”) is a
California limited liability company that operated a mortgage
broker business beginning in 2001. NCM was owned
by Sandra Favata and Dorothy Morisette (“Morisette”).
Salvatore Favata, also known as Sam Favata (“Favata”), is the
husband of Sandra Favata, and the son of Morisette. Although
Favata was not an owner or named officer of NCM, Sandra
Favata and Morisette turned financial control of NCM over
to Favata.

In 2004, NCM created a division called the Private Money
Group, through which Favata solicited investments from
individuals for funding residential mortgages which were
supposed to be secured by deeds of trust, but generally were
not. Funds from the investors were deposited into NCM's
bank account and commingled with NCM's other funds
obtained through the mortgage broker business.

On April 3, 2006, NCM filed for bankruptcy, and the Trustee
subsequently was appointed for the debtor's estate. The
Trustee initiated this adversary proceeding against Rio in
the United States Bankruptcy Court for the Central District
of California on April 2, 2008. (Compl.(Doc.# 36).) In the
adversary proceeding, the Trustee alleges that Favata operated
the Private Money Group as a Ponzi scheme. The Trustee
further contends Favata wrote NCM business checks to
himself for over $10 million, used those funds to purchase 66
cashier's checks from several banks made payable to himself,
put those checks on deposit at the Rio, and then gambled
the proceeds at the Rio's sports book. Through this adversary
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proceeding, the Trustee seeks to recover the $10 million
from the Rio under the bankruptcy code and California's
Uniform Fraudulent Transfer Act (“CUFTA”). Rio denies it
must return the funds to the bankruptcy estate, contending,
among other things, that it verified the cashier's checks were
legitimate, and it therefore is a good faith transferee.

*2  On March 29, 2010, the United States District Court
for the Central District of California granted Rio's motion to
withdraw the reference of the adversary proceeding from the
bankruptcy court. (Order (Doc. # 28).) The Trustee thereafter
filed an Amended Complaint alleging claims for actual intent

fraudulent transfer under 11 U.S.C. §§ 548(a)(1)(A) and

550 (count one), constructive fraudulent transfer under 11
U.S.C. §§ 548(a)(1)(B) and 550 (count two), avoidance of
actual intent fraudulent transfers under 11 U.S.C. §§ 544 and
550 and California Civil Code § 3439.04(a)(1) (count three),
and avoidance of constructive fraudulent transfers under 11
U.S.C. §§ 544 and 550 and California Civil Code § 3439.04(a)
(2) (count four). (Second Am. Compl. (Doc. # 40).) Rio
filed an Answer in which it raised the affirmative defense of
good faith. (Am. Answer (Doc. # 71) at 5–6.) On June 10,
2010, the United States District Court for the Central District
of California granted Rio's motion to transfer venue to this
Court. (Order (Doc. # 109).)

Rio filed two motions for summary judgment. In its first
Motion, Rio argues the Trustee cannot establish a prima
facie case of actual or constructive fraudulent transfers. In
its second Motion, Rio argues it is entitled to summary
judgment on its good faith defense. The Trustee opposes
Rio's Motions and countermoves for summary judgment on
the same issues. Rio also filed related motions in limine to
exclude the Trustee's experts' reports and testimony, which the
Trustee opposes.

II. MOTIONS TO EXCLUDE
Federal Rule of Evidence 702 permits testimony based on
“scientific, technical, or other specialized knowledge” by
experts qualified by “knowledge, skill, experience, training,
or education” if the testimony is both relevant and reliable.
The trial court acts as a “gatekeeper” to exclude expert

testimony that is not both relevant and reliable. Kumho Tire
Co. v. Carmichael, 526 U.S. 137, 147 (1999).

Testimony is relevant if it will “help the trier of fact to
understand the evidence or to determine a fact in issue.”

Fed.R.Evid. 702; see also Daubert v. Merrell Dow
Pharms., Inc., 43 F.3d 1311, 1315 (9th Cir.1995) (stating
testimony is relevant if it “logically advances a material aspect
of the proposing party's case”). To be helpful to the jury, the
testimony must be “ ‘tied to the facts' “ of the particular case.

Daubert v. Merrell Dow Pharms., Inc., 509 U.S. 579, 591

(1993) (quoting United States v.. Downing, 753 F.2d 1224,
1242 (3d Cir.1985)).

Expert testimony is reliable if it is “based on sufficient
facts or data,” “the product of reliable principles and
methods,” and the expert “has reliably applied the principles
and methods to the facts of the case.” Fed.R.Evid. 702.
Reliability is not determined based on the “correctness of the
expert's conclusions but the soundness of his methodology.”

Stilwell v. Smith & Nephew, Inc., 482 F.3d 1187, 1192
(9th Cir.2007) (quotation omitted). The trial court should
ensure the expert “employs in the courtroom the same level
of intellectual rigor that characterizes the practice of an expert

in the relevant field.” Kumho Tire, 526 U.S. at 152.

*3  Whether to admit expert testimony, as well as deciding
how to determine the testimony is reliable, lies within the

trial court's discretion. Kumho Tire, 526 U.S. at 152;

United States v. Calderon–Segura, 512 F.3d 1104, 1109
(9th Cir.2008). The party offering the expert testimony bears

the burden of establishing its admissibility. Lust By &
Through Lust v. Merrell Dow Pharms., Inc., 89 F.3d 594, 598
(9th Cir.1996).

A. Rio's Motion to Exclude Alex Seddio's Testimony
Rio moves to exclude the report and testimony of the
Trustee's expert, Alex Seddio (“Seddio”). Rio argues Seddio
is not qualified to opine on the good faith inquiry of what
a reasonable Las Vegas casino would have done during
the relevant time because he has no familiarity with the
standards and practices of Las Vegas casinos. Rio also argues
Seddio's testimony is irrelevant because the federal anti-
money laundering regulations are irrelevant, as the Trustee
does not and cannot bring a federal money laundering
claim against Rio. Rio also argues Seddio's testimony
consists of inadmissible conclusions because Seddio does
not identify at what point in time Rio was on inquiry
notice; rather, Seddio does a totality of the circumstances
analysis based on hindsight. Rio also contends Seddio's
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testimony consists of inadmissible legal opinions about what
the federal anti-money laundering regulations require. Rio
further contends Seddio improperly relied on another expert
for the Trustee, Robert Leahy (“Leahy”), to opine Favata
engaged in structuring, even though Leahy admitted he was
not an expert in structuring.

Finally, Rio argues the probative value of Seddio's testimony
is substantially outweighed by the risk of prejudice,
confusion, and misleading the jury. Specifically, Rio argues
Seddio's testimony will confuse the jury into thinking Rio is
on trial for violating the anti-money laundering regulations.
Additionally, Rio contends allowing testimony on the alleged
connection between money laundering and the September 11
attacks is prejudicial.

The Trustee responds that Rio improperly attempts to change
the good faith standard from what a reasonable casino would
have done to what other Las Vegas casinos were doing at
the relevant time. The Trustee argues Seddio properly opines
that the federal regulations applied to all casinos nationwide,
and imposed obligations upon all casinos which, had Rio
complied, would have raised red flags to the Rio regarding
Favata's activities. The Trustee contends Seddio therefore
does not need specific experience or knowledge regarding
the actual practices of Las Vegas casinos. The Trustee argues
Rio has offered experts on whether Rio acted in good faith,
and the experts at least in part rely on Rio's compliance with
Nevada regulations. The Trustee contends he therefore may
offer Seddio as a rebuttal witness to opine that Rio failed to
comply with other applicable regulations, and therefore Rio
did not act in good faith.

*4  As to Seddio's report being conclusory, the Trustee
contends Seddio explained what he meant by totality of
the circumstances, and identified that Rio was suspicious of
Favata from the time it filed a Suspicious Activity Report
against him prior to any of the transactions at issue in this
case. As to Seddio offering legal opinions, the Trustee argues
that expert testimony which opines Rio failed to comply with
industry standards properly may include testimony related
to whether Rio complied with applicable legal requirements.
As to Seddio's reliance on Leahy, the Trustee argues Leahy's
charts and summaries are admissible, and are based on Rio's
own data. The Trustee notes that Leahy is not an expert on
structuring, but Seddio is, and he properly relied on Leahy's
analysis of the data to reach an opinion on structuring.

Finally, as to the probative value being outweighed by
prejudice, the Trustee argues that Rio put the issue of whether
it complied with all applicable regulations at issue in its good
faith defense, and therefore the Trustee is entitled to respond.
As for the September 11 attacks, the Trustee argues revealing
the history of federal regulations will not evoke an emotional
response in the jury.

Rio's argument regarding Seddio's lack of familiarity with the
standards and practices of Las Vegas casinos rests on Rio's
erroneous statement of the applicable standard. The standard
is not, as Rio put it, what other Las Vegas casinos “would have
done (or did do) under similar circumstances,” or “whether
the Rio's actions were consistent or inconsistent with other
Las Vegas casinos .” (Rio's Mot. in Lim. to Exclude Alex
Seddio (Doc. # 205) at 13 & 16 n. 4.) The good faith inquiry,
as set forth more fully below, is what a reasonable casino
would do, not what Las Vegas casinos actually were doing.
Seddio opines a reasonable casino would comply with federal
anti-money laundering standards that applied to the Rio,
other casinos, and other financial institutions regardless of
geographic location within the United States. To the extent the
casinos' actual practices bear on this analysis, Rio's criticism
goes to the weight of Seddio's testimony, not its admissibility.
The Court therefore will not exclude Seddio's report based on
a lack of familiarity with the practices of Las Vegas casinos
during the relevant time frame.

For similar reasons, the Court rejects Rio's argument
that Seddio's testimony regarding the federal anti-money
laundering regulations is irrelevant. The Trustee does not
assert a federal money laundering claim against Rio. Rather,
the Trustee offers Seddio's testimony regarding the federal
regulations to rebut Rio's good faith defense which is based,
at least in part, on Rio's own expert testimony that Rio acted
in good faith as shown by its compliance with applicable
Nevada regulations. Rio's expert testified that Nevada gaming
law would require casinos to comply with federal regulations.
(Trustee's Omnibus Mem. P. & A. in Opp'n to Rio's Three
Mots. in Limine (Doc. # 228) [“Trustee's Limine Opp'n”],
Ex. A–1 at 213–14.) Other courts have looked to a casino's
compliance with applicable regulations as part of the good

faith inquiry. See In re Armstrong, 285 F.3d 1092,
1094, 1096–98 (8th Cir.2002) (finding casino did not act
in good faith based in part on casino's failure to comply
with Louisiana gaming regulations). Seddio's opinion that a
reasonable casino would comply with applicable federal anti-
money laundering regulations therefore is relevant.
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*5  Moreover, such testimony is not inadmissible legal

opinion testimony. See Hangarter v. Provident Life &
Acc. Ins. Co., 373 F.3d 998, 1016 (9th Cir.2004) (holding an
expert's opinion that the defendants “deviated from industry
standards” was admissible so long as the expert did not
“reach[ ] a legal conclusion that Defendants actually acted
in bad faith”). Rio's own expert on good faith offered
opinions on Rio's compliance with Nevada regulations.
Rio's other criticisms, including that Seddio's opinions do
not comport with his prior experience regarding money
laundering behavior, go to the weight of Seddio's testimony,
not its admissibility. The Court therefore will not exclude
Seddio's report for reaching improper legal conclusions.

Additionally, the Court will not exclude Seddio's testimony
based on Seddio not identifying a precise point in time
Rio was on inquiry notice. It is for the fact finder to
determine when along the continuum, if ever, Rio acted
in bad faith, and Seddio's testimony may assist the fact
finder in making this determination. Rio's argument on this
point goes to the weight, not the admissibility, of Seddio's

testimony. United States v. Rahm, 993 F.2d 1405, 1412
(9th Cir.1993) (“Absolute certainty of result is not required
for admissibility” of expert opinions. (quotation omitted)).

The Court also rejects Rio's argument that Seddio improperly
relied on Leahy's report for the underlying data because Leahy
is not an expert in structuring. The Trustee does not offer
Leahy as an expert in structuring. Seddio is offered as an
expert in structuring, and Rio does not offer any argument,
authority, or evidence that Seddio could not rely on Leahy's
data analysis to reach his opinion on structuring. The Court
therefore will not exclude Seddio's report for relying on
Leahy's report.

Finally, the probative value of Seddio's testimony is not
substantially outweighed by the danger of unfair prejudice,
confusion, or misleading the jury. See Fed.R.Evid. 403. The
jury will be instructed on the appropriate legal standards
governing the claims the Trustee is asserting against Rio. Rio
argues it acted in good faith as demonstrated by its compliance
with applicable regulations. The Trustee may attempt to rebut
that defense with evidence that Rio did not comply with all
applicable regulations. The Court therefore will deny Rio's
Motion on this basis.

However, the Court agrees with Rio that any testimony
referencing the alleged connection between money

laundering and the September 11, 2001 terrorist attacks is of
little to no probative value, and is substantially outweighed
by potential prejudice. The reason the federal government
enacted the regulations is irrelevant to whether Rio complied
with those regulations and any consequent impact Rio's
noncompliance may have on the issue of good faith in this
fraudulent transfer action. Seddio can identify the regulations
and when they went into effect without tying the regulations to
the September 11 attacks. The Court therefore will grant Rio's
Motion to Exclude Seddio's testimony to the extent Seddio

references the September 11 terror attacks. 1

B. Rio's Motion to Exclude Robert Leahy's Testimony
*6  Rio moves to strike the testimony of the Trustee's other

expert, Leahy, 2  on a variety of grounds. The Trustee opposes.

1. Qualifications
Rio argues Leahy is not qualified as an expert because he is
not a certified public accountant, and thus he is not qualified
to opine on whether Rio complied with Generally Accepted
Accounting Principles (“GAAP”). Rio also argues Leahy is
not qualified because he is not a lawyer, he has never worked
for FinCEN or the Treasury Department, and he admitted he
is not an expert on structuring. Rio thus contends Leahy is not
qualified to opine on whether Favata engaged in structuring.
Next, Rio argues Leahy has never worked for a Las Vegas
casino and has no knowledge of casino practices during the
relevant time frame, and thus Leahy is not qualified to opine
on what a reasonable casino would have done during the
relevant time period. Finally, as to qualifications, Rio argues
Leahy is not an expert on the handling of cashier's checks, as
he has no experience in the matter.

The Trustee responds that Leahy is not offering an opinion
on whether Rio complied with GAAP, whether Favata
was engaged in structuring, or on cashier's check handling
procedures, and thus these arguments are irrelevant. The
Trustee argues Leahy is qualified to opine on what a
reasonable casino would have done because of his extensive
experience in internal controls in the gaming industry. The
Trustee contends the geographic location of a casino is
irrelevant to this inquiry.

Rio does not provide any evidence that Leahy is opining that
Rio failed to comply with GAAP, that Favata was engaged
in structuring, or on any topic regarding Rio's cashier's check
handling procedures. The Trustee denies Leahy will offer
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opinions on these subjects. The Court therefore will deny
Rio's Motion to Exclude on these grounds as moot.

As to whether Leahy is qualified to construct financial
analyses and draw conclusions therefrom, Leahy has an
accounting degree. He was employed for over nine years
with a gaming resort, and held positions such as Manager
of Information Technology, Director of Accounting and
Operational Analysis, Vice President of Finance, and Vice
President of Process Improvement. Leahy currently is
employed for a company which owns, operates, and manages
casino resort properties. Through his positions, Leahy has
acquired experience in preparing and reviewing financial
reports, operating analyses, financial data, operating data, and
internal controls within the gaming industry setting. Leahy
has reviewed company internal controls and has received
training on the subject throughout his career.

Rio does not dispute Leahy's qualifications except to note
that Leahy has not worked for any Las Vegas casinos. Rio's
insistence that Leahy must have Las Vegas casino experience
is based on Rio's erroneous statement of the good faith
standard, as discussed above with respect to Seddio. Leahy
need not have worked for a Las Vegas casino to opine on
the internal controls or financial and operational data of
casinos generally, and Rio does not identify any difference
between Las Vegas casinos and other casinos which would
render Leahy's testimony inadmissible. The Court therefore
will deny Rio's Motion to Exclude on this basis.

2. GAAP
*7  Rio argues Leahy's opinions lack a reliable foundation

because although Leahy testified he prepared a financial
analysis in conformity with GAAP, he could not identify
what GAAP standards would require Rio to prepare such
an analysis. The Trustee responds that Leahy identified the
methodology he used, and that Rio does not dispute Leahy's
calculations are accurate.

Leahy does not opine that GAAP required Rio to perform
the analyses he performed. Rather, he testified that he
performed his own analysis in conformity with GAAP.
Leahy described the processes he used to create his graphs,
which are visual summaries of information Leahy obtained
from Rio. (Trustee's Limine Opp'n, Ex. A–13 at 72–74,
78–79.) Specifically, Leahy identified his methodology as
“accounting for financial analysis,” and he described that
analysis. (Id. at 78–80.) Rio does not dispute the accuracy of
any of Leahy's calculations or graphs. Because Leahy does

not offer the opinion to which Rio objects, Leahy describes
his methodology, and Rio does not dispute the accuracy of
Leahy's calculations or graphs, the Court will deny Rio's
Motion to Exclude on this basis.

3. Opinions on Rio's Management
Rio argues Leahy's opinions about what Rio management
should have done lack a reliable foundation because Leahy
has no experience in the operation and management of Las
Vegas casinos. The Trustee responds that Leahy does not
need experience in Las Vegas casino management because the
internal control principles about which he is opining would
apply to any casino, regardless of geographic location.

As discussed above, Leahy need not have experience
specifically related to Las Vegas casinos. Rio's argument is
based on its erroneous statement of the applicable standard,
and Rio does not identify any material difference between Las
Vegas casinos and other casinos that would render Leahy's
testimony inadmissible. The Court will deny Rio's Motion to
Exclude on this basis.

4. Assisting the Trier of Fact
Rio argues Leahy's proposed testimony is not helpful to
the jury in resolving the issues in the case because the
activity in a customer's front money account or the amount of
complimentary services he received from the casino have no
bearing on whether Rio acted in good faith in cashing Favata's
cashier's checks. Additionally, Rio contends Leahy's report is
nothing more than “simple math” that is not helpful to the jury.
The Trustee responds that Leahy's testimony would assist the
jury in providing a summary of Rio's financial records, as well
as the conclusions Leahy drew from that analysis.

As an initial matter, if Leahy's charts and graphs are the result
of “simple math,” they would be admissible as summary
or calculation evidence as a compilation of Rio's source
materials. See Fed.R.Evid. 1006. Moreover, Leahy testified
that to create the charts and tables he created, a person
would need an understanding of accounting, gaming, and
how to operate the software application he used. (Trustee's
Limine Opp'n, Ex. A–13 at 75.) Further, the extent to which
certain data within Leahy's analyses and opinions impacts
the question of Rio's good faith goes to the weight, not
admissibility, of Leahy's testimony. The Court therefore will
deny Rio's Motion to Exclude on this basis.
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5. Probative Value
*8  Rio argues the probative value of Leahy's testimony

is substantially outweighed by the danger of prejudice,
confusion of the issues, and would be misleading to the
jury because a jury might be confused into thinking casinos
prepare such charts and Rio failed to comply with GAAP by
not doing so, or that Favata was convicted of structuring when
he was not. The Trustee responds that Leahy is not offering
an opinion that Las Vegas casinos prepare such charts or that
Favata was convicted of structuring.

As discussed previously, Leahy testified he was not opining
Rio should have compiled these exact reports. Rather, he
testified that Rio had available the same data and, had it
analyzed that data, Rio would have discovered significant
changes in Favata's behavior or other details about Favata's
dealings with Rio. (See, e.g., Trustee's Limine Opp'n, Ex. A13
at 81.) The Court therefore will deny Rio's Motion to Exclude
on this basis.

6. Rule 26
Finally, Rio argues Leahy's report does not comply with Rule
26 because his report consists of charts with no meaningful
explanation of those charts, such as an explanation of the
data or what methodology he used to create each chart. The
Trustee responds that Leahy's report complies with Rule 26,
as he provides a thirteen page narrative analysis to explain his
charts.

Expert reports are required to eliminate “unfair surprise to

the opposing party and [to conserve] resources.” Elgas
v. Colo. Belle Corp., 179 F.R.D. 296, 299 (D.Nev.1998)
(quotation omitted). Federal Rule of Civil Procedure 26(a)
(2)(B) requires an expert's written report to contain, among
other items, a “complete statement of all opinions the witness
will express and the basis and reasons for them.” However, an
expert report need not “replicate every word that the expert
might say on the stand.” See Walsh v. Chez, 583 F.3d 990,
994 (7th Cir.2009). Rather, the expert's report must “convey
the substance of the expert's opinion, along with the other
background information required by [the rule], so that the
opponent will be ready to rebut, to cross-examine, and to offer
a competing expert if necessary.” Id.; see also Fed.R.Civ.P.
26, 1993 advisory comm. n.

Pursuant to Federal Rule of Civil Procedure 37(c)(1):

(1) Failure to Disclose or Supplement. If a party fails to
provide information or identify a witness as required by
Rule 26(a) or (e), the party 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. In addition to or instead of
this sanction, the court, on motion and after giving an
opportunity to be heard:

(A) may order payment of the reasonable expenses,
including attorney's fees, caused by the failure;

(B)may inform the jury of the party's failure; and

(C) may impose other appropriate sanctions, including any
of the orders listed in Rule 37(b)(2)(A)(i)-(vi).

*9  “The party facing sanctions bears the burden of proving
that its failure to disclose the required information was

substantially justified or is harmless.” R & R Sails, Inc.
v. Ins. Co. of Penn ., 673 F.3d 1240, 1246 (9th Cir.2012).
Where the sanction effectively will constitute dismissal of a
claim, the Court must consider whether the sanctioned party's

actions involved “willfulness, fault, or bad faith.” Id. at
1247. Additionally, the Court must consider lesser sanctions.
Id.

Here, Leahy's report is inadequate under Rule 26(a)(2)(B).
Leahy's report does not set forth the basis or reasons for his
opinions. Although his report contains a summary in addition
to the charts, the summary merely identifies what is in the
charts without explaining how Leahy calculated any of the
figures represented in the charts.

Nevertheless, the Court finds any such failure was relatively
harmless. Rio has been in possession of Leahy's report since
March 2010. (Stip.(Doc.# 96) at 2.) Rio has presented no
evidence that it advised the Trustee during discovery that
Leahy's report was inadequate. Rio had an opportunity at
Leahy's deposition to explore the bases for his opinions.
Although Rule 26(a)(2)(B) is designed in part to obviate
the need for depositions if the report adequately sets forth
the expert's opinions and the bases therefor, Rio presents no
evidence that it objected to the report or to deposing Leahy
in the absence of a more complete report, or that Rio sought
any other relief during the discovery period relating to the

adequacy of Leahy's report. 3  Instead, Rio waited until the
parties had committed enormous resources to completing
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discovery and submitting the matter on summary judgment to
object to the adequacy of Leahy's initial report. Under these
circumstances, an order precluding consideration of Leahy's
deposition testimony on summary judgment is too severe a
sanction.

Rule 37(c)(1) allows the Court to consider sanctions other
than precluding use of the inadequately disclosed evidence.
The Court, in its discretion, concludes that in this case, the
sanction of requiring the Trustee to pay the reasonable costs
and attorney's fees associated with Leahy's first deposition is
an appropriate sanction. Given this and other issues addressed
in this Order, the Court concludes a settlement conference in
this matter may be productive, and the Court will refer this
action to the Magistrate Judge for a settlement conference.
Rio shall serve and file a memorandum, supported by an
affidavit of counsel, establishing the amount of fees and costs
incurred in the first deposition of Leahy within fourteen (14)
days after the settlement conference to be set in this matter, if
no settlement is reached. The Court will grant Rio's Motion
to Exclude Leahy's testimony only to this limited extent. The
Motion is denied in all other respects.

III. MOTIONS FOR SUMMARY JUDGMENT
Summary judgment is appropriate if the pleadings, the
discovery and disclosure materials on file, and any affidavits
show that “there is no genuine dispute as to any material
fact and the movant is entitled to judgment as a matter of
law.” Fed.R.Civ.P. 56(a), (c). A fact is “material” if it might
affect the outcome of a suit, as determined by the governing

substantive law. Anderson v. Liberty Lobby, Inc., 477 U.S.
242, 248 (1986). An issue is “genuine” if sufficient evidence
exists such that a reasonable fact finder could find for the non-

moving party. Villiarimo v. Aloha Island Air, Inc., 281 F.3d
1054, 1061 (9th Cir.2002). Initially, the moving party bears
the burden of proving there is no genuine issue of material
fact. Leisek v. Brightwood Corp., 278 F.3d 895, 898 (9th
Cir.2002). After the moving party meets its burden, the burden
shifts to the non-moving party to produce evidence that a
genuine issue of material fact remains for trial. Id. The Court
views all evidence in the light most favorable to the non-
moving party. Id.

*10  Sections 548 and 544 of the Bankruptcy Code allow
a bankruptcy trustee to avoid a fraudulent transfer under

either federal law or state law. Under section 548, a trustee
may avoid a transfer if the transfer is made within one

year 4  of the filing of a bankruptcy petition and the debtor
either (1) had actual intent to defraud or (2) received less
than reasonably equivalent value in exchange for the transfer
and was insolvent, was made insolvent by the transfer, was
operating or about to operate without property constituting
reasonably sufficient capital, or was unable to pay debts as

they became due. 11 U.S.C. § 548(a)(1)(A), (B).

Under section 544, a bankruptcy trustee may avoid a transfer
that an unsecured creditor with an allowable claim could have
avoided under applicable state law. Id. § 544(b)(1). Under
CUFTA, a transfer is voidable if the debtor made the transfer
(1) with actual intent to defraud or (2) without receiving a
reasonably equivalent value in exchange for the transfer and
was insolvent, was “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 “[i]ntended to incur, or believed or reasonably
should have believed that he or she would incur, debts beyond
his or her ability to pay as they became due.” Cal. Civil Code
§ 3439.04(a)

Upon avoiding a fraudulent transfer under either section

544 or section 548, a trustee may recover the transferred
property or the value thereof from the initial transferee
or from any subsequent transferees. 11 U.S.C. § 550(a).
However, a trustee may not recover from “a transferee that
takes for value, ... in good faith, and without knowledge of the
voidability of the transfer avoided.” Id. § 550(b)(1); see also
Cal. Civ.Code § 3439.08(a) (providing a similar good faith
defense under CUFTA).

A. The Trustee's Prima Facie Case
Rio contends the Trustee cannot establish his prima facie case
for actual intent fraudulent transfer as a matter of law. First,
Rio argues the Trustee cannot show the debtor, NCM, acted
with the requisite intent because Favata's intent cannot be
imputed to NCM, as Favata was not an officer or director
of NCM. Second, Rio argues that even if Favata's intent can
be imputed to NCM, Favata testified he did not intent to
hinder, delay, or defraud NCM's creditors. Third, Rio argues
the Trustee is not entitled to the Ponzi presumption, which
assumes intent where the debtor operated a Ponzi scheme,
because Favata's plea agreement is inadmissible hearsay, and
Favata does not admit to a Ponzi scheme in any event. Rio
also contends the Trustee cannot rely on Favata's deposition
testimony to establish a Ponzi scheme because Favata testified

Case 2:19-ap-01382-SK    Doc 315-1    Filed 11/12/21    Entered 11/12/21 12:26:33    Desc
Appendix of Unpublished Cases    Page 146 of 260



In re National Consumer Mortg., LLC, Not Reported in F.Supp.2d (2013)
2013 WL 164247, 90 Fed. R. Evid. Serv. 560

 © 2021 Thomson Reuters. No claim to original U.S. Government Works. 8

NCM was operating a legitimate and profitable mortgage
brokering business.

As to constructive fraudulent transfers, Rio argues the Trustee
cannot show NCM was insolvent at the time of each transfer.
Rio contends the Trustee cannot rely on Favata's plea
agreement to establish insolvency because the plea agreement
is inadmissible and in any event the plea agreement does not
set forth any facts that NCM was insolvent. Additionally,
Rio contends the Trustee cannot rely on Favata's deposition
testimony because he testified NCM operated a legitimate
and profitable business. Rio further argues the Trustee cannot
rely on a reconstruction of records performed by the Trustee
because the reconstruction is inadmissible as speculative lay
opinion testimony. Rio also argues the reconstruction does not
establish insolvency at the time of any particular transfer, even
if it were admissible.

*11  The Trustee responds that he has established actual
intent fraudulent transfers through Favata's plea agreement,
which the Trustee contends is admissible, as well as through
Favata's deposition testimony in which he admits he operated
a Ponzi scheme through NCM. The Trustee also contends that
even absent the Ponzi presumption, the transfers carry badges
of fraud which would support a finding of actual intent. As to
whether Favata's intent can be imputed to NCM, the Trustee
contends that Favata had actual and apparent authority to act
on NCM's behalf, as demonstrated by the testimony of Sandra
Favata and Morisette, who both testified they turned financial
control of NCM over to Favata.

As to constructive fraudulent transfers, the Trustee argues
Favata's plea agreement and testimony establish insolvency.
Moreover, the Trustee contends the reconstruction is
admissible as a summary and conclusions drawn therefrom
are admissible as lay opinion that establishes NCM's
insolvency.

A trustee can bring fraudulent transfer claims under both

section 548 and section 544 based on either actual intent
to defraud creditors or constructive fraud. To establish
fraudulent transfers made with the actual intent to hinder,
delay or defraud creditors, the Trustee must show (1) the
debtor transferred an interest in property to the defendant;
(2) the transfer occurred within the applicable time period,
and (3) the debtor made the transfer with the actual intent

to hinder, delay, or defraud its creditor or creditors. 11
U.S.C. §§ 548(a)(1)(A), 544; Cal. Civ.Code §§ 3439.04(a)

(1), 3439.09. To establish constructive fraudulent transfers,
the Trustee must show (1) the transfer involved the debtor's
property; (2) the transfer was made within the applicable
time period; (3) the debtor did not receive reasonably
equivalent value in exchange for the property transferred;
and (4) the debtor was insolvent, was made insolvent by
the transaction, was operating or about to operate without
property constituting reasonable sufficient capital, or was
unable to pay debts as they became due at the time of the

transfer. 11 U.S.C. §§ 548(a)(1)(B), 544; Cal. Civ.Code §§
3439.04(a)(2), 3439.09.

1. The Ponzi Presumption
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.” Donell v.. Kowell, 533 F.3d 762, 767 n. 2
(9th Cir.2008) (quotation omitted). “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.” Id. (quotation omitted); see also In re Slatkin,
525 F.3d 805, 809 n. 1 (9th Cir.2008). The “mere existence
of a Ponzi scheme is sufficient to establish actual intent

under § 548(a)(1) or a state's equivalent to that section.”

In re AFI Holding, Inc., 525 F.3d 700, 704 (9th Cir.2008)
(quotation omitted). Courts presume actual intent in relation
to a Ponzi scheme because the debtor knows at the time of

the transfer that the scheme ultimately must collapse. In re
Indep. Clearing House Co., 77 B.R. 843, 860 (D.Utah 1987).
Proof that transfers were made pursuant to a Ponzi scheme
likewise establishes insolvency for constructive fraudulent

transfers. Donell, 533 F.3d at 770–71; Warfield v.
Byron, 436 F.3d 551, 558–59 (5th Cir.2006) (stating a Ponzi
scheme “is, as a matter of law, insolvent from its inception”).

*12  A plea agreement in which the defendant admits he ran
a Ponzi scheme is admissible under Federal Rule of Evidence

807, the residual hearsay exception. In re Slatkin, 525 F.3d
at 811–12. Moreover, a “debtor's admission, through guilty
pleas and a plea agreement admissible under the Federal Rules
of Evidence, that he operated a Ponzi scheme with the actual
intent to defraud his creditors conclusively establishes the

debtor's fraudulent intent under 11 U.S.C. § 548(a)(1)(A)
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and California Civil Code § 3439.04(a)(1), and precludes

relitigation of that issue.” Id. at 814.

Here, Favata's plea agreement is admissible under Federal
Rule of Evidence 807. Moreover, even if the plea agreement
was inadmissible, Favata reaffirmed the statements in his plea
agreement during his deposition in this case. Rio's argument
that Favata did not admit to a Ponzi scheme is meritless.
Favata unambiguously admitted to operating a Ponzi scheme
in his plea agreement, and he reaffirmed those admissions at
his deposition. Specifically, Favata admitted that from 2000
to 2006, he “used the investment division of NCM to operate
a fraudulent scheme that bilked hundreds of investors of sums
totaling in excess of $20 million.” (Trustee's Countermot. for
Summ. J. (Doc. # 217) [“Trustee's Countermot.”], Ex. B–25
at 4.) Favata admitted he (1) “falsely represented that NCM
directly loaned money at high rates of return to borrowers
who required short term credit,” (2) “falsely told investors
they could purchase the notes that secured these loans and
thus acquire the right to collect the interest payments,” and
(3) “falsely assured investors that their principal ... would be
returned once the borrower paid off the loan from NCM.” (Id.
at 4–5.) Additionally, Favata admitted that at the time he
made these representations to investors, he “knew that the
purported private money note investments that he offered to
investors simply did not exist,” and that he “had neither the
means nor the intention of investing his client[']s money as
promised.” (Id. at 5.) Favata further admitted that he falsely
promised substantial rates of return and that real property
secured the investments. (Id.)

Additionally, Favata admitted he diverted investors' funds to
his personal use and also “used investor funds to prevent
detection of his scheme. In particular, he often diverted funds
from new investors to feign purported interest payments to
the original investors in the scheme. As a result of these
lulling payments, Favata induced many victims to reinvest
their principal into the scheme rather [than] withdrawing their
funds.” (Id. at 5–6.) Favata's admissions are conclusive and
preclude relitigation of the issue of whether Favata acted with
the requisite intent to defraud.

Favata's admissions also conclusively establish insolvency
from the inception of the Ponzi scheme, as a Ponzi scheme
is insolvent from its inception as a matter of law. The mere
fact that NCM conducted some legitimate business does not
raise an issue of fact as to whether Favata was operating
a massive Ponzi scheme. Rio relies on Favata's testimony
that NCM was generating $300,000 per month through its

legitimate business to argue NCM was solvent despite the
Ponzi scheme. Favata testified at his deposition that “[a]t
one point” the legitimate side of the business was profitable.
(Trustee's Countermot., Ex. B–54 at 183.) Specifically, Favata
testified that from late 2004 until it closed, the legitimate
side was doing well, and in the last six months of NCM's
business, NCM was generating $250,000 to $300,000 per
month in profit from the legitimate side of the business. (Id.
at 184–85.) However, Favata also testified that from 2002 to
February 2005, he had duped investors out of approximately
$5 or $6 million dollars through his Ponzi scheme, and as
of February 2005, NCM had a $4 million deficit due to the
Ponzi scheme. (Id. at 187–89.) During the same period when
the legitimate side was doing well, the Ponzi scheme grew
even more dramatically, as Favata raised about $15 million
from February 2005 to the end of 2005. (Id. at 187–89.)
Profits from the legitimate side may have assisted Favata in
extending his scheme, as Favata commingled funds from both
sides of the business. But no genuine issue of fact remains
that the legitimate business was dwarfed by Favata's massive
Ponzi scheme, and NCM was insolvent from its inception and

throughout its existence. 5

*13  Because no genuine issue of fact remains that NCM
was insolvent at the time of each of the alleged transfers,
the Trustee is entitled to summary judgment that he has
established insolvency for his prima facie case of constructive

fraudulent transfers under 11 U .S.C. § 548(a)(2), § 544,
and CUFTA § 3439.04(a)(2). However, as to actual intent
fraudulent transfers, Rio disputes whether Favata's intent can
be imputed to NCM.

2. Imputation

To be a fraudulent transfer under 11 U.S.C. § 548(a)(1), §
544, and CUFTA § 3439.04(a)(1), the debtor must act with
the actual intent to delay, hinder, and defraud its creditors.
Rio contends that even if Favata acted with such intent, NCM
did not, as Favata was not an owner, officer, or director of
NCM. The Trustee responds that Sandra Favata and Morisette
turned NCM's financial affairs completely over to Favata, and
he thus had actual and/or apparent authority to act on NCM's
behalf.

A corporation can form intent only through its agents. Sea
Horse Ranch, Inc. v. Superior Court, 24 Cal.App. 4th 446,
456–57 (Cal.Ct.App.1994). An agent may have actual or
ostensible authority to act on behalf of the corporation. Cal.
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Civ.Code § 2298. “An agency is actual when the agent is
really employed by the principal.” Id. § 2299. “An agency
is ostensible when the principal intentionally, or by want of
ordinary care, causes a third person to believe another to be
his agent who is not really employed by him.” Id. § 2300.

Where an agent acts within the scope of his authority,
his acts and knowledge generally are imputed to the

principal. See Peregrine Funding, Inc. v. Sheppard
Mullin Richter & Hampton LLP, 133 Cal.App. 4th 658,

679 (Cal.Ct.App.2005); In re Tran, 301 B.R. 576, 581
(Bankr.S.D.Cal.2003). A corporate agent's knowledge is not
imputed to a corporation if he is acting adverse to the

corporation's interest. Meyer v. Glenmoor Homes, Inc.,
246 Cal.App.2d 242, 264 (Cal.Ct.App.1966). However, a
corporate agent's fraud may be imputed to the corporation
where the wrongdoer or wrongdoers were the sole relevant

actors for the corporation. See Peregrine Funding, Inc.,

133 Cal.App. 4th at 679–80; Casey v. U .S. Bank Nat'l
Ass'n, 127 Cal.App. 4th 1138, 1143–44 (Cal.Ct.App.2005).
This “sole actor” rule is based on the principle that where
the principal grants authority to an unsupervised agent,
“the principal must accept the consequences of the agent's
misconduct because it was the principal who allowed the

agent to act without accountability.” First Nat'l Bank of
Cicero v. Lewco Sec. Corp., 860 F.2d 1407, 1417–18 (7th
Cir.1988).

Here, no genuine issue of material fact remains that Favata
acted with actual authority in controlling all of NCM's
financial affairs. The fact that Favata was not a named officer
or director of NCM is not dispositive. Rather, the undisputed
testimony from Sandra Favata and Favata is that Morisette
and Sandra Favata gave Favata complete and unfettered
control over NCM's finances. Favata personally was involved
in raising investor funds for NCM and he decided the interest
rate to be advertised to investors in the Ponzi scheme. Favata
testified he had authority to make business decisions for NCM
and that he did not have to ask Sandra Favata for permission
because he “controlled it myself.” (Trustee's Countermot.,
Ex. B–54 at 224–25.) Morisette signed hundreds of blank
checks at a time and turned them over to Favata to run NCM's
finances. (Id. at 70–73.) Sandra Favata and Favata both
testified Favata made decisions regarding the benefits and
compensation Sandra Favata received from NCM. (Id. at 76;
Trustee's Countermot., Ex. B47 at 176.) Sandra Favata also
testified that Favata determined his own compensation from

NCM. (Trustee's Countermot., Ex. B–47 at 176–77.) Favata
likewise testified that he was “in control of the checkbook,
the moneys in/moneys out.” (Trustee's Countermot., Ex. B54
at 69.) Additionally, Sandra Favata signed a casino credit
application with the Rio which identified Sam Favata as being
employed by and an owner of NCM. (Trustee's Countermot.,
Ex. B–9.) Rio presents no contrary evidence to suggest Favata
was not actually authorized to act on NCM's behalf.

*14  Because Favata had unfettered control over NCM's
finances, including decisions regarding compensation to
himself, Sandra Favata, and Morisette, he was acting in
the course of his employment and within the scope of
his authority when he transferred funds from NCM to
himself. The movement of corporate assets and decisions
about compensation for owners and employees are ordinary
functions of management which typically would be attributed
to the company. The mere fact that Favata performed illegal
acts does not mean he acted outside the scope of his authority.
See USACM Liquidating Trust v. Deloitte & Touche, LLP, 764
F.Supp.2d 1210, 1222–23 (D.Nev.2011).

However, no genuine issue of fact remains that Favata acted
adversely to NCM. NCM obtained no benefit from Favata's
looting of the company through his Ponzi scheme. Thus,
the question which remains is whether Favata was the sole
relevant actor at NCM such that his intent should be imputed
to the company even though he was acting adverse to NCM's
interests.

Viewing the facts in the light most favorable to the Trustee
on Rio's Motion for Summary Judgment, a reasonable jury
could find Favata was the sole relevant actor at NCM.
Sandra Favata and Morisette, while nominally the owners
and controlling members of NCM, granted Favata unfettered
and unsupervised control over NCM's finances. Morisette
went so far as to sign hundreds of blank checks for Favata's
use to operate NCM. Neither party points to any evidence
that Morisette, had she been aware of the fraud, could or
would have stopped it. As to Sandra Favata, she testified
Favata informed her that he did not have the deeds of trust
to secure the investments in NCM's Private Money Group
approximately four to five weeks after she first learned of an
SEC investigation in early to mid January 2006. (Trustee's
Countermot., Ex. B–47 at 267–71.) Sandra Favata testified
she contacted an attorney the next day. (Id. at 269.) However,
Sandra Favata never turned Favata in to the authorities, and
Favata continued to cash cashier's checks at the Rio with
funds derived from NCM as late as March 22, 2006. A
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reasonable jury therefore could find that Sandra Favata either
could not or would not take steps to end Favata's fraudulent
behavior even after she became aware of it, and thus find
Favata was the sole relevant actor at NCM whose intent
should be imputed to NCM. The Court therefore will deny
Rio's Motion on this basis.

Rio contends the Trustee has made inconsistent allegations in
this action and a related action against Bank of America, and
the Trustee must be bound by his prior allegations regarding
the separation between Favata and the debtor NCM. In the
Bank of America action, the Trustee alleged Favata was
NCM's agent who acted contrary to the debtor's interest and
without the debtor's permission. (Rio's Mot. Summ. J. (Doc.
# 189) [“Rio's MSJ”], Ex. B–4.) However, the Trustee did not
allege in the Bank of America action that Favata's intent is not
imputable to NCM. The Trustee's allegations are consistent
with his allegations in this action, and with imputation law
and its various exceptions. Moreover, the Trustee can plead
in the alternative. Fed.R.Civ.P. 8(d)(2).

*15  The Court does not find the Trustee must be judicially
estopped from asserting Favata's intent is imputable to
NCM, as Rio presents no evidence a court accepted a prior
clearly inconsistent position or that allowing the Trustee to
proceed would give the Trustee an unfair advantage over

Rio. United States v. Ibrahim, 522 F.3d 1003, 1009
(9th Cir.2008). Rio argues the Trustee should be judicially
estopped because the Trustee survived a motion to dismiss
and then settled with Bank of America in the other action.
However, Bank of America moved to dismiss based only
on the argument that Bank of America did not have actual
knowledge Favata was looting, and therefore it could not have
aided and abetted Favata. (Rio's MSJ, Ex. B–5.) The Trustee
responded by arguing the bank had actual knowledge of facts
which put the bank on notice of Favata's activities. (Id.) Rio
presents no evidence, for example, that in response to an in
pari delicto defense raised by Bank of America, the Trustee
alleged that Favata's actions could not be imputed to NCM.
Rio presents no prior court order adopting any such position
by the Trustee. Further, a settlement does not amount to a
court adopting the Trustee's purportedly inconsistent position.
To the extent the Trustee's allegations in the Bank of America
action are judicial admissions which suggest Favata's intent
should not be imputed to NCM, Rio may use them to bolster
its position at trial. However, the Court will deny Rio's Motion
for Summary Judgment on the issue.

Viewing the facts in the light most favorable to Rio on
the Trustee's Countermotion for Summary Judgment, a
reasonable jury could find Favata was not the sole relevant
actor at NCM. Although Favata exercised de facto control,
both Morisette and Sandra Favata had actual authority
within the company to stop Favata's fraudulent conduct.
Sandra Favata averred in an affidavit that upon learning that
the “private money business operated by Sam Favata had
problems,” she employed an accounting firm to perform an
audit, and ultimately filed the petition for NCM's bankruptcy,
thus effectively putting an end to Favata's ability to use NCM
for fraudulent purposes. (Trustee's Countermot., Ex. B23 at
3 ¶ 13.) A reasonable jury thus could find Favata was not
the sole relevant actor at NCM, and his intent should not be
imputed to NCM. The Court therefore will deny the Trustee's
Countermotion on this basis.

B. Rio's Good Faith Defense

1. Trustee's Motion for Sanctions
The Trustee moves for sanctions under Federal Rule of Civil
Procedure 37(c) based on Rio's denial throughout discovery
that it was not required to comply with the federal anti-money
laundering regulation set forth in 31 C.F.R. § 103.64. The
Trustee contends that after discovery closed, Rio took the
contrary position via the rebuttal expert report of Courtney
J. Linn (“Linn”). The Trustee requests that Rio be bound to
its original position in discovery, and that it not be permitted
to put forth Linn's testimony that Rio substantially complied
with section 103.64. Alternatively, the Trustee requests costs
pursuant to Rule 37(c)(2) for expenses incurred in proving
Rio was bound by the regulation.

*16  Rio responds the Court should deny the Motion as
procedurally defective because the Trustee did not meet and
confer prior to filing the Motion, the Trustee did not move
to compel during discovery, a Rule 37(c)(2) motion should
be brought only after trial, and Rule 37(c)(2) allows only for
costs, not striking of a defense. On the merits, Rio argues it has
not taken any inconsistent positions, as it always has asserted
Rio met all standards and practices of Las Vegas casinos at
the time. Rio contends that although it initially contested the
application of the federal anti-money laundering statute, it
made the decision to narrow the issues for trial by no longer
contesting the regulation's application. Finally, Rio notes that
the Trustee previously moved to strike Linn's report before
the Magistrate Judge, and, rather than strike Linn's report,
the Magistrate Judge allowed the Trustee to submit a rebuttal
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expert report. Rio argues the Trustee improperly is seeking
reconsideration of the Magistrate Judge's decision.

Pursuant to Federal Rule of Civil Procedure 37(c)(2), where
a party fails to admit something in response to a request for
admission and the requesting party later proves the matter to
be true, the requesting party may move for sanctions in the
amount of “the reasonable expenses, including attorneys fees,
incurred in making that proof.” The Court must award costs
unless the Court finds the request objectionable, the request
for admission was immaterial, “the party failing to admit had
a reasonable ground to believe that it might prevail on the
matter,” or the party failing to admit had “other good reason
for the failure to admit.” Fed.R.Civ.P. 37(c)(2)(A)-(D).

Because a Rule 37 motion is not a discovery-related motion,
the Trustee did not need to meet and confer prior to filing it,
nor did he have to move for relief during the discovery period.

Hoffman v. Constr. Protective Servs., Inc., 541 F.3d 1175,
1179 (9th Cir.2008). The Court concludes that Rio's refusal
to admit during discovery that it was subject to the federal
anti-money laundering regulation was relatively harmless.
The Trustee would have conducted extensive discovery on
Rio's compliance with the federal anti-money laundering
regulation regardless of whether Rio admitted the regulation
applied because a substantial portion of the Trustee's good
faith argument is centered on Rio's purported failure to
comply with the regulation. Additionally, the Magistrate
Judge lessened any prejudice by allowing the Trustee to file a
rebuttal expert report from a new expert in response to Linn's
report. At the hearing before the Magistrate Judge, the Trustee
indicated that he did not prefer the remedy of striking the Linn
report, but rather preferred getting to the merits of the case and
offering his own expert in response. (Tr. (Doc.# 154) at 39–
40.) Finally, the Trustee may explore in front of the jury any
inconsistencies in Rio's positions. To the extent the Trustee
seeks, either directly or effectively, to preclude Rio's good
faith defense, the availability of monetary sanctions combined
with the Trustee's ability to reveal to the jury Rio's positions
taken throughout this case are appropriate lesser sanctions.

*17  The Court therefore will deny the Trustee's Motion for
Sanctions to the extent it seeks to preclude the Rio from
arguing or presenting evidence on the issue of whether it
complied with the federal anti-money laundering regulations.
The Court will deny the Trustee's request for monetary
sanctions under Rule 37(c)(2), without prejudice to renew
after the parties' settlement conference if no settlement is
reached.

2. CUFTA
Twenty-three of the challenged transfers totaling
$2,022,008.21 occurred more than one year prior to the
bankruptcy petition date. (Second Am. Compl., Ex. A.) These
transfers therefore are voidable only under section 544 and
the applicable state law, CUFTA as set forth in California
Civil Code § 3439.04. See Pub.L. 109–8 §§ 1402(1), 1406(b)
(2) (Apr. 20, 2005) (changing one year clawback period in

section 548 to two years for any petition commenced more
than one year after April 20, 2005). The parties disagree about
the good faith standard under CUFTA. Rio argues that under
CUFTA, a transferee acts in good faith unless it colludes with
or actively participates in the fraudulent scheme. The Trustee
contends CUFTA's standard is the same as the bankruptcy
code, and CUFTA thus denies a good faith defense where the
transferee is on inquiry notice that the transfer is actually or
constructively fraudulent.

The California Supreme Court has not addressed whether
CUFTA's good faith defense applies to any transferee except
one who colludes with the transferor or otherwise participates
in the debtor's fraudulent scheme. “Where the state's highest
court has not decided an issue, the task of the federal courts
is to predict how the state high court would resolve it.”

Giles v. Gen. Motors Acceptance Corp., 494 F.3d 865,
872 (9th Cir.2007) (quotation omitted). “In answering that
question, this court looks for ‘guidance’ to decisions by
intermediate appellate courts of the state and by courts in other
jurisdictions.” Id. (quotation omitted).

CUFTA's good faith defense is set forth in section 3439.08(a).
Legislative comments to the section state that good faith
“means that the transferee acted without actual fraudulent
intent and that he or she did not collude with the debtor
or otherwise actively participate in the fraudulent scheme
of the debtor. The transferee's knowledge of the transferor's
fraudulent intent may, in combination with other facts, be
relevant on the issue of the transferee's good faith of the
transferor or of the transferor's insolvency.” Cal. Civ.Code §
3439.08 Leg. Comm. cmt. 1 (1986). The same comment also
states that “[k]nowledge of the facts rendering the transfer
voidable would be inconsistent with the good faith that is
required of a protected transferee.” Id.

Relying on the first part of the legislative comment,
two California intermediate appellate decisions have held
that a transferee acts in good faith unless the transferee
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colluded with the debtor or otherwise participated in

the debtor's fraudulent scheme. See Annod Corp. v.
Hamilton & Samuels, 100 Cal.App. 4th 1286, 1299–1300

(Cal.Ct.App.2002); Lewis v. Superior Ct., 30 Cal.App.
4th 1850, 1858–59 (Cal.Ct.App.1994). However, the United
States Court of Appeals Bankruptcy Appellate Panel for the
Ninth Circuit (“Ninth Circuit BAP”) and the United States
District Court for the Northern District of California looked
to the entire legislative comment and determined that a
transferee does not act in good faith under CUFTA if the
transferee “(1) colludes with the debtor or otherwise actively
participates in the debtor's fraudulent scheme, or (2) has actual
knowledge of facts which would suggest to a reasonable

person that the transfer was fraudulent.” CyberMedia, Inc.
v. Symantec Corp., 19 F.Supp.2d 1070, 1075 (N .D.Cal.1998)

(emphasis omitted); see also In re Cohen, 199 B.R. 709,
719 (9th Cir.BAP1996).

*18  The Court concludes that if the California Supreme
Court addressed the issue, it would adopt the position of the
Ninth Circuit BAP and the Northern District of California.
Viewing the legislative comment in its entirety, a transferee
is not entitled to the good faith defense if it colludes with the
debtor or participates in the fraudulent scheme. A transferee's
good faith defense also may fail if the transferee had actual
knowledge of facts which would suggest to a reasonable
person the transfer was fraudulent.

3. Bankruptcy Code
The Bankruptcy Code does not define what constitutes good
faith. The United States Court of Appeals for the Ninth
Circuit has declined to set forth a comprehensive test for good
faith, concluding that “good faith is not susceptible of precise

definition.” In re Agric. Research & Tech. Grp., Inc. (“In
re Agritech”), 916 F.2d 528, 536 (9th Cir.1990) (quotation

omitted); see also Donell, 533 F.3d at 771 n. 3. Courts are
reluctant to establish a singular test for good faith given the
“unpredictable circumstances in which the courts may find

its presence or absence.” In re M & L Bus. Mach. Co.,
Inc., 84 F.3d 1330, 1335 (10th Cir.1996) (quotation omitted).
Consequently, good faith is a factual question, “determined on

a case-by-case basis.” In re Sherman, 67 F.3d 1348, 1355

(8th Cir.1995); In re Armstrong, 285 F.3d 1092, 1096 (8th
Cir.2002).

The good faith inquiry is determined by asking “what the
transferee objectively ‘knew or should have known’ ..., rather
than examining what the transferee actually knew from a

subjective standpoint.” In re Agritech, 916 F.2d at 535–
36. A transferee does not act in good faith if it is on
inquiry notice as to either the debtor's fraudulent intent or

the debtor's possible insolvency. See In re Nieves, 648
F.3d 232, 238–39 (4th Cir.2011) (stating that “a transferee
does not act in good faith when he has sufficient [actual]
knowledge to place him on inquiry notice of the debtor's

possible insolvency” (quotation omitted)); In re Agritech,
916 F.2d at 539–40 (holding no good faith as a matter of
law where evidence showed transferee knew or should have
known the debtor was operating a Ponzi scheme). A transferee
thus does not act in good faith if the facts actually known by
the transferee, and all reasonable inferences drawn therefrom,
would suggest to a reasonable person in the transferee's

position that it was receiving a voidable transfer. In re

Bressman, 327 F.3d 229, 236–37 (3d Cir.2003); In re
Agritech, 916 F.2d at 535 (stating “a transferee's knowledge
or actual notice of circumstances sufficient to put him, as
a prudent man, upon inquiry as to whether [the transferor]
intended to delay or defraud his creditors ... should be
deemed to have notice ... as would invalidate the sale as to
him” (quotation omitted)). Whether a transferee acted in good
faith is evaluated in the context of the industry in which the

transferee operates. In re Nieves, 648 F.3d at 239. The party
asserting the good faith defense bears the burden of proving it

received the transfer in good faith. In re Agritech, 916 F.2d

at 535 (applying the bankruptcy code); In re Cohen, 199
B.R. at 718–19 (applying CUFTA).

*19  The Trustee presents no evidence and does not argue
that Rio actually knew of or participated in Favata's fraudulent

scheme. 6  Consequently, under CUFTA and the bankruptcy
code, the only question is whether Rio actually knew of facts
which would suggest to a reasonable casino in Rio's position
that the transfers were voidable.

Viewing the facts in the light most favorable to the Trustee
on Rio's Motion for Summary Judgment, a reasonable jury
could find Rio has not established its good faith defense.
The Trustee has presented evidence that Rio failed to comply
with applicable federal regulations, and had Rio done so, it
would have discovered that Favata gambled 66 high dollar
cashier's checks in two and a half years out of his front
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money account at the Rio, and wagered over $48 million
during this time frame. Some of those checks identified NCM
as the purchaser of the cashier's checks. Favata gave false
information on his application for a front money account
at the Rio regarding Favata's relationship to NCM. Favata
gambled so extensively at Rio that Rio monitored him
because his wagering alone could affect the Rio Sports Book's
take. During the time Favata's gambling dramatically spiked
and he gambled millions of dollars at the Rio, Rio knew
Favata had a low limit credit card that could not even cover
his room and incidentals during his trips to the Rio on
more than one occasion. Rio already suspected Favata of
structuring once, and some of his transactions arguably appear
to be structuring activity. Rio also knew the Nevada Gaming
Control Board was investigating Favata. Viewing these facts
and others identified in the Trustee's briefs, expert reports,
and testimony in the light most favorable to the Trustee in
this highly fact-driven, case-by-case inquiry, a reasonable jury
could find Rio has not established its good faith defense.
The Court therefore will deny Rio's Motion for Summary
Judgment based on the good faith defense.

Viewing the facts in the light most favorable to Rio on the
Trustee's Countermotion, a reasonable jury could find Rio
acted in good faith. Rio presented evidence that it verified
the cashier's checks with Favata's banks, and no check ever
was dishonored or the subject of a stop payment order. A
reasonable jury could conclude that a casino such as Rio
reasonably could rely on the nationally recognized banks,
who also are subject to the federal anti-money laundering
regulations, to vet the source of the funds used to purchase
cashier's checks. Additionally, Rio presents evidence that it
did not extend Favata credit, and thus the fact that it did
not conduct further investigation of Favata was consistent
with how a reasonable casino would behave under the
circumstances. Rio also presents evidence that even if Rio
should have conducted further inquiry, it would not have
uncovered that NCM was a Ponzi scheme or that the
source of Favata's funds was illegal where several different
governmental agencies were investigating Favata, and none
had filed charges at any time while Rio was engaging
in transactions with Favata. None of those governmental
agencies advised Rio not to engage in transactions with
Favata. Viewing these facts and others identified in Rio's
briefs, expert reports, and testimony in the light most
favorable to Rio in this highly fact-driven, case-by-case
inquiry, a reasonable jury could find Rio has established
its good faith defense. The Court therefore will deny the

Trustee's Countermotion for Summary Judgment based on the
good faith defense.

IV. CONCLUSION
*20  IT IS THEREFORE ORDERED that Defendant Rio

Properties, Inc.'s Motion for Summary Judgment on the
Actual and Constructive Intent Fraudulent Transfer Claims
(Doc.183–187) is hereby DENIED.

IT IS FURTHER ORDERED that Rio's Motion for Summary
Judgment on the Good Faith Defense (Doc.189–193) is
hereby DENIED.

IT IS FURTHER ORDERED that Plaintiff John P. Brincko's
Countermotion for Summary Judgment on the Fraudulent
Transfer Claims and Rio's Good Faith Defense (Doc.217–
224) is hereby GRANTED in part and DENIED in part. The
Motion is granted to the extent that the Trustee has established
no issue of fact remains that the debtor was insolvent at all
relevant times for the purpose of the Trustee's constructive
fraudulent transfer claims. The Motion is denied in all other
respects.

IT IS FURTHER ORDERED that the Trustee's Motion
for Sanctions (Doc.217–224) is hereby DENIED without
prejudice to move for costs following the settlement
conference, if no settlement is reached.

IT IS FURTHER ORDERED that Defendant Rio Properties,
Inc.'s Motion in Limine to Exclude the Expert Testimony of
Robert Leahy (Doc. # 204) is hereby GRANTED in part and
DENIED in part. The Motion is granted in that the Court will
allow Defendant Rio Properties, Inc. to recover the reasonable
costs and attorney's fees associated with the first deposition
of Robert Leahy. The Motion is denied in all other respects.

IT IS FURTHER ORDERED that Defendant Rio Properties,
Inc. shall serve and file a memorandum, supported by the
affidavit of counsel, establishing the amount of attorney's
fees and costs incurred in the first deposition of Robert
Leahy within fourteen (14) days following the settlement
conference, if no settlement is reached.

IT IS FURTHER ORDERED that Defendant Rio Properties,
Inc.'s Motion in Limine to Exclude the Expert Testimony of
Alex Seddio (Doc. # 205) is hereby GRANTED in part and
DENIED in part. The Motion is granted to the extent that Alex
Seddio's testimony regarding the relationship between the
federal anti-money laundering regulations and the September
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11 attacks is excluded. The Motion is denied in all other
respects.

IT IS FURTHER ORDERED that Defendant Rio Properties,
Inc.'s Motion to Exclude the Expert Testimony of Peter Djinis
(Doc. # 206) is hereby DENIED as moot, without prejudice
to renew at trial.

IT IS FURTHER ORDERED that this matter is referred
to United States Magistrate Judge Peggy A. Leen for a
settlement conference.

IT IS FURTHER ORDERED that the parties shall file a
proposed joint pretrial order on or before February 18, 2013.

All Citations

Not Reported in F.Supp.2d, 2013 WL 164247, 90 Fed. R.
Evid. Serv. 560

Footnotes

1 Rio also moves to exclude the testimony of Peter Djinis (“Djinis”), another expert of the Trustee. However,
the Trustee does not rely upon Djinis's testimony in either his opposition to Rio's Motions or in support of his
own Countermotion for Summary Judgment. The Court therefore will deny Rio's Motion to Exclude Djinis's
testimony as moot, without prejudice to renew at trial.

2 On January 8, 2013, the Trustee informed the Court that Leahy passed away. (Letter (Doc. # 245).) Given
the lack of a comparable expert by Rio and the Court's ruling denying Rio's Motion to Exclude, it is unclear
whether a replacement expert will be necessary or whether Leahy's deposition testimony will suffice for trial.
However, should a motion for a replacement expert be filed, the Court will refer the matter to the Magistrate
Judge.

3 Rio did move to compel further deposition testimony from Leahy after the Trustee's counsel inappropriately
advised Leahy not to answer certain questions at Leahy's deposition. The Magistrate Judge ruled in Rio's
favor, allowing for a continued deposition of Leahy. (Order (Doc. # 233).) The Magistrate Judge also awarded
Rio sanctions in the form of reasonable costs and attorney's fees for both the motion to compel and the
continued deposition. (Id.)

4 Section 548 now provides that transfers within two years of the petition are voidable, but at the time NCM
filed its petition, the statute provided that transfers within one year of the petition were voidable.

5 Rio's reliance on Favata's testimony that someone offered him $10 million for NCM also does not raise an
issue of fact as to solvency. Favata did not disclose the fraudulent nature of his business to the potential
purchaser, and thus any purported sales price would be illusory. Nor is it plausible that Favata would have
sold his Ponzi scheme to a legitimate business which would uncover his wrongdoing.

6 Nor does the Trustee argue that Rio did not provide reasonably equivalent value.

End of Document © 2021 Thomson Reuters. No claim to original U.S. Government Works.
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MEMORANDUM OPINION ORDER

SUSAN RICHARD NELSON, District Judge.

*1  Appellants/Defendants Ritchie Capital Management,
L.L.C., Ritchie Special Credit Investments, Ltd., Rhone
Holdings II Ltd., Yorkville Investments I, L.L.C., and Ritchie
Capital Structure Arbitrage Trading, Ltd. (collectively,
“Ritchie Entities”) appeal from a November 6, 2012 amended
partial final judgment of the United States Bankruptcy Court
for the District of Minnesota (“Bankruptcy Court”) [Doc.
No. 1–10] in the matter of In re Polaroid Corp, 08–BR–
46617. (Transmittal of Appeal [Doc. No. 1].) The amended
partial final judgment is based upon a March 30, 2012
Order on Defendants' motion to strike an affidavit filed by
Appellee/Trustee/Plaintiff, John Stoebner (the “Strike Order”
at 45–58 [Doc. No. 21] ), and the April 30, 2012 Order
on Plaintiff's partial summary judgment motion (“Partial
Summary Judgment Order” at 59–138 [Doc. No. 21] ). For
the reasons set forth herein, Appellants' appeal is denied.

I. BACKGROUND
This case arises from underlying bankruptcy proceedings
involving Polaroid Corporation and other affiliated Polaroid
entities (collectively, “Polaroid”). In December 2008,
Polaroid filed for Chapter 11 bankruptcy in the United States
Bankruptcy Court for the District of Minnesota. Stoebner v.
Ritchie Capital Mgmt. (In re Polaroid Corp.) (“In re Polaroid
”), 472 B.R. 22, 27 (Bankr.D . Minn.2012). In February
2009, the Polaroid Corporation, in the capacity of debtor-
in-possession, commenced an adversary proceeding against
the Ritchie Entities in Bankruptcy Court. Id. at 27, n.1.
The proceeding was subsequently converted to a case under
Chapter 7, at which time Appellee–Trustee John R. Stoebner
was substituted as the plaintiff. Id. at 29.

The Trustee seeks to avoid certain liens that Polaroid had
granted to the Ritchie Entities pursuant to a September 19,
2008 Trademark Security Agreement, and the disallowance
of claims based on that agreement. Id.

A. Tom Petters' Ponzi Scheme
The facts concerning non-party Tom Petters' relationship with
Polaroid as well as Petters' operation of a Ponzi scheme

are central to the issues before this court. 1  The background
information regarding the Ponzi scheme is set forth in
Chief Bankruptcy Judge Gregory F. Kishel's Partial Summary

Judgment Order. In re Polaroid, 472 B.R. at 27–28; 36–38. 2

As noted in that order, Petters was convicted for crimes related
to his $3 billion Ponzi scheme and is serving a fifty-year
prison sentence. Id. at 28, n.3. Appellants do not appear to
contest the Bankruptcy Court's underlying factual recitation
regarding the general operation of Petters' Ponzi scheme, as
their understanding of the background facts is essentially the

same. (See Appellants' Mem. at 7–8 [Doc. No. 21].) 3  In any
event, the Bankruptcy Court's recitation of the background
facts is consistent with several decisions of the Eighth Circuit
Court of Appeals, which has considered Petters' Ponzi scheme

in various contexts. See United States v. White, 675 F.3d

1073 (8th Cir.2012); United States v. Petters, 663 F.3d 375

(8th Cir.2011), cert. denied,132 S.Ct. 2417 (2012); Ritchie
Capital Mgmt. LLC v. Jeffries, 653 F.3d 755 (8th Cir.2011);
United States v. Reynolds, 643 F.3d 1130 (8th Cir.2011);
United States v. Ritchie Special Credit Invs., Ltd., 620 F.3d
824 (8th Cir.2010).
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*2  In brief, Petters owned numerous businesses, including
Petters Group Worldwide LLC (PGW), Petters Company,
Inc. (PCI), Sun Country Airlines, Polaroid Corporation, and

Fingerhut. Petters, 663 F.3d at 379. PGW and PCI were

the two primary companies owned by Petters. Ritchie,
653 F.3d at 758. As to PGW, this Petters entity “held
investments in numerous companies, and its principal asset
was its stock in Polaroid.” Ritchie Special Credit Invs., 620
F.3d at 850. “[T]he ownership of Polaroid was traceable
through an intermediate holding entity to [PGW], itself a
holding company.” In re Polaroid, 472 B.R. at 27. As alleged
in Petters' criminal indictment, “PGW was implicated in the
scheme as an alleged recipient and conduit of a significant
portion of the funding that had been received by PCI or its
subsidiary entities.” In re Polaroid, 472 B.R. at 28. Petters
was the sole shareholder, board chair, and CEO of PGW. Id.
at 27.

PCI functioned as “the venture capital arm of the Petters
enterprises,” utilizing single purpose, or special purpose
entities, to obtain billions of dollars of funding. Ritchie
Special Credit Invs., 620 F.3d at 850; In re Polaroid,
472 B.R. at 27–28. This funding was purportedly used
for Petters' “diverting business,” which contemplated PCI's
purchase of electronic goods at wholesale to be resold, at a

substantial profit, to large retailers. Id.; Petters, 663 F.3d
at 379;Reynolds, 643 F.3d at 1132. In reality, however, “[t]he
scheme was a classic Ponzi scheme,” as the Eighth Circuit
has found:

Investors were told that their money
would be used to purchase consumer
electronics that would be sold to big
box retailers at a substantial profit.
Petters, along with his colleagues—
including Deanna Coleman and Robert
White—used fabricated documents
that purported to show the purchase of
goods from vendors and the resale of
the goods to retailers. Other fabricated
documents showed Petters's company
wiring funds to the vendors, giving
the appearance that the company
was investing its own funds. Early
investors realized a return on their
investment, but that return came from
funds from new investors, funds

from legitimate transactions, and, in
some cases, funds from their own
investments.

Reynolds, 643 F.3d at 1132;see also In re Polaroid, 472 B .R.
at 36–39.

The Bankruptcy Court found that Petters' Ponzi scheme
was “most centrally purveyed through PCI and a number
of its many subsidiaries, but eventually involving more of
his companies in the flow of money to keep it going.”
In re Polaroid, 472 B.R. at 36. PCI formed several pass-
through special purpose entities for the financing of large
institutional investors. (Martens Aff. ¶ 4, APP0000633.)
These special purpose entities were PC Funding, LLC
(assigned to Opportunity Finance, LLC); Thousand Lakes,
LLC (assigned to Lancelot Investors Fund); SPF Funding,
LLC; PL Ltd., Inc.; Edge One, LLC; MGC Finance, Inc.
(assigned to Metro Gem, Inc.); Palm Beach Finance Holdings,
Inc. (assigned to Palm Beach Finance Partners, LP); and PAC
Funding, LLC (assigned to Acorn Capital Group). (Id.)

*3  Very few genuine diverting transactions occurred through
PCI and its subsidiary structure. In re Polaroid, 472 B.R. at
38. As PCI's Vice President of Operations Deanna Coleman
testified, in 2007 and 2008, she spent most of her time keeping
the Ponzi scheme afloat by creating fictitious purchase
orders and working with investors. (Coleman 7/28/10 Dep.
at 192, APP0001122.) In short, “PCI did not have any real
transactions. They were all fraudulent transactions.” (Martens
10/7/10 Dep. at 164, APP0001200.) Tom Petters owned 100%
of PCI (id. at 174), proclaiming at trial, “I am PCI.” (Petters
Trial Tr. at 3170, APP0000584.)

Petters' Ponzi scheme began to officially and permanently
unravel on September 8, 2008, when Deanna Coleman
revealed to government authorities that she was assisting
Petters in perpetrating a massive fraud through PCI.

Petters, 663 F.3d at 379. Based on Coleman's information
and a federal investigation, the Federal Bureau of
Investigation, the Internal Revenue Service, and the United
States Postal Inspection Service executed search warrants at
Petters' business headquarters and home on September 24,
2008. Id. The searches uncovered counterfeit purchase orders
purporting to show that PCI was owed over $3 billion by
various retailers. Id.
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As noted, Petters and his co-conspirators were indicted and
convicted for their participation in the Ponzi scheme. In re
Polaroid, 472 B.R. at 28.

B. Polaroid Acquisition
In 2005, Petters used the proceeds of the Ponzi scheme to
purchase Polaroid. (Petters Trial Tr. at 3170, APP0000584;
Martens 10/7/10 Dep. at 143–57, APP0001195–98; Martens
Aff. ¶ 3, APP0000633; In re Polaroid, 472 B.R. at 38–39.)
Deanna Coleman testified that Petters bought Polaroid in
order to “ ‘lure investors in so investors would think Tom was
this wealthy guy.’ “ In re Polaroid, 472 B.R. at 39, n.28 (citing
Coleman Dep. at 111). Coleman further explained at Petters'
trial that Petters wanted to buy a viable company making
licensed goods to eventually “bury PCI” (Petters' Trial Tr. at
821, APP0000559.)

Deanna Coleman helped raise money for the Polaroid
acquisition. (Trustee's Bankr.Ct. Reply Mem. at 6–7,
APP0001239–40) (citing Coleman Dep. at 211–15.) While
PGW technically owned Polaroid, Coleman testified that PCI
paid for Polaroid, or at least “99 percent” of it. (Petters
Trial Tr. at 690, APP0000557; Trustee's Bankr.Ct. Reply
Mem. at 7, APP0001240) (quoting Coleman Dep. at 211–
15.) Coleman personally “wired the money out of PCI
to buy Polaroid.” (Trustee's Bankr.Ct. Reply Mem. at 7,
APP0001240) (quoting Coleman Dep. at 211–15.) Kathy
Klug, an IRS special agent and government witness at Petters'
criminal trial, testified that PGW “got its money” from PCI.
(Petters Trial Tr. at 2366, APP0000576.) Forensic accountant
Theodore Martens testified that one account at PCI was used
to fund the pre-purchase of Polaroid and no other accounts
were involved. (Martens 10/7/10 Dep. at 143, APP0001195.)

*4  Petters paid $425 million for Polaroid (Martens Aff. ¶
2, APP0000633), investing $150 “of his own money” and
raising $250 million from “commercial lenders,” who, by
the time of the collapse of the Ponzi scheme, had been
repaid. David Phelps, “Polaroid is Latest Petters Firm to File
Chapter 11,” Mpls. StarTribune, Dec. 18, 2008, APP0001207.
Coleman admitted to taking investors' money and using those
funds to buy Polaroid. (Petters Trial Tr. at 690, APP0000557.)
IRS Special Agent Klug confirmed that her investigation
revealed a Wells Fargo account created for the acquisition of
Polaroid, funded from “[p]redominantly investors or pretty
much investors.” (Petters Trial Tr. at 2284–85, APP0000569–
70.) Some of the money used to acquire Polaroid came
from the Lancelot Investment Management (“Lancelot”),
headed by Gregory Bell, as well as from Metro Gem, Inc.,

run by Frank Vennes. (Martens 10/7/10 Dep. at 150; 156,
APP0001196; APP0001198; Trustee's Bankr.Ct. Reply Mem.
at 6–7, APP0001239–40) (citing Coleman Dep. at 211–15).
Lancelot and Metro Gem only invested with PCI and Tom
Petters. (Martens 10/7/10 Dep. at 150; 156, APP0001196;
APP0001198.) Both Bell and Vennes were convicted of
securities fraud in connection with raising funds for Petters'
Ponzi scheme. United States v. Bell, 09–CR–269 (RHK) [Doc.
Nos. 42; 68]; United States v. Vennes, 11–CR–141(1) (RHK/
JJK) [Doc. Nos. 167; 291].

Petters himself also testified at trial regarding the acquisition
of Polaroid:

Q: You bought Polaroid in April of 2005?

A: Yes.

Q: Again, you used PCI money and PCI investor money?

A: Yes.

Q: The money they thought was secured by collateral that
did not exist?

A: Well, I think Polaroid was valued at $80 million.

Q: But the PCI investors for the money that you used
to actually buy the Polaroid company was secured by
merchandise collateral. That's what they thought they
were financing?

A: I'm not familiar with that.

Q: You don't dispute it?

A: I don't dispute it. But I'm not familiar with that.

Q: And so the money that you took from PCI investors to
buy $450 million of Polaroid, that just dug the hole a
little deeper?

A: Digging the hole deeper.

(Petters Trial Tr. at 3170, APP0000584.)

While PCI funds paid for the purchase of Polaroid, the
official ownership of Polaroid was traceable to PGW. In re
Polaroid, 472 B.R. at 27–28. PGW's financial stability was
important to Polaroid, as PGW's finances affected Polaroid's
efforts to raise financing. (Jeffries 4/13/10 Dep. at 126–27,
APP0001063; see also Dugan Dep. at 120–21, APP0001052
(testifying, as Polaroid's Vice President of Strategic Planning
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and Business Development, that a loan default by PGW would
limit Polaroid's ability to raise finances.) Although both PCI
and Polaroid were owned by Petters and shared debt, Polaroid
operated independently of PCI and Petters' diverting business.
(Jeffries 4/13/10 Dep. at 239–40, APP0001073.) Polaroid
maintained separate management and had a separate financial
department. (McDonough Dep. at 29, APP0001187.) Petters,
however, was the sole board member of Polaroid and the
100% beneficial owner of Polaroid's stock. (Jeffries 4/13/10
Dep. at 178, APP0001065; In re Polaroid, 472 B.R. at 41,
n.32.)

*5  Mary Jeffries became Polaroid's CEO in April 2008.
(Jeffries 4/13/10 Dep. at 21, APP0001057.) Prior to becoming
CEO of Polaroid, Mary Jeffries worked for PGW as a “Petters
Strategic Partner,” beginning in 2005, and was promoted
to PGW's Chief Operating Officer (“COO”) a few months
later. (Id. at 17; 20, APP0001056.) In the COO position at
PGW, Jeffries had frequent contact with Tom Petters, whose
office was next to hers. (Id. at 304–05, APP0001074.) Jeffries
testified that during her time at PGW, she had no suspicions
that Petters was engaged in any fraudulent activity. (Jeffries
9/29/10 Dep. at 49–50, APP0001078.) While at Polaroid,
Jeffries continued to maintain contact with Petters several
times per week. (Jeffries 4/13/10 Dep. at 211, APP0001069.)

Jeffries testified that Polaroid was never involved in the
Ponzi scheme (Jeffries 4/13/10 Dep. at 176, APP0001065),
nor was Polaroid's management aware of the scheme.
(Jeffries 9/29/10 Dep. at 55–57, APP0001079.) Despite her
proximity and access to Petters, Jeffries testified that she was
shocked to learn of Petters' fraudulent activities. (Id. at 54,
APP0001079.) To her knowledge, during her tenure at PGW
and Polaroid, Polaroid's sole source of income and revenue
was generated from legitimate business activities. (9/30/10
Jeffries Dep. at 97, APP0001090.)

In early 2008, Polaroid sought financing from outside
investors in order to pay off a $31 million loan to J.P.
Morgan. (Jeffries 4/13/10 Dep. at 85–88, APP0001060.) The
J.P. Morgan loan was secured by all of Polaroid's assets. (Id.
at 88, APP0001060.) When the J.P. Morgan loan was paid off,
Polaroid's assets would be unencumbered. (Id.) The loan was
ultimately paid off with cash from a Wal–Mart prepayment.
(Jeffries 9/30/10 Dep. at 76, APP0001088.)

Jeffries understood that Polaroid's value in February 2008
was approximately $780 million. (Jeffries 4/13/10 Dept. at
89, APP0001061.) A few months earlier, in September 2007,

Polaroid's Vice President of Strategic Planning and Business
Development Katherine Dugan was involved in efforts to
place a value on the Polaroid brand. (Dugan Dep. at 35–
36, APP0001042.) Although a previous brand valuation had
been undertaken in 2004 or 2005, Polaroid sought an updated
valuation due to the passage of time and because an up-to-date
valuation would assist in Polaroid's refinancing efforts. (Id. at
38, APP0001043.) The previous 2007 valuation, performed
by the financial advisory firm of Duff & Phelps, was based
on Polaroid's then-existing business model, which focused
primarily on North American and Western European sales.
(Id.) The Duff & Phelps' valuation of $325 million did not,
therefore, reflect the value of any Polaroid trademarks outside
of those areas. (Id. at 39; 62, APP0001043; APP0001044.)
Petters himself testified that if Polaroid could sell its licenses,
the company's value would be significantly greater—close to
$4.3 billion. (Petters Trial Tr. at 3044, APP0000581.)

*6  At the same time that Polaroid was seeking to pay off
its JP Morgan loan, it was attempting to change its business
model in order to reduce its working capital needs, as Jeffries
testified:

We went from carrying inventory on
the consumer electronics side of the
business to more of an indirect [model]
where we were an intermediary and
licensing the brand and providing
services so that we wouldn't have to
finance the inventory. So it reduced our
working capital requirements.

(Jeffries 9/29/10 Dep. at 71–72, APP0001081.) Under
this new business model, Polaroid planned to enter into
agreements with manufacturers, allowing them to use the
Polaroid name on products that the manufacturers would sell
directly to retailers. (McDonough Dep. at 19, APP0001185.)
The retailer would then make payments to both Polaroid and
to the manufacturer. (Id.) Jeffries believed that as Polaroid
moved away from selling to retailers toward more of a
licensing business, the company's cash needs would decrease.
(Jeffries 9/30/10 Dep. at 67–69, APP0001086.)

C. Ritchie Loans
By January 2008, Petters' Ponzi scheme experienced strain,
particularly as the United States economy was slowing
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and business credit became more difficult to obtain. In re
Polaroid, 472 B.R. at 42. Petters testified in his criminal
trial that, specifically as to PGW, “we suddenly had major
cash flow problems” in late 2007 or early 2008. (Petters Trial
Tr. at 3042, APP0000579.) Around the beginning of 2008,
David Baer, PGW's Chief Legal Officer, heard Tom Petters
use the term “bad paper” in discussions with various people,
including Polaroid's Mary Jeffries and tax accountant James
Wehmhoff, PGW's Executive Vice President in charge of tax,
treasury and finance. (Baer Dep. at 651, APP0000592.) While
Baer was unsure what specifically constituted the ‘problems
with bad paper,’ Baer generally understood that Petters' use of
the term included problems with slow payments, the faltering
general economy, merchandise delays, defective products,
and general dilution. (Id. at 644–45; 717, APP0000591.) Baer
testified that Petters estimated that 20 to 25% of PCI's loans
were “bad paper.” (Id. at 652, APP0000592.)

In late January 2008, an investment broker-finder named
George Johnson contacted Thane Ritchie, CEO of Ritchie
Capital Management, LLC (“Ritchie Capital”) and founder
of the Ritchie Entities, about the possibility of the Ritchie
Entities' participation in a short-term financing deal. In re
Polaroid, 472 B.R. at 43. The broker indicated that the deal
would be “secured by the assets of a company with value
far exceeding the value of the note.” Id. (citing Email chain
between G. Johnson and T. Ritchie). Johnson urged Ritchie to
“move fast,” if he was interested in lending finances, because
Johnson was aware of other interested parties. (Email chain
of 2/1/08 between G. Johnson and T. Ritchie, APP0001832–
43.) In response to Ritchie's query about the particular assets
and company, Johnson replied that the deal would involve a
90–day loan, at “20% interest, 80% annualized, backed by the
entire Polaroid Corporation.” (Email chain of 2/1/08 between
G. Johnson and T. Ritchie, APP0002297.)

*7  Ritchie was familiar with Tom Petters, although
Ritchie Capital had not previously invested in any of Tom
Petters' business entities. (Ritchie Dep. at 25, R.APP00016.)
However, Ritchie's “funds-to-funds group,” known as Ritchie
Multi–Manager, had invested in Lancelot, which in turn,
invested hedge fund assets with Petters. (Id.) Shortly after
receiving Johnson's emails, Petters, Ritchie, and Johnson held
a conference call. In re Polaroid, 472 B.R. at 43. During the
call, Tom Petters expressed his desire to bridge a loan or sale
of Polaroid's North American brand to the Iconix Corporation.
(Ritchie Dep. at 45, R.APP00017.) Regarding the possible
sale to Iconix, Ritchie testified that Petters “expressed a need
to kind of clean up some paper around Polaroid to do that.”

(Id. at 66, R.APP00018.) The “paper” in question was a $31
million loan to Polaroid for which payment was due to JP
Morgan. (Id. at 45, R.APP00017.)

In connection with the Ritchie loan transaction, a Petters
Capital employee, Camille Chee–Awai, emailed Thane
Ritchie several Polaroid-related documents, including a
2006 audited financial statement and an evaluation of the
Polaroid brands. (Email chain between C. Chee–Awai and
T. Ritchie, APP0001912–2061.) As to any due diligence
analysis undertaken by the Ritchie Entities, Ritchie testified:

We had hired a guy initially named Jeff Nason that did
due diligence on Tom Petters when we first invested in
Lancelot, and somebody did some work when we looked at
the Polaroid deal in ′05. I remember we had a package and
we looked at the deal. They never made a formal proposal.
We dug into the balance sheet and the value of Polaroid at
the time. At the time I think they were estimating its value
of over a billion dollars.

So we were pretty comfortable I think with the asset at the
time. And Jeff had done due diligence roughly six, seven
years earlier, and I think did some follow-up due diligence
along the way. So, I think in terms of due diligence we had
done a lot of due diligence going into February 2008 on
Tom Petters and Polaroid.

(Ritchie Dep. at 68, R.APP00018.) Accordingly, Ritchie
Capital “relied on the Duff & Phelps report and other
information that Petters provided, Northern Trust letter saying
that he was in high standing, other things like that.” (Id. at
69, R.APP00018.) Ritchie did not ask Jeff Nason to perform
an updated investigation prior to issuing any 2008 loans to
Polaroid or the Petters entities, explaining that he felt that
“Polaroid was pretty straightforward. I don't think we were—
it was a different kind of investment, so we didn't really see
the need to hire Jeff to do that?” (Id. at 71, APP0000981.)
Instead, Ritchie preferred to rely

on people that had done due diligence
on Petters and Petters interest entities
that knew those entities much better
than we. And if we had done our own
diligence, we probably would have
been going to those people anyway.
So simpler to see the [Duff & Phelps]
summary than to pay for it to do it
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all over again by the same people that
have already done it.

*8  (Id. at 72, APP0000981.)

1. February 1, 2008 Promissory Note
An agreement was soon reached, as reflected in the February
1, 2008 Promissory Note between Ritchie, PGW, and Tom
Petters. (2/1/08 Promissory Note, APP0002268–70.) The note
provided for $31 million in principal, payable in 90 days, at
an interest of 80% on an annualized basis. (Id.) PGW and
Tom Petters were signatories to the note, and Petters pledged
a personal guarantee. (Id.) Petters further agreed to attempt
to secure the note by a pledge of 100% of Polaroid's capital
stock, “as soon as reasonably practicable.” (Id.) David Baer,
Chief Legal Officer at PGW, testified that the note contained
the “as soon as practicable” language because at the time it
was signed, Polaroid's stock was still encumbered by its JP
Morgan loan. (Baer Dep. at 96, APP0001001.)

On February 1, 2008, a Ritchie entity wired the PGW/Tom
Petters loan proceeds to an account at M & I Bank. (Email
from D. Baer to J. Wappler, APP0000824–25.) PGW's James
Wehmhoff recalled that Deanna Coleman instructed him to
transfer the funds to her at PCI immediately, as soon as
the funds cleared M & I Bank. (Wehmhoff Dep. at 16–
17, APP0001161.) Wehmhoff verified the disposition of the
funds with Tom Petters himself. (Id. at 17, APP0001161.)
Coleman confirmed that she had telephone conversations
with Wehmhoff, asking him to transfer any of the Ritchie
loan proceeds in February 2008 to PCI. (Coleman Dep. at
240–41, APP0001129.) Coleman made the request “[b]ecause
I had investors to pay and he had control over the PGW
account.” (Id. at 241.) Because all of the loan proceeds of this
loan and subsequent loans were transferred to PCI, PGW—
which owned Polaroid—did not have the use of any of the
Ritchie loan funds. (Wehmhoff Dep. at 16, APP0001161.)
Since PGW was one of the two borrowers on the February
1, 2008 Promissory Note, PGW's James Wehmhoff was
concerned about the transmission of the funds to PCI: “it was
another $32 million that [PGW] would have to try to come
up with....” (Id. at 15, APP0001161.) The money was also
not transmitted to Polaroid. (Jeffries Dep. of 4/13/10 at 107–
08, 245–46; R.APP00244, R.APP00250; Martens Aff. ¶ 8,
APP0000634.) Instead, upon receiving the loan proceeds, PCI
transferred $31 million to prior lender-investors that same
day. (Martens Aff. ¶¶ 4, 8; Pricewaterhouse Coopers (“PwC”)

Preliminary Analysis of Ritchie & Assoc. Funds Note Payable
Detail (“PwC Preliminary Analysis”) at 11–15, Ex. 295 to
Martens Dep. [Doc. No. 38–4]; see also Coleman Dep. at
240–41, APP0001129.)

The following day, after the note had been signed and
the $31 million in proceeds had been disbursed, Thane
Ritchie asked John Wappler, an associate at Ritchie Capital
Management, and John Kermath, the president of Ritchie
Capital Management, to review the Polaroid documents sent
by Chee–Awai, because he “need[ed] to know what Polaroid
equity is worth.” (Email from T. Ritchie to J. Kermath and
others, APP0002252.) Wappler responded to Ritchie's request
on February 3, noting Polaroid's most recent net losses in 2006
and 2007, but concluding that the amount that Petters paid
for Polaroid in 2005 was “probably as good an estimate as
any” for the value of Polaroid's equity. (Email chain between
J. Wappler to T. Ritchie, APP0002250.) Ritchie also asked
whether “given the current economy[,] would we lend 100
million at 80% IRR [Internal Rate of Return] for 90 days
against a pledge of 2/3s of the Polaroid equity?” (Id.) Wappler
responded, requesting confirmation of his understanding that
the proposed loan was being used for activities that were
“100% unrelated to Polaroid” so that “if the idea that the loan
proceeds are being used for doesn't pan out, Polaroid value is
unaffected.” (Id.)

*9  In a subsequent February 3, 2008 email from John
Kermath to Thane Ritchie and others, Kermath—who had
only learned of the loan's existence after-the-fact—stated that
he was “[s]till thinking through the issue of lending money to
the sponsor against company stock where the key lender to the
company is the sponsor (and has a demand note).” (Kermath
Dep. at 63, APP0001167; Email chain between T. Ritchie,
J. Kermath, J. Wappler and others, R.APP00236.) Kermath
characterized this arrangement as “[p]retty unusual,” and
expressed his concerns about future loans to Petters: “At
first blush, with $31MM loan outstanding[,] I'm not worried.
At $100MM, I'm more worried and we are in a stretched
position.” (Id.) Ritchie responded the following day, February
4, 2008, stating, “nothing usual about this deal[,] including
the IRR! !—need to make sure we get the pledge against
Pol[aroid] all lined up this week—standstill or first right of
refusal makes sense.” (Id.)

In addition to Thane Ritchie, others viewed the 80% interest
rate on the February 1 Note as unusually high. Kermath,
President of Ritchie Capital, acknowledged that Ritchie did
not assess an 80% interest against any other loans in its
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portfolio at the time. (Kermath Dep. at 79, APP0001169.)
Simon Root, an attorney working on drafts of the Ritchie–
Petters loan agreements on Petters' behalf, was shocked by
the 80% interest rate on the February 2008 Ritchie notes
(Root Dep. at 56; 132, APP0001099; APP0001111.) James
Wehmhoff, PGW's Executive Vice President of Tax, Finance
and Treasury, who was not involved in the negotiation of the
Ritchie loans, assumed the 80% interest rate was a typo when
he first read the promissory note. (Wehmhoff Dep. at 14–15,
APP0001161.)

As to the language in the loan agreement contemplating an
eventual pledge of Polaroid stock, Kermath testified that
he wanted both a personal guarantee from Tom Petters as
well as a pledge of stock from Polaroid to secure the loans,
“[b]ecause I like to get more than less.” (Kermath Dep. at
144, APP0001177.) Petters' attorney Root understood that
“the collateral was going to be either the Polaroid stock or
Tom personally, kind of an either or situation.” (Root Dep. at
134, APP0001112.)

2. Additional February 2008 Promissory Notes
Whatever concerns that Wappler or Kermath may have had
about loaning to the Petters Entities, on February 4, the
Ritchie Entities advanced an additional $56 million to PCI
via wire transfer. (Martens Aff. ¶¶ 4, 8, APP0000633–34;
PwC Preliminary Analysis at 11–15, Ex. 295 to Martens Dep.
[Doc. No. 38–4]; Promissory Notes of 2/4/08, APP0002271–
79.) That same day, PCI disbursed $55 million to different
lenders who had previously advanced funds to PCI as part
of its fraudulent diverting business. (Martens Aff. ¶¶ 4, 8,
APP0000633–34; PwC Preliminary Analysis at 11–15, Ex.
295 to Martens Dep. [Doc. No. 38–4].)

On February 5, 7, 15, and 19, the Ritchie Entities provided
$59 million in additional funds to PCI through wire transfers
pursuant to additional promissory notes. (Id.; February Notes,
APP0002259–88.) The borrowers on each of the notes
were PGW and Tom Petters, personally, and bore an 80%
annual interest rate. (February Notes, APP0002259–88.)
By February 19, 2008, Petters had executed ten separate
promissary notes on behalf of PGW and himself (the
“February Notes”), totaling $146 million. (Id.) Three of the
notes were due in March 2008, while the remainder were due
in May 2008.(Id.) The Ritchie Entities later assigned two of
the February Notes, with a $25 million face value, to a third
party. (Appellants' Mem. at 9 [Doc. No. 21].)

*10  On each of the additional four February 2008 loan
dates, PCI again disbursed funds to benefit prior lenders in
amounts equal to or larger than the Ritchie Entities had lent.
(Martens Aff. ¶¶ 4, 8, APP0000633–34; PwC Preliminary
Analysis at 11–15, Ex. 295 to Martens Dep. [Doc. No. 38–
4].) Again, Mary Jeffries testified that Polaroid did not receive
any of these funds. (Jeffries Dep. of 4/13/10 at 107–08,
R.APP00244.)

3. February 19, 2008 Note Purchase Agreement
On the same day that the February 19, 2008 loan
was executed, Thane Ritchie and Tom Petters executed
an additional agreement, a “Note Purchase Agreement,”
memorializing the terms for the previously-made loan
advances and consequences for default. (Note Purchase
Agmt., APP0002156–78.) The Note Purchase Agreement
identified Petters and PGW as the “Borrowers,” and
Ritchie Capital Management as the initial “Administrative
Agent.” (Id.) The signatory parties to the agreement were
PGW and Ritchie Capital Management. (Id. at APP0002166.)
Under the agreement, the obligations of Petters and PGW
were to a group of “Purchasers” (several of the appellants in
this case): Ritchie Special Credit Investments, Ltd., Rhone
Holdings II, Ltd., and Yorkville Investments I, L.L.C. (Id.,
Schedule A at APP0002178.) The Borrowers reauthorized
the issuance and sale of up to $155 million of promissory
notes by the “Purchasers.” (Id. at APP0002156, § 1.1.)
According to the terms of the agreement, Petters and PGW
had the sole discretion to use the proceeds from the Ritchie
Entities' loans for any purpose. (Id.) The Ritchie Entities
did not require any additional security on these notes, other
than Tom Petters' personal guaranty. (Id.; Root Dep. at 134,
APP0001112; Kermath Dep. at 179, R.APP00235.) Ritchie
did not attempt to place any restrictions on PGW's and Petters'
use of the loan proceeds, as Thane Ritchie explained, “Tom
was pretty convincing that it would really screw up their
business if we put a lot of restrictions on the loans. And we
felt like the collateral was good, so we didn't really have an
issue.” (Ritchie Dep. at 76, APP0000982.)

Again, Thane Ritchie's understanding was that Petters
planned to use the Ritchie loan money to pay off the $31
million loan to JP Morgan, and possibly other lenders to
Polaroid. (Id.) At trial, Petters testified that Thane Ritchie
“absolutely” knew that the loans were used to pay off
other hedge funds. (Petters Trial Tr. at 3045, APP0000582.)
According to David Baer, PGW's in-house legal counsel,
the Ritchie Entities were aware of Tom Petters' problems
concerning “bad paper”:
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There were general discussions, over
the time period of [the Ritchie
Entities'] loans, that they wanted
to potentially secure their loans by
receivables at Petters Company. And
—and Tom refused or resisted that,
and didn't want to do that because he
said, listen, we have some of these,
you know, issues with some of the
receivables, and I don't want to pledge
them to you until I can sort out what ...
the issues are.

*11  (Baer Dep. at 653, APP0000592.)

Ritchie identified several reasons why he felt comfortable
about Petters' ability to repay the loans:

They had—there were, you know, infinite ways they could
pay us back, but one of the ways is they could get the Iconix
deal done. That was first and foremost what they introduced
to us.

Number 2, they could go out and raise debt from other
sources because they had a really good company in
Polaroid. Number three—especially if they cleaned up their
balance sheet.

Number 3, they could—they had other assets at PGW
which they could sell including Zink and some other
venture capital and private equity assets, real estate. Or they
—or they could get financing on those assets. And then
there's probably 2,000 other ways that I didn't name that
they could do also to get—to get cash in.

(Ritchie Dep. at 84, R.APP00021.) At his deposition, the
Trustee's counsel asked Thane Ritchie whether paying off
other investors with the loaned funds, or the prospect of
another lender paying off the Ritchie loans, caused Ritchie
concern:

Q: Let's talk about one of the alternatives that you just
suggested, that is other lenders come forward to pay you
off. Were you concerned at all about the fact that you
were in in [sic] February 2008, within a short time period
had provided $150 million in loans, that these loans were
being used in part to pay off earlier investors, and that

one of the avenues for you to get paid off was to have
still other lenders come in?

I mean did the idea that this was a Ponzi scheme concern
you at all?

[Objection.]

A: No, there was no Ponzi scheme in Polaroid and the
CEO has already stated there was no Ponzi scheme in
Polaroid. So that's ridiculous, absolutely not.

(Id. at 84–85, R.APP00021.)

When Petters and PGW failed to make any payments on
the three notes that were due in March 2008, the Ritchie
Entities extended the deadlines by 60 days without requiring
additional security. (Allonges, APP0002186–2205.)

4. March 2008 PlayStation Deal
On March 21, 2008, PCI and one of the Ritchie Entities
executed a note purchase agreement for a purported diverting
transaction involving Sony PlayStation game consoles.
(PlayStation Note Purchase Agreement, R.APP00278–91.)
Earlier, Petters had approached one of the Ritchie Entities
“about a loan on PlayStations that could be purchased directly
from Sony and sold to Costco, and [Petters] was willing
to put in $21 million subordinate to investors loaning $31
million.” (Ritchie Dep. at 115, R.APP00022.) The parties
contemplated that the Ritchie entity would take half of the
profit from the anticipated sale, in addition to the repayments
of its initial $31 million advance. (3/21/08 Letter Agreement
Between PCI and Ritchie Capital at 1, R.APP00292–301).
The PlayStation advance was effected in two notes, executed
by Tom Petters and PCI, with a 67% annual interest rate, and
a due date of July 14, 2008. (PlayStation Promissory Notes,
R.APP00296–301.)

*12  Thane Ritchie received a purported purchase agreement
for the game consoles from a purchaser known as Ubid.com
Holdings (“Ubid”). (Email of 3/20/08 from D. Coleman
to T. Ritchie, with attachments, R.APP00302–05). Deanna
Coleman admitted to fabricating the purported purchase
agreement and related documents. In re Polaroid, 472 B .R.
at 48 (citing Coleman Dep. at 68–78). When the Ritchie
Entities' counsel questioned whether the purported purchaser,
Ubid, could follow through on the $79 million deal in
light of the fact that Ubid's net revenue the prior year
was only $43 million (Email chain of 3/21/08 between
K. Rosenblum, S. Root, and others, R.APP00306–08), that
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same day, PCI substituted Costco as the purchaser. (Email
chain of 3/21/08 between D. Coleman, S. Root, and others,
R.APP00311–14.) Outside counsel Root provided some
input into the PlayStation deal on behalf of the Petters
Entities. (See Root Dep. at 148–59, R.APP00257–60.) Root
testified that none of the discussions between the Ritchie and
Petters Entities suggested that the Ritchie Entities attempted
to verify the PlayStation transaction with either Ubid or
Costco directly. (Root Dep. at 154–59, R.APP00259–60.)
When Thane Ritchie was asked whether the Ritchie Entities
sought verification that Petters had put in his $21 million
share, Ritchie testified that he believed that they sought
verification from M & I Bank, but he could not “recall the
specifics.” (Ritchie Dep. at 116–17, R.APP00022.)

To effect the PlayStation deal, the Ritchie Entities advanced
$31 million in a March 21, 2008 wire transfer to PCI.
(Martens Aff. ¶ 8, APP0000634; PwC Preliminary Analysis
at 13–14, Ex. 295 to Martens Dep. [Doc. No. 38–4].) On the
same date of PCI's receipt of the funds, PCI made several
disbursements: (1) $33 million to its creditors—the Fidelis
Foundation, and three special purpose entities related to PCI
lenders; (2) $1 million to Sun Country Airlines; and (3)
$200,000 to PGW. (Id.)

5. May 2008 Promissory Notes
On May 9, 2008, two additional promissory notes were
executed (the “May Notes”), extending an additional $12
million in loans from the Ritchie Entities. (May Notes,
APP0002179–85.) The May Notes included PCI as a
signatory, in addition to PGW and Tom Petters personally.
(Id.) The annual interest rate on these notes was significantly
higher than the 80% interest rate on the previous notes—the
May Notes bore an annual interest rate of 362.10%. (Id.) After
receiving the loan proceeds on May 9, PCI made the following
disbursements: (1) over $40 million to three special purpose
entities related to PCI's lenders; (2) $1.5 million to Sun
Country Airlines; (3) $7.8 million to ZINK Imaging, LLC;
and (4) $200,000 to PGW. (Martens Aff. ¶ 8, APP0000634;
PwC Preliminary Analysis at 15, Ex. 295 to Martens Dep.
[Doc. No. 38–4].)

D. Default
By May 19, 2008, the ten February Notes came due,
with over $20 million of accrued interest. (Allonges,
APP0002186–2205; February Notes, APP0002259–88.) The
Ritchie Entities granted a 60–day extension, requiring

no additional consideration and no security for the debt.
(Allonges, APP0002186–2205.)

*13  In the summer of 2008, Thane Ritchie asked
John Wappler and John Kermath to oversee discussions
with Petters about the loans. (Ritchie Dep. at 150–52,
APP0000987.) In June 2008, Wappler asked Deanna Coleman
questions about where the Ritchie Entities' loan money
had been distributed. (Coleman 7/28/10 Dep. at 222,
APP0001127.) This prompted Coleman to email Petters,
asking, “I have no clue what to tell them as far as where the
money went. Did you tell them it was for a deal or what do
they think it was for?” (Id.) Even though it was Coleman's
understanding that the Ritchie Entities were already aware
that the loan money had paid off other PCI investors, she
raised the issue because “Mr. Petters lied to me a lot” and
she wanted confirmation of Petters' explanation to the Ritchie
Entities. (Id.) Coleman testified:

I found it really hard to believe that
some company would wire you $150
million to pay other investors off. So
I just wanted to make sure that is
actually what he told them or if he told
them it was for a deal and he just was
lying to me.

(Id.) Petters insisted that they speak by phone on this
subject, as he did not want to reply by email. (Id. at 223,
APP0001127.)

Petters informed Coleman that the Ritchie Entities understood
that the loan money paid off other investors. (Id. at
224; 229, APP0001127–28.) On June 25, 2008, Coleman
responded to Wappler, telling him just that—that the Ritchie
money had been used to pay off other investors. (Id. at
225, APP0001127.) Based on Wappler's response, Coleman
assumed that Wappler was previously aware that the money
had paid off other Petters' investors, explaining, “He wasn't
surprised at all. I mean it was just a casual conversation.
It wasn't like [']what investors did you use it for['], [']why
did you use it to pay off the investors[']. It was [']can you
do a spreadsheet showing me how the money was used to
pay off the investors['].” (Id. at 225, APP0001127.) Coleman
testified that Petters informed Ritchie that he used the Ritchie
loan money to pay off other investors, “and that is what they
wanted, because that is why I did the spreadsheet showing
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what investors we paid off.” (Id. at 223–24, APP0001127.)
Nonetheless, Coleman also testified that she had no reason
to believe that Ritchie knew about the Ponzi scheme prior
to the September 2008 FBI raid, or that Ritchie worked with
Petters in order to shore up the Ponzi scheme prior to the raid.
(Coleman 7/29/10 Dep. at 274, APP0001134.)

During early summer 2008, members of the Ritchie and
Petters Entities continued to discuss the unpaid debt.
(Ritchie Dep. at 142–43; 149–53, R.APP00025–27.) At these
meetings, Tom Petters focused on Polaroid's future potential
in the retail market. (Id.) According to Thane Ritchie,
Petters and his associates “continued to promise [Ritchie]
Polaroid collateral and they made a bunch of presentations
about how well Polaroid was doing.” (Ritchie Dep. at 152,
APP0000987.) Petters also represented that PGW's assets
were solid, and that “PGW had no outside creditors; we were
the only ones to speak of besides some employees.” (Id.)

*14  With the approaching July 2008 due dates of the
notes to the Ritchie Entities, Thane Ritchie asked Wappler
to investigate other sources of collateral from the Petters'
Entities. In re Polaroid, 472 B.R. at 49 (citing Wappler Dep.
at 33; 42–43; 68–69; 150–51; 168.) Because the loans had
been unsecured up to that point and were not paid off, Wappler
was concerned. Id. (citing Wappler Dep. at 50–52.) Wappler
believed that difficulties in the general capital markets added
pressure on all of the parties to the notes, including the
Ritchie Entities. (Id.) The testimony of Petters' outside legal
counsel confirms the escalating demands faced by the Petters'
Entities from their creditors at this time: “[M]y recollection
is that August/September were a period of intense pressure
coming from numerous creditors demanding payment and/or
collateral.” (Root Dep. at 159, R.APP00260.)

In August 2008, Thane Ritchie himself became more
involved in discussions with the Petters Entities, after learning
of a lawsuit brought by another lender to Tom Petters,
Acorn Capital Group (“Acorn”). (Ritchie Dep. at 152–
53, APP0000987.) In the suit filed in the United States
District Court for the Southern District of New York, Acorn
alleged that pursuant to a grant made by Tom Petters, it
held a security interest in some of Polaroid Corporation's
intellectual property rights, but that Petters had committed
fraud in the inducement by misrepresentations and breaches
of warranty regarding the identity and value of the collateral.
In re Polaroid, 472 B.R. at 50 (citing Acorn Complaint,
Acorn Capital Grp., LLC v. Petters, 08–CV–7236 (S.D.N.Y.)
[Doc. No. 65].) The Acorn suit caused Thane Ritchie to

question Tom Petters' representations that Polaroid's assets
were unencumbered. (Ritchie Dep. at 152–53; 183–85,
R.APP00030.) Ritchie testified, “Well, Tom had promised us
that collateral, and he told us he wasn't giving it to anyone
else. And, he, in fact, was giving it away or according to the
lawsuit anyway.” (Id. at 184, R.APP00030.) Subsequently,
Ritchie contacted Petters in order to finalize “our Polaroid
collateral deal.” (Id. at 153, R.APP00027.) In response,
“[Petters] said that Acorn had limited ... pieces of the Polaroid
assets, but there were other parts of Polaroid that they could
give us and that he would try to give us other pieces of
collateral to make up for the difference of the fact that
we weren't getting all of Polaroid.” (Id.) Ritchie dispatched
Wappler to Minnesota, telling him not to leave “until we had
our collateral.” (Id. at 175, R.APP00029.)

By September 1, 2008, all of the notes were in default to
the Ritchie Entities. (February Notes, APP0002259–88; May
Notes, APP0002179–85; Allonges, APP0002186–26–2205.)
Ritchie was disinclined to litigate Petters' default: “litigation
is expensive, it's costly and it can actually lead to you
getting paid back slower than faster.” (Ritchie Dep. at 159,
APP0000988.) Instead, he continued to press Tom Petters for
collateral, in consideration for not calling the notes due. (E-
mail of 8/28/08 from T. Ritchie to T. Petters, R.APP00336;
E-mail of 9/6/08 from M. Legamaro to D. Baer, S. Root,
and others, R.APP00337; Second Email of 9/6/08 from M.
Legamoro to D. Baer, S. Root, and others, R.APP00339.) The
prospect that Tom Petters and his corporate structure were
insolvent was “an issue on the table and being discussed”
between Tom Petters and the Ritchie organization. (Root Dep.
at 173–74, R.APP00261.)

*15  Ritchie's outside counsel raised with Dave Baer, PGW's
in-house counsel, the specter of a lawsuit, absent “a blanket
lien on the assets of PCI”:

[Given that this is not the first such “inability to give
us what which has been promised and the overall
unwillingness to be transparent with us, you are only
further putting the nail in your coffin, presumably causing
things to unravel from here.”] If you want to work
an amicable [sic] resolution of our issues, you must
—immediately—release to us credit agreements which
supposedly impact your ability here. Frankly, you are
losing credibility fast and that will be a very dangerous path
to take.

(E-mail of 9/6/08 from M. Legamaro to D. Baer, S. Root, and
others, R.APP00337.)
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Also at this time, in early September 2008, the Petters' Entities
in general, and Polaroid individually, experienced strain and
difficulty paying creditors. Creditors called for payment,
audits, and the physical inspection of collateral. (E-mail chain
of 9/4/08 between D. Coleman and T. Petters, R.APP00340.)
On September 4, 2008, Tom Petters sent the following email
to David Baer and others, expressing increasingly desperate
concerns about the Petters' Entities' financial affairs:

I have serious need to get this done so we can get out of the
box? Otherwise I am afraid I will not be able to? Any ideas
on short term money to nbe [sic] taken out in 30 days nby
[sic] this new 200mm dollar deal will A[sic] must. Any or
all ideas [sic] I can't be there till Friday afternoon to [sic]
late to do Sabes and Ubid and others. I know everyone will
ask what about the money we are owed. So do I. We need
hedge deal resolved first or risk even larger problems. We
need a team effort on getting Fhut, real estate, sun country
notes, mu equity in hedge fund and or whatever assets we
need or choices are bleak. please respond ig [sic] you have
any sold [sic] ideas for all or part of a 60million dollar
bridge? ? ? I need your help.

Thanks tom

(E-mail chain of 9/4/08 between T. Petters, D. Baer, and
others, APP0000631.)

Polaroid also experienced a cash shortage and delinquency in
paying vendors. (E-mail chain between Polaroid employees
S. Hardy and P. Kalmbach, and others, R.APP00341.)
Polaroid's Katherine Dugan testified about Polaroid's
financial situation as of September 2008:

I know that we were extending
payables with our vendors. That much
I knew. It was common knowledge that
Polaroid was struggling. We had no
working capital facility. We had to buy
parts from Alps and other vendors in
order to be able to launch the Zink
product. That was creating a strain on
the company with no working capital
facility in place.

(Dugan Dep. at 84–85, APP0001046.) Dugan testified that
Polaroid was not meeting its debts as they came due. (Id. at 84,
APP0001046.) (Dugan Dep. at 84–85, APP0001046.) Dugan
testified that Polaroid was not Polaroid's efforts to obtain
working capital included discussions with an investment
group and discussions about selling a minority stake in
Polaroid. (Id. at 85, APP0001046.) Polaroid's CEO Mary
Jeffries generally held a more positive view of Polaroid's
financial situation in early-mid September 2008, believing
that it remained a “going concern.” (Jeffries 9/29/10 Dep.
at 131–32, APP0001082.) But Jeffries acknowledged that by
September 19, 2008, Polaroid was not able to pay its debts as
they came due, at least as to trade accounts payable. (Jeffries
9/30/10 Dep. at 63–64, APP0001085.) Amid concerns about
Acorn's allegations that Polaroid had preexisting secured
debt to an Acorn-related special purpose entity, the Ritchie
Entities' outside counsel questioned the value of taking
security against Polaroid at all. (E-mail chain of 8/28/08
between K. Rosenblum, S. Root, and others, R.APP00342; E-
mail chain of 8/28/08 between K. Rosenblum, S. Root, and
others, R.APP00346–48.)

*16  Between September 15–16, 2008, Thane Ritchie and
Tom Petters exchanged a series of emails, with Ritchie
demanding that they finalize their loans, urging “let's get
docs signed.” (E-mail chain of 9/16 between T. Petters and T.
Ritchie, R.APP00349.) On September 18, Ritchie threatened
Petters that “this will get very messy without an agreement in
place today,” claiming that he “was last money in and should
be first out,” as compared to the Lancelot entities that had
lent into PCI. (E-mail of 9/18/08 from T. Ritchie to T. Petters,
R.APP00351.)

E. Grant of Trademark Security Interests
Thane Ritchie met with Tom Petters twice in September
2008. (Ritchie Dep. at 146, R.APP00026.) At the first
meeting, on September 19, the parties executed a final
extension agreement on the ten outstanding notes—five days
before the FBI raid on Petters' home and office. (Extension
and Amendment Agreement, APP0002206–28.) Petters “was
excited about the value of Polaroid and wanted to raise money
from I think Deutsche Bank and Morgan Stanley and we were
hoping that he would do that and pay us back.” (Ritchie Dep.
at 146, R.APP00026.) In addition to the extension, Petters, on
behalf of Polaroid and in the status of “Chairman,” executed
a Trademark Security Agreement in favor of Ritchie Capital
Management, as “collateral agent” for “the February Note
Purchasers” under the Note Purchase Agreement executed
on February 19, and the “May Note Purchasers” that had
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been involved in the May 9 advance to which Tom Petters
had committed himself, PCI, and PGW. (Trademark Security
Agreement, APP0002229–49.) Pursuant to the Trademark
Security Agreement, Polaroid granted a security interest in
the trademarks in Brazil, India, and China, and associated
property rights that the Polaroid Corporation then held or
would thereafter adopt or acquire. (Id. at Term 2(a).) This
was done to secure the various debt obligations of the PCI/
PGW note debtors that had been reset to the new due date.
(Id.) Polaroid itself received nothing in exchange for the loan
extensions and the pledge of its assets. (Jeffries 4/13/10 Dep.
at 245–46, R.APP00250.)

Polaroid's CEO Jeffries learned that the Trademark Security
Agreement was about to be signed when David Baer emailed
her a copy of the final agreement, shortly before the
agreement was executed. (Id. at 120, R.APP00245.) Jeffries
opposed the agreement, and had previously expressed her
objections to Petters and Baer. (Id. at 121, APP0001062.)
Asked at her deposition whether she found the Trademark
Security Agreement to be overreaching, Jeffries did not
have an opinion, because she did not read it. (Id. at 242,
APP0001073.) As to her disagreement with the plan in
general, Jeffries testified that “Ritchie was getting collateral
for loans they had already made to Petters.” In re Polaroid,
472 B.R. at 52 (citing Jeffries 4/13/10 Dep. at 116). She
feared that the assignment would make it difficult to raise
new financing for Polaroid, which Polaroid needed in order
to furnish working capital for its operations. (Jeffries 4/13/10
Dep. at 122; 128, R.APP00246–47.) Based on financial
projections, Jeffries “always knew [that Polaroid] needed
outside working capital.” (Id. at 128, APP0001063.)

*17  The final September meeting between Thane Ritchie
and Tom Petters took place on September 25—the day
after the September 24 FBI raid on Petters' home and
office. (Ritchie Dep. at 147, R.APP00026.) Petters' secretary
directed Ritchie and John Wappler away from Petters'
office and to his home instead. (Id.) After waiting at
Petters' house for two hours, Petters' secretary phoned,
instructing them to go to Petters' aircraft hangar. (Id.)
At the hangar, Petters was throwing a “big party,” with
400–500 people in attendance. (Id.) At the meeting,
Petters signed an agreement contemplated by the earlier
September 19 agreement—an additional inter-creditor
agreement between Petters Capital, LLC, RWB Services
LLC (by Lancelot Investment Management, LLC), Ritchie
Capital Management, LLC, and others. (Security and Inter-

creditor Agreement, R.APP00352–83.) Ritchie testified about
the substance of discussion at the meeting:

We wanted to one, know what was going on. Two, we
wanted to make sure he appointed a business person to
put in charge of the assets. We were very nervous about
getting lawyers involved and running up massive fees and
destroying the value of the assets.

And three, we had a consent—we had a deal on September
19 and there was a consent that Greg Bell needed to agree
and Tom had a week to sign it. Greg Bell and Tom both
had a week to sign it. And that signature was needed to
finalize the—otherwise he would be in default of his loan
if he didn't sign it.

(Ritchie Dep. at 148, R.APP00026.) At the meeting, Petters
referenced the FBI raid, describing it as a “small issue,” and
assured Ritchie that there were no problems with PGW or
Polaroid. (Id. at 149, R.APP00026.)

On December 1, 2008, Petters was charged with multiple
counts of fraud, conspiracy to commit fraud, and money
laundering. (Indictment, United States v. Petters, 08–CR–364
(RHK/AJB) (D.Minn. Dec. 1, 2008) [Doc. No. 70].)

F. Polaroid's Bankruptcy
Polaroid's CEO Jeffries testified that she had no reason to
believe that Polaroid became insolvent prior to September
24, 2008, the day of the raid. (Jeffries 9/29/10 Dep. at 132,
APP0001082.) After the raid, however, Jeffries suspected that
the market value of Polaroid's assets might not exceed its
liabilities. (Jeffries 4/13/10 Dep. at 198–99, APP0001066.)
According to Jeffries, the FBI raid “distressed” Polaroid by
prompting lenders to claim an interest in Polaroid's assets.
(Id. at 199, APP0001067.) “After that point in time, there
were assertions on the assets. There were people who came
forward and said they had an interest in the Polaroid assets,”
Jeffries testified. (Id.) Jeffries also believed that but for the
FBI raid, the Stillwater investor group would have funded a
line of credit to Polaroid—a line of credit that she believed
would have been adequate for Polaroid's needs, including
its strategic plan needs. (Jeffries 9/29/10 Dep. at 69–70,
APP0001080–81.)

*18  After the appointment of Doug Kelley as the receiver
for Polaroid on October 6, 2008, Jeffries reported to him.
(Jeffries 4/13/10 Dep. at 210, APP0001068.) Jeffries felt
optimistic about Polaroid's business plan at that point,
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provided Polaroid could obtain financing. (Id. at 214,
APP0001069.) On Polaroid's behalf, the Houlihan Lokey
firm sought financing from over 200 potential investors. (Id.
at 215–16, APP0001070.) None of the potential investors
provided financing to Polaroid. (Id. at 217–18, APP0001070.)
Jeffries believed that investors were “scared off” because Tom
Petters was charged with operating a Ponzi scheme. (Id. at
220–21, AP0001071. Jeffries testified that Polaroid survived
for a few months after the raid by managing expenditures,
cutting costs, collecting cash, and settling certain patent
litigation. (Id. at 219, APP0001071.) While Doug Kelley
ultimately decided to place Polaroid into bankruptcy in
December 2008, he relied on a group of advisors, including
Jeffries, who recommended bankruptcy as the only viable
option. (Id. at 219–21, APP0001071.) Various factors affected
the decision, as Jeffries testified:

We were running out of capital. We
only had a certain amount of cash
that we forecasted going forward
would last us, left over from the,
um, litigation. Um, we were mindful
and respectful that there were some
cash collateral issues, that we couldn't
spend that cash, and we had to
conserve cash. And we were not able to
get an investor or a lender to step in ...
and loan any money or buy Polaroid.

(Id.)

G. Procedural Background
On or about September 26, 2008, the Ritchie Entities declared
a default on the February and May Notes. (Answer ¶ 45
[Doc. No. 8], APP0000144.) After Polaroid was placed into
bankruptcy in December 2008, the Ritchie Entities claimed
to hold enforceable security interest liens in Polaroid's
trademarks and related rights registered in China, India, and
Brazil. See In re Polaroid, 472 B.R. at 28.

Polaroid's Trustee seeks to avoid the liens as fraudulent

transfers pursuant to 11 U.S.C. §§ 548 and 544, and
Minn.Stat. § 513.44(a)(1). (Compl. ¶¶ 26, 52–56; 62–
27 [Doc. 1], APP0000006; APP0000013–16.) The Trustee
characterizes the grant of security interests as both actually
fraudulent—i.e., made with actual intent to hinder, delay,

or defraud creditors—and constructively fraudulent—i.e.,
“made for less than reasonably equivalent value given to the
Polaroid Corporation, coupled with the contemporaneous or

subsequent insolvency of the Polaroid Corporation.” Id. 4

In their Answer, while the Ritchie Entities admit to having
made loan advances to Tom Petters and companies owned and
controlled by him in February, March, and May, 2008, the
Ritchie Entities deny that the grants of security interests were
made with actual intent to hinder, delay, or defraud a creditor.
(Answer ¶¶ 53; 64 [Doc. No. 8], APP0000145–46.)

*19  The Bankruptcy Court entered a bifurcated schedule
in which it first considered a motion for partial summary
judgment on the Trustee's claims of actual fraudulent transfer
prior to the resolution of the Trustee's other remaining claims,
including constructive fraudulent transfer. In re Polaroid,
472 B.R. at 30–31. The Bankruptcy Court's April 30, 2012
order on partial summary judgment, and as amended, is
the primary ruling on appeal here. In the partial summary
judgment motion, the Trustee argued that the transfers at
issue were actually fraudulent under two theories: (1) by
application of the “Ponzi scheme presumption;” and (2) under
a traditional “badges of fraud” analysis. (Trustee's Bankr.Ct.
Partial Summ. J. Mem., APP0000396–453.)

Chief Bankruptcy Judge Kishel granted in part, and denied

in part, the Trustee's partial summary judgment motion. 5 In
re Polaroid, 472 B.R. at 77. The Trustee's motion was
granted on the issue of actual fraudulent transfer, to which the
Bankruptcy Court applied both a Ponzi scheme presumption
and a badges of fraud analysis. Id. at 40–60. The Bankruptcy
Court considered Tom Petters' over-arching level of control,
finding that under either theory, the Ritchie Entities' liens
resulted from actual fraudulent transfers and were therefore
avoidable. Id. at 40–41; 59–60. The Bankruptcy Court applied
the Ponzi scheme presumption to the transfer ostensibly made
by Polaroid—a related entity outside the main operation of
the scheme—in order to further the scheme as maintained
through the central entity, Tom Petters. Id. at 40–41.
Explaining that while the presumption of fraudulent intent
could be rebutted by “probative, significant evidence that
the transferor-debtor lacked the intent to take the transferred
value away from contemporaneous or future creditors,” id.
at 35, the Ritchie Defendants failed to meet the burden
of production necessary to demonstrate such non-fraudulent
intent. Id. at 55. The Bankruptcy Court held that its ruling
applied equally to the fraudulent transfer claim brought
under Minnesota's Uniform Fraudulent Transfer Act, noting
that corollary state and federal laws addressing intentionally
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fraudulent transfers are subject to the same construction and
application. Id. at 55.

As an alternative basis for finding actual fraudulent intent,
the Bankruptcy Court found that the following badges of
fraud sufficiently established actual intent: (1) the lack of
reasonably equivalent value for the transfer; (2) concealment
of the transfer; (3) suit, or threat of suit; (4) the transfer
of “substantially all” of the transferor's assets; and (5) the
transfer was effected by the sole person in common control.
Id. at 55–60.

On appeal, Appellants/Ritchie Defendants argue that the
Bankruptcy Court erred in granting partial summary
judgment on the Trustee's claims. (Appellants' Mem. at
1 [Doc. No. 21].) Specifically, Appellants argue that the
Ponzi scheme presumption is inapplicable because the debtor,
Polaroid, was not a participant in Tom Petters' Ponzi scheme.
(Id. at 13–15.) In addition, Appellants contend that the
Bankruptcy Court misconstrued the “in furtherance” element
of the Ponzi scheme presumption. (Id. at 19–20.) Appellants
also argue that the Bankruptcy Court's alternative finding of
actual fraudulent intent under the traditional badges of fraud
analysis misconstrued the law and ignored contrary evidence.
(Id. at 22–29.)

*20  The other ground of appeal concerns whether the
Bankruptcy Court abused its discretion in denying the
Ritchie Defendants' Motion to Strike Certain Materials
from the Trustee's Motion for Partial Summary Judgment.
(Appellants' Mem. at 30–35 [Doc. No. 21].) In support
of the Trustee's partial summary judgment motion, the
Trustee had offered the Affidavit of Theodore Martens and
supporting exhibits. (Martens Aff., APP0000632–35.) The
Ritchie Defendants moved to strike the Martens Affidavit and
supporting materials, arguing that the Trustee had failed to
disclose Martens as a qualified expert witness as required by

Fed.R.Civ.P. 26. 6  (Ritchie Defs.' Bankr.Ct. Mem. Supp. Mot.
to Strike, APP0001213–29.) In addition, the Ritchie Entities
argued that Martens was not qualified as a fact witness, as he
lacked personal knowledge. (Id.)

The Bankruptcy Court ruled that Martens was not a fact
witness, but was a qualified expert witness, whose affidavit
and testimony were probative and to which the court
assigned weight. (Strike Order at 3–6, APP0001562–66.)
While the Bankruptcy Court found that the Trustee had
failed to comply formally with Fed.R.Civ.P. 26(a)(2) “in a
purely technical sense,” the court concluded that the Ritchie

Defendants had received a full and meaningful equivalent
of the disclosure required by Rule 26(c), and had had a
full opportunity to challenge and counter Martens' opinion.
(Id. at 7, APP0001566.) Accordingly, the court denied the
portion of the Ritchie Defendants' motion based on a failure

to disclose. 7  (Id. at 9, APP0001568.) On appeal, Appellants
argue that the Bankruptcy Court abused its discretion in ruling
that the Trustee's failure to disclose Martens as an expert was
harmless. (Appellants' Mem. at 31–35 [Doc. No. 21].)

II. DISCUSSION
In an appeal from a bankruptcy court proceeding, the Court

acts as an appellate court. See 28 U.S.C. § 158(a). The
Bankruptcy Court's legal conclusions are reviewed de novo
and its findings of fact are reviewed for clear error. Tri–State
Fin., LLC v. First Dakota Nat'l Bank, 538 F.3d 920, 923–24
(8th Cir.2008); accord Fed. R. Bankr.P. 8013. A bankruptcy
court's entry of summary judgment is reviewed by a district

court de novo. Tudor Oaks Ltd. P'ship v. Cochrane (In re
Cochrane), 124 F.3d 978, 981 (8th Cir.1997).

Summary judgment is proper if there are no disputed issues
of material fact and the moving party is entitled to judgment
as a matter of law.Fed.R.Civ.P. 56(a), as incorporated by
Fed. R. Bankr.P. 7056. The Court must view the evidence
and the inferences that may be reasonably drawn from the
evidence in the light most favorable to the nonmoving party.
Enter. Bank v. Magna Bank of Missouri, 92 F.3d 743, 747
(8th Cir.1996). The moving party bears the burden of showing
that there is no genuine issue of material fact and that it is
entitled to judgment as a matter of law. Fed.R.Civ.P. 56(c), as

incorporated by Fed. R. Bankr.P. 7056; Celotex Corp. v.
Catrett, 477 U.S. 317, 323 (1986); Enter. Bank, 92 F.3d at 747.
A party opposing a properly supported motion for summary
judgment may not rest on mere allegations or denials, but
must set forth specific facts in the record showing that there

is a genuine issue for trial. Anderson v. Liberty Lobby,
Inc., 477 U.S. 242, 256 (1986). If a party fails to support
an assertion of fact or fails to properly respond to another
party's assertion of fact as required by Rule 56(c), the court
may “grant summary judgment if the motion and supporting
materials—including the facts considered undisputed—show
that the movant is entitled to it....” Fed.R.Civ.P. 56(e)(3), as
incorporated by Fed. R. Bank. P. 7056; Celotex, 477 U.S.
322–23.
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*21  The standard of review applicable to the appeal of
the Bankruptcy Court's ruling on the motion to strike is an

abuse of discretion. Trost v. Trek Bicycle Corp., 162 F.3d
1004, 1008 (8th Cir.1998). This Court gives deference to
the Bankruptcy Court's decision regarding the admissibility
of evidence. See Kontz v. K–Mart Corp ., 712 F.2d 1302,
1304. Under an abuse of discretion review, the Bankruptcy
Court's decision will not be disturbed unless it is based
on “ ‘an erroneous view of the law or a clearly erroneous

assessment of the evidence.’ “ Trost, 162 F.3d at 1008

(quoting Richards v. Aramark Servs., Inc., 108 F.3d 925,
927 (8th Cir.1997)). The Court addresses the appeal of the
motion to strike first, as evidence that was the subject of the
motion to strike was relied upon in the Bankruptcy Court's
partial summary judgment order.

A. Martens Affidavit
Both Rules 26 and 37 of the Rules of Civil Procedure apply
in adversary proceedings in bankruptcy. SeeFed. R. Bankr.P.
7026 & 7037. Pursuant to Rule 26(a)(2), parties are required
to disclose the identity of any witness who may testify at trial
as an expert. Fed.R.Civ.P. 26(a)(2)(A). Such disclosure must
be accompanied by:

(i) a complete statement of all opinions the witness will
express and the basis and reasons for them;

(ii) the facts or data considered by the witness in forming
them;

(iii) any exhibits that will be used to summarize or support
them;

(iv) the witness's qualifications, including a list of all
publications authored in the previous 10 years;

(v) a list of all other cases in which, during the previous
4 years, the witness testified as an expert at trial or by
deposition; and

(vi) a statement of the compensation to be paid for the study
and testimony in the case.

Fed.R.Civ.P. 26(a)(2)(B)(i). Parties must disclose their
experts and produce expert reports “at the times and in the
sequence that the court orders.” Id. § 26(a)(2)(D). A party that
fails to identify an expert witness or provide an expert report
for such a witness as required by Rule 26(a) is not permitted
to use the expert witness to supply evidence “on a motion,

at a hearing, or at trial, unless the failure was substantially
justified or is harmless.” Fed.R.Civ.P. 37(c)(1).

Chief Bankruptcy Judge Kishel accepted the Ritchie
Defendants' argument that pursuant to Fed.R.Evid. 602,
Theodore Martens' statements could not be received as those
of a fact witness because he was not present or involved in any
of the events for which he was designated to testify. (Strike
Order at 3–6, APP0001562–66.) “But given the extensive pre-
motion vetting of Martens' work product through discovery
and otherwise,” the Bankruptcy Court found, “the Ritchie
Defendants do not have a basis to bar the receipt and use of
his conclusions as an expert.” (Id. at 3–4, APP0001562–63.)
The court identified the following ways in which the Ritchie
Defendants had notice of Martens' opinion and/or the chance
to explore, challenge or counter it:

*22  1. At a hearing on March 19, 2010, the Trustee's
counsel disclosed that his client would use expert
testimony from PwC in support of his contemplated
partial motion for summary judgment on his actual-
fraud theories. He was challenged on that point, both
by his opponents and from the bench—given his prior
statements that the Trustee did not wish to develop expert
testimony on any complex issue of value yet. (His reason
was valid under the circumstances: to limit substantial
expense to the estate that might not be necessary.) In
response, the Trustee expressly stated that the subject
matter would be limited to the sequences of the flow
of funds that have been identified earlier; it was not
to entail such issues as the valuation of the business
of the Polaroid Corporation at any relevant time or the
reasonable equivalence of the Polaroid Corporation's
grant of liens to the Ritchie Defendants to the “indirect
benefit” of staving off the default of PCI and other
obligors to the Ritchie Defendants under the 2008
promissory notes. He also indicated that the Trustee was
willing to make the specific witness from PwC available
for deposition before the Trustee filed his motion.

2. By September, 2010, counsel for the Ritchie Defendants
had served the Trustee's counsel with a notice of
deposition under Fed.R.Civ.P. 30(b)(6), as to the PwC
witness, and had communicated via e-mail regarding the
conducting of that deposition. These communications
evidence the Ritchie Defendants' knowledge and
expectation that Martens would be the expert witness to
be produced and deposed.
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3. At the deposition, counsel for the Ritchie Defendants
extensively examined Martens on his qualifications; the
basis of opinion; and his conclusions as to the flow of
funds.

4. Long before the deposition, the general processes by
which PwC obtained its information for the forensic
accounting project and the scope of its services were
disclosed in the receivership proceeding ancillary to the
criminal case against Tom Petters.

(Id. at 7–8, APP0001566–67) (citations omitted). Essentially,
the Bankruptcy Court found that the Trustee's failure to
formally disclose Theodore Martens as an expert was
ultimately harmless. (Id.)

This Court finds that Chief Bankruptcy Judge Kishel's ruling

was not clearly erroneous. Trost, 162 F.3d at 1008. First,
as the Bankruptcy Court observed, any challenge to Theodore
Martens' qualification as an expert is without merit. As
noted in the Bankruptcy Court's Order, Fed.R.Evid. 702
provides that 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....” (Strike
Order at 4, APP0001563.) As of 2010, when Martens
was deposed, he had been at PwC for 32 years, and
had worked in the area of forensics accounting for
approximately 20 years. (Martens Dep. of 9/15/10 at 16–
17[Doc. No. 38–1].) In his accounting career, Martens has
performed forensic accounting investigations and corporate
investigations (including the investigations of other Ponzi
schemes), assessed and quantified damages, performed work
related to accountant malpractice, and performed general
audits. (Id. at 16–18.) He has testified or functioned as
an expert approximately 45–48 times. (Id. at 16.) Martens
possesses an MBA degree in accounting and is a licensed
CPA in good standing. (Id. at 18.) He testified that he was
retained in this litigation to offer his opinions in his own,
individual expert capacity, as opposed to his capacity as a
representative of PwC. (Id. at 15–16.) The Court agrees with
the Bankruptcy Court that Martens meets the qualifications
to render admissible opinions on the fact questions for
which the Trustee/Appellee offers them. (Strike Order at 4–

5, APP0001563–64) (citing In re Bonham, 251 B.R. 113,
132 (Bankr.D.Alaska 2000)).

*23  Likewise, the Court agrees with the Bankruptcy Court
that Martens' deposition and affidavit establish that his

opinions were formed based on data of which he was made
aware, or that he personally observed, in satisfaction of
Fed.R.Evid. 703. (Id. at 5, APP0001564.) Martens based his
opinion on “the lengthy forensic analysis conducted by PwC,
which he supervised and with which he was personally and
intensely involved.” (Id. at 5–6, APP0001564–65) (citing
Martens Dep. of 9/15/10 at 8.) As the Bankruptcy Court
observed, “[o]nce an expert is qualified, and the probity of his
testimony is established through that means, the weight to be
given to it is within the discretion of the trial court .” (Id. at 6,

APP0001565) (citing Sylla–Sawdon v. Uniroyal Goodrich

Tire Co., 47 F.3d 277, 283 (8th Cir.1995); In re Gran,

964 F.2d 822, 827 (8th Cir.1992); Fox v. Dannenberg,
906 F.2d 1253, 1256 (8th Cir.1990)). Finding that the Ritchie
Defendants had produced nothing to diminish the weight of
Martens' opinion, the Bankruptcy Court found him qualified
as an expert. (Id.)

Regarding the requirements for the disclosure of expert
opinion, the Court agrees with Appellants and the Bankruptcy
Court that Martens' affidavit and supporting materials contain
opinion evidence. Rule 26 clearly sets forth the requirements
for the disclosure of such evidence, with which the Trustee/
Appellee failed to strictly comply. Fed.R.Civ.P. 26(a)(2)(B)
(i). To the extent that the Martens Affidavit contains expert
evidence, it would have been prudent for the Trustee/Appellee
to have disclosed him in accordance with Rule 26.

However, as thoroughly set forth in the Bankruptcy Court's
Order, and quoted above, Martens was not an unexpected
witness of any stripe—fact or expert. In addition to
having received the PwC preliminary analysis, the Ritchie
Defendants/Appellants had a full opportunity to explore
the facts contained therein, in addition to the bases of
Martens' opinion. Martens was deposed on two separate
dates: September 15, 2010 and October 7, 2010. (Martens
Dep. of 9/15/10 & Martens Dep. of 10/7/10 [Doc. No. 38–
1].) Notably, the second deposition date, October 7, 2010,
came after the Trustee had filed his summary judgment
motion, along with the Martens Affidavit, on October 1, 2010.
(See Trustee's Bankr.Ct. Notice of Hr'g, Mot. & Mem. in
Supp. Mot. for Partial Summ. J., APP0000396–461.) The
Ritchie Defendants did not respond to the Trustee's partial
summary judgment motion until December 1, 2010. (Ritchie
Defs.' Bankr.Ct. Opp'n Mem., APP0001285–1303.) Given
the amount of notice and time, the Ritchie Defendants/
Appellants could have consulted a forensic accountant expert
of their own, regardless of the Trustee's representations about
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avoiding the expense of expert evidence at this stage of the
litigation. Accordingly, the Bankruptcy Court's ruling on the
admissibility of the Martens Affidavit and any of Martens'
testimony was not clearly erroneous.

*24  In addition, Theodore Martens' Affidavit essentially
corroborates the testimony of other fact witnesses, notably
Mary Jeffries and Deanna Coleman, as to whether Polaroid
received any of the proceeds of the Ritchie Entities' loans,
and Deanna Coleman and Tom Petters, as to the flow of funds
leading to the acquisition of Polaroid in 2005. For all of these
reasons, the Court affirms Chief Judge Kishel's ruling as to
the admissibility of the Martens Affidavit.

B. Avoidance of Liens Based on Actual Fraud (Counts
I & III)

At an operational level, Polaroid functioned as a legitimate
business outside of the core of Tom Petters' Ponzi scheme. But
at a higher corporate control level, Polaroid was inextricably
intertwined with the Ponzi scheme. Polaroid was purchased
with the fruits of the Ponzi scheme. (Petters Trial Tr.
at 3170, APP0000584; Martens 10/7/10 Dep. at 143–57,
APP0001195–98; Martens Aff. ¶ 3, APP0000633; Petters
Trial Tr. at 690, APP0000557; Trustee's Bankr.Ct. Reply
Mem. at 7, APP0001240 (quoting Coleman Dep. at 211–
15).) But most importantly, the facts make clear that the very
transaction at issue here—the transfer of Polaroid's security
interests—was effectuated by Tom Petters, in furtherance of
his Ponzi scheme.

As noted by the Bankruptcy Court, the bankruptcy process
may be used to “redress the consequences of a failed Ponzi
scheme and to provide some relief to unsatisfied creditors
of the corporate vehicle of the scheme.” In re Polaroid,
472 B.R. at 33. Particularly through “clawback actions,”
the Bankruptcy Code vests a bankruptcy trustee with the
power to redress these unsatisfied creditors through the filing

of avoidance remedies under federal and state law. 8 Id.;11
U.S.C. § 544. Under the fraudulent transfer provision of the
Bankruptcy Code, a trustee may seek to avoid a transfer
of the debtor in a property interest that was either actually

or constructively fraudulently made. 11 U.S.C. § 548(a)
(1). For the transfer to be deemed “actually fraudulent,” the
trustee must establish that the debtor “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....” 11 U.S.C. § 548(a)
(1)(A). Similarly, Minnesota's Uniform Fraudulent Transfer
Act, Minn.Stat. § 513.43, et seq., provides for a fraudulent
conveyance claim if the debtor made the transfer or incurred
the obligation with actual intent to hinder, delay, or defraud
its creditor. Minn.Stat. § 513 .44(a)(1). The grant of a lien
is well-established as a “transfer” in fraudulent conveyance
law. In re Polaroid, 472 B.R. at 32, n .8 (citing In re Craig,

144 F.3d 587, 591 (8th Cir.1998)); 11 U.S .C. § 101(54);
Minn.Stat. § 513.41.

The Bankruptcy Court framed the issue with respect to the
Trustee's summary judgment motion on Counts I and III
as “whether the grants of lien to the Ritchie Defendants
were made with the intent to hinder, delay, or defraud the
creditors of the relevant debtor, the Polaroid Corporation.”
Id. at 31. Because proof of such actual intent “may rarely
be established by direct evidence, courts infer fraudulent
intent from the circumstances surrounding the transfer.”

Brown v. Third National Bank (In re Sherman), 67
F.3d 1348, 1353–54 (8th Cir.1995). A common method
of inferring actual fraudulent intent requires the court to
consider whether the transfer in question bears the indicia
of fraud, or “badges of fraud.” Id. Another method of
inferring fraudulent intent arises in cases involving Ponzi
schemes. Under the “Ponzi scheme presumption,” where the
circumstance surrounding the transfer is a Ponzi scheme,
courts have found that the existence of the Ponzi scheme
satisfies the requirement of “actual intent.” Wagner v.
Pruett (In re Vaughan Co., Realtors), 477 B.R. 206, 218
(Bankr.D.N .M.2012) (collecting cases). This is because
“transfers made in the course of a Ponzi scheme could have
been made for no other purpose other than to hinder, delay or

defraud creditors.” In re Manhattan Inv. Fund Ltd., 359

B.R. 510, 517–18 (Bankr.S.D.N.Y.2007), rev'd in part, 397
B.R. 1 (S.D.N.Y.2007).

*25  The Bankruptcy Court, applying the Ponzi scheme
presumption, held that the transfer of Polaroid's security

interests fell within the “actual fraud” provision of §
548 of the Bankruptcy Code, and the corollary provision of

Minn.Stat. § 513.11(a)(1). In re Polaroid, 472 B.R. at 55. 9  As
noted, under de novo review of the Bankruptcy Court's partial
summary judgment ruling, all conflicts in the evidence and all
reasonable inferences are drawn in favor of the Appellants.
Enter. Bank, 92 F.3d at 747.
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The Eighth Circuit Court of Appeals has not yet ruled on
the application of the Ponzi scheme presumption to alleged
fraudulent transfers under the federal bankruptcy statutes, the

Uniform Fraudulent Transfer Act, or parallel state statutes. 10

While this Court does not presume whether the Eighth
Circuit would adopt the presumption, at least four other

federal circuits have adopted or applied it. See, e.g., Wing
v. Dockstader, 482 Fed. App'x 361, 363 (10th Cir.2012);

Perkins v. Haines, 661 F.3d 623, 626–27 (11th Cir.2011);

Donell v. Kowell, 533 F.3d 762, 770–71 (9th Cir.2008),

cert. denied,555 U.S. 1047 (2008); Warfield v.. Bryon,
436 F.3d 551, 558–59 (5th Cir.2006). In addition to the
underlying Bankruptcy Court decision, one other district
court in the Eighth Circuit has recently applied the Ponzi
scheme presumption to a fraudulent transfer claim under 11

U.S.C. §§ 544 and 548(a)(1) and the Nebraska Uniform
Fraudulent Transfer Act, assuming that the Eighth Circuit
would recognize the Ponzi presumption. In re M & M Mktg.,
LLC, Nos. BK09–81458–TJM; A11–8033–TJM, 2013 WL
5592909, at *3 (Bankr.D.Neb. Oct. 10, 2013.)

In its analysis of actual fraudulent intent, the Eighth Circuit

has applied the traditional badges of fraud. See, e.g., Kelly

v. Armstrong, 141 F.3d 799, 802 (8th Cir.1998); In re
Sherman, 67 F.3d 1348, 1353 (8th Cir.1995). The badges
of fraud test and the Ponzi scheme presumption function in
much the same way, however, permitting a court to apply a
rebuttable presumption that the transferor acted with actual
intent to defraud.

In any event, Appellants do not appear to broadly argue that
the application of the presumption to a fraudulent conveyance
action is incorrect or improper. Rather, they argue that the
Bankruptcy Court's particular application of the presumption
here—voiding, as actually fraudulent, the transfer of security
interests owned by an entity ostensibly outside the main
operation of the Ponzi scheme—was in error.

1. Application of Ponzi Scheme Presumption to Satisfy
Actual Intent

There is no dispute that Tom Petters operated a Ponzi
scheme, for which he was criminally convicted. See In

re Polaroid, 472 B.R. at 28, n.3; 36. 11  The criminal
conviction of a Ponzi scheme operator may be considered

determinative of the existence of the scheme and of its
fraudulent intent. Some courts find such a conviction to
have preclusive effect: “Numerous courts have found that a
criminal conviction for operating a Ponzi scheme establishes
the operator's fraudulent intent and precludes relitigation
of this issue.” Terry v. June, 432 F.Supp.2d 635, 640

(W.D.Va.2006) (citing Floyd v. Dunson (In re Rodriguez),

209 B.R. 424, 433 (Bankr.S.D.Tex.1997); Martino v.
Edison Worldwide Capital (In re Randy), 189 B.R. 425, 440
(Bankr.N.D.Ill.1995)). Appellants do not contest that Petters
operated a Ponzi scheme.

*26  Rather, Appellants contend that application of the
Ponzi scheme presumption is limited to only those situations
in which the debtor-transferor itself runs a Ponzi scheme.
(Appellants' Mem. at 13–15 [Doc. No. 21].) In discussing
the underlying rationale for the application of the Ponzi
scheme presumption, courts generally refer to the debtor's
participation in the non-sustaining scheme. As the court in In
re Indep. Clearinghouse Co. explained:

One can infer an intent to defraud
future [investors] from the mere fact
that the debtor was running a Ponzi
scheme. Indeed, no other reasonable
inference is possible. A Ponzi scheme
cannot work forever. The investor
pool is a limited resource and will
eventually run dry. The perpetrator
must know that the scheme will
eventually collapse as a result of
the inability to attract new investors.
The perpetrator nevertheless makes
payments to present investors, which,
by definition, are meant to attract new
investors. He must know all along,
from the very nature of his activities,
that investors at the end of the line will
lose their money.

77 B.R. 843, 860–61 (D.Utah 1987). This rationale may
also explain why courts have applied the Ponzi scheme
presumption to transfers that might appear theoretically
legitimate. For example, the court in Scholes v. Lehmann
applied the presumption to a legitimate-appearing transfer:
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It is no answer that some or for
that matter all of Phillips's profit may
have come from “legitimate” trades
made by the corporations. They were
not legitimate. The money used for
the trades came from investors gulled
by fraudulent representations. Phillips
was one of those investors, and it may
seem “only fair” that he should be
entitled to the profits on trades made
with his money. That would be true as
between him and [the Ponzi scheme
operator or his] corporations. It is not
true as between him and either the
creditors of or the other investors in
the corporations. He should not be
permitted to benefit from a fraud at
their expense merely because he was
not himself to blame for the fraud.

56 F.3d 750, 757–58 (7th Cir.1995), cert. denied,516 U.S.
1028 (1995).

The Bankruptcy Court's application of the Ponzi scheme
presumption to void the liens of Polaroid, which operated
as a legitimate business outside the operational core of the
Ponzi scheme, follows a similar rationale. As the Bankruptcy
Court noted, “[t]he past operation of a freestanding business
by the ‘legitimate’ related entity and the abstract possibility
of continuing such an operation do not bar the application
of the presumption.” In re Polaroid, 472 B.R. at 41. While
Appellants contend that there is no authority for such an
“iteration” of the Ponzi presumption (Appellants' Mem. at
12 [Doc. No. 21] ), Appellants overlook the facts of this
case. Certainly, if Mary Jeffries had pledged Polaroid's
assets, and if Polaroid had received anything in exchange for
the security interests, the Ponzi scheme presumption would
be inapplicable. But these are not the facts of this case.
Rather, the facts demonstrate that Tom Petters—the architect
and purveyor of the Ponzi scheme—controlled Polaroid as
its Chairman and sole board member. And Tom Petters
effected the transfer despite the objections of Mary Jeffries,
Polaroid's CEO. In light of these facts, the Bankruptcy Court's
application of the Ponzi scheme presumption is entirely

consistent with legal authority in which the presumption has
been applied.

*27  The Ponzi scheme presumption short-circuits the
inquiry into actual fraudulent intent because “transfers made
in the course of a Ponzi scheme could have been made
for no other purpose other than to hinder, delay or defraud

creditors.” In re Bernard L. Madoff Investment Securities,
LLC, 458 B.R. 87, 104 (Bankr.S.D.N.Y.2011). The existence
of a Ponzi scheme is, as Chief Bankruptcy Judge Kishel
called it, essentially “one big badge of fraud.” In re Polaroid,
472 B.R. at 35. The Bankruptcy Court observed that under
either the Bankruptcy Code or state law, “the relevant
fraudulent intent [is] that harbored by the transferor, or an
individual person who effected the transfer on behalf of
a corporate debtor-transferor.” Id. at 34. While Appellants
contends that “the relevant intent concerns Polaroid's intent
in transferring the [l]iens” (Appellants' Mem. at 17 [Doc.
No. 21], that argument overlooks perhaps the most glaring
fact of the transfer—Polaroid had no intent to effect the
transfer, but instead opposed it entirely. (Jeffries 4/13/10 Dep.
at 121, APP0001062.) The transfer occurred solely because
Tom Petters, who had the authority to effect it over the
objections of Polaroid's management, intended it to occur.
The Bankruptcy Court's decision is supported by the specific
facts of this case.

The evidence demonstrates that Polaroid itself operated as
a legitimate business and was not a direct participant in
Petters' Ponzi scheme. (Coleman Dep. at 205, APP0001125–
26; Jeffries 4/13/10 Dep. at 176, APP0001065; Jeffries
9/29/10 Dep. at 55–57, APP0001079; (9/30/10 Jeffries
Dep. at 97, APP0001090.) Its CEO, Mary Jeffries, denied
any knowledge of the scheme prior to the FBI raid and
Petters' subsequent indictment. (Jeffries 9/29/10 Dep. at
54, APP0001079.) In terms of its corporate structure,
Polaroid was technically a stand-alone operating company.
(Dugan Dep. at 81, APP0001045.) However, Polaroid
was inextricably intertwined with the Ponzi scheme from
the outset of Tom Petters' acquisition of the company.
The evidence demonstrates that Petters purchased Polaroid
entirely, or nearly entirely, with the fruits of his Ponzi scheme
transactions. (Petters Trial Tr. at 3170, APP0000584; Martens
10/7/10 Dep. at 143–157, APP0001195–98; Martens Aff.
¶ 3, APP0000633; In re Polaroid, 472 B.R. at 38–39.) At
least one of the reasons for the acquisition of Polaroid was
Petters' desire to appear wealthy to potential investors in his
ostensible diverting business. In re Polaroid, 472 B.R. at 39,
n.28 (citing Coleman Dep. at 111).
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Polaroid fell under the ownership of PGW—the entity that
Petters also controlled as sole shareholder, board chair, and
CEO. (Coleman Dep. at 205, APP0001125; In re Polaroid,
472 B.R. at 27.) As PGW's subsidiary, Polaroid's financial
stability was dependent on PGW. (Jeffries 4/13/10 Dep. at
126–27, APP0001063.) Tom Petters exerted ultimate control
over the debtor-transferor Polaroid, just as he did over PGW
and PCI. Petters was the 100% beneficial owner of Polaroid's
stock and its sole board member. (Jeffries 4/13/10 Dep. at
178, APP0001065; In re Polaroid, 472 B.R. at 41, n.32.)
Polaroid's CEO Mary Jeffries had frequent contact with
Petters: immediately prior to becoming Polaroid's CEO in
2008, Jeffries had been in executive management at PGW,
with an office next to Tom Petters. (Jeffries 4/13/10 Dep.
at 17; 304–05, APP0001056; APP0001074.) As Polaroid's
CEO, Jeffries had contact with Petters several times per week.
(Jeffries 4/13/10 Dep. at 211, APP1069.) Petters was familiar
with Polaroid's long-term strategic operations, as well as its
day-to-day operations. (Jeffries 4/13/10 Dep. at 212.)

*28  Tom Petters' control over Polaroid concerning the
specific transfer of the Polaroid trademarks to the Ritchie
Entities is well-supported by the evidence. All of the
February and May Ritchie Notes preceding the Trademark
Security Agreement were signed by Tom Petters, in his own
personal capacity, and on behalf of PGW. (February Notes,
APP0002259–88; May Notes, APP0002179–85.) Petters
signed the two final notes on his own behalf, and on behalf
of both PGW and PCI. (May Notes, APP0002179–85.) With
respect to all of these notes, Tom Petters gave ultimate
approval. (Root Dep. at 132, R.APP00255.)

Thane Ritchie initially understood that some or all of the loan
proceeds would go to Polaroid, to pay off its $31 million
debt to JP Morgan to clean up the “bad paper.” (Ritchie
Dep. at 45, 66; R.APP00017, R.APP00018.) Yet none of
the proceeds from any of the $189 million in Ritchie loans

went to Polaroid. 12  (Wehmhoff Dep. at 16, APP000161;
Jeffries Dep. of 4/13/10 at 107–08, 245–46; R.APP00244,
R.APP00250, Martens Aff. ¶ 8, APP0000634.)

At the hearing on the instant appeal, Appellants argued
that the Trustee's analysis of the flow of funds failed to
show the ultimate disposition of the loan proceeds, and
therefore disputed issues of material fact remain. (Tr. of
9/11/13 Hearing at 14 [Doc. No. 56].) The Court disagrees.
The evidence shows that the funds went to PCI, which used
the funds to pay off investors in Petters' Ponzi scheme.

(Wehmhoff Dep. at 16–17, APP0001161; Coleman Dep.
at 240–41, APP0001129; Martens Aff. ¶ 8, APP0000634).
Mary Jeffries testified that Polaroid did not receive the
proceeds of the Ritchie notes (Jeffries Dep. of 4/13/10
at 107–08, R.APP00244), nor did it receive anything in
exchange for the loan extension or pledge of its assets in
the Trademark Security Agreement. (Jeffries 4/13/10 Dep. at
245–46, R.APP00250.) There is no material evidence to the
contrary purporting to show that these funds went to Polaroid.
The Bankruptcy Court rejected as purely speculative this
suggestion that some of the Ritchie funds “could have”
flowed to Polaroid. In re Polaroid, 472 B.R. at 72, n.67.
Likewise, and “more to the point of the summary judgment
context,” the Bankruptcy Court found this argument was
“unsupported by any probative, direct evidence to controvert
the Trustee's evidence on the matter.” Id.

The evidence shows that in the summer of 2008, Petters'

Ponzi scheme was essentially in shambles. 13  Petters failed
to make any of the payments on the Ritchie notes, the
Ritchie Entities constantly pressed him for Polaroid collateral
in exchange for extending the deadlines on the notes, and
Acorn filed its lawsuit. By the fall of 2008, Petters' sense
of desperation was evident, as he emailed his inner circle,
asking for “any and all ideas” to “get out of the box.” (E-
mail chain of 9/4/08 between T. Petters, D. Baer, and others,
APP0000631.) The Acorn lawsuit prompted Thane Ritchie
to dispatch his colleagues to Minnesota, telling them to not
return until they had some Polaroid collateral. (Ritchie Dep.
at 175, R.APP00029.) When Polaroid's Mary Jeffries learned
of the plan to grant the Ritchie Entities a security interest in
the Polaroid trademarks, she told Petters that she opposed it.
(Jeffries 4/13/10 Dep. at 121, APP0001062.) Just five days
before the FBI raid on Petters' home and office, and over the
objections of the CEO of Polaroid, Tom Petters nevertheless
signed away the security interest in Polaroid's trademarks
in Brazil, India, and China. (Extension and Amendment
Agreement, APP0002206–28; Jeffries 4/13/10 Dep. At 121,
APP0001062.)

*29  While Mary Jeffries believed that Polaroid still
remained a going concern in earlymid September 2008
(Jeffries 9/29/10 Dep. at 131–32, APP0001082), Polaroid's
Katherine Dugan, in global licensing was not so sanguine.
(Dugan Dep. at 84–85, APP0001046.) Dugan testified that
Polaroid was unable to meet its debts as they came due. (Id. at
84, APP0001046.) Jeffries herself also tacitly acknowledged
that by September 19, 2008—the date on which Petters signed
over Polaroid's security interests to the Ritchie Entities—
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Polaroid was unable to pay its debts as they came due.
(Jeffries 9/30/10 Dep. at 63–64, APP0001085.) Polaroid
filed for bankruptcy just three months later, in December
2008. (Jeffries 4/13/10 Dep. at 219–21, APP0001071.) While
the Ritchie Entities argue that Petters' arrest did not make
Polaroid's failure inevitable, Mary Jeffries testified that but
for the FBI raid, she believed that the Stillwater investor group
would have funded a line of credit to Polaroid sufficient to
keep it afloat. (Jeffries 9/29/10 Dep. at 69–70, APP0001080–
81.) Yet the Ritchie Entities argue that Polaroid's failure was
not inevitable, pointing to other Petters—related companies,
such as Fingerhut, which did not file for bankruptcy. If
anything, this argument bolsters the Trustee's case—Petters
did not pledge the assets of Fingerhut as security for the
Ritchie loans. Instead, he pledged the assets of Polaroid,
leaving Polaroid's fate dependent upon the continued viability
of his over-arching Ponzi scheme.

On the element of actual fraudulent
intent, the Bankruptcy Court noted
that it is pivotal here that the transfer
was directed and effected at the sole
instance of Tom Petters, who held iron
control of all of the business entities
involved via his 100% ownership, and
who had the very most to lose were
he not to use the ploy of pledging the
trademarks.

In re Polaroid, 472 B.R. at 59 (analyzing actual fraudulent
intent under the badges of fraud). The Bankruptcy Court
therefore attributed Tom Petters' intent to the Polaroid
Corporation as transferor, “because Petters controlled that
artificial entity.” Id. at 40. Focusing on the intent of the
transferor, Tom Petters, Chief Bankruptcy Judge Kishel noted
that “... [t]he applicability of the presumption comes down to
the controlling person's motivation for effecting the specific
transfer by the non-purveyor, ‘legitimate’ business entity,
when and as the transfer is made.” Id. at 40–41. Addressing
Petters' common control of Polaroid within the larger Petters
business structure, the Bankruptcy Court explained that

[w]hen this is the governing
consideration, the automatic inference
of fraudulent intent is made when
the person in common control effects

the transfer by the entity extrinsic
to the Ponzi scheme, but in order
to further the scheme as it has been
maintained through the central entity.
Yes, the creditors hindered, delayed,
and defrauded by the transfer are not
the direct victims of the Ponzi scheme
in its operation, i.e., investors into
the entity through which the scheme
has been purveyed. Nonetheless, it
is a readily-identifiable group: the
creditors of the related entity that
makes the transfer for the benefit of
the purveyor-entity. The intent that is
deemed via the inference is the intent
to deprive those parties of the value of
their legal recourse against the debtor
with which they are in privity, i.e., the
transferor that gives up its own assets
at the beck of the person in common
control, to satisfy a creditor of the
purveyor-entity that is not a creditor of
the transferor-entity.

*30 Id. Thus, while it is true that Polaroid was not operating
a Ponzi scheme, Polaroid was purchased with the proceeds of
the scheme, and was controlled, for all practical purposes, by
the purveyor of the scheme. Its financial fate was inextricably
linked to that scheme.

Appellants argue that the Bankruptcy Court's ruling
impermissibly renders Polaroid's corporate form an
“abstraction,” because at all times Polaroid remained a legally
separate, legitimate entity. (Appellants' Mem. at 18 [Doc. No.
21].) While there is a presumption that a parent corporation
is legally separate from its subsidiary entity, Brown v. Wells
Fargo & Co., 284 F.R.D. 432, 441 (D.Minn.2012), a parent
corporation may be held liable given proof that it “performed
acts sufficient to create liability, or actively influenced [the

subsidiary] in its violations. H.J., Inc. v. Int'l Tel. & Tel.

Corp., 867 F.2d 1531, 1549 (8th Cir.1989) (citing Watson
v. Gulf & Western Indus., 650 F.2d 990, 993 (9th Cir.1981)).
Here, not only was Petters Polaroid's sole board member,
he decided to transfer Polaroid's security interests by fiat,
effecting the transfer himself. Petters did not simply influence
Polaroid—he controlled the transfer completely.
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This Court is unaware of another case involving this factual
scenario in the context of a claim of actual fraudulent
transfer. However, other courts have applied the Ponzi
scheme presumption or have found actual fraudulent intent
by attributing the requisite intent to a controlling entity.
In Emerson v. Maples (In re Mark Benskin & Co., Inc.),

161 B.R. 644, 647 (Bankr.W.D.Tenn.1993), aff ‘d, Nos.
94–5421, 94–5422, 1995 WL 381741 (6th Cir. June 26,
1995), a bankruptcy trustee sought to avoid transfers from
the debtor corporation and a related debtor to third parties.
The related debtor was the principal of the solely-controlled
debtor corporation. Id. at 648. The court found that the debtor
corporation's actual fraudulent intent was established by the
guilty pleas to criminal fraud charges entered by both the
corporate debtor and its principal. Id. at 649–50. While the
debtor corporation in Benskin was itself clearly engaged
in fraud, whereas Polaroid was not, Benskin nonetheless
demonstrates a finding of actual fraud based on the actions of
a corporate principal.

Similarly, in Zazzali v. 1031 Exchange Group LLC (In
re DBSI, Inc.), 476 B.R. 413, 421–22 (D.Del.2012), the
court considered the relationships between two debtors in
applying the Ponzi scheme presumption to a motion to
dismiss. The trustee alleged that DBSI's real estate enterprise
as a whole “took on the characteristics of a Ponzi scheme,”
propped up by sales of tenant-in-common (‘TIC”) real estate

interests. Id. at 421. One affiliate, FOR 1031, sold and
marketed those interests. An infusion of cash from new
investors created an illusion of high returns on the TIC
interests, as well as the sales of other investments. Id.
DBSI promised investors high rates of return, despite the
fact that the properties sold to its investors were risky and
unattractive. Id. The court found that “[t]his structure, in
which DBSI incurred all of the liabilities and obligations
in the scheme while FOR1031 received all of the profits
from the TIC sales allowed Debtors [which included both
DBSI and FOR1031] to “portray FOR1031 on the papers
as an immensely profitable company.” Id. at 422. As the
plaintiff alleged, the scheme rendered DBSI insolvent, as
“[f]or every dollar of gross profit received through the sale
of TIC interests, DBSI assumed, through its guaranties of
the master lease obligations, [liabilities] that far exceeded the
front-end gross profits.” Id. While DBSI and FOR1031 were
both debtors, the court's focus on the respective roles and
risks assigned to them in its analysis of the Ponzi scheme
presumption is instructive. Tom Petters' entities as a whole
not only ‘took on the characteristics” of Ponzi scheme—

they were a Ponzi scheme. While Polaroid itself operated
legitimately, outside the core of the Ponzi scheme, it was
a useful tool for Petters when attempting to impress and
lure new investors into his scheme. In re Polaroid, 472 B.R.
at 39, n.28 (citing Coleman Dep. at 111). And it was a
useful resource from which Petters extracted collateral to
prolong his floundering scheme. But when Petters signed
away Polaroid's security interests on September 19, 2008, one
entity—Polaroid—ultimately incurred the loss and received
nothing in return.

*31  Appellants rely on Grede v. Bank of New York
Mellon, 441 B.R. 864, 882 (N.D.Ill.2010), for the proposition
that the Ponzi scheme presumption is inapplicable where
the plaintiff presents no evidence showing that the debtor
was engaged in a Ponzi scheme, and thereby fails to
prove that the debtor knew at the time of transfer that the
scheme would collapse. (Appellant's Mem. at 15 [Doc. No.

21].) 14  The trial court in Grede found that the transfers of
customer assets out of segregated accounts, which the debtor,
Sentinel, transferred into “lienable” accounts, and then used
as collateral for an overnight loan from the Bank of New York
Mellon (“BNYM”), merely represented an attempt to “stay in
business:”

If Trustee is correct that Sentinel was insolvent at the
time of the Transfers, it is equally reasonable to infer that
the Transfers were made to secure the loan in an attempt
to continue conducting business and paying off existing
creditors. Even if the Transfers were not designed to drain
the assets, they can still be voidable if they result in the
draining of the asset pool. But here, this was not the case-
in exchange for the collateral, BNYM gave a loan of
significant value, thereby adding to the [asset] pool.
Id. at 884. Finding that Sentinel was not attempting to strip
itself of its assets, the court found that the plaintiff failed to
demonstrate actual intent. Id.

Subsequent to the filing of Appellants' briefs in this appeal,
the Seventh Circuit reversed the portion of Grede that found

no actual fraudulent intent. In re Sentinel Mgmt. Group,
Inc., 728 F.3d 660, 668 (7th Cir.2013). The Seventh Circuit
explained:

[The trial court's] finding that Sentinel's pledge of
segregated funds as collateral for loans with the Bank
of New York was driven by a desire to stay in
business correctly identified the motive. Nonetheless, we
disagree with the district court's legal conclusion that such
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motivation was insufficient to constitute actual intent to
hinder, delay, or defraud Sentinel's FCM clients. Such a
result too narrowly construes the concept of actual intent
to hinder, delay, or defraud. When Sentinel pledged the
funds that were supposed to remain segregated for its FCM
clients, Sentinel's primary purpose may not have been to
render the funds permanently unavailable to these clients
(although Sentinel falsely reported to both its FCM clients
and the CFTC that the funds remained in segregation). But
Sentinel certainly should have seen this result as a natural
consequence of its actions. In our legal system, “every
person is presumed to intend the natural consequences of
his acts.”

Id. (citations omitted). The appellate court found, as a
matter of law, that Sentinel's transfers of the segregated
funds demonstrated the requisite “actual intent to hinder,

delay, or defraud” under § 548. Id. Likewise, here, when
Petters raided Polaroid by pledging its trademark assets—
assets that should have been available for Polaroid's own
financing needs, and ultimately, for its creditors—Petters
either intended to render those assets unavailable to Polaroid,
or at the very least, “should have seen this result as a natural
consequence of [his] actions.” Id.

2. “In Furtherance of” Requirement
*32  Even where the facts sufficiently demonstrate the

existence of a Ponzi scheme, “the [c]ourt must focus precisely
on the specific transaction or transfer sought to be avoided
in order to determine whether that transaction falls within
the statutory parameters of [an actually fraudulent transfer].”
Bayou Superfund, LLC v. WAM Long/Short Fund II, LP
(In re Bayou Group, LLC), (“Bayou I”), 362 B.R. 624,
638 (Bankr.S.D.N.Y.2007). The “in furtherance element” is
related to the inference of fraudulent intent, as the intent
to defraud future investors can only be found where the
transfers at issue somehow perpetrate the Ponzi scheme. See
Kapila v. Phillips Buick–Pontiac–GMC Truck, Inc. (In re
ATM Fin. Servs., LLC), No. 6:08–bk–969–KSJ, 2011 WL
2580763, *5 (Bankr.M.D. Fla. June 24, 2011) (transfers
unrelated to the Ponzi scheme do not warrant an inference

of fraudulent intent); see also In re Manhattan Inv. Fund
Ltd., 397 B.R. 1, 11 (S.D.N.Y.2007) (noting that “courts
must be sure that the transfers sought to be avoided are

related to the scheme”); Cuthill v. Greenmark (In re World
Vision Ent., Inc.), 275 B.R. 641, 658 (Bankr.M.D.Fla.2002)
(observing that “[s]imply because a debtor conducts its
business fraudulently does not make every single payment

by the debtor subject to avoidance”); Daly v. Deptula
(In re Carrozzella & Richardson), 286 B.R. 480, 490–91
(D.Conn.2002) (affirming the bankruptcy court's ruling that
the proper focus was on the particular transfer itself, and not
on overall business practices).

While Appellants do not contest that Petters operated a
Ponzi scheme, they again argue that the transfer was not
in furtherance of the Ponzi scheme because Polaroid did
not operate a Ponzi scheme. Appellants contend that the
“in furtherance” requirement is a “limitation that restricts
application of the Ponzi presumption to transfers that both are
made by a Ponzi scheme and also ‘further’ it .” (Appellants'
Mem. at 19 [Doc. No. 21].) The facts here, however, support
the application of Appellants' standard. Not only was the
transfer “made by a Ponzi scheme,” as Tom Petters himself
signed the Trademark Security Agreement, but the transfer
furthered that scheme.

Discussing the “in furtherance” requirement, the Bankruptcy
Court observed:

There is nothing untoward about
using the presumption in this way.
Under the judicial articulation of the
presumption, the idea of “furthering”
the scheme is act-oriented (as signified
by the use of a verb) rather
than structure-oriented (as would
be signified by identification to a
noun). Where the close relationship
inherent in common and exclusive
control of closely-held companies is
present, and surrounding conditions
are desperate enough for the fortunes
of the individual purveyor-controller,
the deeming of intent to basic
actions is a simple matter of
recognizing a continuity inherent in
the circumstances....

In re Polaroid, 472 B.R at 41–42

*33  Appellants criticize as speculative the Bankruptcy
Court's finding that Petters signed away Polaroid's assets in
order to prolong the Ponzi scheme. (Appellants' Mem. at
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28–29 [Doc. No. 21].) Specifically, the Bankruptcy Court
found that Petters was struggling to prevent a default on the
Ritchie notes, and subsequent litigation, which he believed
would have finished him. In re Polaroid, 472 B.R. at
53. Appellants do not, however, point to facts that would
lead to a different conclusion. Rather, the Ritchie Entities
argue that Petters may have been motivated in making
the transfer for other reasons, such as avoiding a default
by PGW or himself. (Appellants' Mem. at 29 [Doc. No.
21].) But as the architect and chief perpetrator of the
Ponzi scheme, and the owner of PGW, Petters' motivations
—whether based on fears of personal financial ruin or
criminal liability, or concern for PGW specifically, or all
three—such motivations are indistinguishable from Petters'
motivation in perpetuating the operation of the Ponzi scheme.
Petters' personal interests were entirely intertwined with
the Ponzi scheme and the scheme's continuation. Petters
considered himself indistinguishable from the primary entity
through which the Ponzi scheme operated, stating, “I am
PCI.” (Petters Trial Tr. at 3170, APP0000584.) For all
practical purposes here, Petters was also Polaroid. As the
sole board member and 100% beneficial owner of Polaroid's
stock (Jeffries 4/13/10 Dep. at APP0001065l; In re Polaroid,
472 B.R. at 41, n.32), and the sole board member of PGW
(In re Polaroid, 472 B.R. at 27; Coleman Dep. at 205,
APP0001125), Petters ultimately called the shots. Regarding
the specific transfer at issue here, Petters held the power to
sign over Polaroid's assets to the Ritchie Entities, despite
Mary Jeffries' objection.

The evidence demonstrates that the “in furtherance” element
is met. First, Polaroid received none of the proceeds from the
Ritchie loans, which were issued at several points between
February and May 2008. (Jeffries Dep. of 4/13/10 at 107–08,
R.APP00244; Martens Aff. ¶¶ 6–8, APP0000634.) In August
and September 2008, Petters' scheme was crumbling. The
faltering global economy made it more difficult to obtain
credit. In re Polaroid, 472 B.R. at 42. PGW experienced
“major cash flow problems” in 2007 or 2008. (Petters Trial
Tr. at 3042, APP0000579.) Acorn had filed its lawsuit,
prompting Thane Ritchie to aggressively seek collateral from
Petters. (Ritchie Dep. at 152–53; 183–85, R.APP00030.) On
September 18, Thane Ritchie threatened Petters that things
would get “very messy” without an agreement in place,
claiming that as “last money in,” the Ritchie Entities “should
be first out.” (E-mail of 9/18/08 from T. Ritchie to T. Petters,
R.APP00351.) As noted, in early September 2008, Petters
issued a personal plea to his inner circle, asking for “any
and all ideas” to extricate the Petters' organization from the

situation. (E-mail chain of 9/4/08 between T. Petters, D. Baer,
and others, APP0000631.) With the FBI raid occurring only
five days after the transfer of Polaroid's assets, Petters' Ponzi
scheme did, in fact, inevitably fail. In short order, Polaroid—
its fate intertwined with that of the Ponzi scheme operator/
transferor—was unable to meet its debts, and filed for
bankruptcy. (Jeffries 4/13/10 Dep. at 219–21, APP0001071.)

*34  For all of the foregoing reasons, given this particular
factual context, the Court finds that the Ponzi scheme
presumption applies to the facts presented here to satisfy the
requirement of actual fraudulent intent under both federal

and state law. 15  There can be no dispute that Tom Petters
operated a massive Ponzi scheme. Through his control of
Polaroid, he looted Polaroids' assets in order to appease the
Ritchie Entities, whose loan money had gone not to Polaroid,
but to pay off other investors. Petters effected the transfer
in a desperate attempt to keep his Ponzi scheme afloat in its
waning days. Appellants' appeal regarding the application of
the Ponzi scheme presumption is therefore denied.

3. Badges of Fraud
Where the Ponzi scheme presumption applies to the transfers
at issue, courts have held that consideration of the badges

of fraud is unnecessary. In re Manhattan Inv. Fund Ltd.,

397 B.R. at 10, n.13 (citing Securities Investor Protection
Corp. v. Old Naples Securities, Inc. (In re Old Naples
Securities, Inc., 343 B.R. 310, 319 (Bankr.M.D.Fla.2006)).
While the Bankruptcy Court also found on an alternative basis
that the transfers at issue were actually fraudulent under the
badges of fraud analysis, because this Court finds that the
Ponzi scheme presumption applies, it does not address the
alternative basis for the Bankruptcy Court's ruling.

C. Disallowance and Avoidance of Appellants' Claims
(Counts VI and VII)

The Bankruptcy Court also granted the Trustee's partial
summary judgment motion as to the Trustee's disallowance
claim in Count VI and his lien avoidance claim in Count
VII of the Complaint. The Trustee brings the disallowance
claim pursuant to 11 U.S.C. § 502(b) and (d), and the lien

avoidance claim pursuant to 11 U.S.C. § 506(d). (Compl.
¶¶ 80–86 [Doc. No. 1–2].) A court may disallow claims of
an entity that is a transferee of fraudulent transfer under §§

544 and 548, “unless such entity or transferee has paid
the amount, or turned over any such property” for which
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the transferee is liable. 11 U.S.C. § 502(d). “In other words,
section 502(d) requires the recipient of a preferential transfer
to return the transfer to the trustee prior to receiving payment
on any claims the recipient may possess.” In re Midwest Agri
Dev. Corp., 387 B.R. 580, 585 (8th Cir.2008). Lienholders
“remain entitled to adequate protection of their interests, and
to the other rights enjoyed by secured creditors.” Id. (citing

United States v. Whiting Pools, Inc., 462 U.S. 198, 211
(1983)). After the creditor-transferee turns over the property
in question, the “secured creditor may seek payment of his
claim through the bankruptcy process.” Id.

In Appellants' briefing and argument on this appeal, the
Ritchie Entities did not raise or address the Bankruptcy
Court's rulings on the Trustee's disallowance and avoidance
claims. (See Appellants' Mem. at 1 [Doc. No. 21].)
Apparently, the disallowance and avoidance claims were
not the focus of the parties' argument in the bankruptcy
proceeding below, as Chief Bankruptcy Judge Kishel
observed that “[n]either side paid particular attention to this
aspect of the Trustee's motion, in briefing or argument.”In
re Polaroid, 472 B.R. at 71, n.65. In any event, because
Appellants identified these two claims in one of their initial
filings—the Statement of Issues Presented [Doc. No. 1–16]—
the Court considers these claims on appeal, even though the
parties presented no argument or briefing on them.

*35  As the Bankruptcy Court summarized, through
the Trustee's avoidance and disallowance claims, “[t]he
Trustee basically seeks to terminate all participation by the
Ritchie Defendants as creditor-claimants in the Polaroid
Corporation's bankruptcy case, in any capacity whether
secured or unsecured.” In re Polaroid, 472 B.R. at 71. To the

extent that a transfer is voided under §§ 544 or 548, “the
trustee may recover, for the benefit of the estate, the property
transferred, or, ... the value of such property....” 11 U.S.C.
§ 550(a). Claims arising under § 550 “shall be determined,
and shall be allowed ..., or disallowed ..., the same as if such
claim had arisen before the date of the filing of the petition.
11 U.S.C. § 502(h). Pre-petition claims are allowed, “except
to that extent that ... such claim is unenforceable against the
debtor and property of the debtor, under any agreement or
applicable law for a reason other than because such claim is
contingent or unmatured....” 11 U.S.C. § 502(b)(1). “[F]or the
purpose of contesting claims of creditors against a bankruptcy
estate the trustee in bankruptcy may assert all defenses to
which the debtor would be entitled.” In re Stevenson Assoc.,
Inc., 777 F.2d 415, 419 (8th Cir.1985).

This Court agrees with the Bankruptcy Court that, on
this record, there is no evidence showing that the Ritchie
Entities lent money to Polaroid. To the contrary, the evidence
shows that Polaroid received none of the money from the
Ritchie notes. As discussed herein, the evidence supports
this conclusion and Appellants do not point to probative
evidence to the contrary. Also, as the Bankruptcy Court
noted, Polaroid did not guarantee the debt under the notes.
Accordingly, Polaroid incurred no pre-petition liability to
Appellants under the contract or other applicable law. This
Court thus agrees with the Bankruptcy Court that “the Ritchie
Defendants have no underlying allowable unsecured claim
against the bankruptcy estate of the Polaroid Corporation,”
and that a “compelled post-avoidance accounting to the estate
cannot legally give rise to a newly-allowable claim in favor
of the Ritchie Defendants, against the estate of the Polaroid
Corporation.” In re Polaroid, 472 B.R. at 72. Moreover,
as a practical matter, the Ritchie Entities cannot account to
the estate in consequence of avoidance because the Polaroid
trademarks in question were sold free and clear of the liens
in the Chapter 11 phase of Polaroid's bankruptcy. Id. Instead,
replacement liens were impressed against the proceeds of

the sale to provide protection pursuant to 11 U.S.C. §§

363(c)(2)(B), 363(f), and 361. Id. Because the transfer of
the original liens is avoided, the replacement lien is likewise
vitiated and the Ritchie Entities have no interests in the
bankruptcy estate's proceeds. In addition, as the Bankruptcy

Court found, the lien is cumulatively avoidable under 11
U.S.C. § 506(d), because Appellants do not hold an allowed
claim against the estate and the original attachment of their

lien is avoidable under §§ 548 and 544. Id. For all
of these reasons, to the extent that Appellants appeal the
Bankruptcy Court's ruling with respect to the Trustee's claims
for disallowance and lien avoidance, their appeal is denied.

D. Order to Show Cause
*36  Various submissions of the parties in support of their

motion papers were filed under seal. If the parties believe that
any portion of this Order warrants redaction, the Court orders
the parties to show cause ten days from the date of this Order,
stating why the Order should not be unsealed and specifying
any portion of the order warranting redaction.

THEREFORE, IT IS HEREBY ORDERED that:
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1. Appellants' Appeal from Bankruptcy Court [Doc. No. 1] is
DENIED; and

2. The parties are ordered to show cause ten (10) days from
the date of this Order why the Order should not be unsealed,
and to specify any portion warranting redaction.

All Citations

Not Reported in F.Supp.3d, 2014 WL 1386724

Footnotes

1 A “Ponzi scheme” generally describes a fraudulent investment scheme in which money taken from later
participants is paid to earlier participants to create the false appearance that the scheme is generating returns.

See Cunningham v. Brown, 265 U.S. 1, 7–9 (1924) (describing the schemes of Charles Ponzi).
2 For ease of citation, the Court refers to the published version of the Bankruptcy Court's underlying opinion,

In re Polaroid Corp., 472 B.R. 22.
3 Page citations to the parties' memoranda refer to the parties' own internal page number found at the bottom

of their respective memoranda, as opposed to the District Court's page numbering, which appears at the
top of each page.

4 The Trustee also seeks to avoid the grant of liens under different theories of relief pursuant to 11 U.S.C.
§§ 547(b); 502(b); 502(d); 506(d); and 510(c). These alternative or additional remedies are not at issue in
this appeal.

5 The Court denied the Trustee's motion for partial summary judgment as to a contract claim, for which the
Trustee asserted that the agreement between Polaroid and Ritchie was invalid, unenforceable, or lacked
consideration. Id. at 73.

6 Fed. R. Bank. P. 7026 provides that Fed.R.Civ.P. 26 applies in adversary proceedings.
7 The Bankruptcy Court granted in part the Ritchie Defendants' Motion to Strike as to certain portions of two

exhibits attached to the Martens' Affidavit. (Strike Order at 9–11, APP0001568–70.) The court found that
Martens lacked the ability to authenticate certain underlying bank records and unexecuted notes and other
instruments that were included in the exhibits to the affidavit. (Id.)

8 In another Petters-related case, the Bankruptcy Court described the general clawback process:
Via “clawback,” a trustee or receiver puts all parties that transacted with the purveyor of a failed Ponzi
scheme onto a parity in the matter of restitution. This would be done by invoking remedies of avoidance
(under theories of fraudulent transfer, unjust enrichment, and the like) against those lenders and investors
who got repaid in whole or in part before the collapse. The extant wreckage of the scheme, i.e., the property
that had remained in-hand with the purveyor as of the collapse, would be augmented by recoveries of funds
from those lenders and investors who got out early. The identity of parties subject to the trustee's claims
would be fixed by a temporal measurement, as those that had been paid during the periods of vulnerability
to avoidance or recovery specified by the law of fraudulent transfer or other invoked remedies. Those with
debts unsatisfied at the downfall would share pro rata with those whose claims would perforce be revived
via the avoidance of the payments to them and the recovery from them of corresponding amounts of money.

In re Petters Co., Inc., 440 B.R. 805, 806 (D.Minn.2010).
9 While the Bankruptcy Court also granted summary judgment in favor of the Trustee/Appellee as to the good

faith defense of the Ritchie Defendants/Appellants, Appellants do not appeal this ruling. (Appellants' Reply
Mem. at 1 [Doc. No. 31]; see also Appellants' Mem. at 1 [Doc. No. 21] ) (identifying issues on appeal).

10 The discovery of Ponzi schemes and consequent Ponzi scheme-related litigation appears to be a growing
area of law in recent years, as some commentators have observed. See, e.g., Samuel P. Rothschild, Bad
Guys in Bankruptcy: Excluding Ponzi Schemes from the Stockbroker Safe Harbor, 112 Colum. L.Rev. 1376,
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1384 (observing that the recent “economic downturn exposed an increasing number of Ponzi schemes,” with
authorities uncovering nearly four times as many Ponzi schemes in 2009 as in 2008); Amy J. Sepinwall,
Righting Others' Wrongs: A Critical Look at Clawbacks in Madoff Type Ponzi Schemes and Other Frauds,
78 Brook. L.Rev. 1, 6, 21, n.88 (2012) (noting that the author's legal research for all federal and state cases
containing the terms “Ponzi” and “fraudulent conveyance” or “fraudulent transfer” turned up 190 cases, of
which only four arose before 1984, and 149 were decided in or after the year 2000). Here, in the order on
appeal, Chief Bankruptcy Judge Kishel described rulings on the application of the Ponzi scheme presumption
to fraudulent transfer actions as “a narrow body of case law that has burgeoned only since 2007–2008.” In
re Polaroid, 472 B.R. at 33.
The Minnesota Supreme Court also has not considered whether to adopt or apply the Ponzi scheme

presumption. Finn v. Alliance Bank, 838 N.W.2d 585, 597 (Minn.Ct.App.2013) (noting the lack of precedent
under Minnesota law, and determining that the facts did not support the application of the Ponzi scheme
presumption to presume a lack of reasonably equivalent value, without deciding the general question of
whether the Ponzi scheme presumption can be applied to claims arising under the Minnesota Uniform
Fraudulent Transfer Act, Minn.Stat. §§ 513.51–.51), pet. for further review granted, Nos. A12–1930; A12–
2092 (Minn. Nov. 13, 2013).

11 Although the Bankruptcy Court engaged in independent findings in the underlying order, the court first
observed that any fact-finding analysis concerning the existence of a Ponzi scheme as it relates to Tom
Petters is essentially “superfluous [ ] to anyone ... involved in the intense three-year history of related federal
court proceedings in this district, under criminal, civil, and bankruptcy jurisdiction.” In re Polaroid, 472 B.R.
at 36.
Recently, at an evidentiary hearing on Tom Petters' motion to vacate, set aside, or correct his sentence
pursuant to 28 U.S.C. § 2255, Petters testified that he was guilty of orchestrating the enormous fraud scheme,
was guilty of every count in the criminal indictment, and that he intended to defraud his investors. United
States v. Petters, 08–CR364 (RHK/AJB), Tr. of 11/04/14 Hearing at 36, 38, 76 [Doc. No. 624]. This Court
denied Petters' § 2255 motion, describing it as an attempt “to pull off one final con.” Id., Order of 12/5/13
at 1 [Doc. No. 628].)

12 The February Notes totaled $146 million, and the May Notes were an additional $12 million, for a total
of $158 million. (February Notes, APP0002259–80; May Notes, APP0002179–85.) In addition, the Ritchie
Entities loaned $31 million to PCI in the March 2008 PlayStation deal. (Martens Aff. ¶ 8, APP0000634; PwC
Preliminary Analysis at 13–14, Ex. 295 to Martens Dep. [Doc. No. 38–4].) Thus, the Ritchie Entities loaned
Petters a total of $189 million. (Id.; Martens Aff. ¶ 6, APP0000634.)

13 As noted by the Bankruptcy Court, forensic accountants later calculated Petters Entities' contractual losses
alone at $3.5 billion. In re Polaroid, 472 B.R. at 39, n.29.

14 Appellants also included a quotation from Grede in their PowerPoint slides at oral argument before this Court.
(Ritchie's Oral Argument Materials of 9/11/13 at 34.)

15 As the Bankruptcy Court noted, Minn.Stat. § 513.44(a)(1), the state law corollary to the Bankruptcy Code's
fraudulent transfer provision, furnishes equal authority for the application of the Ponzi scheme presumption
to these facts. In re Polaroid, 472 B.R. at 55. As the state and federal statutes are so similar, the rulings in
this Order apply equally to the actual fraudulent transfer claim brought pursuant to state law.

End of Document © 2021 Thomson Reuters. No claim to original U.S. Government Works.
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Dkt. 96

ORDER DENYING CORRIDOR/SPB DEFENDANTS'
MOTION TO DISMISS COUNTS 1-42 OF

TRUSTEE'S FIRST AMENDED COMPLAINT

Robert J. Faris, United States Bankruptcy Judge

*1  The trustee alleges that the defendants received
fraudulent transfers, breached fiduciary duties, and
committed other actionable wrongs in connection with the
acquisition, financing, and operation of the debtor. The

Corridor/SPB defendants 1  move to dismiss counts 1-42 of

the trustee's First Amended Complaint (“FAC”) for failure
to state claims under rule 12(b)(6) and counts 1-4 for failure
to name an indispensable party under rule 7. Defendants

Rolloffs Hawaii, Inc. 2  and Charles E. Leonard 3  joined in the
motion. For the following reasons, the Motion is DENIED in
all respects.

A. Standard
When considering a rule 12(b)(6) motion, the court first
“accept[s] all factual allegations in the complaint as true and
construe[s] the pleadings in the light most favorable to the

nonmoving party.” 4  Second, it determines whether the facts
alleged are sufficient to show that the plaintiff has a plausible

claim for relief. 5

Determining whether a complaint states a plausible claim
for relief is “a context-specific task” requiring the court to

“draw on its judicial experience and common sense.” 6  “[T]he
determinative question is whether there is any set of ‘facts
that could be proved consistent with the allegations of the

complaint’ that would entitle the plaintiff to some relief.” 7

With respect to the legal elements of a claim, the court is not
bound to accept legal conclusions even when “couched as [ ]

factual allegation[s].” 8

B. Fraudulent Transfer Claims

1. Union Bank

a. Joinder of Union Bank is Not
Appropriate (Counts 1-4, 9-12, 25-28)

These counts allege that certain payments by the Debtor
on debts claimed by Union Bank are avoidable fraudulent
transfers. A transfer is not avoidable if the debtor received

“reasonably equivalent value” in exchange, 9  and the
satisfaction of a debt owed by the debtor constitutes

“value.” 10  The trustee claims that the Debtor did not receive
reasonably equivalent value because (among other reasons)

the Debtor's obligation to Union Bank was itself avoidable. 11

*2  The Corridor/SPB defendants argue that the obligee,
Union Bank, is the only proper defendant to the fraudulent
transfer counts. This argument incorrectly characterizes the
FAC. The Trustee does not seek any relief against Union
Bank. He argues that the debtor's obligations to Union Bank
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were avoidable solely as a means to establish that the debtor
did not receive value in return for the payments to Union
Bank, and in support of his claims for relief against the named
defendants.

The Corridor/SPB defendants allege that Union Bank is a
necessary party under rule 19(a)(1)(A) because complete
relief cannot be granted in its absence. To determine if a
party is necessary to the suit, the court must first determine
if complete relief is possible among those already parties

to the suit. 12  This inquiry is independent of whether relief

is available to the absent party. 13  Next, the court must
determine whether the absent party has a legally protected

interest in the suit. 14  This interest “must be more than a

financial stake” or “speculation about a future event.” 15  If
the court finds a legally protected interest, it must further
determine whether it will be impaired or impeded by the

suit. 16

Significantly, the Corridor/SPB defendants do not contend
that the first prong of this test is met; in other words, they
do not deny that complete relief is possible among the parties
who have already been joined. Instead, they focus on the
effect of nonjoinder on Union Bank.

The Corridor/SPB defendants allege that Union Bank may
suffer from some future liability as a result of its voided
obligations; but that is merely speculation and not enough to
allege a “legally protected interest.” Union Bank has already
received full satisfaction of the loan and no longer has a claim
against the Debtor. As such, it is not a necessary party.

The Corridor/SPB defendants contend that Union Bank
is indispensable under rule 19(b) because “parties who
may be affected by the determination of the action are

indispensable.” 17  In a typical case, the Trustee cannot void
a contractual obligation without naming all parties to the

contract. 18  Here, however, the Trustee seeks to avoid an
obligation only so he can recover payments on that obligation
that benefitted the defendants. He seeks no relief against
Union Bank, the obligee. The Trustee does not allege that
Union Bank itself acted in bad faith or failed to provide
reasonably equivalent value. Therefore, in this unusual case,
Union Bank is not an indispensable party.

The rule 19 inquiry is meant to be “a practical, fact-
specific one, designed to avoid the harsh results of rigid

application.” 19  Practicality and the facts of this case weigh
in the Trustee's favor. Rigid application of the Dawavendewa
rule and dismissal of this action would be precisely the harsh
result that Dawavendewa states the rule 19 inquiry is designed

to avoid. 20

b. Receipt of the Union Bank Proceeds

The defendants allege that the Trustee has plead contradictory
facts as to whether or not the Debtor received the full amount

of the funds from the $4.5 million Union Bank loan. 21  The
defendants' argument is without merit. The Trustee is entitled
to plead alternative versions of facts, as long as both meet the

plausibility standard set forth in Iqbal. 22

2. “Direct, Ascertainable, and Quantifiable” Benefits
Not Required

*3  Bankruptcy Code section 544(b)(1) enables the
bankruptcy trustee to avoid transactions that could be avoided
by an unsecured creditor under state law, such as the Hawaii

Uniform Fraudulent Transfers Act. 23  If the Trustee avoids a
transfer under section 544(b)(1), he can recover the property
transferred or its value from “the initial transferee of such
transfer or the entity for whose benefit such transfer was

made.” 24

The Corridor/SPB defendants seek to dismiss counts 1-8,
13-24, and 29-36 because the FAC fails to allege a
“direct, ascertainable, and quantifiable benefit” to the subject
defendants. But the New York bankruptcy case on which

they rely, In re Dreier, 25  is not the law of this circuit. The
applicable Ninth Circuit decision, Bullion Reserve, permits
recovery from anyone who was intended to benefit as a result

of the initial transfer from the debtor. 26

Because the Corridor/SPB defendants allegedly caused the
Debtor to make the transfers, they are “the entity for

whose benefit such transfer was made.” 27  This allegation is
sufficient under Ninth Circuit law.

3. Elements of Claims
The FAC states claims for both intentional fraudulent
transfers and constructive fraudulent transfers under Hawaii
law. In my ruling on the defendants' motion to dismiss the
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Trustee's original complaint, I determined that the Trustee had
adequately pled that the defendants possessed the requisite
fraudulent intent, but gave leave to amend the complaint to
identify each challenged transfer by date, amount, name of
transferor and transferee, and consideration, to the extent
known. The Trustee has alleged these details, where available,

with sufficient particularity to satisfy rule 9(b). 28

The remaining claims are for constructive fraudulent transfers
under Haw. Rev. Stat. §§ 651C-4(b) and 651C-5. Section
651C-4(b) requires that the debtor (A) was engaged or about
to engage in business for which its remaining assets were
unreasonably small, or (B) intended to incur or believe or
reasonably should have believed that it would incur debts
beyond its ability to pay as they came due. Section 651C-5
requires that either (A) the debtor was insolvent at the time or
became insolvent as a result of the transfer, or (B) the transfer
was made to an insider, the debtor was insolvent at the time,
and the insider had reasonable cause to believe that the debtor
was insolvent. Both sections require proof that the debtor
made a transfer or incurred an obligation without receiving
reasonably equivalent value in exchange.

*4  The Trustee has adequately alleged the requisite
elements of both statutes, i.e., that the Debtor's assets were
unreasonably small in relation to the business it planned to
engage in or that the Debtor believed that it would incur debts
beyond its ability to pay as they came due, and further that the
Debtor was insolvent at the time of the challenged transfers
or became insolvent as a result. The only remaining inquiry
is whether the Debtor received reasonably equivalent value in
exchange for the transfers it made and obligations it incurred.

a. “Collapsing the Transactions”

In counts 5 through 8, the Trustee challenges over $6 million
in payments allegedly made by the Debtor to Rolloffs Hawaii,
Inc. (“ROHI”) under the ROHI Asset Purchase Agreement
(“ROHI APA”) and another roughly $1 million in payments
allegedly made to ROHI's creditors, lien holders, and ROHI
itself (“2009 ROHI Payments”). Similarly, counts 21 through
24 seek to recover $752,448.96 paid to ROHI by the Debtor in
satisfaction of the ROHI Note (“ROHI Payoff”). The Debtor

was neither a borrower nor a guarantor on the ROHI Note, 29

and the terms of the ROHI and Maricopa Asset Contribution
Agreement clearly state that the ROHI assets were given to

the Debtor as a capital contribution. 30

Likewise, counts 25 through 28 seek to avoid the KNG
Guaranty as an actually and constructively fraudulent transfer.
TrashMasters acquired certain assets from KNG and incurred
debt to finance the acquisition. TrashMasters contributed the

KNG Assets to the Debtor as a capital contribution. 31  The
Debtor guaranteed TrashMasters' obligation to KNG.

A capital contribution does not create an antecedent debt for
purposes of a fraudulent transfer analysis under Hawaii law
because “the return of a capital contribution to or for the
benefit of an investor is not the same as the repayment of

indebtedness to a creditor.” 32

The Corridor/SPB defendants contend that the court should
disregard the manner in which they chose to document these
transactions. They claim that the Debtor's payments and the
KNG Guaranty were components of larger transactions which
included TrashMasters' simultaneous contribution of assets
to the Debtor. According to the Corridor/SPB defendants,
when the entirety of the transactions is considered, the Debtor
received reasonably equivalent value.

The Corridor/SPB defendants rely on Northern Merchandise,
where the debtor company granted a security interest to a
lender to secure a $150,000 loan made not to the debtor,

but to its shareholders. 33  However, because the shareholders
borrowed the money on behalf of the debtor and immediately
deposited the proceeds of the loan into the Debtor's account,
the court found that the Debtor's grant of a $150,000 security
interest to secure its shareholders' indebtedness on a $150,000
loan “resulted in no net loss to Debtor's estate nor the

funds available to the unsecured creditors.” 34  But Northern
Merchandise is different from this case in two important
respects.

First, in this case, the defendants expressly agreed that the
debtor would receive the assets as a capital contribution.
Holding the debtor effectively liable for the acquisition
debt thus would explicitly contradict the parties' agreement.
In Northern Merchandise, the debtor did not expressly
assume the debt, but the parties had no agreement that was
inconsistent with that result.

*5  Second, the Northern Merchandise court stated that
the value of the benefit received by the debtor must
“approximate[ ] the value of the property or obligation he

has given up.” 35  While it is obvious that exchanging a
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$150,000 security interest for a $150,000 loan results in no
loss to the estate or creditors, the same is not necessarily
true of the ROHI Payments and KNG Guaranty that the
Trustee challenges. In this case, there are factual disputes
about what the ROHI Assets and KNG Assets were actually
worth; the Trustee suggests that the Corridor/SPB defendants
deliberately structured the transaction so that the Debtor
overpaid for the assets. As the value of the ROHI and
KNG Assets is a question of fact, disposition would be
inappropriate on a motion to dismiss, even if I applied the
collapsing doctrine.

b. Transfer Not of Debtor's Property

Counts 21 through 24 allege that the ROHI Payoff was a
fraudulent transfer. The ROHI Payoff was made with the
proceeds of the 2012 Convergent Loan, under which both
the Debtor and TrashMasters were borrowers. The Corridor/
SPB defendants argue that the transfer cannot be avoided
as fraudulent because the ROHI Payoff was made with loan
proceeds that were not the Debtor's property.

In response, the Trustee alleges that the proceeds of the loan
“were in fact deposited into the Debtor's bank account,” that
the Debtor had exclusive dominion of the 2012 Convergent
Loan proceeds, and that they were therefore property of the

Debtor. 36  These allegations are plausible and sufficient to
forestall dismissal of these claims.

c. Earmarking

Counts 29 through 32 claim that the Debtor's payment to KNG
of about $1.5 million to satisfy the KNG Note (the “KNG
Payoff”) was an actually or constructively fraudulent transfer.
In response, the Corridor/SPB defendants argue that the KNG
Payoff had no net effect on the Debtor's balance sheet because
of the earmarking doctrine; therefore, the payment was not a
transfer involving the debtor's property and was not subject
to avoidance.

“Generally, property belongs to the debtor for purposes of
§ 547 if its transfer will deprive the bankruptcy estate of
something which would otherwise be used to satisfy the

claims of creditors.” 37  But if the debtor transfers money that
was lent to the debtor for the specific purpose of paying a
particular creditor, the earmarking doctrine provides that the

money is not property of the debtor for purposes of section
547. “[T]he ‘earmarking doctrine[ ]’ is justified by the fact
that in such a case the funds neither are controlled by, nor

belong to, the debtor.” 38  “The money never becomes part of
the debtor's assets; rather, the transaction merely substitutes
one creditor for another without diminishing the value of the

bankruptcy estate.” 39

The Corridor/SPB defendants argue that the KNG Payoff
was made with funds obtained in 2012, when the Debtor
refinanced its existing loans through American Savings
Bank (“ASB”). Specifically, because the 2012 ASB Credit
Agreement required proceeds of the loan to be used to pay
the Debtor's existing loan facilities, the defendants contend

that the funds were earmarked for payoff of the KNG Note. 40

According to the defendants, ASB merely stepped “into the

shoes of an old creditor” 41  when the Debtor used the ASB
loan proceeds to pay off the KNG Note.

*6  However, this argument ignores that the KNG Payoff
was made on the KNG Note, a debt which, the Trustee argues
in counts 25 through 28, the Debtor should not have owed.
If true, this would mean that the KNG Payoff transaction
resulted in diminution of the estate because it was not made

on a valid antecedent debt. 42  To use the Heitkamp court's
analogy, ASB stepped into shoes of a party to whom, the
Trustee alleges, the Debtor never should have owed money in
the first place. In that event, every payment the Debtor made
to ASB diminished the funds available to the Debtor's other
creditors.

C. Fiduciary Duties and Related Claims

1. Breaches of Fiduciary Duties (Counts 36-38)
The Trustee asserts that various defendants owed the Debtor
fiduciary duties due to their control over the Debtor, and
that the fraudulent transfers and conveyances alleged above
constitute breaches of those duties.

“To claim breach of fiduciary duty, a plaintiff must show
that a fiduciary relationship existed between the parties, the
defendant breached a fiduciary duty to the plaintiff, and the

breach proximately caused injury to the plaintiff.” 43  “The
existence and extent of an agent's duties to the principal

are determined by the terms of the parties' agreement.” 44

Fiduciary duties in LLCs are primarily governed by the

limited liability company agreement. 45  Under the law of
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Hawaii LLCs, the fiduciary duties of LLC members are

strictly limited. 46

The Corridor/SPB defendants argue that the FAC does not
allege specific conduct or facts regarding control or diversion
of funds as would give rise to fiduciary duties. I disagree.
The Trustee has adequately and plausibly alleged that the
Corridor/SPB defendants had sufficient control over the
Debtor to force it to make transfers on various loans and
obligations, including one loan to which it was not a party.
These allegations, in addition to the other allegations of
control in the FAC, state a plausible claim that the Corridor/
SPB defendants had sufficient control and domination of the
Debtor to give rise to fiduciary duties.

2. Civil Conspiracy to Breach Fiduciary Duties (Count
39)

The Corridor/SPB defendants argue that the claim for
conspiracy to breach fiduciary duties must fail because it
requires a showing that the alleged co-conspirators also owed
fiduciary duties, and the FAC does not contain facts showing
how the Corridor/SPB defendants engaged in conduct that
would give rise to fiduciary duties to the Debtor.

*7  Because I have determined that the FAC's allegations
state a plausible claim that the Corridor/SPB defendants owed
fiduciary duties to the Debtor based on their control over its
operations, the motion to dismiss count 39 is denied.

3. Conspiracy to Commit Fraudulent Transfers
(Counts 34-35)

The Trustee alleges that a conspiracy or agreement existed
between various defendants to cause the Debtor to make the
fraudulent transfers set forth in the FAC. Counts 34 and 35 are
claims for damages based on the Corridor/SPB defendants'
alleged breaches of a duty to manage the Debtor's assets

properly. 47  The Corridor/SPB defendants seek to dismiss
this claim, arguing that the FAC does not allege that any
Corridor/SPB defendants “caused” the Debtor to make the
alleged fraudulent transfers, and that the FAC contains no
facts demonstrating that any Defendant owed any duties to
the Debtor or engaged in conduct that would establish such
duties.

Because I am not dismissing the Trustee's claims for breach of
fiduciary duties, I will not dismiss the counts for conspiracy
to commit fraudulent transfers. Though the Corridor/SPB

defendants argue that the Trustee still has not alleged facts
with sufficient specificity, the particulars of such a transaction
are difficult to uncover for one who was not in the room when
it took place. For purposes of the present motion to dismiss,
the Trustee has alleged sufficient facts to state a plausible
claim that the Corridor/SPB defendants caused the Debtor to
make the challenged transfers and conveyances.

4. Aiding and Abetting Breach of Fiduciary Duty
(Count 40)

“A claim for aiding and abetting a breach of fiduciary duty
requires: (1) a breach by a fiduciary of obligations to another,
(2) that the defendant knowingly induced or participated in
the breach, and (3) that plaintiff suffered damage as a result

of the breach.” 48  Here, the Trustee has alleged breaches
of several fiduciary duties to the Debtor, that the Corridor/
SPB defendants knowingly induced or participated in the
breach, and that the Debtor suffered damages as a result.
These allegations are sufficient and plausible.

D. Piercing the Corporate Veil

1. Alter Ego (Count 41)
Count 41 claims that certain of the Corridor/SPB defendants
are alter egos of one another and are therefore jointly
and severally liable for each other's wrongs. The alter
ego doctrine “furnishes a means for a complainant to
reach a second corporation or individual upon a cause of
action that otherwise would have existed only against the

first corporation.” 49  “When a corporation is merely the
instrumentality or business conduit of another corporation or

person, the corporate form may be disregarded.” 50

Claims of alter ego, or “piercing the corporate veil,” come
in two varieties. Alter ego claims are usually used to hold
a parent corporation responsible for the misconduct of its

subsidiary. 51  Holding a subsidiary liable for the parent's

wrongs is sometimes called “reverse piercing.” 52

*8  On the first motion to dismiss, I dismissed the Trustee's
alter ego claim with leave to amend the complaint to eliminate

any reverse piercing claims. 53  I predicted that the Hawaii
Supreme Court would not adopt the theory of reverse veil

piercing. 54
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In their second motion to dismiss, the Corridor/SPB
defendants mount two attacks on the alter ego claims.

First, they argue that the Trustee's alter ego claims still seek

reverse veil piercing. 55  The trustee denies that the FAC
makes such claims, and I will construe the FAC in that
manner. Fairly read, the FAC alleges that liability should flow
“up” the chain of ownership and control, making controlling
entities liable for the entities they controlled, and not in the
reverse direction.

Second, the Corridor/SPB defendants argue that the trustee
must allege facts supporting the alter ego claims at all layers
of the parent's corporate group, such as evidence that the
Corridor or SPB Entities disregarded proper formalities,
siphoned assets from one another, or otherwise did not
maintain separateness. With regard to the individual officers
and directors of the entities, the defendants also argue that
the Trustee must allege particularized facts showing that the
individuals owned or controlled the entities.

As this is a motion to dismiss, I will accept all factual
allegations in the complaint as true and construe the pleadings
in the light most favorable to the Trustee before determining

whether he has made a plausible claim for relief. 56  Here,
the Trustee's allegations describe the structure, ownership,
and relationships of the Corridor/SPB defendants with more
than sufficient detail to meet the requirements of the rules
and to allow the defendants to formulate an answer. The
application of the alter ego and veil piercing doctrines is a

factual endeavor 57  that a court generally should not decide

on the pleadings. 58  I will deny the motion to dismiss count
41.

2. Single Enterprise (Count 42)
“[U]nder the single-enterprise rule, liability can be found

between sister companies.” 59  Where it is imposed, “the
court, for sufficient reason, has determined that though there

are two or more personalities, there is but one enterprise; and
that this enterprise has been so handled that it should respond,
as a whole, for the debts of certain component elements of

it.” 60  Courts search for “such unity of interest and ownership
that the separateness of the two corporations [has] in effect
ceased and an adherence to the fiction of a separate existence

of the two corporations would ... promote injustice[.]” 61

*9  The Corridor/SPB defendants assert that Hawaii has not
adopted the single enterprise doctrine, and “it is far from

universally accepted.” 62  The first part of this statement is
true, but it is also true that our supreme court has never
disapproved of the single enterprise theory. The second part
of the statement may be literally true, but it is unpersuasive.
The doctrine has been recognized by the United States

Supreme Court 63  and California courts in various cases. 64

The cases cited by the Corridor/SPB defendants are less
convincing than their briefs make them appear. One of the
cited cases dismissed an alter ego claim for failure to plead
facts sufficient to allege that the parties were “a single

economic entity.” 65  The court did not reject the single
business enterprise doctrine. Though the other case that the
Corridor/SPB defendants cite outright rejected the single
business enterprise theory, it did so based on Texas statutory

law. 66

Based on its acceptance of the alter ego doctrine and
its general predilection to make remedies available for
wrongdoing, I am reasonably certain that the Hawaii Supreme
Court would accept the single enterprise doctrine. Therefore,
I will not dismiss count 42.

SO ORDERED.

All Citations

Slip Copy, 2020 WL 2844357

Footnotes

1 TrashMastersLLC; Corridor Capital, LLC, Corridor Capital, LLC; Corridor Capital Advisors, LLC; Corridor
TrashMasters, L.P.; SPB Management, LLC; SPB Waste, LLC; SPB Capital GP, LLC; SPB Capital Partners,
L.P.; SPB Partners, LLC, Craig Enenstein; L. Geoffrey Greulich; Edward A. Monnier; Jessamyn Davis; Ari
D. Bass; Scott R. Bulloch; and Kenneth M. Pressberg.
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5 Id. (citing Ashcroft v. Iqbal, 556 U.S. 662 (2009)).
6 Id. (quoting Iqbal, 556 U.S. at 679).
7 Id. (citing Swierkiewicz v. Sorema N.A., 534 U.S. 506, 514 (2002)).
8 Id. (citing Papasan v. Allain, 478 U.S. 265, 286 (1986)).
9 Haw. Rev. Stat. § 651C-8(a) (“A transfer or obligation is not voidable ... against a person who took in good

faith and for a reasonably equivalent value[.]”); Haw. Rev. Stat. § 651C-4(a)(2); Haw. Rev. Stat. § 651C-5.
10 Haw. Rev. Stat. § 651C-3(a).
11 Haw. Rev. Stat. § 651C-4(a)(2) (describing when “[a] transfer made or obligation incurred by a debtor is

fraudulent[.]”) (emphasis added); Haw. Rev. Stat. § 651C-5(a); Haw. Rev. Stat. § 651C-7(a)(1) (“Avoidance
of the transfer or obligation” is available as “relief against a transfer or obligation under this chapter[.]”).

12 Makah Indian Tribe v. Verity, 910 F.2d 555, 558 (9th Cir. 1990).
13 Id.
14 Id.
15 Id.
16 Id.
17 Lomayaktewa v. Hathaway, 520 F.2d 1324, 1325 (9th Cir. 1975).
18 Dawavendewa v. Salt River Project Agr. Imp. and Power Dist., 276 F.3d 1150, 1157 (9th Cir. 2002)

(“[A] party to a contract is necessary, and if not susceptible to joinder, indispensable to litigation seeking to
decimate that contract.”).

19 Id. at 1155 (citing Makah Indian Tribe v. Verity, 910 F.2d 555, 558 (9th Cir. 1990)).
20 See 276 F.3d at 1157.
21 See dkt. 96 at 22-23.
22 Ashcroft v. Iqbal, 556 U.S. 662 (2009); Fed. R. Civ. P. 8(d)(2).
23 11 U.S.C. § 544(b)(1).
24 11 U.S.C. § 550(a)(1) (emphasis added).
25 Gowan v. Novator Credit Management (In re Dreier LLP), 452 B.R. 467 (Bankr. S.D.N.Y. 2011).
26 See Danning v. Miller (In Bullion Reserve of North America), 922 F.2d 544, 547 (9th Cir. 1991).
27 Henry v. Official Committee of Unsecured Creditors (In re Walldesign, Inc.), 872 F.3d 954, 964 (9th Cir. 2017)

(“The party who forces a debtor to make a transfer is almost always ‘the entity for whose benefit such transfer

was made,’ and thus is generally always subject to strict liability.”) (quoting General Electric Capital Auto
Lease, Inc. v. Broach (In re Lucas Dallas, Inc.), 185 B.R. 801, 809-10 (B.A.P. 9th Cir. 1995)).

28 Fed. R. Civ. P. 9(b) (“In all averments of fraud ..., the circumstances constituting fraud ... shall be stated
with particularity.”).

29 Dkt. 71, Exh. 19; see dkt. 96 at 35 n.60 (“TrashMasters (not the Debtor) was the obligee on the ROHI Note[.]”).
30 Dkt. 71, Exh. 31.
31 Dkt. 71, Exh. 35.
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32 Schmidt v. HSC, Inc., 358 P.3d 727, 737 (Haw. App. 2015). Although Schmidt considered limited partner
distributions rather than capital contributions, the same concept is applicable to corporations and LLCs. See
id. at 738-39.

33 Frontier Bank v. Brown (In re N. Merch, Inc.), 371 F.3d 1056, 1057-58 (9th Cir. 2004).
34 Id. at 1059.
35 Id. (quoting Rubin v. Manufacturers Hanover Tr. Co., 661 F.2d 979, 991-92 (2d Cir. 1981)).
36 Dkt. 129 at 48-49. See Universal Serv. Admin. Co. v. Post-Confirmation Comm. of Unsecured Creditors (In

re Incomnet, Inc.), 463 F.3d 1064, 1071 (9th Cir. 2006) (“The dominion test focuses on whether the recipient
of funds has legal title to them and the ability to use them as he sees fit.”).

37 Danning v. Bozek (In re Bullion Reserve of N. Am.), 836 F.2d 1214, 1217 (9th Cir. 1988).
38 Hansen v. MacDonald Meat Co. (In re Kemp Pac. Fisheries, Inc.), 16 F.3d 313, 316 (9th Cir. 1994) (citing

Grubb v. Gen. Contract Purchase Corp., 94 F.2d 70, 72–73 (2d Cir. 1938)).
39 Id.
40 The Debtor also used the 2012 ASB proceeds to refinance its credit facility obligations to Union Bank. Dkt.

71 at ¶¶ 265-68.
41 Kaler v. Community First Nat'l Bank (In re Heitkamp), 137 F.3d 1087, 1089 (8th Cir. 1998).
42 Adams v. Anderson (In re Superior Stamp & Coin Co.), 223 F.3d 1004, 1008 (9th Cir. 2000) (“[T]he

earmarking doctrine requires: ‘(1) the existence of an agreement between the new lender and the debtor that
the new funds will be used to pay a specified antecedent debt; (2) performance of that agreement according
to its terms; (3) the transaction viewed as a whole ... does not result in any diminution of the estate.’ ”) (quoting

McCuskey v. Nat'l Bank of Waterloo (In re Bohlen Enterprises, Ltd.), 859 F.2d 561, 566 (8th Cir. 1988)).
43 Molokai Servs. Inc. v. Hodgins, No. CAAP-15-0000464, 414 P.3d 202, 2018 WL 1083050, at *7 (Haw.

App. Feb. 28, 2018) (internal citations omitted), cert. granted sub nom. Molokai Serv.'s Inc. v. Hodgins, No.
SCWC-15-000464, 2018 WL 3974568 (Haw. Aug. 20, 2018), and cert. dismissed sub nom. Molokai Servs.'s
Inc. v. Hodgins, No. SCWC-15-0000464, 2018 WL 6825142 (Haw. Dec. 28, 2018).

44 Kaiser v. First Hawaiian Bank, 30 F. Supp. 2d 1255, 1265-66 (D. Haw. 1997).
45 See Beskrone v. OpenGate Capital Group (In re Pennysaver USA Publ'g, LLC), 587 B.R. 445, 464 (Bankr.

D. Del. 2018).
46 Haw. Rev. Stat. § 428-409(a-c).
47 Dkt. 63 at 17.
48 Molokai Servs., 2018 WL 1083050, at *9.
49 Robert's Hawaii Sch. Bus, Inc. v. Laupahoehoe Transp. Co., 91 Haw. 224, 241(1999).
50 Id.
51 1 FLETCHER CYC. CORP. § 43.
52 See Suzuki v. Castle & Cooke Resorts, 239 P.3d 1280, 1283 (Haw. App. 2010).
53 Dkt. 63 at 20-22.
54 Id. at 21; Estate of Daily v. Title Guar. Escrow Serv., Inc., 178 B.R. 837, 844 (D. Haw. 1995), aff'd sub

nom. Estate of Daily v. Lilipuna Assocs., No. 95-16370, 81 F.3d 167 (9th Cir. Apr. 4, 1996); Kauai Scuba
Ctr., Inc. v. Lexington Ins. Co., No. CIV 11-00573 BMK, 2012 WL 527845, at *2 (D. Haw. Feb. 16, 2012).

55 Dkt. 96 at 55 (“The allegations seek to reverse pierce by making alleged controlled entities alter egos of
alleged controlling entities.)”

56 In re Bello, 2013 Bankr. LEXIS 4641, at *8.
57 Television Events & Mktg, Inc. v. AMCON Distrib. Co., 484 F. Supp. 2d 1124, 1143 (D. Haw. 2006).
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58 Id. at 1142 (quoting Robert's Hawaii, 982 P.2d at 868) (denying defendants' motion for summary judgment
on plaintiff's alter ego claim).

59 Las Palmas Assocs. v. Las Palmas Ctr Assocs., 235 Cal. App. 3d 1220, 1250 (1991).
60 Id.
61 Id. (quoting Pan Pacific Sash & Door Co. v. Greendale Park, Inc., 166 Cal. App. 2d 652, 658-59 (1958)).
62 Dkt. 96 at 58.
63 N.L.R.B. v. Deena Artware, Inc., 361 U.S. 398, 402-03 (1960).
64 See, e.g., Las Palmas Associates, 235 Cal. App. 3d at 1250; Argyle Online LLC v. Nielson (In re GGW

Brands, LLC), 504 B.R. 577 (Bankr. C.D. Cal. 2013).
65 Goodman v. H.I.G. Capital, LLC (In re Gulf Fleet Holdings, Inc.), 491 B.R. 747, 789 (Bankr. W.D. La. 2013)

(applying Delaware law); id. at 783-86.
66 SSP Partners v. Gladstrong Investments (USA) Corp., 275 S.W.3d 444, 456 (Tex. 2008) (“The single

business enterprise liability theory is fundamentally inconsistent with the approach taken by the Legislature
in article 2.21 [of the Texas Business Corporation Act].”).

End of Document © 2021 Thomson Reuters. No claim to original U.S. Government Works.
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United States District Court,
W.D. Texas, Austin Division.

ROYALTY CLEARINGHOUSE, LTD. Plaintiff,
v.

CTS PROPERTIES, LTD., CTS
Management, LLC, Scott Y. Wood, Tana

R. Wood, and PLS, Inc., Defendants.

1:16-CV-1342-LY
|

Signed 07/31/2018

Attorneys and Law Firms

Jan Michal Zapendowski, Pro Hac Vice, Mazin A. Sbaiti,
Sbaiti & Company PLLC, L. Kirstine Rogers, Ronald Dean
Gresham, Steckler Gresham Cochran, Andrew B. Ryan,
Robert Giglio, Ryan Law Partners LLP, Dallas, TX, for
Plaintiff.

Charles R. Gibbs, Marty L. Brimmage, Jr., Michelle A. Reed,
Akin Gump Strauss Hauer & Feld LLP, Dallas, TX, for
Defendants.

REPORT AND RECOMMENDATION OF
THE UNITED STATES MAGISTRATE JUDGE

TO THE HONORABLE LEE YEAKEL UNITED STATES
DISTRICT JUDGE:

MARK LANE, UNITED STATES MAGISTRATE JUDGE

*1  Before the court are Defendants CTS Management,
LLC, CTS Properties, Ltd., and Scott Y. Wood's Motion to
Dismiss (Dkt. #61); Defendant Tana R. Wood's Motion to
Dismiss (Dkt. #73) and Second Motion to Dismiss (Dkt.
#90), Defendant PLS, Inc.’s Motion to Dismiss (Dkt. #83),

and related pleadings. 1  Oral arguments were heard from
the parties on Dkt. #61 and #73 on March 28, 2018; Dkt.
#73, #83, and #90 were filed after the March 28 hearing
and the undersigned concluded a hearing on those motions
was unnecessary. After reviewing the pleadings, the relevant
case law, as well as the entire case file, and considering the
arguments made at the hearing, the undersigned issues the
following Report and Recommendation to the District Court.

I. BACKGROUND
This case arises out of alleged financial fraud. In short,
Plaintiff Royalty Clearinghouse, Ltd. (“RCH”) alleges that
Defendant Scott Y. Wood (“Mr. Wood”) orchestrated a
complex scheme to defraud RCH into purchasing certain
mineral assets (the “Royalty Interests”). RCH, a Texas limited
partnership and a successor-in-interest to RCPTX, Ltd.,
purchases oil and gas interests. Mr. Wood owns several
entities, including Defendant CTS Properties, Ltd. (“CTS”),
a limited partnership, and ERG Resources LLC (“ERG”).
Defendant CTS Management, LLC (“CTS Management”) is
the general partner of CTS. At times relevant to this lawsuit,
Mr. Wood co-owned these companies with his now former
wife, Defendant Tana R. Wood (“Ms. Wood”). Defendant
PLS, Inc. (“PLS”) served as the oil and gas broker to market
the Royalty Interests.

The undersigned previously issued a Report and
Recommendation on the CTS Defendants and Ms. Wood's
Motions to Dismiss RCH's Original Complaint, Dkt. #12 and
#13, recommending that the District Court grant the Motions
as to RCH's money had and received claims and deny the CTS
Defendants’ Motion as to the remaining claims. Dkt. #27.
The District Court adopted that Report and Recommendation
and dismissed RCH's money had and received claims without
prejudice, with leave to amend. Dkt. #29. As a result,
no claims remained live against Ms. Wood and she was
terminated as a party on CM/ECF. RCH filed its Amended
Complaint on November 3, 2017, asserting claims against all
the original defendants, including Ms. Wood, and adding PLS
as a defendant. Dkt. #47. The Clerk of Court issued a Notice
of Correction, noting that the Amended Complaint lacked a
Certificate of Service and noting that “[a]ny future amended
complaint that adds a new case party must be traditionally
filed rather than electronically.”

The factual allegations in the Amended Complaint are
virtually identical to those in the Original Complaint and
thus have already been considered in great detail in the
undersigned's previous Report and Recommendation. See
generally Dkt. #27. The key factual difference is that PLS
is now named as the oil and gas broker engaged by Mr.
Wood to market the Royalty Interests. See generally Dkt.
#61-1 (CTS Defendants’ redline comparison of Original and
Amended Complaint). The Amended Complaint adds new
claims for actual and constructive fraudulent transfer against
Mr. Wood and Ms. Wood, as well as for actual fraudulent
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transfer against PLS, in place of RCH's earlier money had and
received claims.

*2  Relevant here as to the fraudulent transfer claims against
Mr. Wood and Ms. Wood are two transfers, referred to by
RCH as the “Initial Divorce Transfer” and the “Subsequent
Divorce Transfer.” See Dkt. #47, ¶¶ 234-280. According
to the Amended Complaint, RCH and CTS entered into a
Purchase Agreement on January 20, 2014, under which RCH
agreed to purchase the Royalty Interests from CTS for $17.5
million. Dkt. #47, ¶ ¶ 101-104. Briefly, RCH alleges that
it was defrauded by the Purchase Agreement due to the
misrepresented, encumbered nature of the Royalty Interests
and that it had a claim (for TUFTA purposes) against the CTS
Defendants immediately upon consummation of the purchase,
though it did not suspect the alleged fraud until October 2015.
Id. ¶ 198.

Shortly after the Purchase Agreement was entered, RCH
alleges that CTS transferred at least $15 million of the
$17.5 million purchase price to Mr. Wood, around January
21-29, 2014 (the “Initial Divorce Transfer”). Id. ¶ 240. Then,
according to RCH, on February 6, 2014, Mr. Wood transferred
the same $15 million to Ms. Wood as a part of their divorce
settlement (the “Subsequent Divorce Transfer”). Id. RCH
alleges that these transfers were made with the actual intent
to hinder, delay, or defraud RCH, and that the circumstances
surrounding the transfers “reveal at least seven of the eleven
badges of fraud,” including that the transfers were made to
insiders (Mr. Wood and Ms. Wood, who were married as
well as business partners until their divorce became final on
February 6, 2018); that CTS had been sued or threatened
with suit before the Initial Divorce Transfer (via a threatened
foreclosure action against ERG), that the Initial Divorce
Transfer constituted substantially all of CTS's assets; and
that the value of the consideration received by CTS or Mr.
Wood was not reasonably equivalent to the $15 million in
respective transfers to Mr. Wood or Ms. Wood. Id. ¶¶ 244-255.
Further, RCH alleges that these facts also support a claim
for constructive fraudulent transfer, arguing that CTS was
insolvent at the time of the Initial Divorce Transfer due to
its indebtedness to RCH for the fraudulent Royalty Interests
transaction, that Mr. Wood was insolvent upon the Subsequent
Divorce Transfer of the $15 million to Ms. Wood, and that
no value or reasonably equivalent value was exchanged for
either transfer. Id. ¶¶ 266-280.

As to PLS, RCH alleges that of the $17.5 million paid
by RCH to CTS for the Royalty Interests, approximately

$350,000 was transferred to PLS around the time of the
Initial Divorce Transfer and Subsequent Divorce Transfer (the
“PLS Transfer”). Citing “at least six badges of fraud,” RCH
argues that the PLS Transfer was made with actual intent
to hinder, delay, or defraud RCH. Id. ¶¶ 281-296. Citing a
close personal relationship between Mr. Wood and PLS, RCH
argues that CTS was insolvent when the PLS Transfer was
made, PLS did not give reasonably equivalent value for the
money it received because the broker has no right to be paid
a commission or service fees for the allegedly fraudulent sale
of the Royalty Interests, CTS and Mr. Wood absconded with
the money after the transfer, PLS knew or should have known
about Mr. Wood's divorce proceeding and settlement, PLS
knew or should have known Mr. Wood and his related entities
were insolvent due to the “looming” foreclosure action, and,
relatedly, that PLS knew or should have known that between
the divorce settlement and the PLS transfer, CTS was paying
out all or substantially all of its assets. Id.

This Report and Recommendation addresses all pending
Motions to Dismiss brought by the CTS Defendants, Ms.
Wood, and PLS in two groups, below. First, the undersigned
addresses Ms. Wood's arguments as to improper and untimely
service. Next, the undersigned addresses the Defendants’
substantive arguments as to the fraudulent transfer claims.

II. MS. WOOD'S MOTIONS REGARDING
INADEQUATE AND UNTIMELY SERVICE

*3  In her Motion to Dismiss the Amended Complaint (Dkt.
#73), Ms. Wood argues that RCH's claims against Ms. Wood
urged in its Amended Complaint should be dismissed because

RCH failed to timely or properly serve her with process. 2  In
her Second Motion to Dismiss the Amended Complaint (Dkt
#90), she argues that she was not properly served within the
applicable statute of limitations and that RCH has not shown
and cannot show good cause for its failure to timely serve her.

Rule 4(m) provides that if a defendant is not served within 90
days after the complaint is filed, the court—on motion or on
its own after notice to the plaintiff—must dismiss the action
without prejudice against that defendant or order that service
be made within a specified time. But if the plaintiff shows
good cause for the failure, the court must extend the time for
service for an appropriate period. Id. Further, “[e]ven if the
plaintiff lacks good cause, the court has discretion to extend

the time for service.” Thrasher v. City of Amarillo, 709

F.3d 509, 511 (5th Cir. 2013)(citing Millan v. USAA Gen.
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Indem. Co., 546 F.3d 321, 325 (5th Cir. 2008). A discretionary
extension may be warranted where the applicable statute of
limitations would bar the refiled action or where the defendant
is evading service or conceals a defect in attempted service.

Millan, 546 F.3d at 325 (quoting FED. R. CIV. P. 4(m)
Advisory Committee Notes (1993) ).

Here, Ms. Wood was timely served with RCH's Original
Complaint. See Dkt. #4, Dkt. #75 at 4, Dkt. #12. When Ms.
Wood's earliest Motion to Dismiss (Dkt. #12) was granted
and RCH's claims against her were dismissed, Ms. Wood was
terminated as a party on CM/ECF. As a result, Ms. Wood
did not receive notification via CM/ECF when RCH filed
its Amended Complaint on November 3, 2017. The Clerk of
Court issued a Notice of Correction, noting that the Amended
Complaint lacked a Certificate of Service and noting that
“[a]ny future amended complaint that adds a new case party
must be traditionally filed rather than electronically.”

Upon its eventual recognition that Ms. Wood had not received
notice via CM/ECF, RCH requested issuance of summons
on January 12, 2018 and attempted to serve Ms. Wood at
home at her Houston address on January 26, January 29, and
January 31, 2018. See Dkt. #72 at 3. On February 3, 2018,
RCH's process server served a woman who appeared to be
about 40 years old and represented herself to be Ms. Wood

at Ms. Wood's Houston address. 3  Id. The process server
signed his Affidavit of Service on February 12, 2018, and the
document was filed on February 23, 2018. Id. In the interim,
on February 16, 2018, counsel for RCH emailed Ms. Wood's
counsel asking Ms. Wood to waive service but without
complying with the other requirements of Rule 4(d). Dkt.
#76 at 1 n.1. Ms. Wood's counsel responded, noting the 90-
day delay and asked counsel to reconsider on the merits Ms.
Wood's presence in this case. Id. RCH's counsel responded
by withdrawing the request to waive service believing RCH's
process server had properly served Ms. Wood on February
3, 2018. Id. Ms. Wood filed her Motion to Dismiss (Dkt.
#73) arguing in part that she had not been properly served on
February 26, 2018, and in response, counsel for RCH mailed
a copy of the Amended Complaint to Ms. Wood.

*4  Even if neither the mailing of the Amended Complaint
by RCH's counsel nor RCH's process server's delivery to Ms.
Wood's housekeeper constitutes proper service, an effective
extension of the time for service is appropriate here. The
parties agree that Ms. Wood was properly served on March
29, 2018 via Ms. Wood's executed waiver of service after the
undersigned directed RCH to effect proper service as soon as

possible at the March 28 hearing. Further, at the March 28
hearing, counsel for Ms. Wood represented that Ms. Wood
was on notice of the Amended Complaint and articulated only
one possible prejudice due to the delay in service: Ms. Wood
was not a part of the conversation in choosing a mediator for
then-upcoming mediation. The parties agreed at the March
28 hearing that this potential harm could be assuaged by
continued conversation among all parties about mediation and
the proper mediator. While the undersigned is sympathetic to
Ms. Wood's frustration concerning RCH's failure to carefully
comply with the Federal or Texas Rules of Civil Procedure,
simply put, Ms. Wood has now been properly served with
the Amended Complaint. These facts do not rise to the
level of a “clear record of delay or contumacious conduct”
characterized by “stubborn resistance to authority” that the
Fifth Circuit has held to warrant dismissal with prejudice

due to delay in effecting service. See Millan, 546 F.3d at
325-26. Accordingly, the undersigned recommends denying
Ms. Wood's Motions (Dkt. #73 and #90) as to her service
arguments.

III. THE 12(B)(6) MOTIONS TO DISMISS

A. Standard of Review

When evaluating a motion to dismiss for failure to state a
claim under Rule 12(b)(6) the complaint must be liberally
construed in favor of the plaintiff and all facts pleaded

therein must be taken as true. Leatherman v. Tarrant Cnty.
Narcotics Intelligence & Coordination Unit, 507 U.S. 163,

164 (1993); Baker v. Putnal, 75 F.3d 190, 196 (5th Cir.
1996). Although Federal Rule of Civil Procedure 8 mandates
only that a pleading contain a “short and plain statement of
the claim showing that the pleader is entitled to relief,” this
standard demands more than unadorned accusations, “labels
and conclusions,” “a formulaic recitation of the elements of
a cause of action,” or “naked assertion[s]” devoid of “further

factual enhancement.” Bell Atl. v. Twombly, 550 U.S. 544,
555-57 (2007). Rather, a complaint must contain sufficient
factual matter, accepted as true, to “state a claim to relief

that is plausible on its face.” Id. at 570. The Supreme
Court has made clear this plausibility standard is not simply a
“probability requirement,” but imposes a standard higher than
“a sheer possibility that a defendant has acted unlawfully.”

Ashcroft v. Iqbal, 556 U.S. 662, 678 (2009). The standard
is properly guided by “[t]wo working principles.” Id. First,
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although “a court must ‘accept as true all of the allegations
contained in a complaint,’ that tenet is inapplicable to legal
conclusions” and “[t]hreadbare recitals of the elements of a
cause of action, supported by mere conclusory statements, do

not suffice.” Id. at 678. Second, “[d]etermining whether
a complaint states a plausible claim for relief will ... be
a context-specific task that requires the reviewing court to

draw on its judicial experience and common sense.” Id.
at 679. Thus, in considering a motion to dismiss, the court
must initially identify pleadings that are no more than legal
conclusions not entitled to the assumption of truth, then
assume the veracity of well-pleaded factual allegations and
determine whether those allegations plausibly give rise to an
entitlement to relief. If not, “the complaint has alleged–but
it has not ‘show[n]’–‘that the pleader is entitled to relief.’ ”

Id. at 679 (quoting FED. R. CIV. P. 8(a)(2) ).

To the extent a complaint alleges claims sounding in

fraud, Federal Rule of Civil Procedure 9(b) requires that
plaintiffs go a step beyond the typical pleading standard:
the underlying factual circumstances must be pleaded “with

particularity.” FED. R. CIV. P. 9(b). “Put simply, Rule
9(b) requires ‘the who, what, when, where, and how’ to be

laid out.” Benchmark Elecs. v. J.M. Huber Corp., 343

F.3d 719, 724 (5th Cir. 2003) (citing Williams v. WMX

Techs., Inc., 112 F.3d 175, 179 (5th Cir. 1997) ). Rule
9(b) requires that “[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.”
While “particularity” varies with the circumstances of each

case, Rule 9(b) generally requires specificity of the time,
place, contents, and the identity of the person making false

representations. Benchmark Elecs., Inc., 343 F.3d at 724;

WMX Techs., Inc., 112 F.3d at 179 (requiring the “who,
what, when, where, and how” of the alleged fraud be stated).

*5  RCH asserts two types of claims under the Texas Uniform
Fraudulent Transfer Act (“TUFTA”), Tex. Bus. & Com. Code
§§ 24.001-24.013: actual intent fraudulent transfer against
Mr. Wood and Ms. Wood, as well as against PLS, and
constructive fraudulent transfer against Mr. Wood and Ms.
Wood. The purpose of TUFTA “is to prevent fraudulent
transfers of property by a debtor who intends to defraud

creditors by placing assets beyond their reach.” Nwokedi
v. Unlimited Restoration Specialists, Inc., 428 S.W.3d 191,
203 (Tex. App.—Houston [1st Dist.] 2014, pet. denied). “In
general, a determination of liability under TUFTA is a two-
step process: first, a finding that a debtor committed an actual,
fraudulent transfer,” or “a constructive, fraudulent transfer;”
and “second, recovery of that fraudulent transfer, or its value,

from the transferees.” Spring St. Partners-IV, L.P. v. Lam,
730 F.3d 427, 436 (5th Cir. 2013).

Under TUFTA, any obligation a debtor incurs “with actual
intent to hinder, delay, or defraud any creditor of the debtor”
may be voided, and a creditor may obtain “an injunction
against further disposition by the debtor or a transferee, or

both, of the asset transferred or of other property[.]” TEX.
BUS. & COM. CODE §§ 24.005(a)(1), 24.008(a)(3)(A). A
plaintiff must satisfy three elements to establish a TUFTA
claim: (1) a debtor-creditor relationship exists between the
parties; and (2) the debtor incurred an obligation (3) with the

actual intent to hinder, delay, or defraud the creditor. Id.
§ 24.005(a)(1)(actual intent fraudulent transfer). TUFTA also
supplies a “non-exclusive list of eleven factors, commonly
known as ‘badges of fraud,’ that courts may consider in
determining whether a debtor actually intended to defraud

creditors” under this provision. Spring St. Partners-IV,
L.P., 730 F.3d at 437 (quoting In re Soza, 542 F.3d 1060, 1066
(5th Cir. 2008) ). A single badge of fraud is not enough to
find a fraudulent transfer occurred, but a few badges together
can support an inference of actual fraudulent transfer. See In
re Soza, 542 F.3d at 1066–67. As an alternative to the “actual
intent” element, a TUFTA claim may also be premised on
the constructive fraud of the debtor that, without receiving
reasonably equivalent value in exchange for the transfer,
engaged in a transaction for which its remaining assets were
unreasonably small or that intended to incur debts beyond

its ability to pay as they came due. See § 24.005(a)(2);
see also Fawaz v. Byers, No. H-13-0897, 2014 WL 6473272
at *4 (S.D. Tex. Nov. 17, 2014). A transferee may also be
liable unless she can show that she “accepted the transfers in
good faith and for reasonably equivalent value.” Id. (citing §
24.009(a) ); Hahn v. Love, 321 S.W.3d 517, 526 (Tex. App.
—Houston [1st Dist.] 2009, pet. denied).

B. Analysis
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As a threshold matter, the CTS Defendants, Ms. Wood, and
PLS all argue that RCH's fraudulent transfer claims fail
because RCH is not a “creditor” as contemplated by TUFTA.
Dkt. #61 at 11-14; Dkt. #90 at 7; Dkt. #83 at 7. Defendants
argue that because the Royalty Interests were not problematic
to RCH until long after the Purchase Agreement (when the
sale of ERG fell through and the Royalty Interests were
foreclosed on), RCH did not yet have a claim at the time of
the Initial Divorce Transfer, the Subsequent Divorce Transfer,
or the PLS transfer. They further note that for other purposes
in this suit, RCH has argued that its claims did not arise
until 2015 and that it should now be judicially estopped from
arguing otherwise for TUFTA purposes. RCH responds that
because TUFTA broadly defines “claim” and differentiates
between a “claim” for TUFTA purposes and the accrual of a
cause of action, RCH is indeed a creditor with standing to sue
for fraudulent transfer. See, e.g., Dkt. #62 at 3.

*6  TUFTA defines a creditor as a “person ... who has a
claim.” TEX. BUS. & COM. CODE § 24.002(4). A “claim”
is defined as a right to payment or property, whether or not the
right is reduced to judgment, liquidated, unliquidated, fixed,
contingent, matured, unmatured, disputed, undisputed, legal,
equitable, secured, or unsecured. Id. § 24.002(3). Importantly,
Texas courts and the Fifth Circuit have recognized that a
plaintiff may be a creditor for TUFTA purposes before its
cause of action accrues for statute of limitations purposes.

See Zahra Spiritual Trust v. United States, 910 F.2d 240,
248 (5th Cir. 1990)(“The Texas courts have given broad
construction to the term creditor, so that [TUFTA] protects
the holders of unliquidated unmatured contingent claims.”)
(internal quotations omitted). Moreover, TUFTA also allows
for claims which arise “within a reasonable time after” the

relevant transfers take place. TEX. BUS. & COM. CODE
§ 24.005(a).

The court has already recognized that RCH has plausibly
stated a claim for fraud to which RCH may be entitled to
recovery. Further, the undersigned concludes that for TUFTA
purposes, that claim existed at the time the complained
of transfers were made. On these alleged facts, RCH has
pleaded that it is a creditor with a claim in a manner

sufficient to survive the motions to dismiss. 4  Accordingly,
the undersigned turns to Defendants’ remaining substantive
arguments.

1. Actual Intent Fraudulent Transfer Claims against Mr.
Wood and Ms. Wood

In support of its actual intent fraudulent transfer claims
against Mr. Wood and Ms. Wood based on the Initial Divorce
Transfer and Subsequent Divorce Transfers RCH alleges
seven badges of fraud: (1) the transfers were made to insiders;
(2) CTS had been sued or threatened with suit before the
transfers; (3) the transfers were of substantially all of CTS's
and Scott Wood's assets respectively; (4) CTS removed assets
through the transfer; (5) value of consideration was not
reasonably equivalent; (6) CTS was insolvent at the time
of the transfers; and (7) the transfers were made shortly
after a substantial debt was incurred—i.e., repayment of the
Purchase Price to Plaintiff for procuring it through fraud. Dkt.
#47 at ¶¶ 244-55.

Generally, Defendants urge the court to accept that because
Mr. Wood told RCH the Royalty Interests were being sold
to fund his Divorce Settlement, it is inconsistent that RCH
now brings claims asserting that the transfers were made with
the intent to hinder, delay, or defraud RCH. Nevertheless,
the CTS Defendants, at least, appear to concede that RCH
has sufficiently pleaded that the Transfers were made to
insiders and that the Transfers removed the assets. See Dkt.
#61 at 18. On the other hand, Ms. Wood disputes that she
was an insider at the time of the transfers because she
ceased to be Mr. Wood's wife and business partner on the
date of the Subsequent Divorce Transfer. Dkt. #90 at 9.
At this stage and based on the pleadings, the undersigned
does not find this argument persuasive. Further, Ms. Wood's
only argument as to the “removal of the assets” badge of
fraud is that Mr. Wood was not a debtor at the time of
the transfer (because she argues RCH was not a creditor
at the time of the transfer). The undersigned has rejected
this argument above. RCH has sufficiently pleaded these
two badges of fraud. Further, the undersigned has concluded
above that RCH has plausibly alleged that it was a TUFTA
creditor at the time of the transfers based on the Purchase
Agreement's alleged fraud. As a result, the undersigned also
rejects Defendants’ repeated arguments that RCH has not
adequately pleaded that the transfers occurred shortly before

or shortly after a substantial debt was incurred. 5  Accordingly,
RCH has sufficiently pleaded at least three badges of fraud
in support of a finding of actual intent to survive the Motions
to Dismiss, and the undersigned recommends denying the
CTS Defendants’ and Ms. Wood's Motions as to the actual
fraudulent transfer claims.
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2. Constructive Fraudulent Transfer Claims against Mr.
Wood and Ms. Wood

*7  Defendants argue that RCH “fails to offer anything more
than [ ]conclusory assertions” in support of its constructive
fraud theory; that RCH has failed to sufficiently plead that the
alleged debtor (CTS) “was engaged or was about to engage in
a business or a transaction for which the remaining assets of
the debtor were unreasonably small,” or that it “intended to
incur, or believed or reasonably should have believed that [it]
would incur, debts beyond [its] ability to pay as they became
due.” Dkt. #61 at 20 (citing Spring St. Partners, 730 F.2d
at 437); Dkt. #90 at 11. They note the Fifth Circuit recently
affirmed a district court's dismissal of TUFTA claims due
to insufficient allegations, where the Fifth Circuit found that
the trustee in the case should have been capable of making
detailed references to financial data showing current or likely
insolvency because the trustee had access to the company's
financial books and records. In re ATP Oil & Gas Corp., 711 F.
App'x 216 (5th Cir. 2017). There, the allegation on which the
TUFTA claim relied was that the company received “less than
reasonably equivalent value in exchange for the ‘improper
and exorbitant cash bonuses’ received by certain employees.”
Id. at 223.

Here, the allegations of insolvency when taken as a whole
go well beyond those outlined in the ATP case. Further,
this case is distinguishable; as RCH is not in the special
position the ATP trustee was in to have broad access to the
defendants’ financial records at the pleading stage. RCH has
alleged that CTS lacked any material assets other than the
Royalty Interests (worth $17.5 million) and that the Royalty
Interests were completely encumbered by ERG's debt ($350
million at the end of 2013). It has further alleged that CTS
transferred $15 million from the sale of the Royalty Interests
to Mr. Wood, who transferred it to Ms. Wood. RCH clearly
has pleaded that CTS's liabilities exceeded its assets such
that it has plausibly stated a claim for constructive fraudulent
transfer.

Additionally, the undersigned does not find Ms. Wood's
argument that the Subsequent Divorce Transfer was for
the discharge of an antecedent debt, i.e., pursuant to the
former couple's Divorce Settlement, persuasive. Although the
facts before the court show that the Divorce Settlement was
negotiated before the Subsequent Divorce Transfer, and thus
could be considered antecedent, at this stage the facts do not
support a conclusion that the transfer was pursuant to a “debt”

in the sense argued by Ms. Wood. 6  On the contrary, it appears

at this stage that the payment was made (1) to end Ms. Wood's
partnership interest in CTS and its related entities and/or (2)
as an equitable division of the Woods’ marital estate. The
Amended Complaint also adequately alleges at this stage that
Ms. Wood had reason to believe Mr. Wood was insolvent.
See, e.g., Dkt. #47 at ¶¶ 262-63; 279. Finally, as to any good
faith transferee argument as to Ms. Wood, see Dkt. #73 at 9,
the argument is premature. RCH is not required to plead facts
negating Ms. Wood's affirmative defenses in order to survive
a motion to dismiss. See Rostain v. Trustmark Nat'l Bank,
Civil Action No. 3:09-CV-2384-N, 2016 WL 8216509 at *6,
(N.D. Tex. July 26, 2016)(holding that plaintiffs need not
plead around affirmative defenses to avoid dismissal under
Rule 12(b)(6) even after the Texas Supreme Court's recent

constructive fraudulent transfer claims decision in Janvey
v. Golf Channel, Inc., 487 S.W.3d 560 (Tex. 2016) ). For the
foregoing reasons, the undersigned recommends denying the
CTS Defendants’ and Ms. Wood's Motions as to this claim.

3. Actual Intent Fraudulent Transfer Claim against PLS
In addition to its argument that RCH is not a “creditor” for
purposes of fraudulent transfer rejected by the undersigned
above, PLS further argues that RCH has failed to plead
sufficient badges of fraud as to the PLS transfer to
demonstrate actual intent and that even if RCH has pleaded
sufficient badges of fraud, PLS was a good faith transferee
such that it is insulated from recovery under TUFTA.

*8  As to the PLS Transfer, RCH alleges six badges of
fraud, as described above. Again, while a single badge of
fraud is insufficient to support an inference of actual intent,
a few badges together are sufficient. The undersigned has
already concluded that the allegations that CTS was insolvent
at the time of the transfer due to its debt to RCH pursuant to

the alleged fraud of the purchase agreement are sufficient. 7

Further, RCH has adequately pleaded that CTS transferred all
or substantially all of its assets through the transfer, as PLS
received $350,000, Ms. Wood received $15 million, and taken
together these transfers were nearly all of the total purchase
price. Additionally, RCH has adequately pleaded that CTS's
transfer to PLS happened shortly after CTS incurred a
substantial debt (the obligation to RCH due to the alleged
fraud). The undersigned is also persuaded that the allegations
that CTS and PLS enjoyed a close relationship, that PLS knew
about Mr. Wood's motivations and alleged misrepresentations
throughout the negotiations of the Purchase Agreement, and
PLS's familiarity with the other “moving parts” of the alleged
scheme are all circumstantial evidence of actual intent as to
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the PLS transfer. See In re Soza, 542 F.3d at 1066 (describing
that TUFTA's eleven enumerated badges of fraud constitute a
non-exclusive list of factors).

As to its assertion that it is otherwise a good faith transferee,
PLS's argument is premature. As described above, RCH is not
required to plead facts negating PLS's affirmative defenses in
order to survive a motion to dismiss. See Rostain, 2016 WL
8216509 at *6. Accordingly, RCH has sufficiently pleaded
its claim against PLS at this stage and the undersigned
recommends denying PLS's Motion to Dismiss.

IV. RECOMMENDATIONS
For the foregoing reasons, the undersigned RECOMMENDS
that CTS Management, LLC, CTS Properties, Ltd., and Scott
Y. Wood's Motion to Dismiss (Dkt. #61); Defendant Tana R.
Wood's Motion to Dismiss (Dkt. #73) and Second Motion
to Dismiss (Dkt. #90), and Defendant PLS, Inc.’s Motion to
Dismiss (Dkt. #83) all be DENIED.

V. OBJECTIONS
The parties may file objections to this Report and
Recommendation. A party filing objections must specifically

identify those findings or recommendations to which
objections are being made. The District Court need not
consider frivolous, conclusive, or general objections. See

Battles v. United States Parole Comm'n, 834 F.2d 419, 421
(5th Cir. 1987).

A party's failure to file written objections to the proposed
findings and recommendations contained in this Report
within fourteen (14) days after the party is served with a copy
of the Report shall bar that party from de novo review by the
District Court of the proposed findings and recommendations
in the Report and, except upon grounds of plain error, shall
bar the party from appellate review of unobjected-to proposed
factual findings and legal conclusions accepted by the District

Court. See 28 U.S.C. § 636(b)(1)(C); Thomas v. Arn,

474 U.S. 140, 150-53 (1985); Douglass v. United Services
Automobile Ass'n, 79 F.3d 1415 (5th Cir. 1996)(en banc).

All Citations

Not Reported in Fed. Supp., 2018 WL 5778676

Footnotes

1 The Motions were referred by United States District Judge Lee Yeakel to the undersigned for a Report and

Recommendation as to the merits pursuant to 28 U.S.C. § 636(b), Rule 72 of the Federal Rules of Civil
Procedure, and Rule 1(d) of Appendix C of the Local Rules of the United States District Court for the Western
District of Texas.

2 Ms. Wood also argues for dismissal under Rule 12(b)(6) in that Motion.
3 RCH also notes that the woman, who is apparently Ms. Wood's housekeeper, did not tell the process server

that she did not reside at Ms. Wood's address. Ms. Wood disputes the veracity of the process server's affidavit,
on several grounds. See Dkt. #76 at 2 n.2.

4 Even under the alternative view urged by Defendants, that the claim did not exist for TUFTA purposes until
the next calendar year, see Dkt. #47 at ¶ 198, the undersigned concludes that on these alleged facts, this is

within the “reasonable time after” contemplated by the Act. See TEX. BUS. & COM. CODE § 24.005(a).
5 See, e.g., Ms. Wood's argument that “this badge of fraud fails for the same reasons that RCH cannot establish

that it was a creditor or that its claim arose before or shortly after RCH's alleged [fraud] claim arose.” Dkt.
#90 at 10.

6 The undersigned recognizes on the other hand, that RCH characterizes this as a “debt” in its arguments
against PLS. See, e.g., Dkt. #88 at 6. (“Moreover, Wood had an outstanding debt to his soon to be ex-wife,
which he himself said motivated his desire to quickly sell the Royalty Interests.”). This is addressed below.
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7 RCH also argues that Wood's Divorce Settlement constituted a $15 million “debt Wood could not pay” which
is a “substantial debt” incurred before the transfer. Dkt. #88 at 6 n.3. However, as to its constructive transfer
claim against Ms. Wood, RCH argues that this is not a debt in arguing that the Subsequent Divorce Transfer
was not made for reasonably equivalent value. Dkt. #94 at 4 (“A divorce decree is a division of assets. Thus,
a husband does not “owe” his wife a debt.”)(emphasis in original). RCH offers the court no insight into its
logic in offering these seemingly disparate arguments. The undersigned accordingly gives no weight to this
argument.

End of Document © 2021 Thomson Reuters. No claim to original U.S. Government Works.
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MEMORANDUM OPINION

FARNAN, J.

*1  Pending before the Court is a Motion To Dismiss Emerald
Equipment Leasing, Inc.'s Counterclaim (D.I.56) filed by
Plaintiff, Sea Star Line, LLC (“Sea Star”). For the reasons
discussed, Sea Star's Motion To Dismiss will be granted with
respect to Count I of the Counterclaim to the extent it alleges
a breach of the E–Mail Agreement, Count II pertaining to
quantum meruit, Count III alleging turnover to the extent
that rent is sought, and Counts V through VIII alleging tort
claims for failure to plead in accordance with the requirements

of Federal Rule of Civil Procedure 9(b). The Motion
To Dismiss will be denied in all other respects. Emerald
Equipment Leasing, Inc. will be granted leave to file an
Amended Counterclaim.

BACKGROUND

On March 1, 2004, Sea Star filed a Complaint against
Defendant, Emerald Equipment Leasing, Inc. (“Emerald”),
in the United States District Court for the Middle District of
Florida seeking declaratory judgment as to the parties' rights
and liabilities under an Equipment Rental Agreement dated
September 28, 2002 (the “Equipment Rental Agreement”).
Sea Star also asserted claims for breach of other maritime
contracts and for money owed as a result of goods delivered
and services provided to Emerald.

Emerald is a debtor-in-possession in a pending Chapter 11
case in the United States Bankruptcy Court for the District of
Delaware. Unaware of the action Sea Star filed in the Middle
District of Florida, Emerald filed an adversary proceeding
against Sea Star in the United States Bankruptcy Court for
the District of Delaware on March 17, 2004. In the adversary
proceeding, Emerald asserted claims against Sea Star based
on the Equipment Rental Agreement for (1) post-petition
account receivable/breach of lease, (2) post-petition quantum
meruit, (3) turnover/conversion, and (4) accounting. Sea Star
moved to dismiss, stay or abate the adversary proceeding.

The Bankruptcy Court held a hearing on May 27, 2004, and
concluded that Emerald's adversary proceeding was a non-
core proceeding and that the Bankruptcy Court had “related
to” jurisdiction over the action. D.I. 59 at All. However,
the Bankruptcy Court acknowledged that under 28 U.S.C. §
959, concomitant jurisdiction existed with the federal district
court, because a party doing business with a debtor-in-
possession has the right to file suit regarding that dispute
in any jurisdiction. Id. For purposes of its decision, the
Bankruptcy Court assumed that the Florida District Court
had jurisdiction, and the Bankruptcy Court applied the “first
filed rule” to conclude that the adversary proceeding should
be dismissed. Id. at A12. However, the Bankruptcy Court's
dismissal was without prejudice so that “if the Florida Court
determines that it doesn't have jurisdiction or its action should
be dismissed, the debtor is free to file here.” Id. at A13.

In the meantime, in the Florida action, Emerald had moved
to dismiss the Complaint, to transfer venue or to abstain.
Emerald disputed the Florida District Court's jurisdiction on
the grounds that a declaratory judgment was inappropriately
sought by Sea Star because the Equipment Rental Agreement
had been terminated. The Florida District Court concluded
that this case should be transferred to Delaware, primarily
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because Sea Star's Complaint references proceedings that
took place in the Delaware Bankruptcy Court, the Delaware
Bankruptcy Court was familiar with the parties, and Emerald
is a debtor undergoing reorganization in the Delaware
Bankruptcy Court. D.I. 59 at A18–19.

*2  On April 25, 2005, Emerald filed an Answer, Affirmative
Defenses and Counterclaim in this action. D.I. 53. Emerald
admits jurisdiction under 28 U.S.C. § 1333 (admiralty
jurisdiction), but denies federal jurisdiction under 28 U.S.C.
§§ 1337 (commerce and antitrust regulations) and 1367
(supplemental jurisdiction). Emerald asserts a Counterclaim
against Sea Star alleging eight causes of action: (1) post-
petition account receivable/breach of lease, (2) post-petition
quantum meruit, (3) turnover, (4) accounting, (5) fraud,
(6) constructive fraud, (7) fraudulent concealment, and
(8) negligent misrepresentation/breach of fiduciary duty.
Emerald contends that the Court has jurisdiction over its

counterclaims pursuant to 28 U.S.C. §§ 1334 (original
jurisdiction of bankruptcy cases in the district court) and 157
(referral to bankruptcy court of cases arising under or related
to a case under Title 11) and 11 U .S.C. § 542 (turnover of
property to the estate). Emerald also contends that this action
is a “core” proceeding that should be heard and determined

by the Bankruptcy Court under 28 U.S.C. § 157(b)(2)(A),

(C),(E) and (O). 1  D.I. 53, Counterclaim at ¶ 1.

STANDARD OF REVIEW

Federal Rule of Civil Procedure 12(b)(6) governs Sea Star's
Motion To Dismiss Emerald's Counterclaim. The purpose
of a motion to dismiss is to test the sufficiency of a
complaint, or in this case, a counterclaim, and not to
resolve disputed facts or decide the merits of the case.

Kost v. Kozakiewicz, 1 F.3d 176, 183 (3d Cir.1993). When
considering a motion to dismiss, a court must accept as
true all allegations in the counterclaim and must draw all
reasonable factual inferences in the light most favorable to

the non-moving party. Neitzke v. Williams, 490 U.S. 319,

326 (1989); Piecknick v. Pennsylvania, 36 F.3d 1250,
1255 (3d Cir.1994). The Court is “not required to accept
legal conclusions either alleged or inferred from the pleaded

facts.” Kost, 1 F.3d at 183. Dismissal is only appropriate
when it appears beyond doubt that the movant can prove
no set of facts in support of its claims entitling it to relief.

Conley v. Gibson, 355 U.S. 41, 45 (1957). The burden of
demonstrating that the counterclaim fails to state a claim upon

which relief may be granted rests on the movant. Young v.
West Coast Industrial Relations Assoc., Inc., 763 F.Supp. 64,
67 (D.Del.1991) (citations omitted).

As a general matter, a court may not consider matters
outside the pleadings when adjudicating a motion to dismiss.
However, a court may consider “document [s] integral to or
explicitly relied upon” in the pleadings without converting a
motion to dismiss to a motion for summary judgment. In re
Rockefeller Center Properties, Inc. Securities Litigation, 184
F.3d 280, 287 (3d Cir.1999).

DISCUSSION

As a threshold matter, Emerald appears to raise a
jurisdictional issue. Specifically, Emerald contends that this
case implicates the “core” jurisdiction of the Bankruptcy
Court and that this case should be referred to the Bankruptcy
Court under the Bankruptcy Court's “related to” jurisdiction

under 28 U.S.C. § 1334. D.I. 66 at X (discussing core
jurisdiction) & n. 6 (requesting referral to the Bankruptcy
Court). Emerald contends that its counterclaim is a “core”
matter, because it is a “counterclaim by the estate against

persons filing claims against the estate” under 28 U.S.C.
§ 157(b)(2)(C).

*3  In response, Sea Star contends that the Court should
not refer this case to the Bankruptcy Court under its
“related to” jurisdiction because Sea Star did not consent
to that jurisdiction. In addition, Sea Star contends that
the Bankruptcy Court already concluded that this matter
was “non-core” when it dismissed Emerald's adversary
proceeding, and in any event, Sea Star has not filed a proof of
claim against Emerald, and therefore, core jurisdiction under

28 U.S.C. § 157(b)(2)(C) is not implicated.

A proceeding is a core proceeding, if it invokes a substantive
right provided by Title 11 or is a proceeding, which by
its nature, could only arise in the context of a bankruptcy

case. Halper v. Halper, 164 F.3d 830, 836 (3d Cir.1999).
The Bankruptcy Court has already concluded that similar
claims alleged by Emerald in the context of its adversary
proceeding were “non-core.” However, Emerald contends
that the Bankruptcy Court's decision should not be considered
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the law of the case, because that decision was made in a
different procedural context. Specifically, Emerald contends
that the Bankruptcy Court was only dealing with claims
made by Emerald against Sea Star based on post-petition
activities when it addressed Emerald's adversary proceeding.
In contrast, Emerald contends that this case now involves
claims asserted by Sea Star against the Emerald estate, and

therefore, the proceeding is core under Section 157(b)
(2)(C). However, Emerald has not advanced any case law
supporting its assertion that its Counterclaim is core.

In considering the question of core jurisdiction under

Section 157(b)(2)(C), it appears to the Court that the
case law involves situations in which the debtor has filed
a counterclaim in response to a proof of claim filed by a
creditor. Sea Star has not filed a proof of claim against
Emerald in the Bankruptcy Court, and therefore, the Court is

not persuaded that Section 157(b)(2)(C) is applicable here.
In addition, the Court notes that the exercise of “related to”
jurisdiction is not mandated in this case, particularly where,

as here, Sea Star has not consented to such jurisdiction. 28

U.S.C. § 157(c)(2), (d). 2  However, the Court does have
subject matter jurisdiction over this action, because it arises
in connection with a maritime contract over which this Court
has admiralty jurisdiction. Indeed, the parties agree that the
exercise of the Court's jurisdiction is appropriate under 28
U.S.C. § 1333. D.I. 53, Counterclaim at ¶ 1; D.I. 57 at 1,
6. Accordingly, the Court declines to refer this case to the
Bankruptcy Court as requested by Emerald in Footnote 6 of
its Answering Brief.

I. Whether Emerald's Counterclaims Based On Contract
Law State A Claim Upon Which Relief May Be Granted

A. Emerald's Counterclaim for Breach of Contract
In Count I of its Counterclaim, Emerald alleges that Sea Star
breached its obligations under two agreements: (1) the E–
Mail Agreement, and (2) the Equipment Rental Agreement.
Emerald contends that Sea Start failed to pay Emerald
rent due for the use of the equipment and for the loss
incurred as a result of damage, theft, destruction or other loss
of the equipment. Emerald contends that its Counterclaim
appropriately refers to breach of the E–Mail Agreement,
because the parties operated under the E–Mail Agreement
for more than five months while the formal Equipment
Rental Agreement was being finalized. To the extent Sea
Star seeks dismissal of its Counterclaim based on the E–

Mail Agreement, Emerald contends that such a claim is
premature, because there has been no factual development
regarding whether the parties intended the Equipment Rental
Agreement to supersede and cancel the E–Mail Agreement.

*4  Sea Star contends that dismissal of Emerald's
Counterclaim as it applies to the E–Mail Agreement is
appropriate in light of the Integration Clause contained in
the Equipment Rental Agreement. Although executed on July
31, 2002, the Equipment Rental Agreement indicates that
it “cover[s] equipment in use at various times commencing
April 29, 2002.” A40. The E–Mail Agreement did not
commence until May 2, 2002, and thus, Sea Star contends
that the Equipment Rental Agreement supersedes the E–Mail
Agreement. Sea Star also contends that extrinsic evidence
is not required to determine the parties' intent, because the
Equipment Rental Agreement is clear, and therefore, parol
evidence is inadmissible.

The parties appear to agree that Maryland law governs
the contracts at issue. D.I. 57 at 8; D.I. 66 at n. 7. In
determining whether a contract is ambiguous, Maryland law

uses an “objective interpretation of contracts.” Calomiris
v. Woods, 727 A.2d 358, 363 (Md.1999). Under this view, a
written contract is ambiguous if it is susceptible to more than
one meaning when it is read by a reasonably prudent person.
Id. The determination of whether language is susceptible
to more than one meaning includes a consideration of “
‘the character of the contract, its purpose and the fact and
circumstances of the parties at the time of execution.” ’ Id.
(citations omitted). The test for whether the contract is plain
and unambiguous is “not what the parties to the contract
intended it to mean, but what a reasonable person in the
position of the parties would have thought it meant.” Id.
(citations omitted). Prior evidence of the parties' intentions
and negotiations is not admissible; however, the court may
consider the context of the transaction or the custom of the
trade in determining whether an ambiguity exists. Id.

In its Counterclaim, Emerald makes the following allegations
regarding the E–Mail Agreement:

9.... [O]n or about May 1, 2002, Sea Star and Emerald
entered into an agreement (the “E–Mail Agreement”
attached hereto as Exhibit “A”), whereby Sea Star agreed
to lease Emerald equipment previously leased by Emerald
to NPR.
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10. The E–Mail Agreement was effective as of May 1,
2002 and was applicable to any cargo worthy Emerald
equipment, which Sea Star dispatched out of any port
terminal or inland depot for customer use at agreed upon
per diems (the “Emerald Equipment”).

11. Sea Star used the Emerald Equipment pursuant to the
E–Mail Agreement for a number of months, before the
leasing arrangement was more formally documented in a
written agreement executed by Sea Star and Emerald in
the later part of September, 2002 (the “Equipment Rental
Agreement” attached hereto as Exhibit “B”).

D.I. 53, Counterclaim at ¶ 9–11 (emphasis added).

Reviewing Emerald's allegations in light of the terms of
the Equipment Rental Agreement which is attached to the
pleadings, the Court concludes that Emerald has failed to
state a claim for breach of the E–Mail Agreement. The
Equipment Rental Agreement “cover[s] equipment in use at
various times commencing April 29, 2002.” D.I. 53, Exh.
B at introductory paragraph. It also contains an Integration
Clause which states that “[t]his Agreement contains the entire
agreement between the parties and subject to the provisions of
section 1, may not be amended, altered, or modified, except
by a writing signed by the party to be bound.” Id., Exh. B at
¶ 15(a). Based on this language, the Court concludes that a
reasonable person reading the Equipment Rental Agreement
would not find any ambiguity in its terms. The Equipment
Rental Agreement covers the period for which the E–Mail
Agreement had applied, and as Emerald acknowledges, the
Equipment Rental Agreement constituted the parties more
formal documentation of the earlier E–Mail Agreement. Id.
at ¶ 11.

*5  Emerald contends that extrinsic evidence is required to
determine the parties' intent as to whether the Equipment
Rental Agreement was meant to supersede the E–Mail
Agreement, because the Equipment Rental Agreement does
not expressly reference the E–Mail Agreement. Relying on

Bradney v. Sakelson, 473 A.2d 189, 199 (Pa.Super.1984)

and Franz Tractor Co. v. J.I. Case Co., 566 So.2d
524 (Fla.App. 2 Dist.1990), Emerald contends that factual
discovery is needed because the doctrine of integration turns
on the parties' intentions. In the Court's view, however,
both Bradney and Franz are distinguishable from the
circumstances in this case. As the court in Bradney noted,
the termination agreement at issue did not contain an

integration clause, did not encompass the same obligations
and did not involve the same parties that were bound by

the oral agreement. 473 A.2d at 192. In light of these
circumstances, the Bradney court concluded that they could
not discern any intention by the parties that the oral contract
be merged into the termination agreement. Id.

Similarly, in Franz Tractor Co., the court concluded that a
modification contract was not merged into the dealer contract,
because references in the modification to the dealer contract
demonstrated that the parties intended the two agreements
to remain separate. In addition, the modification expressly
provided that it was to “supplement” the dealer contract.

566 So.2d at 526.

In this case, the Court concludes that extrinsic evidence is
not required to illuminate the meaning of the Equipment
Rental Agreement because it is not ambiguous when viewed
from the standpoint of a reasonable person. Unlike the
circumstances in Bradney and Franz, the Equipment Rental
Agreement here covers the same subject matter as the E–
Mail Agreement for the same time period that the E–Mail
Agreement had been in effect. As Emerald acknowledges
in its Counterclaim, the Equipment Rental Agreement was
the parties' formal documentation of the leasing arrangement
that had existed previously under the E–Mail Agreement.
Further, the Equipment Rental Agreement has an Integration
Clause expressing the parties' intent that the Equipment
Rental Agreement be “the entire agreement between the
parties.” See e.g., ARB (American Research Bureau), Inc.
v. E–Systems, Inc., 663 F.2d 189 (D.C.Cir.1980) (applying
Maryland law and concluding that written contract was
intended to be exclusive statement of the parties' agreement
based primarily on presence of an integration clause). In
these circumstances, the Court concludes that extrinsic
evidence is not required to determine the meaning of the
Equipment Rental Agreement, and Emerald cannot maintain
its Counterclaim to the extent that it alleges a breach
of the E–Mail Agreement because the E–Mail Agreement
was subsumed by the Equipment Rental Agreement entered

into by the parties. Calomiris, 727 A.2d at 361–362
(recognizing that “[u]nder the parol evidence rule, a written
agreement ‘discharges prior agreements' thereby rendering
legally inoperative communications and negotiations leading
up to the written contract.”) (quoting Restatement (Second)
of Contracts § 213 (1979)). Accordingly, the Court will grant
Sea Star's motion to the extent that it seeks dismissal of

Emerald's claim alleging breach of the E–Mail Agreement. 3
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B. Emerald's Counterclaim For Quantum Meruit
*6  In Count II of its Counterclaim, Emerald alleges a claim

for post-petition quantum meruit. Emerald alleges that Sea
Star has used Emerald's property and has failed to compensate
Emerald for that use resulting in harm to Emerald and actual
material gain to the benefit of Sea Star. Emerald seeks
damages under the theory of quantum meruit, to the extent
that Sea Star's use of Emerald's equipment occurred during
any period not covered by the written lease agreement. Thus,
Emerald contends that its quantum meruit claim is properly
pled in the alternative to its contract claim.

Sea Star contends that dismissal of Emerald's quantum meruit
claim is warranted. Sea Star contends that Count II is not
properly pled in the alternative to Count I, because it expressly
“incorporates” the paragraphs of Count I, “as fully as if set
forth herein in their entirety.” D.I. 53, Counterclaim at ¶ 22.
Sea Star further contends that quantum meruit does not apply
for matters covered by a written contract, and Emerald has
failed to allege any time period for which the Equipment
Rental Agreement would not have applied.

Under Maryland law, quantum meruit is not available “when
there is an express contract dealing specifically with the

services rendered.” See e.g., First Nat'l Bank v. Burton,
Parsons & Co., 470 A.2d 822, 829 (Md.Ct.Spec.App.1984).
Emerald contends that an action for quantum meruit may
appropriately lie if Sea Star contends that it is not liable
to Emerald for compensation under the written agreement.
However, Maryland courts have rejected the use of quantum
meruit in such circumstances. As the Court in Mass Transit
Admin. v. Granite Constr. Co., 471 A.2d 1121, 1126
(Md.Ct.Spec.App.1984) stated:

The general rule is that no quasi-
contractual claim can arise when a
contract exists between the parties
concerning the same subject matter
on which the quasi-contractual claim
rests. The reason for this rule is not
difficult to discern. When parties enter
into a contract they assume certain
risks with an expectation of a return.
Sometimes, their expectations are not
realized, but they discover that under
the contract they have assumed the risk

of having those expectations defeated.
As a result, they have no remedy
under the contract for restoring their
expectations. In desperation, they turn
to quasi-contract for recovery. This the
law will not allow.

(emphasis added).

In this case, Emerald has pled the existence of a written
contract governing its claims, and the contract contains an

integration clause. County Comm'rs of Caroline County
v. J. Roland Dashiell & Sons, Inc., 747 A.2d 600, 607–608

(Md.2000); see also Wal–Mart Stores, Inc. v. AIG Life
Ins. Co., 872 A.2d 611, 620 (Del. Ch.2005) (recognizing that
dismissal of quantum meruit claim is appropriate where it
is clear from face of complaint that written contract exists
and controls). Accordingly, the Court will dismiss Count II of
the Complaint alleging recovery under the theory of quantum
meruit.

C. Emerald's Counterclaim For Turnover
*7  In Count III of its Counterclaim, Emerald alleges a

claim for turnover pursuant to 11 U.S.C. § 342. In its
briefing, Emerald alleges that its reference to Section 342 is a
typographical error, and that the appropriate reference should
be to 11 U.S.C. § 542. Emerald contends that Section 542
permits it to seek the return of the equipment or the value of
the equipment, and therefore, it has appropriately alleged a
claim for turnover.

Sea Star contends that dismissal of Count III is warranted,
because Count III alleging turnover is essentially a rephrasing
of Count I's breach of contract allegations. Specifically, Sea
Star contends that Emerald does not demand turnover of the
equipment, but only “damages equaling unpaid rent, and the
value of the equipment together with interest and costs of
suit.”

In its Counterclaim, Emerald does not specify under which
paragraph of Section 542 it is seeking relief. However, in its
briefing it asserts Section 542(a). It appears to the Court, that
two paragraphs of Section 542 may be applicable, paragraph
(a) and paragraph (b). In full, 11 U.S.C. § 542(a) and (b)
provides:
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(a) Except as provided in subsection (c) or (d) of this
section, an entity, other than a custodian, in possession,
custody, or control, during the case, of property that the
trustee may use, sell, or lease under section 363 of this title,
or that the debtor may exempt under section 522 of this title,
shall deliver to the trustee, and account for, such property
or the value of such property, unless such property is of
inconsequential value or benefit to the estate.

(b) Except as provided in subsection (c) or (d) of this
section, an entity that owes a debt that is property of the
estate and that is matured, payable on demand, or payable
on order, shall pay such debts to, or on the order of the
trustee, except to the extent that such debt may be offset
under section 553 of this title against a claim against the
debtor.

(emphasis added).

To the extent Emerald seeks rent in its claim for turnover,
the Court concludes that Emerald fails to state a claim for
turnover. Under Section 542(b), turnover is required for
amounts that are “matured, payable on demand, or payable on
order.” Active disputes over the amount owed take an action

outside the realm of a turnover action. See J.T. Moran
Fin. Corp. v. American Consol. Fin. Corp., 124 B.R. 931,
938 (S.D.N.Y.1991) (“Where as here, the court must resolve
whether or not the debt claimed is due, the action to collect the
disputed funds cannot be regarded as a turnover proceeding
under the core jurisdiction of the bankruptcy court.”); In re
Teligent, Inc., 325 B.R. 134, 137–138 (Bankr.S .D.N.Y.2005)
(recognizing that turnover provisions cannot be used to
liquidate contract disputes or demand assets whose title is in
dispute and collecting cases). Rather, the action is simply a

claim for breach of contract. In re National Audit Defense
Network, 332 B.R. 896 (Bankr.D.Nev.2005) (“Settled and
controlling law holds that the presence of an active dispute
over the amount owed takes the action out of the turnover
area; one cannot shortcut a breach of contract action with
a turnover demand.”). In this case, it appears to the Court
that the rental amount is in dispute, and therefore, the Court
concludes that a turnover action is not properly sustained as
to the rental amounts.

*8  However, Emerald also alleges that Sea Star has failed
to return numerous chassis, gen sets and containers under
the Equipment Rental Agreement. The Equipment Rental
Agreement does not give Sea Star any title, ownership or

property rights in this equipment, and pursuant to paragraph
10 of the Equipment Rental Agreement, Sea Star is required
to redeliver the equipment to certain locations identified
in the contract or agreed to by the parties. The Court
understands Sea Star to base its motion to dismiss this
claim on the sole fact that Emerald seeks the value of the
Equipment rather than the return of the Equipment itself.
However, the Equipment Rental Agreement provides that if
the equipment is not returned within 60 days, Emerald may
elect to treat the Equipment at a loss and seek the value
of the equipment, together with all accrued rental charges.
Further, it appears that Section 542(a) permits Sea Star to
seek the value of the equipment, and not just the return of
the equipment, in a turnover action. In light of the express
language of both the applicable contract and Section 542(a),
Sea Star has not explained why dismissal of this Count is
warranted. Accordingly, the Court concludes at this juncture,
that Emerald has pled a claim for turnover to the extent that
it seeks the value of certain property belonging to Emerald
which Sea Star is alleged to have failed to return.

D. Emerald's Counterclaim For An Accounting
In Count IV of its Counterclaim, Emerald seeks an accounting
of all Sea Star's usage of Emerald's equipment. Emerald
contends that an accounting is a proper remedy regardless
of whether this action is an action at law or equity, because
the accounts are complex and Sea Star had a fiduciary
relationship with Emerald as a result of Sea Star's obligation
to produce self-billing reports.

Sea Star seeks dismissal of this claim contending that the
equitable relief of an accounting is not appropriate because
there is an adequate remedy at law for Emerald, namely the
recovery of money damages. Because Emerald's counterclaim
seeks damages for breach of contract, and such damages are
an adequate remedy at law, Sea Star contends that the Court
lacks equity jurisdiction to award an accounting.

“The necessary prerequisite to the right to maintain a suit for
an equitable accounting, like all other equitable remedies, is ...

the absence of an adequate remedy at law.” Dairy Queen,
Inc. v. Wood, 369 U.S. 469, 478 (1962). Whether equitable
jurisdiction should be exercised is a decision committed to
the sound discretion of the Court. 1 Am.Jur.2d, Accounts and
Accounting § 54 (1994 & Supp.2002).

Actions for an accounting are not available when the amount
in question is readily ascertainable; however, such an action
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may be maintained when the facts create a reasonable doubt
as to whether an adequate remedy at law may be obtained. Id.
Equitable jurisdiction for an accounting is typically invoked
in three circumstances: “(1) there is a fiduciary relationship
between the parties, accompanied by a duty on the part of the
defendant to render an account; (2) there are mutual accounts,
or, if the account is all on one side, the account is complicated;
and (3) there is a need for discovery.” Id. An action for an
accounting may also be appropriate when there are allegations
of fraud. Id.

*9  At this juncture, Emerald has alleged that Sea Star had
an obligation to produce self-billing reports which created
an independent fiduciary relationship. Emerald has also
alleged that Sea Star has used over 5,000 pieces of Emerald
equipment and that the information regarding Sea Star's use
of this equipment is only within the knowledge of Sea Star.
Given the complexities alleged by Emerald as a result of Sea
Star's self-billing, the apparent need for discovery, and the
allegations of fraud and a fiduciary relationship, all of which
must be taken as true at this juncture, the Court declines to
dismiss Emerald's claim for an accounting.

II. Whether Emerald's Counterclaims Based On Tort Law
State A Claim Upon Which Relief May Be Granted
In Counts V through VIII of its Counterclaim, Emerald

alleges fraud (Count V), 4  constructive fraud (Count
VI), fraudulent concealment (Count VII), and negligent
misrepresentation/breach of fiduciary duty (Count VIII). Sea
Star contends that these claims should be dismissed, because
Emerald's tort claims do not exist independently, but instead
are woven into the contract. Sea Star contends that the
economic loss doctrine prohibits Emerald from recovering in
tort, because its economic losses flow only from Sea Star's
alleged breaches of a contract. Sea Star also contends that,
even if Emerald's tort claims withstand dismissal under the
economic loss doctrine, the allegations of fraud are not pled

with particularity as required by Federal Rule of Civil
Procedure 9(b), and therefore, dismissal of Emerald's tort
claims is warranted.

In response, Emerald contends that the Equipment Rental
Agreement is silent as to Sea Star's obligations to create
self-billing reports. Emerald further contends that it was not
notified when Sea Star began using a piece of Emerald
Equipment and no receipt or document was required to be
executed in order for Sea Star to begin using that equipment.
Because Emerald was relying on Sea Star's honesty to

report its usage of equipment, Emerald contends that the
circumstances were rife with the opportunity for fraud.
Emerald contends that Sea Star took advantage of this self-
billing to under-report its usage of Emerald's equipment.
Emerald also contends that this self-billing arrangement
resulted in a fiduciary relationship between the parties
created based on the “relationship of inequality” between
the parties. Specifically, Emerald contends that it placed
particular reliance and confidence in Sea Star to report its
usage accurately.

As for Sea Star's arguments under Rule 9(b), Emerald
contends that its counterclaim is properly pled. However,
Emerald contends that, to the extent the Court concludes
that further particularity is required, Emerald should have the

opportunity to amend its Counterclaim. 5

A. Whether Emerald Has Pled Torts Existing
Independently From The Contract

Stated generally, the economic loss doctrine prohibits a party
from recovering in tort economic losses, the entitlement of

which, flows only from a contract. Werwinski v. Ford
Motor Company, 286 F.3d 661, 671 (3d Cir.2002) (predicting
how the Pennsylvania Supreme Court would rule on the
viability of the economic loss doctrine). It appears to the
Court that the formulation of the economic loss doctrine
varies depending on which state law applies. For example,
under Delaware law, the economic loss doctrine “ ‘prohibits
recovery in tort where a product has damaged only itself (i.e.,
has not caused personal injury or damage to other property)
and, the only losses suffered are economic in nature.” ’

Pinkert v. Olivieri, 2001 WL 641737, *5 n. 6 (D.Del.

May 24, 2001) (quoting Danforth v. Acorn Structures,
Inc., 608 A.2d 1194, 1195 (Del.1992)). However, Delaware
courts have also recognized that “where an action is based
entirely on a breach of the terms of a contract between
the parties and not on a violation of an independent duty
imposed by law, a plaintiff must sue in contract and not
in tort.” Id. at *5 (dismissing fraud claims where plaintiff
alleged that defendants knowingly misrepresented the nature
of their work each time they submitted an application and
certification for payment where duty to submit these periodic
payment applications existed solely by reason of construction
contract and defendant had not violated any common law duty
independent of the construction contract).

Case 2:19-ap-01382-SK    Doc 315-1    Filed 11/12/21    Entered 11/12/21 12:26:33    Desc
Appendix of Unpublished Cases    Page 205 of 260



Sea Star Line, LLC v. Emerald Equipment Leasing, Inc., Not Reported in F.Supp.2d (2006)
2006 WL 214206

 © 2021 Thomson Reuters. No claim to original U.S. Government Works. 8

*10  Exceptions to the economic loss doctrine have also
been recognized where the claim arises independently

from the contract. See e.g., HTP, Ltd. v. Lineas Aereas
Constarricenses, S.A., 685 So.2d 1238, 1239 (Fla.1996).
Further, in the case of allegations of fraud resulting from
circumstances involving self-billing type reports, courts in
other jurisdictions have permitted such claims to proceed in
tort. See e.g., Insteel Indus., Inc. v. Costanza Contracting Co.,
Inc., 276 F.Supp.2d 479, 484–486 (E.D.Va.2003) (allowing
claim based on false invoices to proceed in tort as a fraud
claim where duty to submit invoice stemmed from contract,
but contract did not require sworn and truthful statements in
the invoices); F/V Robins Nest, Inc. v. Atlantic Marine Diesel,
Inc., 1994 WL 594592, *10 (D.N.J. Oct. 24, 1994) (allowing
fraud claim to proceed where vessel owner had to rely on
integrity of shipyard to honestly report parts and labor used
and work actually performed, contract had no specific price
term, and shipyard had wide latitude in carrying out repairs).

Reviewing the circumstances alleged in this case in light
of the case law cited by the parties, the Court concludes
that dismissal of Emerald's fraud claims is not appropriate at
this juncture. As Emerald points out, the Equipment Rental
Agreement makes no provisions for self-billing. Rather, under
the Equipment Rental Agreement, the lease term begins on
the date when the equipment is delivered to the Lessee and
ends when the equipment is returned pursuant to section
10. Emerald has alleged, however, that the equipment was
already in place at the time Sea Star purchased the assets of
NPR, Inc. Emerald has further alleged that Sea Star's usage
was determined by self-billing and that Emerald relied on
Sea Star to accurately report its usage. Emerald has also
alleged that Sea Star intentionally under-reported its usage of
Emerald's equipment. At this juncture, the Court concludes
that Emerald has pled sufficient facts to establish distinct torts
arising independently of the contractual obligations such that
the claims are not definitively barred by the economic loss
doctrine. Accordingly, the Court will deny Sea Star's Motion
To Dismiss Emerald's tort claims on this ground.

B. Whether Emerald Has Satisfied The Pleading

Requirements Under Rule 9(b)
Sea Star contends that Emerald has failed to plead its

fraud charges with particularity as required by Rule 9(b).

With respect to the self-billing allegations which form the
basis of its fraud claim, Emerald has pled that (1) in order
to ascertain rental payments due for equipment, Sea Star
provided Emerald with monthly self-billing reports; and (2)
“upon later investigation, Emerald discovered that the ‘self-
billing reports' prepared by Sea Star were grossly understated,
failing, inter alia, to account for numerous pieces of Emerald
Equipment which Sea Star has been using without paying
rental charges to Emerald and failing to pay the appropriate
amounts for usage of equipment contained in the ‘self-billing
reports.” ’ D.I. 53, Counterclaim at ¶ 14, 15. Emerald has
not pled any specific dates of the alleged fraud and to the
extent Emerald is aware from the further investigation it
alleges it conducted in its Counterclaim, Emerald has not
disclosed which invoices were defective or which pieces
of equipment were implicated. In these circumstances, the
Court concludes that additional facts are required to establish

the pleading requirements of Rule 9(b), if those facts
are within Emerald's knowledge. To the extent that some
or all of this information is within Sea Star's exclusive
control, Emerald should reflect that allegation in any amended
pleadings it submits. Accordingly, the Court will dismiss
Emerald's fraud claims, Counts V through VIII, with leave to
amend to more particularly state the allegations relevant to
Emerald's fraud claims.

CONCLUSION

*11  For the reasons discussed, Emerald's Motion To Dismiss
will be granted as it pertains to (1) Count I, to the extent
Count I alleges a breach of the E–Mail Agreement, (2) Count
II alleging quantum meruit, (3) Count III alleging turnover
to the extent that rent is sought, and (4) Counts V through
VIII alleging tort claims for failure to satisfy the pleading

requirements under Rule 9(b). In all other respects, the
Motion To Dismiss will be denied. Emerald will be granted
leave to file an Amended Counterclaim.

An appropriate Order will be entered.

All Citations

Not Reported in F.Supp.2d, 2006 WL 214206
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Footnotes

1 Core proceedings include, but are not limited to:
(A) matters concerning the administration of the estate;
(C) counterclaims by the estate against persons filing claims against the estate;
(E) orders to turn over property of the estate;
(O) other proceedings affecting the liquidation of the assets of the estate or the adjustment of the debtor-
creditor or the equity security holder relationship, except personal injury tort or wrongful death claims....

28 U.S.C. § 157(b)(2)(A), (C), (E) and (O).
2 In pertinent part, 28 U.S.C. § 157(c)(2) and (d) provides:

(c)(1) A bankruptcy judge may hear a proceeding that is not a core proceeding but that is otherwise related
to a case under title 11. In such proceeding, the bankruptcy judge shall submit proposed findings of fact
and conclusions of law to the district court, and any final order or judgment shall be entered by the district
judge after considering the bankruptcy judge's proposed findings and conclusions and after reviewing de
novo those matters to which any party has timely and specifically objected.
(2) Notwithstanding the provisions of paragraph (1) of this subsection, the district court, with the consent
of all the parties to the proceeding, may refer a proceeding related to a case under title 11 to a bankruptcy
judge to hear and determine and to enter appropriate orders and judgments, subject to review under section
158 of this title.
(d) The district court may withdraw, in whole or in part, any case or proceeding referred under this section,
on its own motion or on timely motion of any party, for cause shown. The district court shall, on timely motion
of a party, so withdraw a proceeding if the court determines that resolution of the proceeding requires
consideration of both title 11 and other laws of the United States regulating organizations or activities
affecting interstate commerce.

3 Emerald also directs the Court to two Delaware cases for the proposition that “a new contract relating to the
subject matter of a former agreement does not destroy the obligations of the former agreement, except as it
is inconsistent therewith, unless it is shown that the parties intend that the new contract supersede the old
contract entirely.” D.I. 66 at 2 (citing Lee Builders, Inc. v.. Wells, 92 A.2d 710, 715 (Del. Ch.1952); Jefferson
Island Salt Min. Co. v. Empire Box Corp., 23 A.2d 106 (Del.Super.1941)). However, Delaware law does not
govern the contract at issue here.

4 The Counterclaim refers to the fraud count as Count IV, but this appears to be an error. Given the sequence
of the other counts asserted, the fraud count should be labeled Count V.

5 As a threshold matter, the parties have not specifically alleged which state's substantive law applies to
Emerald's tort claims. Sea Star alleges that the claims are non-maritime, and therefore, Delaware's conflict
of law rules apply to determine which state's substantive law applies. Although Sea Star identifies the “most
significant relationship test” as the appropriate test, it is unclear which state Sea Star alleges has the most
significant relationship to the occurrences and the parties. In a footnote, Emerald alleges that federal common
law should apply, because courts sitting in admiralty strive for uniformity. In the alternative, Emerald identifies
Delaware choice of law rules and contends that the law of the place of injury would apply, because this is a
diversity action. However, it is also unclear which state Emerald alleges as the specific place of injury.
In the Court's view, the choice of law issue is not sufficiently briefed for the Court to make a final decision
as to which law applies to the tort claims in this case. The parties cite case law from Florida, Virginia, Iowa,
Georgia, Delaware and New Jersey. Accordingly, at this juncture, the Court will work within the confines of
the law that has been presented in the briefing to make a determination as to whether Emerald's claims can
withstand a motion to dismiss.
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2020 WL 12308974
Only the Westlaw citation is currently available.

United States District Court, C.D. California.

SKYMASTER EXPRESS, INC., Plaintiff,
v.

HTNS AMERICA, INC., DBA
UKO LOGIS INC., Defendant.

CV 20-05161 DSF (JPRx)
|

Filed 07/28/2020

Order DENYING Defendant's Motion to Dismiss (Dkt. 7)

Dale S. Fischer United States District Judge

*1  Plaintiff Skymaster Express, Inc. contends Defendant
HTNS America, Inc. is liable for a stolen shipment of
computer modules. Defendant moves to dismiss the state law
claims asserted against it. Dkt. 7-1 (Mot.). Plaintiff opposes.
Dkt. 8 (Opp'n). The Court deems this matter appropriate
for decision without oral argument. See Fed. R. Civ. P. 78;
Local Rule 7-15. For the reasons stated below, the motion is
DENIED.

I. Background

Plaintiff is a Korean corporation headquartered in Seoul,
South Korea. Dkt. 1-1 (Compl.) ¶ 1. Defendant is a California
corporation headquartered in Carson, CA. Id. ¶ 2. Both
parties are “engaged in the logistics business,” with Plaintiff
typically contracting with Defendant to transport goods from
the United States to South Korea. Id. ¶ 8.

Since January 2018, Plaintiff has been in an ongoing
contractual relationship with Samsung Electronics Logitech
to ship various Samsung products from the United States to
South Korea. Id. ¶ 11. On July 25, 2018, Kingston Technology
Company, located in Fountain Valley, California, sold a
shipment of computer modules to Samsung Semiconductor,
Inc., to be delivered to Samsung Electronics, Inc. in South

Korea. Id. ¶¶ 12-13. 1  The shipment consisted of 24 cartons,
each containing 250 computer modules (6,000 total), with

a total value of $1,005,960. Id. ¶ 14. 2  Defendant was
contracted to pick up the goods from Kingston Technology,

transfer them to Defendant's warehouse in Carson, and
then ship the goods to Incheon, South Korea. Id. ¶
15. To collect the goods from Kingston Technology's
warehouse, Defendant engaged Hollywood Delivery Service,
an independent trucking company, who hired a driver named
Alfred Castro for the job. Id. ¶ 16. On July 27, 2018,
while Castro was transporting the shipment from Kingston
Technology to Defendant, 14 cartons of computer modules
were stolen out of the truck while it was parked at a gas
station. Id. ¶¶ 17-18. The remaining ten cartons arrived at
Defendant's warehouse and were shipped to South Korea. Id.
¶ 19. The full amount of loss from the theft was $645,491.
Id. ¶ 20. On August 3, 2018, Samsung Logitech made
a claim against Plaintiff for the full amount of the loss.
Id. ¶ 23. Plaintiff, in turn, filed a claim with Defendant
in December 2018; the claim was denied by Defendant's
insurance company. Id. ¶ 26.

II. Legal Standard

Rule 12(b)(6) allows an attack on the pleadings for failure to
state a claim on which relief can be granted. “[W]hen ruling
on a defendant's motion to dismiss, a judge must accept as
true all of the factual allegations contained in the complaint.”

Erickson v. Pardus, 551 U.S. 89, 94 (2007) (per curiam).
However, a court is “not bound to accept as true a legal

conclusion couched as a factual allegation.” Ashcroft v.

Iqbal, 556 U.S. 662, 678 (2009) (quoting Bell Atl. Corp. v.
Twombly, 550 U.S. 544, 555 (2007)). “Nor does a complaint
suffice if it tenders ‘naked assertion[s]’ devoid of ‘further

factual enhancement.’ ” Id. (quoting Twombly, 550 U.S.
at 557) (alteration in original) (citation omitted). A complaint
must “state a claim to relief that is plausible on its face.”

Twombly, 550 U.S. at 570. This means that the complaint
must 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. There must be
“sufficient allegations of underlying facts to give fair notice
and to enable the opposing party to defend itself effectively ...
and factual allegations that are taken as true must plausibly
suggest an entitlement to relief, such that it is not unfair to
require the opposing party to be subjected to the expense of

discovery and continued litigation.” Starr v. Baca, 652 F.3d
1202, 1216 (9th Cir. 2011).
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III. Discussion

*2  Defendant moves to dismiss Plaintiff's state law claims
for Negligence, Breach of Contract, Breach of Bailment,
Implied Contractual Indemnity, and Vicarious Liability on the
grounds that they are preempted by the Carmack Amendment
or the Interstate Commerce Commission Termination Act of
1995 (ICCTA).

A. Carmack Amendment Preemption
The Carmack Amendment, 49 U.S.C. § 14706, established
a uniform national liability policy for interstate carriers.

Hughes Aircraft Co. v. N. Am. Van Lines, Inc., 970 F.2d
609, 613 (9th Cir. 1992). The statute creates a civil cause
of action against carriers responsible for losses associated
with transportation of property, but limits a carrier's liability
to “the actual loss or injury to the property caused by” the
carrier. 49 U.S.C. § 14706(a). “It is well settled that the
Carmack Amendment is the exclusive cause of action for
interstate-shipping contract claims alleging loss or damage
to property.” Hall v. N. Am. Van Lines, Inc, 476 F.3d 683,
688 (9th Cir. 2007). Therefore, the Carmack Amendment
“completely preempts a contract claim alleging loss or
damage to property” and “constitutes a complete defense to
common law claims alleging all manner of harms.” Id. at
688-89.

Defendant contends “the shipment at issue” falls under the
statute and therefore Plaintiff's “state law causes of action
are preempted by the Carmack Amendment and should
be dismissed with prejudice as a matter of law.” Mot. at
5-6. However, “the Carmack Amendment does not apply
to brokers,” who “may be held liable under state tort or

contract law in connection with shipments.” Chubb Grp.
of Ins. Companies v. H.A. Transp. Sys., Inc., 243 F. Supp. 2d
1064, 1068–69 (C.D. Cal. 2002) (citations omitted). Plaintiff
explains that its Complaint asserts two alternative sets of
claims: (1) the Misdelivery of Cargo claim, asserted against
Defendant as a “carrier” (although it is not explicitly pleaded

under the Carmack Amendment); 3  and (2) the remaining
state law claims asserted “in the alternative, in the event
that Defendant is ultimately found to be a broker rather
than a carrier.” Opp'n at 2; see also Fed R. Civ. P. 8(d)(2).
Plaintiff concedes that its state law claims are “subject to their
eventual dismissal if Defendant is in fact a carrier.” Opp'n
at 3. Therefore, Defendant's arguments for dismissal under

the Carmack Amendment are moot and the Court declines to
address them.

Defendant argues that Plaintiff's claims for Breach of
Contract, Breach of Bailment, and Vicarious Liability “only
appl[y] to carriers and cannot be pled in the alternative
against a broker.” Dkt. 9 (Reply) at 2. Therefore, Defendant
maintains, these claims are unquestionably preempted by
the Carmack Amendment. Id. At the same time, Defendant
acknowledges that, after the motion to dismiss stage, it
“intends on contesting Skymaster's allegations that HTNS is
a carrier.” Id. at 1 n.1. In other words, it seeks to dismiss
these state law claims under the Carmack Amendment
on the grounds that Defendant is carrier and then defeat
the Misdelivery of Cargo claim at summary judgment or
trial by disputing that it was acting as a carrier. But
Plaintiff's approach is permissible. See Fed. R. Civ. P 8(d)
(3) (“Inconsistent Claims or Defenses. A party may state as
many separate claims or defenses as it has, regardless of
consistency.”) Therefore, to the extent Plaintiff's state law
claims may fall under the Carmack Amendment, the Court
declines to find them preempted at this stage.

B. ICCTA Preemption
*3  Defendant next argues that the state law “broker” claims

fall under “the express preemption provided by the ICCTA”
and should be dismissed. Mot. at 6. Plaintiff maintains that
the ICCTA does not preempt its state law claims because they
are not “related to a price, route, or service” of a motor carrier

or broker. Opp'n at 5 (quoting 49 U.S.C. § 14501(c)(1)).

The ICCTA, 49 U.S.C. § 14501(c)(1), preempts state law
claims “related to a price, route, or service of any motor
carrier ... or any motor private carrier, broker, or freight
forwarder with respect to the transportation of property.”

Section 14501(c)(1) is nearly identical to 49 U.S.C.
§ 41713, part of the Airline Deregulation Act (ADA), and
therefore interpretations of this part of the ADA are applicable

to § 14501(c)(1). Rowe v. N.H. Motor Transp. Ass'n,
552 U.S. 364, 368, 370 (2008). The term “related to” in

§ 14501(c)(1) is interpreted broadly. See id. at 370-71;

Morales v. Trans World Airlines, Inc., 504 U.S. 374,
383-84 (1992). A regulation is “related to” prices, routes, or
services when it affects those prices, routes, or services in a
manner that is more than “tenuous, remote, or peripheral.”

Rowe, 552 U.S. at 371.
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However, as the Ninth Circuit has held, the term “service”

in the statute is defined relatively narrowly. See Charas
v. Trans World Airlines, Inc., 160 F.3d 1259, 1265-66 (9th
Cir. 1998) (en banc). In the ADA context, the Ninth Circuit
interpreted the word “service” as used in the statute “in the
public utility sense – i.e., the provision of air transportation

to and from various markets at various times.” Id. at 1266;

see also id. at 1261 (“Congress used the word ‘service’ ...
to refer to the prices, schedules, origins and destinations of the
point-to-point transportation of passengers, cargo, or mail.”).
“Service” is defined narrowly because Congress intended to
“preempt only state laws and lawsuits that would adversely
affect the economic deregulation of ... and the forces of

competition within” the industry it meant to deregulate. Id.
at 1261. But it did not “intend to immunize the [industries]
from liability for personal injuries caused by their tortious

conduct.” Id. at 1266. The same reasoning applies to

§ 14501(c)(1), see Rowe, 552 U.S. at 368, and there
is no reason to believe that the definition of “service”
varies depending on whether the claim involves a motor

carrier, broker, or freight forwarder, id. at 370 (“[W]hen
judicial interpretations have settled the meaning of an existing
statutory provision, repetition of the same language in a new
statute indicates, as a general matter, the intent to incorporate
its judicial interpretations as well.”).

In Dilts v. Penske Logistics, LLC, 769 F.3d 637, 646
(9th Cir. 2014), the Ninth Circuit addressed preemption
under the Federal Aviation Administration Authorization

Act (FAAAA), 49 U.S.C. § 14501, which preceded
and was re-codified by the ICCTA. The court held that
“Congress did not intend to preempt generally applicable
state transportation, safety, welfare, or business rules that do
not otherwise regulate prices, routes, or services,” “even if
employers must factor those provisions into their decisions
about the prices that they set, the routes that they use, or

the services that they provide.” Id. at 644, 646. The
negligence-and contract-based claims asserted here seek to
enforce generally applicable, common law duties that “do
not otherwise regulate prices, routes or services” in the
trucking industry. Id. And this Court has previously held
that negligence and fraud claims against a broker stemming
from its role arranging transportation of goods that were
damaged during the shipment “are not sufficiently related to

[the defendant's] ‘service’ to be preempted by § 14501(c)

(1).” Works v. Landstar Ranger, Inc., No. CV 10-1383
DSF OPX, 2011 WL 9206170, at *2 (C.D. Cal. Apr. 13,
2011) (“Neither the delivery of damaged goods, nor an
attempt to cover up that damage, has more than a tenuous,
remote, or peripheral effect on Landstar's ‘prices, schedules,
origins and destinations of the point-to-point transportation of

passengers, cargo, or mail.’ ” (citing Charas, 160 F.3d at
1265-66)). The Court reaches the same conclusion here and
finds Plaintiff's claims are not preempted by the ICCTA.

*4  Defendant raises a number of objections. First, it
contends that the law has changed since this Court decided

Works, as the Supreme Court's decision in Dan's City Used
Cars, Inc. v. Pelkey, 569 U.S. 251 (2013) vastly expanded the
ICCTA's scope of preemption to encompass all “claims for
damage to property occurring during transport or involving
services related to the arrangement for the movement of the
property.” Mot. at 8. In Defendant's telling, the Supreme
Court “stated that if the state-law claim relates in any way to
the services the provider allegedly agreed to provide or has
any effect on the provider's rates or services, it falls within the

ambit of Section 14501.” Reply at 6.

Pelkey held that claims brought for unlawful disposal of a
vehicle under New Hampshire's abandoned vehicle removal
statute were not preempted by the ICCTA because they
concerned the storage, rather than the “transportation” of

the plaintiff's vehicle. 569 U.S. at 261-62 (quoting 49
U.S.C. § 14501(c)(1)). The Court further emphasized that

“Congress' purpose in enacting § 14501(c)(1)” was to
displace state regulations that impeded “competitive market
forces in determining (to a significant degree) the services that

motor carriers will provide.” Id. at 263 (quoting Rowe,
552 U.S. at 372). By contrast, the consumer protection and
tort claims asserted by the plaintiff were “far removed from
Congress' driving concern”:

The state laws in question hardly constrain participation in
interstate commerce by requiring a motor carrier to offer
services not available in the market. Nor do the state laws
invoked by Pelkey “freez[e] into place services that carriers
might prefer to discontinue in the future.”

Id. at 263-64 (quoting Rowe, 552 U.S. at 372). The same
is true here; Plaintiff's claims do not threaten to upend the
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interstate broker market or impact the services offered by
Defendant.

Pelkey did not expand or modify the preemption principles
stated in Rowe. Id. at 263 (“We need not venture an all-
purposes definition of transportation ‘service[s]’ ” (alteration

in original)); see also Nat'l Fed'n of the Blind v. United
Airlines Inc., 813 F.3d 718, 727 (9th Cir. 2016) (the Supreme
Court in Pelkey “confirmed Rowe's focus on transportation
services” but “again declined to articulate ‘an all-purposes
definition’ ” of “services” under the statute). The Court
sees nothing in that opinion to support the broad ICCTA
preemption advocated by Defendant that would encompass
the claims in this action.

Finally, Defendant suggests that the Ninth Circuit's narrow
interpretation of “service” under the ICCTA – set forth in
Charas – conflicts with Supreme Court precedent and this
Court should adopt the broader definition favored by the

Second Circuit, among others. Reply at 6 (citing Air
Transp. Ass'n of Am., Inc. v. Cuomo, 520 F.3d 218, 223

(2d Cir. 2008) and other non-binding cases). 4  Of course,
this Court has no discretion to disregard applicable decisions
from the Ninth Circuit. And contrary to the cases cited by
Defendant, the Ninth Circuit has affirmed that the Supreme
Court's “understanding of the term ‘service’ is entirely

consistent with [the] decision in Charas.” Nat'l Fed'n of
the Blind, 813 F.3d at 727 (“Like Charas, Rowe viewed the
term ‘service’ as focused on ‘essential details of the carriage

itself.’ ”). 5

IV. Conclusion

*5  Defendant's motion to dismiss is DENIED.

IT IS SO ORDERED.

All Citations

Slip Copy, 2020 WL 12308974

Footnotes

1 The Complaint mentions several different Samsung entities, but does not explain their connection to one
another or to the shipping transaction at issue in this case. There are also allegations about various insurance
claims and payments made by the Samsung entities that are not relevant here. See Compl. ¶¶ 21-24.

2 The Complaint initially states that the shipment consisted of 14 cartons of computer modules, Compl. ¶ 14,
but this appears to be a typographical error.

3 Plaintiff does not dispute that the factual basis for the Misdelivery of Cargo claim “brings it[ ] under the purview
of the Carmack Amendment.” Mot. at 5. Plaintiff asks for leave to amend its Complaint “to expressly allege
a claim under the Carmack Amendment” if the Court grants Defendant's motion. Opp'n at 9.

4 Among other cases, Defendant cites Nat'l Fed'n of the Blind v. United Airlines, Inc., 2011 WL 1544524,

at *5 (N.D. Cal. 2011), aff'd, 813 F.3d 718 (9th Cir. 2016) for the proposition that Charas is incompatible
with the Supreme Court's decision in Rowe. See Reply at 6. While the Ninth Circuit ultimately upheld the
district court's decision in that case, it rejected the lower court's conclusion that Charas had been overruled.

Nat'l Fed'n of the Blind, 813 F.3d at 727 (upholding “Charas's continuing vitality”); see also Dilts, 769
F.3d at 645 (“Rowe did not represent a significant shift in [Motor Carrier Act] jurisprudence. Nor did it call into
question our past [Motor Carrier Act] cases.”). The Court assumes that Defendant's citation to the overturned
reasoning of a district court was simply careless, rather than a deliberate effort to mislead the Court. Counsel
is advised to be more careful in the future.

5 In its Reply brief, Defendant raises additional arguments for dismissing Plaintiff's breach of contract and

implied contractual indemnity. Reply at 10-12. The Court declines to consider these arguments. Zamani
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v. Carnes, 491 F.3d 990, 997 (9th Cir. 2007) (“The district court need not consider arguments raised for the
first time in a reply brief.”).

End of Document © 2021 Thomson Reuters. No claim to original U.S. Government Works.
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2016 WL 1165634
Only the Westlaw citation is currently available.
United States Bankruptcy Court, D. Delaware.

IN RE: SYNTAX-BRILLIAN
CORPORATION, et al., Debtors.
SB Liquidation Trust, Plaintiff,

v.
Preferred Bank, Defendant.

Case No. 08–11407 (BLS) (Jointly Administered)
|

Adv. No. 10–51389 (BLS)
|

Signed February 8, 2016

Attorneys and Law Firms

David M. Fournier, John Henry Schanne, II, Pepper Hamilton
LLP, Wilmington, DE, Eric D. Madden, Michael J. Yoder,
Diamond McCarthy LLP, Houston, TX, J. Gregory Taylor,
Diamond McCarthy LLP, Dallas, TX, for Plaintiff.

Stuart M. Brown, DLA Piper LLP, R. Craig Martin,
Wilmington, DE, Thomas M. Robins, III, Kenneth N. Russak,
Reed S. Waddell, Frandzel Robins Bloom & Csato, L.C., Los
Angeles, CA, for Defendant.

Related to Adv. Docket Nos. 103, 105, 106, 107, 109 & 113

MEMORANDUM ORDER 1

Brendan Linehan Shannon, Chief United States Bankruptcy
Judge

*1  Upon consideration of the Motion to Dismiss the First
Amended Complaint (the “Motion to Dismiss”) [Adv. Docket
No. 105] and accompanying brief in support [Adv. Docket
No. 106] filed by Preferred Bank (the “Bank”); the Answering
Brief (the “Answering Brief”) in Opposition to the Motion
to Dismiss [Adv. Docket No. 109] filed by SB Liquidation
Trust (the “Trust” or “Plaintiff”); the Reply Brief in Support
of the Motion to Dismiss [Adv. Docket No. 264] filed by the
Defendant; and oral argument heard on April 20, 2015; the
record reflects as follows:

I. BACKGROUND

1. The Court assumes familiarity with the history underlying
this dispute as it has been subject of three memorandum
opinions. The factual and procedural background of this
adversary proceeding (the “Proceeding”) is set forth in detail

in two opinions by this Court, see SB Liquidation Trust v.
Preferred Bank (In re Syntax–Brillian Corp.), No. 08–11407
BLS, 2011 WL 3101809 (Bankr.D.Del. July 25, 2011); SB
Liquidation Trust v. Preferred Bank (In re Syntax–Brillian
Corp.), No. 08–11407 BLS, 2013 WL 153831 (Bankr.D.Del.
Jan. 15, 2013), and also in an opinion by the Court of Appeals
for the Third Circuit, see SB Liquidation Trust v. Preferred
Bank (In re Syntax–Brillian Corp.), 573 Fed.Appx. 154 (3d
Cir.2014). The following background is only a summary of

the facts relevant to the instant matter. 2

2. On July 7, 2010, the Plaintiff initiated the Proceeding
by filing a complaint against the Bank to recover, among
other things, avoidable fraudulent transfers owed to Syntax–
Brillian Corporation and certain of its affiliated debtors
(collectively, the “Debtors”). The Bank moved to dismiss
the Proceeding, which the Court granted by Order [Adv.
Docket No. 31] and Opinion [Adv. Docket No. 30] on

July 25, 2011 (the “July 25 Opinion”). In re Syntax–
Brillian Corp., No. 08–11407 BLS, 2011 WL 3101809
(Bankr.D.Del. July 25, 2011). With respect to the actual and
constructive fraud claims, the Court held that dismissal was
appropriate because the Plaintiff did not allege sufficient
facts to show that the Bank actually or constructively
knew of the purported ongoing fraud. Id. at *12. The
Court determined that the failure to allege such knowledge
was fatal under the circumstances because the Plaintiff's
fraudulent transfer claims hinged on the collapsing doctrine
—an equitable tool whereby a court can collapse multiple
transactions and consider the overall financial consequences
of the transactions. Id. at *11–12. The Court concluded that
the collapsing doctrine required a showing of the transferee's
knowledge of the fraudulent scheme, and therefore the
Plaintiff could not invoke the collapsing doctrine. Id.
(“Because Counts III through VII [actual and constructive
fraud claims] are predicated upon the Plaintiff's collapsing
argument, the Court finds that each of the fraudulent transfer
claims necessarily fail.”).

*2  3. On July 25, 2012, the Plaintiff filed a motion for

relief from judgment under Fed.R.Civ.P. 60(b) and sought
reconsideration of the July 25 Opinion based on newly
discovered evidence. On January 15, 2013, the Court denied
the motion by Order [Adv. Docket No. 79] (the “January 15
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Order”) and Opinion [Adv. Docket No. 78]. In re Syntax–
Brillian Corp., 2013 WL 153831, at *8–9 (holding that the
Plaintiff failed to show that the new evidence would have
changed the Court's disposition).

4. The Plaintiff appealed both of the Court's rulings. The Third
Circuit certified and authorized a direct appeal of the rulings

pursuant to 28 U.S.C. § 158(d)(2). On August 11, 2014,
the Third Circuit affirmed in part and vacated in part the July
25, 2011 Order and affirmed the January 15, 2013 Order. In
re Syntax–Brillian Corp., 573 Fed. Appx. at 164.

5. The Third Circuit vacated this Court's dismissal of the
counts relating to fraudulent transfers with actual intent under

11 U.S.C. § 548(a)(1)(A) and 6 Del.Code § 1304(a)(1).
In its ruling, the Third Circuit focused on whose intent was
necessary to satisfy the “actual intent” requirement and held
that the relevant statutes only require the Plaintiff to allege
the intent of the Debtors. In re Syntax–Brillian Corp., 573
Fed.Appx. at 161–62 (“[W]e conclude that the Trust should
not have been required to aver knowledge of the Debtor's
fraudulent intent on the part of the defendant/transferee,
Preferred Bank.”).

6. After the Third Circuit's ruling, the Proceeding was
remanded to the District Court, which referred it back to this
Court [Adv. Docket No. 96].

7. By stipulation of the parties, the Plaintiff filed the First
Amended Complaint [Adv. Docket No. 102] on December
17, 2014. In accordance with the Third Circuit's ruling, the
First Amended Complaint now asserts three counts against
the Bank: Count I seeks to avoid the Kolin Secured Line
Obligations, the Note 204615 Obligations, the December
2006 Line 202359 Obligation, and the September 2007
Line 202359 Obligations (collectively, the “Obligations” or
“Count I”) on the basis that the Obligations were incurred

with the actual intent to delay, hinder, or defraud under 11
U.S.C. § 548(a)(1)(A), 11 U.S.C. § 544(b), and applicable
state law; Count II seeks to avoid the Kolin Secured Line
Principal Transfer and the Line 202359 Payoff Transfer
(collectively, the “Transfers” or “Count II”) on the same basis
as Count I; and Count III seeks to recover the Transfers under
11 U.S.C. § 550.

8. The Bank timely filed the Motion to Dismiss under
Fed.R.Civ.P. 12(b)(6) on ground that the First Amended
Complaint fails to state claims upon which relief may be

granted. Plaintiff has opposed the Motion to Dismiss, and
the Bank filed the Reply. The Court heard oral argument and
took the matter under advisement. The matter has been fully
briefed and is ripe for decision.

9. For the following reasons, the Court will deny the Bank's
Motion to Dismiss.

II. ANALYSIS
10. On remand, the Third Circuit tasked this Court with
determining whether the “Trust sufficiently alleged actual

fraud under the heightened pleading standard of Rule
9(b) of the Federal Rules of Civil Procedure.” In re Syntax–
Brillian, 573 Fed. Appx. at 163 n.11. Before addressing this
issue, the Court must briefly consider a couple arguments
made by the parties that seek to influence the prism by which
the Court analyzes the sufficiency of the facts in the First
Amended Complaint.

*3  11. The Plaintiff once again seeks to collapse the
Obligations into one integrated transaction so the Court can
consider the outgoing transfers to the Kolin Company, Ltd.

(“Kolin”). 3  The law of the case doctrine bars the Plaintiff
from reasserting this argument because the Court previously

held that the Obligations could not be collapsed. 4  In
re Syntax–Brillian Corp., 2011 WL 3101809, at *12. “The
doctrine of the law of the case dictates that when a court
decides upon a rule of law, that rule should continue to
govern the same issues in subsequent stages in the litigation.”
Deisler v. McCormack Aggregates, Co., 54 F.3d 1074, 1086
(3d Cir.1995) (internal citation and quotation marks omitted).
After an issue has been decided, parties cannot seek to

re-litigate that issue in the same case. In re Martin's
Aquarium, Inc., 98 Fed.Appx. 911, 913 (3d Cir.2004).

12. In the July 25 Opinion, the Court expressly held that
the Obligations could not be collapsed into one transaction
because the Plaintiff failed to sufficiently allege that the
Bank had actual or constructive knowledge of the wrongful

purpose of the purported fraudulent transactions. In re
Syntax–Brillian Corp., 2011 WL 3101809, at *12. The
Third Circuit did not disturb this conclusion. In re Syntax–
Brillian Corp., 573 Fed.Appx. at 160. The Third Circuit
declined to address whether the Court correctly applied the
collapsing doctrine because the Plaintiff prevailed in arguing
that its fraudulent transfer claims only require evidence of
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the Debtors' intent. 5  Id. (“Because we find that the Trust
prevails on its first argument, we need not reach its alternative
argument regarding the requirements for the equitable tool of
collapsing.”). Therefore, the Plaintiff is bound by the Court's
previous decision rejecting the collapsing doctrine in this
case.

13. The Bank requests dismissal of the First Amended
Complaint on grounds that it gave value in good faith

within the meaning of Bankruptcy Code section 548(c).
At this juncture, the Court will not consider whether the

affirmative defense embodied in section 548(c) applies. 6

A plaintiff asserting a claim under 548(a)(1)(A) does not

have to allege that the transferee lacked good faith. In
re Bernard L. Madoff Inv. Sec. LLC, 454 B.R. 317, 331
(Bankr.S.D.N.Y.2011) (“[A] defendant's good faith need not
be negated by the Trustee in the Complaint.”) (internal
citation omitted); In re Bayou Grp., LLC, 362 B.R. 624,
631 (Bankr.S.D.N.Y.2007) (“[L]ack of good faith is not an

element of a plaintiff's claim under Section 548(a)(1).”).

Section 548(c) is an affirmative defense, and therefore the
burden is on the defendant-transferee to plead and establish

facts to prove the defense. Silverman v. Actrade Capital,
Inc. (In re Actrade Fin. Techs. Ltd.), 337 B.R. 791, 805
(Bankr.S.D.N.Y.2005). But that burden does not shift to the
transferee until the plaintiff meets the evidentiary burden of
proving a prima facie case. Accordingly, the Court declines
to consider the merits of the Bank's good faith defense under

section 548(c) at this stage. E.g., In re Dreier LLP, 452
B.R. 391, 401 (Bankr.S.D.N.Y.2011) (refusing to consider an
affirmative defense under 548(c) at the motion to dismiss
stage); see also In re Opus E., L.L.C., 480 B.R. 561, 572
(Bankr.D.Del.2012).

A. Standard for Dismissal under Rule 12(b)(6) when

Rule 9(b) Applies
*4  14. Federal Rule of Civil Procedure 12(b)(6), made

applicable to the Proceeding by Fed. R. Bankr.P. 7012,
provides that a court may dismiss a complaint “for failure to
state a claim upon which relief may be granted.” Fed.R.Civ.P.
12(b)(6). The purpose of a Rule 12(b)(6) motion is to test the
sufficiency of a complaint, not to resolve disputed facts or

decide the merits of the case. Kost v. Kozakiewicz, 1 F.3d
176, 183 (3d Cir.1993).

15. The Third Circuit instructs courts to conduct a two-
part analysis when presented with a Rule 12(b)(6) motion

to dismiss. Fowler v. UPMC Shadyside, 578 F.3d 203,
210 (3d Cir.2009). First, courts are to separate the factual
and legal elements of the claims and accept all well-pleaded
facts as true. Id. Second, courts are to “determine whether
the facts alleged in the complaint are sufficient to show that

the plaintiff has a plausible claim for relief.” Id. at 211
(internal citation omitted).

16. 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, 556
U.S. 662, 678 (2009). A claim is facially plausible 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. Determining plausibility will be “a
context-specific task that requires the reviewing court to draw

on its judicial experience and common sense.” Id. at 679.

17. Federal Rule of Civil Procedure 9(b), made applicable
to the Proceeding by Fed. R. Bankr.P. 7009, governs the
pleading of intentional fraudulent conveyance claims. It
provides that “[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). “In order to satisfy Rule 9(b), plaintiffs must
plead with particularity the circumstances of the alleged
fraud in order to place the defendants on notice of the
precise misconduct with which they are charged, and to
safeguard defendants against spurious charges of immoral and

fraudulent behavior.” Lum v. Bank of Am., 361 F.3d 217,
223–24 (3d Cir.2004) (internal citation and quotation marks

omitted), abrogated in part on other grounds by Bell Atl.
Corp. v. Twombly, 550 U.S. 544, 557 (2007).

18. In bankruptcy, the heightened pleading standard under

Rule 9(b) is “relaxed and interpreted liberally where a
trustee, or a trust formed for the benefit of creditors, ... is

asserting the fraudulent transfer claims.” Official Comm,
of Unsecured Creditors of Fedders N. Am., Inc. v. Goldman
Sachs Credit Partners (In re Fedders N. Am., Inc.), 405 B.R.
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527, 544 (Bankr.D.Del.2009); In re Saba Enterprises,
Inc., 421 B.R. 626, 640 (Bankr.S.D.N.Y.2009).

B. Actual Intent to Hinder, Delay, or Defraud under

Section 548(a)(1)(A) and 6 Del.Code § 1304(a)(1)

19. Both Bankruptcy Code section 548(a)(1)(A) 7  and 6

Del.Code § 1304(a)(1) 8  focus on whether a transfer was
made, or an obligation was incurred, with the actual intent
to “hinder, delay, or defraud” the debtor's creditors. In re
Syntax–Brillian Corp., 573 Fed.Appx. at 161–62 (“[S]ection
548(a)(1)(A) and 6 Del.Code § 1304 unambiguously focus
solely on the intent of the debtor.”). Both statutes are set
out in the disjunctive, and “a showing of any one of the
three requisite states of mind—the intent to hinder, the
intent to delay, or the intent to defraud—is sufficient to

establish the intent element.” In re Stanton, 457 B.R.
80, 93 (Bankr.D.Nev.2011). Because direct evidence of
intent is typically unavailable, plaintiffs may demonstrate
intent circumstantially with the well-known “badges of

fraud.” In re Fedders N. Am., Inc., 405 B.R. 527, 545
(Bankr.D.Del.2009). Badges of fraud are circumstances so
commonly associated “with fraudulent transfers that their

presence gives rise to an inference of intent.” In re Sharp
Int'l Corp., 403 F.3d 43, 56 (2d Cir.2005).

*5  20. The badges of fraud that courts often consult include,
but are not limited to: (1) the relationship between the debtor
and the transferee; (2) consideration for the conveyance; (3)
insolvency or indebtedness of the debtors; (4) how much
of the debtor's estate was transferred; (5) reservation of
benefits, control or dominion by the debtor over the property
transferred; and (6) secrecy or concealment of the transaction.

In re Hechinger Inv. Co. of Del, Inc., 327 B.R. 537, 550
(D.Del.2005), aff'd, In re Hechinger Inv. Co. of Del., Inc.,
278 Fed.Appx. 125 (3d Cir.2008). The presence or absence

of any single badge of fraud is not conclusive. In re
Hill, 342 B.R. 183, 197 (Bankr.D.N.J.2006). “The proper
inquiry is whether the badges of fraud are present, not whether
some factors are absent.” Id. (internal citation omitted); see

In re Lehman Bros. Holdings Inc., 469 B.R. 415, 448
(Bankr.S.D.N.Y.2012).

21. The badges-of-fraud analysis is not a check-the-box
inquiry, and a court may consider other factors relevant to

the alleged fraudulent transaction. E.g., Ritchie Capital
Mgmt., LLC v. Stoebner (In re Polaroid Corp.), 779 F.3d
857, 863 (8th Cir.2015) (“Courts may consider any factors
they deem relevant to the issue of fraudulent intent....”);

In re Tribune Co., 464 B.R. 126, 162 (Bankr.D. Del.2011)
(“A court may, of course, consider factors other than the
traditional badges of fraud in an analysis of fraudulent
intent.”). While the badges of fraud provide a basic rubric,
courts examine the totality of the circumstances to determine
whether fraudulent intent exists. See Max Sugarman Funeral
Home, Inc. v. A.D.B. Inv'rs, 926 F.2d 1248, 1254 (1st

Cir.1991); In re Adler, Coleman Clearing Corp., 247 B.R.

51, 86 n.52 (Bankr.S.D.N.Y.1999), aff'd, 263 B.R. 406
(S.D.N.Y.2001).

1. Count I: Avoidance of the Obligations

22. The Bank asserts that the Plaintiff has not sufficiently

alleged a claim under section 548(a)(1)(A) and 6 Del.Code
§ 1304 because the First Amended Complaint lacks direct
evidence of fraud, and with the exception of insolvency,
the presence of any badges of fraud. With such lack of
circumstantial evidence, the Court cannot infer that the
Obligations were incurred with the actual intent to hinder,
delay, or defraud the Debtors' creditors. The Bank also
argues that the Obligations cannot be fraudulent conveyances
because those obligations and the funding of the proceeds into
the Debtors' bank accounts could not, in and of themselves,
cause damage to the Debtors' creditors.

23. In response, the Plaintiff contends that the First Amended
Complaint contains sufficient allegations to show that the
Debtors knew to a substantial certainty that incurring the
Obligations would have the consequence of hindering,
delaying, or defrauding its creditors. The Plaintiff emphasizes
that an intent to delay, an intent to hinder, or an intent

to defraud qualifies under section 548(A)(1)(A). The
Plaintiff asserts that the Kolin Faction's knowledge of the
inevitable harm that would befall the creditor body can be
imputed to the Debtors because many of the members of the
Kolin Faction served as directors and officers of the Debtors.

24. The gravamen of Count I is that the Obligations were
incurred to prolong the Kolin Faction's fraudulent scheme and
to continue an unsustainable enterprise that was inevitably
doomed to fail. The Plaintiff supports this assertion with
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the following allegations: the Kolin Faction had the power
to cause the Debtors to enter into the Obligations; at all
relevant times, the Debtors purposefully sold products at
a loss to “prop up” Kolin; the Debtors were insolvent at
the time the Obligations were incurred; the Kolin Faction
generated fake “credit memos” that purported to represent
various credits that Kolin gave the Debtors; the amount of
the fake credit memos were substantial—in fiscal year 2006
and 2007 the Debtors recorded in excess of $85 million
and $140 respectively; the fake credit memos enabled the
Debtors to continue an unsustainable enterprise; Syntax
was significantly overpaying Kolin for the televisions that
Syntax imported and sold; and the Kolin Faction significantly
benefitted from the Debtors under-cost selling. The Plaintiff
also stresses that the chief components of the Kolin Faction's
prodigious fraud include the Kolin Faction causing the
generation of over 100 fake “credit memos” that represented
various credits Kolin gave the Debtors, the Debtors to record
over $400 million in fake sales to SCHOT, and the creation
of fake invoices from Kolin to SBC for Kolin's fictitious
purchase of “tooling” for plastic molds. The Court accepts as

true all of these allegations. Phillips v. Cnty. of Allegheny,
515 F.3d 224, 231 (3d Cir.2008).

*6  25. Critical to the Plaintiff's position is the overlap of
management between Kolin and the Debtors. Several of the
Debtors' officers and directors were officers, directors, and
shareholders of Kolin: James Li was on SBC's Board of
Directors and was also at relevant times its President, Chief
Operating Officer, and Chief Executive Officer; Thomas
Chow was a Director of SBC, its Chief Financial Officer,
and Chief Procurement Officer; Christopher Liu was Kolin's
Chairman of the Board and a Director of SBC; Roger Kao
was Kolin's Vice President and served as a Director of Syntax;

Alice Phang was SBC's Controller. 9  In re Syntax–Brillian
Corp., 2013 WL 153831, at *1 n.6.

26. The Court can reasonably infer based on the relative
positions of the Kolin Faction members within the Debtors'
organization that they had the power to cause the Debtors

to incur the Obligations. Worldcom, Inc. v. Graphnet,
Inc., 343 F.3d 651, 653 (3d Cir.2003) (“[We] draw all
reasonable inferences from such allegations in favor of the
complainant.”). The Court will impute the intent of these

individuals to incur the Obligations to the Debtors. 10  E.g.,

Schnelling v. Crawford (In re James River Coal Co.), 360
B.R. 139, 161–62 (Bankr.E.D.Va.2007) (“[F]or the purpose

of recovering impermissibly transferred corporate assets
and thereby facilitating creditor recovery, the intent of the
officers and directors may be imputed to the corporation.”);

In re Nat'l Audit Def. Network, 367 B.R. 207, 220
(Bankr.D.Nev.2007) (same).

27. The Debtors' operations depended on receiving money
from the Obligations; without this liquidity the Debtors
could not sustain their under-cost selling to Kolin. When
the Obligations were incurred, the Debtors had negative
operating income and negative gross margins. While
obtaining liquidity under such circumstances might be a
reasonable way to effectuate a turnaround plan or other related
business decision, the Obligations were incurred at a time
when the Kolin Faction was in the midst of generating fake
credit memos and recording fake sales to SCHOT. The Kolin
Faction would also be incentivized to cause the Debtors to
incur the Obligations because they benefited from the Debtors
continued operations as they were directors, officers, and
shareholders of Kolin.

28. The Debtors are presumed to intend the natural

consequences of their acts. In re Sentinel Mgmt. Grp.,
Inc., 728 F.3d 660, 667 (7th Cir.2013). And the natural
consequence of incurring the Obligations—which were
primarily secured obligations—under the circumstances
described above would, at a minimum, delay or hinder

distributions to the creditor body. See In re Tribune
Co., 464 B.R. at 161 (“If the natural consequence of a
debtor's actions is that its creditors were hindered, delayed
or defrauded, a court is more likely to find that an
intentional fraudulent transfer occurred.”). The delay of
payment to creditors was substantially certain to occur when
the Debtors incurred the Obligations at a time when they were

purposefully concealing massive losses. See In re Tronox
Inc., 503 B.R. 239, 279–80 (Bankr.S.D.N.Y.2013) (observing
that “actual intent” is satisfied when the consequences of an
act are substantially certain to result from it). Furthermore,
the Debtors were insolvent at the time the Obligations
were incurred. The presence of this badge of fraud, along
with viewing the incurrence of the Obligations under the
totality of the circumstances, the Court finds that the factual
pleadings allow the Court to draw the reasonable inference
that the Debtors incurred the Obligations with the actual
intent to delay, hinder, or defraud within the meaning of both

section 548(a)(1)(A) and 6 Del.Code § 1304. 11  Thus, the
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Court holds that the Plaintiff plausibly states a claim upon
which relief can be granted in Count I.

2. Count II: Avoidance of the Transfers

*7  29. The Bank requests dismissal of Count II on grounds
that the Transfers represent payments towards fully secured
obligations. The Transfers resulted in a dollar-for-dollar
reduction in the Debtors' liability and therefore did not put
assets otherwise available in a bankruptcy distribution outside
the reach of creditors. The Bank reasons that the Transfers
cannot constitute fraudulent transfers because they represent
repayments of fully secured debt that resulted in the Bank
releasing its security interest in the Debtors' assets; as such,
the Transfers did not deplete or diminish the value of assets
available to creditors.

30. The Plaintiff's avoidance of the Transfers is predicated
on the successful avoidance of the Obligations. Count I
seeks to avoid the Obligation; while Count II seeks to avoid
the Transfers, which are the repayment of the Obligations.
The Court accepts as true the allegations regarding the
Bank obtaining a valid security interests under applicable

nonbankruptcy law at the time the Obligations arose. 12

31. If the Plaintiff ultimately prevails on Count I and avoids
the Obligations, by operation of law the security interests
created are retroactively nullified and the Bank's otherwise
enforceable security interests are rendered ineffective. 10
Collier on Bankruptcy ¶ 548.10[1] (Alan N. Resnick & Henry
J. Sommer eds., 15th ed. 2015) (“If the trustee avoids an
obligation, nullification means that the transferee acquired no
rights as a result of the transaction and that the trustee need
not consider the obligation valid as against the estate.”); see

Roswell Capital Partners LLC v. Alternative Const. Techs.,
No. 08 CIV. 10647 DLC, 2010 WL 3452378, at *6 (S.D.N.Y.
Sept. 1, 2010) (“[A] valid security interest depends on the
continuing existence of an ‘obligation.’ Where the underlying
debt has been extinguished, a security interest is no longer
enforceable.”). However, if the Court ultimately concludes

that the Obligations were not fraudulently incurred, then their
repayment does not harm creditors because the Transfers were
made on account of a valid and binding obligation. E.g.,

In re First All. Mortgage Co., 471 F.3d 977, 1008 (9th
Cir.2006) (noting that payment to a “fully secured creditor
does not hinder, delay or defraud creditors because it does
not put assets otherwise available in bankruptcy distribution

out of their reach”); In re Propex, Inc., 415 B.R. 321,
324 (Bankr.E.D.Tenn.2009) (holding that payments made on
account of an antecedent debt is as a matter of law, a transfer
made for reasonably equivalent value). Because the Court
declines to dismiss Count I, Count II cannot be dismissed at
this stage.

3. Count III: Recovery of the
Transfers under 11 U.S.C. § 550

32. The Plaintiff avers that that the Bank received the
Transfers and was an initial transferee under 11 U.S.C. §

550(a)(1). 13  The Bank does not dispute that it was the
initial transferee. The Court finds that the First Amendment
Complaint sufficiently alleges that the Bank was an initial
transferee of the Transfers. Because the Court holds that
Count II survives, Count III must also survive because it
provides the mechanism for the Plaintiff to recover the value
of property transferred in the event it successfully avoids the
Transfers.

*8  Accordingly, it is hereby

ORDERED, that the Motion to Dismiss [Adv. Docket No.
105] is DENIED; and it is further

ORDERED, that counsel shall confer and promptly contact
the Court to schedule a status conference to address further
proceedings in this Proceeding.

All Citations

Not Reported in B.R. Rptr., 2016 WL 1165634

Footnotes
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1 “The court is not required to state findings or conclusions when ruling on a motion under Rule 12 ....” Fed.
R. Bankr.P. 7052(a)(3). Accordingly, the Court makes no findings of fact and conclusions of law pursuant to
Rule 7052 of the Federal Rules of Bankruptcy Procedure.

2 Capitalized terms that are not defined herein have the meaning ascribed to them in the Court's two previous
memorandum opinions.

3 The Plaintiff also argues that the Ponzi scheme presumption applies such that the Debtors' actual intent to
hinder, delay, or defraud can be inferred from its active participation in a Ponzi scheme. See generally In re
DBSl, Inc., 477 B.R. 504, 510 (Bankr.D.Del.2012). It is unnecessary to consider whether the presumption
applies because, as will be discussed, the Court holds that the Plaintiff has sufficiently pled a claim under

section 548(a)(1)(A) and 6 Del.Code § 1304(a)(1).
4 The Third Circuit recognizes three exceptions to the law of the case doctrine. In re AmeriServe Food

Distribution, Inc., 315 B.R. 24, 36 (Bankr.D.Del.2004). None of these exceptions apply to the matter before
the Court.

5 The Third Circuit also explicitly declined to reach the question of whether the Plaintiff must allege that the
Bank knew or should have known of the fraudulent nature of the alleged fraudulent conveyances to invoke
the collapsing doctrine. In re Syntax–Brillian Corp., 573 Fed.Appx. at 160 n.8.

6 11 U.S.C. § 548(c) (“[A] transferee or obligee of such a transfer or obligation that takes for value and in
good faith has a lien on or may retain any interest transferred or may enforce any obligation incurred, as the
case may be, to the extent that such transferee or obligee gave value to the debtor in exchange for such
transfer or obligation.”).

7 Section 548(a)(1)(A) provides that a “trustee may avoid any transfer ... of an interest of the debtor in
property, or any obligation ... 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
... indebted....”

8 6 Del.Code § 1304(a)(1) states that “(a) A transfer made or obligation incurred by a debtor is fraudulent as
to a creditor, whether the creditor's claim arose before or after the transfer was made or the obligation was
incurred, if the debtor made the transfer or incurred the obligation: (1) With actual intent to hinder, delay or
defraud any creditor of the debtor....”

9 As noted in both the Court's memorandum opinions, the members of the “Kolin Faction” are Li, Chow, Liu,
Kao, and Phang.

10 The Court is cognizant that there may be a dispute as to whether members of the Kolin Faction had sufficient

authority within the Debtors' organization such that their intent can be imputed to the Debtors. See In
re Pers. & Bus. Ins. Agency, 334 F.3d 239, 242 (3d Cir.2003) (discussing the circumstances upon which
the fraud of an officer or director can be imputed to a corporation). The Court construes the First Amended
Complaint in a light most favorable to the Plaintiff and draws all reasonable inferences in favor of the Plaintiff;
as such, at this stage, the acts of the Kolin Faction will be attributable to the Debtors.

11 The Plaintiff supports Count I with details regarding the date, time, and amount of each individual obligation.

See In re Aphton Corp., 423 B.R. 76, 87 (Bankr.D.Del.2010) (“[T]he Court must decide whether the

Complaint meets the heightened pleading standards of Rule 9(b). Allegations of ‘date, place or time’ fulfill

the function of Rule 9(b) by placing the defendants on notice of the precise misconduct with which they
are charged.”) (internal citation omitted).

12 The Plaintiff disputes that the Kolin Secured Line Obligations was secured by assets of the Debtors. The
Plaintiff argues that without a security interest in any of the Debtors' assets, payments on the Kolin Secured
Line Obligations could not reduce a secured obligation as to the Debtors, but rather constituted a payment of
funds that could otherwise have been available to the Debtors' creditors. Regardless if the Kolin Secured Line
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Obligations were secured with assets other than the Debtors, because the Kolin Secured Line Obligation is
one of the obligations the Debtors seek to avoid in Count I and could still potentially be avoided given that
the Court declines to dismiss Count I, any repayment on such obligation could also be avoided in the event
the Plaintiff prevails on Count I.

13 11 U.S.C. § 550(a)(1) (“[T]o the extent that a transfer is avoided under ... [section] 548 ... the trustee may
recover, for the benefit of the estate, the property transferred, or, if the court so orders, the value of such
property, from—(1) the initial transferee of such transfer....”).

End of Document © 2021 Thomson Reuters. No claim to original U.S. Government Works.
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United States District Court,
N.D. Texas, Dallas Division.

Thomas L. TAYLOR III, Plaintiff,
v.

Reymond TREVINO, et al., Defendants.

Civil Action No. 3:20-CV-0393-D
|

Signed 10/15/2021

Attorneys and Law Firms

Andrew M. Goforth, Goforth Law, PLLC, Thomas L. Taylor,
III, The Taylor Law Offices PC, Houston, TX, for Plaintiff.

Robert A. Simon, Whitaker Chalk Swindle & Schwartz, Fort
Worth, TX, for Defendants.

MEMORANDUM OPINION AND ORDER

SIDNEY A. FITZWATER, SENIOR JUDGE

*1  In this equity receivership established in connection
with a U.S. Securities and Exchange Commission (“SEC”)
civil enforcement action, the court-appointed temporary
receiver (“Receiver”) brings this ancillary lawsuit against two

defendants—Derek Taylor (“Derek”) 1  and Alden Adams,
LLC (“Alden”)—seeking to recover on claims for avoidance
of fraudulent transfers under the Texas Uniform Fraudulent
Transfer Act (“TUFTA”), Tex. Bus. & Com. Code Ann. §§
24.001-24.013 (West 2018), and for money had and received
under Texas common law. The lawsuit is based on these
defendants' alleged participation in the fraudulent scheme
of Christopher A. Faulkner (“Faulkner”), the key defendant

in the SEC enforcement action. 2  Derek and Alden move
to dismiss under Fed. R. Civ. P. 12(b)(6) and 9(b). For the
reasons that follow, the court denies the motion.

I

Because this case is the subject of a prior memorandum
opinion and order, Taylor v. Trevino (Taylor I), 2021 WL
347566 (N.D. Tex. Feb. 21, 2021) (Fitzwater, J.), the court

will recount only the background facts and procedural history
that are pertinent to today's decision.

In June 2016 the SEC filed an enforcement action
against Faulkner and others, alleging that Faulkner and his
codefendants had orchestrated a massive fraudulent scheme,
defrauding investors out of millions of dollars through

the offer and sale of oil and gas-related securities. 3  With

court approval, the Receiver 4  filed this ancillary lawsuit
against Derek, Alden, and other defendants, alleging claims
for avoidance of fraudulent transfers under TUFTA and
unjust enrichment under Texas law on behalf of receivership
entities Breitling Oil & Gas Corporation, Breitling Royalties
Corporation, Crude Energy, LLC, and Patriot Energy,
Inc. (collectively, “Breitling,” unless the context otherwise
requires). In Taylor I the court granted the motion of Derek
and Alden to dismiss under Rules 12(b)(6) and 9(b), but
permitted the Receiver to replead. Taylor I, 2021 WL 347566,
at *4-5. The Receiver then filed the amended complaint.

*2  In the amended complaint, the Receiver alleges, inter
alia, that between February 24, 2011 and February 8, 2016,
Faulkner (through the entities under his control), fraudulently

transferred over $833,500 5  to the defendants through a
“patently artificial ‘bonus’ program” Am. Compl. ¶ 32, and
did so with actual intent to defraud Breitling's creditors. The
Receiver alleges anew his claim for avoidance of fraudulent
transfers under TUFTA, and he asserts an alternative claim
under Texas law for money had and received. Derek and
Alden move to dismiss the amended complaint. The Receiver
opposes the motion. The court is deciding the motion on the
briefs.

II

Under Rule 12(b)(6), the court evaluates the pleadings by
“accept[ing] ‘all well-pleaded facts as true, viewing them in

the light most favorable to the plaintiff.’ ” In re Katrina
Canal Breaches Litig., 495 F.3d 191, 205 (5th Cir. 2007)

(quoting Martin K. Eby Constr. Co. v. Dall. Area Rapid
Transit, 369 F.3d 464, 467 (5th Cir. 2004)). To survive Derek
and Alden's motion to dismiss, the Receiver 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
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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.; see also Twombly,
550 U.S. at 555 (“Factual allegations must be enough to raise
a right to relief above the speculative level[.]”). “[W]here
the well-pleaded facts do not permit the court to infer more
than the mere possibility of misconduct, the complaint has
alleged—but it has not ‘show[n]’—‘that the pleader is entitled

to relief.’ ” Iqbal, 556 U.S. at 679 (second alteration in
original) (quoting Rule 8(a)(2)). Furthermore, under Rule 8(a)
(2), a pleading must contain “a short and plain statement
of the claim showing that the pleader is entitled to relief.”
Although “the pleading standard Rule 8 announces does not
require ‘detailed factual allegations,’ ” it demands more than

“labels and conclusions.” Iqbal, 556 U.S. at 678 (quoting

Twombly, 550 U.S. at 555). And “a formulaic recitation of
the elements of a cause of action will not do.” Id. (quoting

Twombly, 550 U.S. at 555).

“Rule 9(b) imposes a heightened pleading standard for fraud
claims and requires that a party state with particularity

facts supporting each element of fraud.” Turner v.
AmericaHomeKey Inc., 2011 WL 3606688, at *2 ( N.D. Tex.

Aug. 16, 2011) (Fitzwater, C.J.) (citing Benchmark Elecs.,
Inc. v. J.M. Huber Corp., 343 F.3d 719, 724 (5th Cir. 2003)),
aff'd, 514 Fed. Appx. 513 (5th Cir. 2013) (per curiam). “At a
minimum, Rule 9(b) requires allegations of the particulars of
time, place, and contents of the false representations, as well
as the identity of the person making the misrepresentation and

what he obtained thereby.” Id. (quoting Benchmark Elecs.,
343 F.3d at 724). More colloquially, a plaintiff must plead the

“who, what, when, where, and how” of the fraud. United
States ex rel. Williams v. Bell Helicopter Textron, Inc., 417

F.3d 450, 453 (5th Cir. 2005) (quoting United States ex rel.
Thompson v. Columbia/HCA Healthcare Corp., 125 F.3d 899,
903 (5th Cir. 1997)).

III

The court begins with the Receiver's TUFTA claim.

A

To establish a claim under § 24.005 of TUFTA, a plaintiff
must prove that “(1) [he] is a ‘creditor’ with a claim
against a ‘debtor’; (2) the debtor transferred assets after, or
a short time before, the plaintiff's claim arose; and (3) the
debtor made the transfer with the intent to hinder, delay, or

defraud the plaintiff.” Dontos v. Vendomation NZ Ltd.,
582 Fed. Appx. 338, 344 (5th Cir. 2014) (per curiam)

(citing Nwokedi v. Unlimited Restoration Specialists, Inc.,
428 S.W.3d 191, 203-05 (Tex. App. 2013, pet. denied)).
Fraudulent conveyance claims under § 24.005(a)(1) require
actual intent and are likely subject to Rule 9(b). See Clapper
v. Am. Realty Invs., Inc., 2018 WL 3868703, at *8 (N.D.
Tex. Aug. 14, 2018) (Fitzwater, J.) (explaining that, although
an open question in the Fifth Circuit, several members of
the Northern District of Texas have applied the enhanced
pleading requirements of Rule 9(b) where plaintiffs seek to
establish the actual intent of the debtor), recons. denied, 2018
WL 6011182 (N.D. Tex. Nov. 16, 2018). To determine actual
intent, the court may consider a non-exclusive list of factors,

known as “badges of fraud,” set out in § 24.005(b). 6

B

*3  Derek and Alden move to dismiss the Receiver's TUFTA
claim, contending that he has failed in the amended complaint
to specify a single transfer made to Derek or Alden with actual
intent to hinder, delay, or defraud; has failed to plead any facts
showing that Derek and Alden did not provide reasonably
equivalent value in exchange for the transfer; and has failed to
make any direct allegations against Derek or Alden, instead
repeatedly asserting general and vague allegations against
“the salespeople (including Defendants),” Ds. Br. 5.

The Receiver responds that he has sufficiently pleaded on
the following grounds that Faulkner and his coconspirators
transferred funds to Derek and Alden with the intent to hinder,
delay, or defraud the receivership entities and their creditors:
he has pleaded the “who, what, when, where, and how” of the
fraud committed by Faulkner and his confederates through
the receivership entities; he has alleged with particularity the
various aspects of Faulkner's fraud with respect to the sales of
securities by Derek and Alden; he has detailed five “badges
of fraud” listed in TUFTA that are present with respect to the

transfers to Derek and Alden 7 ; and he has listed, in Exhibit A
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to the amended complaint, 4 specific transfers made to Alden
and 36 specific transfers made to Derek that he alleges were
fraudulent.

Derek and Alden reply that the Receiver must do more than
allege that “a Defendant was employed by a company where
fraud occurred and Defendant received compensation.” Ds.
Reply 2.

C

The court holds that the Receiver has plausibly alleged that
Faulkner, through the entities under his control, transferred
$171,557.72 to Derek and Alden with actual intent to defraud
Breitling and its creditors.

“Because the intent to hinder, delay, or defraud creditors
is seldom susceptible of direct proof,” In re Alabama &
Dunlavy, Ltd., 983 F.3d 766, 775 (5th Cir. 2020), “TUFTA
supplies a non-exclusive list of eleven factors, commonly
known as badges of fraud, that courts may consider in
determining whether a debtor actually intended to defraud

creditors under [ the statute],” In re Ritz, 832 F.3d 560, 568
(5th Cir. 2016) (internal quotation marks omitted) (quoting

Spring St. Partners-IV, L.P. v. Lam, 730 F.3d 427, 437 (5th
Cir. 2013)). “Not all, or even a majority, of the ‘badges of
fraud’ must exist to find actual fraud.” In re Soza, 542 F.3d
1060, 1067 (5th Cir. 2008). But when “several of these indicia
of fraud are found, they can be a proper basis for an inference
of fraud.” Id. (quoting Roland v. United States, 838 F.2d 1400,
1403 (5th Cir. 1988)); see also In re Ala. & Dunlavy, 983
F.3d at 775 (“Evidence of a single badge of fraud does not
conclusively demonstrate intent, but a confluence of several

presents a strong case of fraud.” (citing Janvey v. Golf
Channel, Inc., 487 S.W.3d 560, 566-67 (Tex. 2016))).

*4  The Receiver maintains that at least 5 of the 11
badges apply. First, he alleges that the transfers were

concealed. See Tex. Bus. & Com. Code Ann. § 24.005(b)
(3). He asserts that defendants, including Derek and
Alden, were paid commissions based on a percentage of
investors' principal investment amounts when Breitling's
offering memoranda stated that no one would receive
transaction-based compensation; that Breitling concealed
from investors the payment of commissions through the use
of a patently artificial “bonus” program; that defendants

were not registered with the SEC as brokers or associated
with registered broker-dealers with respect to their offer
and sale of securities, and, moreover, defendants' sales
practices constituted “general solicitation,” thus nullifying
Breitling's reliance on the Regulation D exemption to
securities registration; and that “[i]n this regard, the transfers
to Defendants were concealed from the investors that
Defendants were recruiting into the fraudulent scheme,” Am.
Compl. ¶ 44.

Second, the Receiver alleges that the value of the
consideration Breitling received was not reasonably
equivalent to the value of the amounts transferred to

defendants. See Tex. Bus. & Com. Code Ann. § 24.005(b)
(8). He alleges that defendants were paid as if they were
brokers or others associated with registered broker-dealers,

but that the work they performed 8  did not require the
education, training, licensing, expertise, background checks,
or continuing education requirements of brokers. In short,
the Receiver alleges that “[d]efendants were compensated
excessively vis-à-vis the work they performed, and did not
provide reasonably equivalent value for the large commission
payments they received.” Am. Compl. ¶ 46.

Third, the Receiver maintains that the transfers to defendants
occurred shortly before or shortly after Breitling incurred

substantial debts. See Tex. Bus. & Com. Code Ann. §
24.005(b)(10). The amended complaint alleges:

Faulkner grossly inflated the
[Authority for Expenditures] and then
included the bloated cost figures in
the Offering Memoranda provided to
investors by Defendants and other
salespeople. Because the price of units
in the investments offered to investors
by Defendants and other salespeople
were calculated based upon these
inflated cost estimates, and because
the offering entities were entitled to
retain the investor proceeds raised in
excess of the actual costs of drilling
and completing any wells, each time
a Defendant recruited an investor into
the fraudulent scheme it created a
tort liability vis-à-vis the defrauded
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investor for, at a minimum, the amount
of their investment.

Am. Compl. ¶ 47.

Fourth, the Receiver contends that Breitling was insolvent or
became insolvent shortly after the transfers to defendants. See

Tex. Bus. & Com. Code Ann. § 24.005(b)(9). He alleges
that Faulkner misappropriated tens of millions of dollars in
investor proceeds over the course of the fraudulent scheme;
that Breitling was regularly unable to pay its debts as they
became due; that, in several instances, Breitling failed to pay
its share of expenses for oil and gas well projects, triggering
a hold on the receipt of revenue from that well; and that,
in other instances, Faulkner caused Breitling to settle claims
of fraud by disgruntled investors by agreeing to refund their
investments, but that he was not able to make payment of the
refunded investment, in breach of the settlement.

Fifth, the Receiver posits that Derek and Alden received
the transfers at issue after Breitling had been sued or

threatened with suit. See Tex. Bus. & Com. Code Ann.
§ 24.005(b)(4). He alleges that a “steady drum beat” of
state securities regulatory inquiries and “cease and desist”
orders began virtually from day one of the fraudulent scheme;
that, beginning in the latter half of 2011, Breitling started
receiving a steady stream of investor complaints and threats of
litigation; and that “[n]otwithstanding continued complaints
and threats of lawsuits from investors, Breitling continued
[its] fraudulent offerings and continued making the transfers
of unlawful commissions to Defendants and the sales team,
including under the artificial ‘bonus’ program.” Am. Compl.
¶ 50.

*5  These allegations are sufficient at the pleadings stage to
enable the court to draw the reasonable inference, based on
the presence 5 of the 11 enumerated badges of fraud, that
Faulkner transferred the funds at issue to Derek and Alden
with actual intent to defraud Breitling and its creditors. See,

e.g., Sourcing Mgmt., Inc. v. Simclar, Inc., 118 F.Supp.3d
899, 917 (N.D. Tex. 2015) (Lindsay, J.) (denying motion to
dismiss TUFTA claim where plaintiff alleged that defendant
made transfer at issue with actual intent to defraud “and
ha[d] adequately alleged several ‘badges of fraud,’ including:
(i) the debtor remained in control of the transferred assets
after the transfer; (ii) the transfer was concealed; (iii) before
the transfer was made, the debtor had been sued; (iv) the

transfer was substantially all of the debtor's assets; and (v)
the transfer occurred shortly before a substantial debt was
incurred.” (citation omitted)).

D

1

Derek and Alden also contend, however, that the Receiver
has failed to specify a single transfer made to them, let
alone pleaded facts showing that each alleged transfer was
made with actual intent to defraud. The court disagrees.
Although to satisfy federal pleading standards the Receiver
“need not identify the specific transfers,” Janvey v. Alguire,
846 F.Supp.3d 662, 673 n.8 (N.D. Tex. 2011) (Godbey, J.),
the Receiver has clearly identified here, by account name,
date, amount, and transferee, the 4 transfers to Alden and 36
transfers to Derek that he maintains are fraudulent. See Am.

Compl. Ex. A. 9  And the court has already concluded that
the Receiver adequately pleaded the existence of at least five
badges of fraud with respect to each of the alleged fraudulent
transfers, thus satisfying his burden with respect to pleading
a plausible TUFTA claim.

2

Derek and Alden next challenge the second alleged badge of
fraud—i.e., whether the value of the consideration Breitling
received was reasonably equivalent to the value of the
amounts transferred to defendants. They maintain that the
Receiver “has not pled any facts showing that [Derek] and
[Alden] did not provide ‘a reasonably equivalent value in
exchange for the transfer.’ Indeed, Plaintiff has failed to allege
a single specific action against [Derek] or [Alden].” Ds. Br.
5. The court disagrees.

As set out above, the Receiver alleges that defendants were
compensated as if they were registered brokers or others
associated with registered broker-dealers when, in reality,
they lacked the education, training, licensing, expertise,
background checks, or continuing education requirements of
brokers, and the value they provided to Breitling was not
reasonably equivalent to the value of the amounts transferred
to them. The allegations of the amended complaint are
sufficient to enable the court to draw the reasonable inference
—and thus to plead a plausible claim—that Derek and Alden
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failed to provide reasonably equivalent value in exchange for
the transfer. Moreover, even if the court assumes arguendo
that the allegations of the amended complaint are insufficient
with respect to the second alleged badge of fraud, Derek
and Alden do not specifically challenge the sufficiency of
the amended complaint with respect to the other four badges
of fraud. This is significant because “[p]roof of four to five
badges of fraud is sufficient to establish actual fraud.” Taylor

I, 2021 WL 347566, at *3 (emphasis added) (quoting In
re Boyd, 2012 WL 5199141, at *9 (Bankr. W.D. Tex. Oct. 22,
2012)).

3

Derek and Alden also criticize what they characterize as
the Receiver's “shotgun approach” of generally alleging
violations against all the defendants, and they posit that the
Receiver has failed to specify any allegations directly against
either of them. The court declines to dismiss the TUFTA claim
on this basis.

*6  As this court has noted at least once before, “[e]xcept,
for example, where a statute otherwise requires, plaintiffs are
permitted under federal procedure to allege that more than
one defendant (i.e., a group of named defendants) committed
the same alleged act.” Clapper v. Am. Realty Invs., Inc., 2015
WL 3504856, at *4 (N.D. Tex. June 3, 2015) (Fitzwater,
J.). Here, the amended complaint alleges that Taylor was a
sales representative who was paid a regular salary as well as
transaction-based compensation based on the sale of Breitling
securities, and the amended complaint identifies the specific
amount that Derek and Alden received in allegedly fraudulent
transfers. See Am. Compl. ¶ 42 (alleging that “Defendants,”
which includes Derek, “worked on the Breitling sales team
recruiting victims into Faulkner's fraudulent scheme,” and
identifying transfers totaling $171,557.72 to Derek and
Alden). When these allegations are viewed in the context
of the amended complaint as a whole, they are sufficiently
specific to allege a plausible TUFTA claim against Derek and
Alden.

Accordingly, the court denies the motion to dismiss the
Receiver's TUFTA claim against Derek and Alden.

IV

The court next considers the Receiver's alternative claim
under Texas law for money had and received.

A

“Money had and received is an equitable doctrine applied to

prevent unjust enrichment.” Bank of Saipan v. CNG Fin.

Corp., 380 F.3d 836, 840 (5th Cir. 2004) (quoting Miller-
Rogaska, Inc. v. Bank One, Tex., N.A., 931 S.W.2d 655, 662
(Tex. App. 1996, no pet.)). “To prove a claim for money had
and received, a plaintiff must show that a defendant holds
money which in equity and good conscience belongs to [the

plaintiff].” MGA Ins. Co. v. Charles R. Chesnutt, P.C., 358
S.W.3d 808, 814 (Tex. App. 2012, no pet.).

[A] cause of action for money had and
received is less restricted and fettered
by technical rules and formalities than
any other form of action. It aims at
the abstract justice of the case, and
looks solely at the inquiry, whether the
defendant holds money, which belongs
to the plaintiff.

Bank of Saipan, 380 F.3d at 840 (quoting Staats v.
Miller, 243 S.W.2d 686, 687-88 (Tex. 1951)). “A cause
of action for money had and received is not based on
wrongdoing but instead, ‘looks only to the justice of the case
and inquires whether the defendant has received money which

rightfully belongs to another.’ ” Doss v. Homecomings Fin.
Network, Inc., 210 S.W.3d 706, 711 (Tex. App. 2006, pet.

denied) (quoting Amoco Prod. Co. v. Smith, 946 S.W.2d

162, 164 (Tex. App. 1997, no writ)); see also Everett v. TK-
Taito, L.L.C., 178 S.W.3d 844, 860 (Tex. App. 2005, no pet.).

B

Derek and Alden move to dismiss this claim as time-barred.
They maintain that the limitations period began to run on the
date they were last paid, i.e., July 2015, and that the Receiver's
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claim for money had and received—filed more than four years

later 10 —is barred by the statute of limitations.

Limitations is an affirmative defense. See Rule 8(c)(1). To
obtain a Rule 12(b)(6) dismissal based on an affirmative
defense, the “successful affirmative defense [must] appear[ ]
clearly on the face of the pleadings.” Cochran v. Astrue, 2011
WL 5604024, at *1 (N.D. Tex. Nov. 17, 2011) (Fitzwater,

C.J.) (quoting Sivertson v. Clinton, 2011 WL 4100958,
at *2 (N.D. Tex. Sept. 14, 2011) (Fitzwater, C.J.)). In other
words, Derek and Alden are not entitled to dismissal under
Rule 12(b)(6) of the Receiver's claim for money had and
received unless the Receiver has “pleaded [him]self out of
court by admitting to all of the elements of the defense.”

Id. (alteration in original) (quoting Sivertson, 2011 WL
4100958, at *3).

*7  In his response to the motion to dismiss, the Receiver
contends, inter alia, that his claim is not subject to dismissal
because he has pleaded the “discovery” rule. Under Texas
law, the discovery rule is an exception to the general rule
that a cause of action accrues when a wrongful act causes

some legal injury. See TIG Ins. Co. v. Aon Re, Inc., 521
F.3d 351, 357 (5th Cir. 2008). It provides that the statute of
limitations will run “not from the date of the [defendant's]
wrongful act or omission, but from the date the nature of the
injury was or should have been discovered by the plaintiff.”

Weaver v. Witt, 561 S.W.2d 792, 793-94 (Tex. 1977). The
discovery rule tolls the statute of limitations only if the injury
is both inherently undiscoverable and objectively verifiable.

K3C Inc. v. Bank of Am.., N.A., 204 Fed. Appx. 455, 462

(5th Cir. 2006) (per curiam) (citing HECI Expl. Co. v. Neel,
982 S.W.2d 881, 886 (Tex. 1998)). An injury is inherently
undiscoverable if it is of a type not generally discoverable by

the exercise of reasonable diligence. See HECI Expl., 982
S.W.2d at 886.

In the amended complaint, the Receiver alleges that he

was only able to discover that the
Defendants hold, and were unjustly
enriched by, funds which in equity
and good conscience belong to BOG,
BRC, Crude Energy, and Patriot after
Faulkner was removed from control

of the Breitling entities and after a
time-consuming and extensive review
of thousands of pages of paper
and electronic records and documents
relating to the Breitling entities.

Am. Compl. ¶ 65. Viewing the amended complaint favorably
to the Receiver, the court is unable to conclude that the
discovery rule does not apply in this case. And because it
is possible that the discovery rule does apply, the court can
only conclude that the Receiver has not effectively pleaded
himself out of court by admitting to all of the elements of the
limitations defense.

Accordingly, the court denies Derek and Alden's motion to
dismiss the Receiver's claim for money had and received to
the extent the motion is based on the affirmative defense of
limitations.

C

Derek and Alden also move to dismiss the Receiver's claim
for money had and received on the ground that “[t]here is no
allegation that Defendants received the monies at issue in any
way other than as employees, in due course of business, in
good faith, and for valuable consideration.” Ds. Br. 6. The
court disagrees, concluding that this argument is flawed in at
least three respects.

First, the Receiver does allege that Derek and Alden failed to
provide valuable consideration in exchange for the transfers
at issue. See, e.g., Am. Compl. ¶ 46 (“Defendants were
compensated excessively vis-à-vis the work they performed,
and did not provide reasonably equivalent value for the large
commission payments they received.”).

Second, the absence of good faith is not an element that the
Receiver must plead to state a plausible claim for money had

and received. See Plains Expl. & Prod. Co. v. Torch Energy
Advisors Inc., 473 S.W.3d 296, 302 n.4 (Tex. 2015) (“A cause
of action for money had and received is not premised on
wrongdoing, but ‘looks only to the justice of the case and
inquires whether the defendant has received money which
rightfully belongs to another.’ ” (citation omitted)); Norhill
Energy LLC v. McDaniel, 517 S.W.3d 910, 917 (Tex. App.
2017, pet. denied) (holding that to prevail on a claim for

Case 2:19-ap-01382-SK    Doc 315-1    Filed 11/12/21    Entered 11/12/21 12:26:33    Desc
Appendix of Unpublished Cases    Page 227 of 260



Taylor v. Trevino, Slip Copy (2021)
2021 WL 4822018

 © 2021 Thomson Reuters. No claim to original U.S. Government Works. 7

money had and received, “a plaintiff need only prove that (1)
the defendant holds money, and (2) the money in equity and
good conscience belongs to the plaintiff.”).

Third, to the extent Derek and Alden intend to defeat the
Receiver's claim on the basis that they acted in good faith,
doing nothing “other than show up to work and get paid,”
Ds. Reply 2, this argument is in the nature of an affirmative
defense to the Receiver's claim. See, e.g., GE Cap. Com., Inc.
v. Wright & Wright, Inc., 2009 WL 5173954, at *5 (N.D. Tex.
Dec. 31, 2009) (Lindsay, J.) (denying motion to dismiss claim
for money had and received on the ground that plaintiffs failed
to specifically allege “bad faith” in their complaint because
“good faith is not a necessary element of the claim ... but
rather goes to the issue of affirmative defense” and plaintiffs
had not alleged facts that would conclusively establish this
affirmative defense). Derek and Alden have failed, as they
must, to demonstrate that the Receiver has “pleaded [him]self
out of court by admitting to all of the elements of the defense.”

Cochran, 2011 WL 5604024, at *1 (alteration in original)

(quoting Sivertson, 2011 WL 4100958, at *3).

*8  The court therefore denies the motion to dismiss the

Receiver's claim for money had and received. 11

* * *

Accordingly, for the reasons explained, the court denies the
Rule 12(b)(6) motion of Derek and Alden to dismiss the
Receiver's claim under TUFTA and alternative claim for
money had and received.

SO ORDERED.

All Citations

Slip Copy, 2021 WL 4822018

Footnotes

1 Because the Receiver, Thomas L. Taylor III, and defendant Derek Taylor have the same surname, the court
for clarity will refer to Derek Taylor as “Derek.” The Receiver and Derek are not related.

2 SEC v. Faulkner, No. 3:16-CV-1735-D (N.D. Tex. filed June 24, 2016) (Fitzwater, J.).
3 In deciding defendants' Rule 12(b)(6) motion, the court construes the amended complaint in the light most

favorable to the Receiver, accepts all well-pleaded factual allegations, and draws all reasonable inferences
in the Receiver's favor. See, e.g., Lovick v. Ritemoney Ltd., 378 F.3d 433, 437 (5th Cir. 2004). “The court's
review [of a Rule 12(b)(6) motion] is limited to the complaint, any documents attached to the complaint,
and any documents attached to the motion to dismiss that are central to the claim and referenced by the

complaint.” Lone Star Fund V (U.S.), L.P. v. Barclays Bank PLC, 594 F.3d 383, 387 (5th Cir. 2010).
4 The court initially appointed the Receiver for the oil and gas-related assets of Faulkner, Breitling Energy

Corporation, and Breitling Oil & Gas Corporation. The court later expanded the receivership estate to include,
inter alia, Enforcement Action defendants Crude Energy, LLC and Patriot Energy, Inc. and non-party Breitling
Royalties Corporation.

5 The Receiver alleges that Derek and Alden received $171,557.72 in fraudulent transfers.
6 Section 24.005(b) provides:

In determining actual intent under Subsection (a)(1) of this section, consideration may be given, among
other factors, to whether:
(1) the transfer or obligation was to an insider;
(2) the debtor retained possession or control of the property transferred after the transfer;
(3) the transfer or obligation was concealed;
(4) before the transfer was made or obligation was incurred, the debtor had been sued or threatened with
suit;
(5) the transfer was of substantially all the debtor's assets;
(6) the debtor absconded;
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(7) the debtor removed or concealed assets;
(8) the value of the consideration received by the debtor was reasonably equivalent to the value of the
asset transferred or the amount of the obligation incurred;
(9) the debtor was insolvent or became insolvent shortly after the transfer was made or the obligation was
incurred;
(10) the transfer occurred shortly before or shortly after a substantial debt was incurred; and
(11) the debtor transferred the essential assets of the business to a lienor who transferred the assets to
an insider of the debtor.

7 Regarding the alleged “badges of fraud,” the Receiver contends that he has alleged that the transfers
were “concealed”; that Derek and Alden did not provide reasonably equivalent value for the payments they
received; that the transaction-based payments to Derek and Alden occurred shortly after substantial debt was
incurred (i.e., tort liability vis-à-vis the defrauded investor for, at a minimum, the amount of the investment);
that Faulkner misappropriated tens of millions of dollars in investor proceeds over the course of the scheme,
constantly decreasing the receivership entities' ability to satisfy their liabilities; and that Breitling had been
sued or threatened with suit beginning in April 2010 and continuing through July 2015.

8 This consisted of cold-calling potential investors and investor intake related to potential investors who
contacted Breitling in response to advertising and other general solicitation of the public.

9 Because this document is attached as an exhibit to the amended complaint, the court can consider it in

deciding the motion to dismiss. See Lone Star Fund V (U.S.), L.P., 594 F.3d at 387.
10 Derek and Alden cite Tanglewood Terrace, Ltd. v. City of Texarkana, 996 S.W.2d 330, 342 (Tex. App.

1999, no pet.), for the proposition that a two-year statute of limitations apples to a claim for money had and

received, and to Friberg-Cooper Water Supply Corp. v. Elledge, 197 S.W.3d 826, 828-33 (Tex. App. 2006,

pet granted), rev'd on other grounds 240 S.W.3d 869 (Tex. 2007), for the premise that a four-year statute
of limitations applies. Because the court concludes that Derek and Alden are not entitled to a dismissal under
Rule 12(b)(6) based on the affirmative defense of limitations, it does not resolve whether a claim for money
had and received is subject to a two- or four-year statute of limitations.

11 Derek and Alden do not argue any other grounds for dismissing the Receiver's claim for money had and
received.

End of Document © 2021 Thomson Reuters. No claim to original U.S. Government Works.
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OPINION AND ORDER

Richard J. Sullivan, District Judge:

*1  This multidistrict litigation (“MDL”) relates to the
2007 leveraged buyout of the Tribune Company (“Tribune”)
and its subsequent bankruptcy in 2008. In the MDL,
Tribune's litigation trustee, Marc Kirschner (the “Trustee”),

seeks to claw back money that was distributed to various
entities and individuals (the “Defendants”) as a result of the
leveraged buyout, including over $8 billion paid to Tribune's
shareholders (the “Shareholder Defendants”) in exchange for
their shares in Tribune (the “Shareholder Transfers”). Now
before the Court is the Shareholder Defendants' motion to
dismiss the Trustee's actual fraudulent conveyance claim
related to the Shareholder Transfers. For the reasons stated
below, the Shareholder Defendants' motion is granted.

I. BACKGROUND

A. Facts

Prior to its 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. 1

(FitzSimons Compl. ¶ 116.) In June 2006, in light of Tribune's
deteriorating financial condition, the Chandler Trusts, which
owned 20% of Tribune's stock, urged Tribune's eleven-
member board of directors (the “Board”) to create a special
committee to begin exploring possible strategic transactions,

including a leveraged buyout (“LBO”). (Id. ¶¶ 127–35.) 2

Tribune's Board included seven independent directors (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.) The Board was chaired by Dennis
FitzSimons, who also served as Tribune's President and
Chief Executive Officer (“CEO”), Chairman of the Robert
R. McCormick Foundation (the “McCormick Foundation”),
and board member of the Cantigny Foundation (together
with the McCormick Foundation, the “Foundations”),
which collectively owned approximately 13% of Tribune's
outstanding stock. (Id. ¶¶ 27, 127.) Jeffrey Chandler, Roger
Goodan, and William Stinehart Jr., who were representatives
from the Chandler Trusts, also served on the Board. (the
“Chandler Trusts Representatives”). (Id. ¶¶ 35–37, 39.) In
September 2006, the Board created a special committee
comprising the seven Independent Directors (the “Special
Committee”) to consider the proposed transactions. (Id. ¶¶ 9,
28–34, 136.)

*2  On February 2, 2007, private-equity investor Sam Zell,
in association with Equity Group Investments (“EGI”), a
company in which he owned a controlling interest, proposed
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that EGI-TRB, an affiliate of EGI, buy all of Tribune's
outstanding stock pursuant to a merger. (Id. ¶¶ 7, 77, 145–
46.) Zell negotiated and updated this proposal based on
conversations with the Board, the Special Committee, and
other relevant stakeholders, including the Chandler Trusts
and the Foundations, which together owned 33% of Tribune's
stock. (Id. ¶¶ 127, 149–51.) 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.)

Eventually, Zell and EGI submitted a revised proposal
whereby Tribune would enter into a two-step LBO
transaction. (Id. ¶¶ 119, 150, 211.) In Step One, Tribune
would borrow approximately $7 billion in debt and purchase
approximately 50% of Tribune's outstanding shares for $34
per share in a tender offer (“Step One”). (Id. ¶ 211.) In Step
Two, Tribune would purchase Tribune's remaining shares and
borrow an additional $3.7 billion in a go-private merger with
the newly formed Tribune Employee Stock Ownership Plan
(“ESOP”), and, as a result, Tribune would become wholly
owned by the ESOP (“Step Two”). (Id. ¶¶ 211, 355.)

On February 13, 2007, the Board engaged Duff & Phelps to

provide a solvency opinion for each step of the transaction. 3

(Id. ¶ 176.) However, by March 28, 2007, Duff & Phelps
advised the Board that it could not provide a solvency opinion
based on the definitions prescribed in its engagement letter.
Specifically, although Tribune expected $1 billion in future
tax savings that would result from converting the company
into a subchapter S-corporation after the merger, and would
thus keep the company solvent, Duff & Phelps declined to
factor the potential tax savings into its solvency opinion. (Id.
¶¶ 180–82, 187.)

After being apprised of Duff & Phelps's reservations, the
Board terminated Duff & Phelps's engagement to issue a
solvency opinion on March 28, 2007. (Id. ¶ 187.) However,
on April 1, 2007, Duff & Phelps issued a “viability opinion”
which 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.) The viability
opinion “was the equivalent of a solvency opinion,” except
that it considered Tribune's expected tax savings. (Id. ¶ 189.)

On April 1, 2007, Merrill Lynch and Morgan Stanley
each issued a fairness opinion to the Board and the
Special Committee concerning the shareholder consideration
provided in the LBO. (Id. ¶ 240(h).) That same day, the
Special Committee unanimously recommended that the full
Board approve Zell's revised proposal, and a majority of
the Board voted to accept the proposal, including six of
the Independent Directors and FitzSimons. (Id. ¶ 211.) One
independent director, Taft, was absent at the time of the
vote; the Chandler Trusts Representatives abstained; and no
directors dissented. (Id.)

On April 11, 2007—ten days after Duff & Phelps issued its
viability opinion and the Board voted—Valuation Research
Company (“Valuation Research”) was retained to replace
Duff & Phelps and render solvency opinions that would be
presented to the Board prior to the consummation of each
step of the transaction. (Id. ¶ 201.) Valuation Research's
engagement letter provided that it would rely on a different
definition of fair value that included the expected tax
savings. (Id.) Relying in part on Tribune's February 2007
financial projections (the “February Projections”), which
were prepared by Tribune officers Chandler Bigelow, Donald
C. Grenesko, and Daniel G. Kazan and forecasted Tribune's
long-term financial health from 2007 through 2011, Valuation
Research issued its Step One solvency opinion on May 24,
2007, finding that Tribune would be solvent immediately after

Step One was completed. 4  (Id. ¶¶ 274–79; see also 170–174,
258–73.) Step One was completed as planned on June 4, 2007.
(Id. ¶ 287.)

*3  On December 18, 2007, Valuation Research issued its
Step Two solvency opinion—relying in part on Tribune
management's revised October 2007 financial projections (the
“October Projections”), which forecasted Tribune's growth
through 2012. (Id. ¶¶ 319–25; id. ¶¶ 306–18.) That same
date, the Special Committee recommended that the Board
rely on it and proceed with the LBO. (Id. ¶ 326 & n.7.) Step
Two was then completed as planned on December 20, 2007,
when Tribune repurchased the remaining 119 million shares
of common stock at $34 per share. (Id. ¶ 353.)

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 forecasted in the October Projections, and it
began to experience declines in advertising revenue that made
it difficult to service the new debt. (Id. ¶¶ 357–58.) As a
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result of this financial distress, Tribune filed for Chapter 11
bankruptcy in Delaware on December 8, 2008. (Id. ¶ 359.)

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 creditors and subsequently began filing
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-br-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 entities and persons
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.)
In addition, the Trustee had access to more than 30 deposition
transcripts and 10 expert witness reports that were filed in
connection with the confirmation hearing for Tribune's plan
of reorganization. (Id.)

On December 19, 2011, in light of the 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 § 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. See In re Tribune Co. Fraudulent Conveyance Litig.,
499 B.R. 310, 313 (S.D.N.Y. 2013). On September 30, 2013,

the parties filed a joint notice of appeal (see Doc. No. 2730),
and on March 29, 2016, the Second Circuit affirmed this
Court's decision with respect to the state law fraudulent

conveyance claims, albeit on different grounds. 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 was
issued on August 1, 2016. (Doc. Nos. 6895, 6896, 6907.)
On September 9, 2016, Plaintiffs filed a petition for a writ
of certiorari with the United States Supreme Court, which is

currently pending. (Doc. No. 6907.) 5

*4  Meanwhile, this Court issued an order establishing the
timing and procedures for Defendants' motions to dismiss
the remaining claims. (Doc. No. 5697 (the “Phase Two
Motions”).) Defendants subsequently filed twelve separate
motions to dismiss, including the present motion to dismiss
Count 1 of the FitzSimons Complaint filed by the Shareholder

Defendants (“Motion 12”). 6  The Court also imposed a stay
of discovery pending resolution of these motions, and as a
practical matter, pending resolution of the appeal of the Phase
One motions.

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., 493 F.3d at 98; 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, plaintiffs
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
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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, [its] complaint must be dismissed.”

Id. at 570.

In addition, to state a claim for actual fraudulent conveyance,

a plaintiff must satisfy the requirements of Federal Rule

of Civil Procedure 9(b), In re Sharp Int'l Corp., 403
F.3d 43, 56 (2d Cir. 2005), which requires 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 M. Fabrikant & Sons, Inc., 480 B.R.

480, 484 (S.D.N.Y. 2012) (quoting 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).

III. DISCUSSION

*5  In Count 1 of the FitzSimons Complaint, the Trustee
alleges that the Shareholder Transfers constituted actual
fraudulent conveyances because Tribune authorized these
payments with an actual intent to hinder, delay, or defraud

Tribune's creditors in violation of §§ 548(a)(1)(A) and
550(a) of the Bankruptcy Code. Section 548(a)(1)(A) allows
a trustee to avoid any transfer of property of the debtor if
the debtor made the transfer (1) in the two years preceding
a bankruptcy filing and (2) “with an actual intent to hinder,
delay, or defraud” the debtor's creditors. Section 550(a)
allows a trustee to recover the value of any property that was

transferred in violation of § 548(a). 7

Here, there is no dispute that the Shareholder Transfers
occurred in the two years preceding Tribune's bankruptcy
filing on December 8, 2008. Accordingly, the sole issue
for the present motion is whether the Trustee has alleged
sufficient facts to support a strong inference that Tribune, as
the transferor, acted with an actual intent to hinder, delay, or
defraud its creditors.

A. Imputed Intent To Hinder, Delay, or Defraud

As an initial matter, the Court must decide whose intent
should be imputed to Tribune. When considering whether
a debtor had an actual intent to hinder, delay, or defraud
its creditors, courts focus on the intent of the transferor,

not the intent of the transferee. See In re Bayou Grp.,

LLC, 439 B.R. 284, 304 (S.D.N.Y. 2010); In re Adler,
Coleman Clearing Corp., 263 B.R. 406, 444–45 (S.D.N.Y.
2001) (same). However, where the transferor in an alleged
fraudulent conveyance is a corporation, as opposed to a real
person, determining the transferor's actual intent becomes
more difficult to discern. Because all corporations must act

through agents, see In re Parmalat Sec. Litig., 421 F. Supp.
2d 703, 715 (S.D.N.Y. 2006), courts assessing the intent of a
corporation in a fraudulent conveyance claim will look to the
intent of the corporate actors who effectuated the transaction
on behalf of the corporation, see In re Elrod Holdings Corp.,
421 B.R. 700, 712 (Bankr. D. Del. 2010) (declining to impute
insiders' intent where trustee failed to show “formal, legal
control as well as functional control”); Collier on Bankruptcy
¶ 548.04[1][b][iv] (Alan N. Resnick & Henry J. Sommer eds.,
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16th ed. 2016) (noting that “if management of the debtor is ...
diverse, issues of control exist, with imputation barred unless
the trustee can prove such control”).

Here, the Court must determine Tribune's intent based on the
intent of Tribune's agents who effectuated the LBO, and there
are several groups of actors whose intent may be relevant. The
Court will consider each in turn.

1. Shareholders

*6  At the highest level of generality, the LBO was only
consummated because Tribune's public shareholders either
accepted the tender offer at Step One or voted in favor
of the merger at Step Two. (FitzSimons Compl. ¶¶ 287,
352.) Critically, however, the Trustee acknowledges that “the
intent of Tribune's public shareholders is irrelevant.” (Opp'n
38–39.) Therefore, as the Trustee all but concedes, he has
failed to sufficiently allege that Tribune's public shareholders
possessed an actual intent to hinder, harm, or delay Tribune's
creditors.

Defendants argue that the Trustee's failure to allege actual
fraudulent intent by a majority of Tribune's shareholders,
who had ultimate control over the decision to effectuate
the LBO, precludes any finding that Tribune possessed

the requisite intent under Section 548(a)(1)(A). (Mot.
12 at 27–28 (citing Delaware General Corporation Law
(“DGCL”) § 251(c)).) However, Defendants cite no cases for
the proposition that approval of the transaction by innocent
shareholders necessarily precludes an actual fraudulent
conveyance claim. Regardless of the merits of this argument,
the Court need not address it, since the Court finds that
the Trustee has also failed to allege that any other relevant
actors had actual intent sufficient to support a claim under

Section 548(a)(1)(A).

2. Board of Directors

The Trustee does allege that members of Tribune's board of
directors possessed fraudulent intent. (FitzSimons Compl. ¶¶
27–40; Opp'n 26–34.) Indeed, pursuant to Delaware law, any
decision to merge or engage in an LBO requires approval
from the board of directors. See DGCL §§ 141(a), 160(a),

251(b); In re Primedia, Inc. Shareholders Litig., 67 A.3d
455, 490–91 (Del. Ch. 2013). Here, however, the Board

delegated its decision-making authority to the Independent
Directors, who constituted a seven-member majority of the
Board and were convened as a special committee for the
express purpose of assessing the desirability of the LBO and
other alternatives. (FitzSimons Compl. ¶¶ 9, 28–34.) As a
result, the Independent Directors were clearly in a position
to control the outcome of the Board's vote on the LBO and
did in fact supply the necessary votes to approve the LBO on
April 1, 2007. (Id. ¶ 211.) Furthermore, even after this vote,
the Trustee asserts that the Independent Directors retained the
ability to terminate the transaction before the consummation
of Steps One and Two. (See Opp'n 25–26.) Accordingly, to
the extent that the Trustee has pleaded facts demonstrating
that the Independent Directors possessed an actual intent to
hinder, harm, or delay Tribune's creditors, that intent may
be imputed to the corporation for purposes of the Trustee's

fraudulent conveyance claim. 8

3. Officer Defendants

The Trustee also alleges that the Officer Defendants
possessed the requisite intent to hinder, delay, or defraud
Tribune's creditors and urge that their fraudulent intent be
imputed to the corporation. (Opp'n 19–26.) Based on the facts
alleged in the Complaint, the Court declines to do so.

Although the Second Circuit has not yet articulated a test
for determining when an officer's intent should be imputed
to a corporation in an actual fraudulent conveyance suit,
the Court finds the test applied by the First Circuit and
recently elaborated upon by Judge Gerber in this district

to be particularly appropriate. In re Roco Corp., 701

F.2d 978, 984, 988 (1st Cir. 1983); In re Lyondell Chem.
Co., 503 B.R. 348, 388 (Bankr. S.D.N.Y. 2014) (“Lyondell

I”), abrogated in part on other grounds in In re Tribune,

818 F.3d at 118. 9  Specifically, the Court agrees with these
decisions that the intent of the debtor's officers may be
imputed to the debtor if the officers were “in a position to
control the disposition of [the transferor's] property,” thereby

effectuating the underlying offense. In re Roco Corp.,

701 F.2d at 984; see also Lyondell I, 503 B.R. at 388;

accord In re Lehman Bros. Holdings Inc., 541 B.R. at
576 (“[T]he Court's analysis regarding imputation must turn
on actual control of [the debtor].” (emphasis added)); In re
L & D Interests, Inc., 350 B.R. 391, 400 (Bankr. S.D. Tex.
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2006) (imputing intent of the persons “directly in control of
disposition of the corporation's property” that was allegedly
fraudulently transferred rather than corporation's “president,

director, and sole shareholder”); see also In re Adler, 263
B.R. at 441–43, 447–48 (concluding that transferee's “actual
fraudulent intent may be ascribed to” transferor corporation
where transferee “dominated or controlled [transferor's]
disposition” of its property); In re Elrod Holdings Corp., 421
B.R. at 712 (same). In other words, an officer's wrongful
intent may be imputed to the corporation “by establishing that
[the officer], by reason of the ability to control” members
of the board, “caused the critical mass” to form “an actual

intent to hinder, delay or defraud creditors.” In re Lyondell
Chem. Co. (“Lyondell II”), 541 B.R. 172, 177–78 (Bankr.
S.D.N.Y. 2015), rev'd and remanded, 554 B.R. at 635. Like
Judge Gerber, the Court finds that this test appropriately
accounts for the distinct roles played by directors and officers
under corporate law, while also factoring in the power certain
officers and other actors may exercise over the corporation's

decision to consummate a transaction. Lyondell I, 503 B.R.
at 388.

*7  As a necessary corollary to this holding, the Court rejects
Defendants' argument that only the directors' intent is relevant
to an assessment of the corporation's intent (see Mot. 12 Reply
at 1), since it is too restrictive and “effectively disregards any
influence on the Board that [officers] may have exercised,”

see Lyondell I, 503 B.R. at 386. Similarly, the Court rejects
the Trustee's argument for the opposite rule, whereby an
officer's intent is always attributable to the corporation in
actual fraud cases. (See Opp'n 18–21.) As stated earlier, in
large corporations with diverse management, where “issues
of control exist ... imputation [is] barred unless the trustee can
prove” that an officer exercised “control” over the transaction.
Collier ¶ 548.04[1][b][iv]. To the extent that the Trustee
relies on out-of-circuit decisions that, on their face, appear
to hold otherwise (Opp'n 20), the Court finds these decisions
unpersuasive for the same reason Judge Gerber did, since
none “addresse[d] any necessary distinctions between officers
and directors in instances where the distinctions matter.”

Lyondell I, 503 B.R. at 387. 10

Where, as here, a party who does not own a majority of a
corporation's shares is alleged to control that corporation, the
plaintiff must show “such formidable voting and managerial
power that [he], as a practical matter, [is] no differently
situated than if [he] had majority voting control” of the

corporation's shares. In re Morton's Rest. Grp., Inc.
Shareholders Litig., 74 A.3d 656, 665 (Del. Ch. 2013) (Strine,
C.). Though applied in the context of Delaware fiduciary law,
this test is equally appropriate in the fraudulent conveyance
context, since it measures whether a party “could be deemed
to have effective control of the board without actually owning

a majority of stock.” Corwin v. KKR Fin. Holdings LLC,
125 A.3d 304, 307 (Del. 2015) (Strine, C.J.); see also In
re Elrod Holdings Corp., 421 B.R. at 712 (requiring trustee
in actual fraudulent conveyance case to show “formal, legal

control as well as functional control”). 11

a. Voting Power

Here, the Trustee alleges that Tribune's CEO, FitzSimons,
was affiliated with the Foundations, which owed 13% of
Tribune's outstanding stock. (FitzSimons Compl. ¶¶ 40, 127.)
But there are no other allegations that any of the Officer
Defendants exercised meaningful voting power in Tribune
(id. ¶ 49), and mere ownership of 13% of stock is far
below the amount typically found to constitute “formidable

voting” power under Delaware law. See In re Morton's,
74 A.3d at 665 (noting that a decision finding that CEO
who “only held 35% of the company's stock” had control
was “perhaps” Delaware's “most aggressive finding that a
minority blockholder” had control). The Trustee also makes
no allegation that any of the Officer Defendants had the
“right to appoint any directors,” the “right to veto any board
action,” or “the power to exact retribution by removing” or
reducing the compensation of any of Tribune's directors “if
they did not bend to [their] will in their consideration of

the proposed merger.” Corwin, 125 A.3d at 307 (finding
that entity did not control corporation, notwithstanding fact
that entity managed its day-to-day operations, where entity
owned less than 1% of corporation's stock, “had no right to
appoint directors, and had no contractual right to veto any
board action”). In short, the Trustee fails to plead sufficient
allegations of control, since there is no basis for inferring that
any of the Officer Defendants “possessed sufficient voting
power to remove [the directors] from their positions if they

rejected” the LBO. See In re KKR Fin. Holdings LLC
S'holder Litig., 101 A.3d 980, 994 (Del. Ch. 2014), aff'd sub

nom., Corwin, 125 A.3d at 304.
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b. Managerial Power

*8  Even assuming the Trustee alleged sufficient voting
power on the part of the Officer Defendants, there are also
insufficient allegations of managerial power over the Board's
decisionmaking such that any Officer Defendant's intent
should be imputed to the corporation itself. Significantly,
the Trustee contends that the Officer Defendants effectively
controlled the disposition of the Shareholder Transfers
because Tribune CEO FitzSimons and Officer Defendants
Grenesko and Kenney attended all but one of the Special
Committee meetings. (Id. ¶ 136; see also Opp'n 26.)
But these allegations—by themselves—do not support a
plausible inference of managerial control. Certainly, there
is no allegation that the Officer Defendants inappropriately
pressured the Independent Directors at those meetings or
that the officers had a “dominating and intrusive style of

management.” See In re Am. Int'l Grp., Inc., 965 A.2d 763,
799 n.128 (Del. Ch. 2009), aff'd sub nom. Teachers' Ret. Sys.
of La. v. PricewaterhouseCoopers LLP, 11 A.3d 228 (Del.

2011); cf. N.J. Carpenters Pension Fund v. Infogroup, Inc.,
No. CIV.A. 5334 (VCN), 2011 WL 4825888, at *4, *11 (Del.
Ch. Sept. 30, 2011) (control adequately alleged where threats
and erratic behavior of former CEO, company founder, and
owner of 34% of common stock “negatively impacted” and

“simply overwhelmed” the board). 12

The Trustee also fails to allege familial or other professional
ties between the Officer Defendants and the Independent

Directors. See Telxon Corp. v. Meyerson, 802 A.2d 257,
264 (Del. 2002) (noting, in context of Delaware fiduciary
law, that a director may be controlled “through close personal
or familial relationship or through force of will”). Nor
does the Trustee allege that the Independent Directors—
who included the former CEOs of Abbott Laboratories
and Kraft Foods and the former Chairman of the Board
of Nordstrom, Inc. (FitzSimons Compl. ¶ 221)—were
financially dependent on or otherwise beholden to the Officer

Defendants. See Emerald Partners v. Berlin, No. CIV.A.
9700, 2003 WL 21003437, at *3, *39 (Del. Ch. Apr.
28, 2003) (plaintiffs failed to show that directors, who
were “successful businessmen of independent means,” were
“financially dependent upon [controlling shareholder] or
otherwise subject to his control”), aff'd, 840 A.2d 641 (Del.
2003).

The Trustee next argues that the Officer Defendants
controlled the disposition of the Shareholder Transfers
by manipulating the information provided to the Special
Committee. Specifically, the Trustee asserts that the
Officer Defendants deceived—and thereby controlled—the
Committee by: (i) creating inflated projections on which the
LBO and solvency opinions were based (FitzSimons Compl.
¶¶ 41, 163, 170–73, 306–14, 319–21, 323, 379(c), 380(g); see
also Opp'n 25–26), (ii) directing Valuation Research to use a
non-standard definition of fair value in its solvency opinions
(id. ¶¶ 19, 201, 270–72, 274; see also Opp'n 25–26), and (iii)
misrepresenting to Valuation Research that Morgan Stanley
had blessed various refinancing scenarios in order to ensure
that Valuation Research would issue a Step Two solvency
opinion (id. ¶¶ 315–17, 342; see also Opp'n 25–26).

*9  Although in some contexts, courts have indeed found
management to “control” an utterly passive board through

deception, see Mills Acquisition Co. v. Macmillan, Inc.,
559 A.2d 1261, 1279 (Del. 1989) (transaction was not product
of board's independent business judgment where there had
been “deception” by management and “the board's own lack
of oversight in structuring and directing the auction afforded
management the opportunity to indulge in the misconduct
which occurred”), the Trustee has failed to plead such facts
here. To the contrary, the allegations before the Court reveal
that the Special Committee and other board members: (i)
reviewed management's projections on several occasions,
including during meetings with Morgan Stanley, the Special
Committee's independent financial advisor, (ii) considered
Duff & Phelps's viability opinion before the board's April
1, 2007 vote, (iii) evaluated the LBO against two downside
test cases, and (iv) reviewed Valuation Research's solvency
opinions prior to consummation of Steps One and Two of
the LBO, among other things. (FitzSimons Compl. ¶¶ 15,
188–89, 193, 214, 217–19, 223, 268, 279–80, 326, 336,
338, 552.) In other words, contrary to other cases in which
courts have found that management dominated a board of
directors, the Trustee has alleged no facts to suggest that the
Special Committee here was “supine” or “under the sway of

an overweening CEO.” In re Toys “R” Us, Inc. S'holder
Litig., 877 A.2d 975, 1002 (Del. Ch. 2005).

Indeed, even though the Trustee makes much of the
Officer Defendants' request that Valuation Research use an
allegedly nonstandard definition of fair value, the Complaint
acknowledges that Valuation Research made an independent
determination that it was appropriate to include expected tax
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savings in its fair value calculations. (Id. ¶¶ 199–201.) In
addition, the Special Committee enlisted its own financial
advisor, Morgan Stanley, to separately assess Tribune's
solvency. (Id. ¶¶ 552; see also 15, 90, 155, 169, 336,
338.) And as already discussed, the Independent Directors
also considered Duff & Phelps's “viability opinion,” which
provided an independent basis for concluding that “the fair
market value of Tribune's assets would exceed the value
of its liabilities on a post-transaction basis” and thereby
enable Tribune “to pay its debts as they became due.” (Id.
¶¶ 188–89, 193.) Similarly, the Officer Defendants' alleged
manipulations of the February Projections and October
Projections are also insufficient to support an inference of
domination or control over the Special Committee, since
the Trustee overlooks the fact that these projections were
also reviewed by the Committee's various financial advisers
and were not merely rubber stamped by the Independent
Directors. Thus, this case is readily distinguishable from
In re Tronox, the Trustee's leading authority, in which the
corporation “assiduously avoided” performing an analysis
of the transferor's legacy liabilities and the impact of the

transaction on creditors. 503 B.R. 239, 291 (Bankr.
S.D.N.Y. 2013).

It is true, as the Trustee underscores, that Judge Cote
recently imputed the actual fraudulent intent of a CEO to
a transferor corporation based in part on the fact that the
CEO presented misleading projections to the board. 554
B.R. at 639; (see also Doc. Nos. 6980, 6911.) But the
Trustee glosses over the many ways in which the Lyondell
trustee's allegations of control were more compelling than
those alleged here. For instance, in Lyondell, the board
allegedly plunged headlong into an LBO at the urging of
its CEO, notwithstanding the Board's failure to obtain a
solvency opinion or obtain any meaningful analysis from an
independent advisor concerning the transferor corporation's
ability to repay its debts. See In re Lyondell Chem Co., No.
09-bk-10023 (REG), Doc. No. 753 ¶¶ 193, 201–02 (Bankr.
S.D.N.Y. Apr. 18, 2014). Here, by contrast, the allegations
before the Court reveal that the Special Committee and
other board members reviewed management's projections on
several occasions, were advised by an independent financial
adviser, and obtained both solvency and viability opinions
from outside experts. (FitzSimons Compl. ¶¶ 15, 214, 217–
19, 223, 268, 279–80, 326, 336, 338, 552.)

Furthermore, in Lyondell, one of the outside directors who
voted in favor of the LBO was a senior officer of an entity
that “stood to gain $326 million from the sale,” and therefore

had a strong motive to approve the LBO notwithstanding
its potentially adverse impact on creditors. See Lyondell III,
554 B.R. at 642. Here, as discussed elsewhere, the Trustee
has failed to allege any financial or other personal ties
between any of the Independent Directors and the parties who
stood to gain the most from the LBO—including the Officer
Defendants, Foundations, Chandler Trusts, and Tribune's
financial advisors (FitzSimons Compl. ¶¶ 158–63, 168–69,
203–04, 210, 258, 328–329)—that “could have affected the

impartiality” of the Special Committee. See Kahn, 88 A.3d
at 649. Although the seven Independent Directors did obtain
consideration for their shares, the approximately $6 million
that they collectively received, though perhaps significant
in isolation, was an utterly miniscule fraction of the nearly
$11 billion transferred. (FitzSimons Compl. ¶¶ 39, 212.) In
fact, excluding the approximately $3.4 million obtained by
Taft, the one Independent Director who was absent from
the April 1 vote, the remaining six Independent Directors
collectively received approximately $2.73 million for their
shares. Accordingly, the Court finds the Trustee's attempts to

analogize this case to Lyondell to be unavailing. 13

*10  At its heart, the Trustee's argument turns on the
allegation that the Officer Defendants misled Valuation
Research when they indicated in a December 2, 2007
telephone call and in a December 20, 2007 letter that Morgan
Stanley had confirmed their refinancing assumption. The
Trustee asserts that the misrepresentation was crucial in
inducing Valuation Research to issue its solvency opinion.
(Id. ¶¶ 315–17.) And while the Trustee at times suggests
that the effectuation of Step Two was already a fait accompli
following implementation of Step One (FitzSimons Compl.
¶¶ 238–43), he also argues that without Valuation Research's
Step Two solvency opinion, the Board would not have
permitted the LBO to proceed (id. ¶ 17; Opp'n 25–26).

What complicates the Trustee's imputation argument,
however, is the roundabout means by which he alleges
that the Officer Defendants dominated or controlled the
Board's decisionmaking. Significantly, the Trustee does not
suggest that the Officer Defendants misled the Board itself;
rather, he claims that the Officer Defendants manipulated an
outside expert on which the Board relied. Thus, the Trustee's
theory depends on two successive levels of domination
or influence: first, that the Officer Defendants dominated
Valuation Research in the issuance of its solvency opinion by
misleadingly citing “management's recent discussions with
Morgan Stanley” regarding Tribune's ability to refinance
(id. ¶ 317), and, second, that Valuation Research, through
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the solvency opinion, dominated the Board's decision to
proceed with the LBO. But while the Trustee's theory hinges
on Valuation Research's alleged misconduct—its failure
to seek or confirm Morgan Stanley's view or otherwise
discuss the Officers' letter with Morgan Stanley (id.)—
the Trustee alleges no facts to suggest that Valuation
Research itself had fraudulent intent. Nor does the Trustee
allege that Valuation Research conspired with the Officer
Defendants to “dominate” an otherwise passive and derelict
group of Independent Directors through deception. In
essence, the Trustee argues that the Officer Defendants'
actual intent, combined with (i) Valuation Research's
negligence in improperly relying on the Officer Defendants'
characterization of Morgan Stanley's refinancing assumption,
and (ii) the Independent Directors' negligence in accepting the
Valuation Research solvency opinion, is enough to impute the
Officer Defendants' fraudulent intent to Tribune.

The Court disagrees. Here, the facts alleged in the
Complaint demonstrate that the Officer Defendants were
plainly not “in a position to control” the Independent
Directors through Valuation Research's projections. Rather,
the Officer Defendants' alleged deceptions only influenced
the Independent Directors because of Valuation Research's
alleged failure to seek or confirm Morgan Stanley's
view of the transaction and the Independent Directors'
alleged failure to scrutinize the assumptions underlying
the solvency opinion. The Trustee's expansive conception
of the imputation doctrine, whereby a misrepresentation
communicated through a third party might be found to
“control” a board, sweeps the corporate landscape too
broadly. The Trustee's freewheeling imputation theory is
particularly problematic under the facts of this case, in
which the Trustee seeks to unravel $8 billion in shareholder
transfers. As the Second Circuit recognized in dismissing
the state-law fraudulent conveyance claims in Phase One,
“after-the-fact unwinding of securities transactions” has a
“disruptive effect” on securities markets and “seriously
undermine[s] ... markets in which certainty, speed, finality,

and stability are necessary to attract capital.” In re Tribune,
818 F.3d at 119, 121. Thus, “[a] lack of protection against the
unwinding of securities transactions would create substantial
deterrents, limited only by the copious imaginations of able

lawyers, to investing in the securities market.” Id. at
121. For this reason, Congress limited a trustee's power to
avoid transfers that are settlement payments in securities
transactions or made in connection with a securities contract

to cases of actual, as opposed to constructive, fraud on the

debtor's part under Section 546(e) of the Bankruptcy Code.

*11  The Court finds that the Trustee's multilayered
imputation theory—which is entirely contingent on the
nonfeasance of both an unwitting intermediary, Valuation
Research, and an arguably negligent but by no means supine
board—would undermine Congress's policy of protecting
securities markets by introducing substantial uncertainty to
the law governing actual fraudulent conveyance claims.
Given the ease with which one could allege that the
misrepresentation of a material fact—originating from
any source—manipulated the board's decisionmaking, it
is important to confine the imputation doctrine to those
actors who deliberately and directly exert control inside the
boardroom. See In re Elrod Holdings Corp., 421 B.R. at 712
(noting that cases imputing third party's “intent to a transferor
have typically involved sole shareholders of the transferor,
with complete control of the transferor, transferring assets to

themselves as transferee”). 14

* * *

In sum, the Trustee has failed to sufficiently allege that any
Officer Defendant possessed “such formidable voting and
managerial power that [he], as a practical matter, [is] no
differently situated than if [he] had majority voting control.”

In re Morton's, 74 A.3d at 665. Therefore, the Court finds
the Trustee's attempt to impute the Officer Defendants' intent
to the corporation is unjustified.

Accordingly, the Trustee's fraudulent conveyance claim in
Count I rises and falls on the intent of the Independent
Directors, and whether the Trustee has alleged facts sufficient
to support an inference of actual fraudulent intent on the part
of the Independent Directors who approved the Shareholder
Transfers.

B. Sufficiency of the Allegations of Intent

As noted above, Section 548(a)(1)(A) allows a trustee to
avoid any transfer of property of the debtor if the debtor
made the transfer (1) in the two years preceding a bankruptcy
filing and (2) “with an actual intent to hinder, delay, or
defraud” the debtor's creditors. Nevertheless, courts within
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this Circuit have employed different standards for finding
actual fraudulent intent. In particular, some courts require a
pleading to allege facts raising a strong inference that the
debtor made a conveyance with the “purpose of placing a
debtor's assets out of the reach of creditors,” either through
direct proof of fraudulent intent or the existence of “badges
of fraud,” which “focus the inquiry on the circumstances
that suggest a conveyance was made with fraudulent intent.”

In re Actrade Fin. Techs. Ltd., 337 B.R. 791, 809 (Bankr.

S.D.N.Y. 2005); In re Sharp Int'l Corp., 302 B.R. 760,

784 (E.D.N.Y. 2003), aff'd, 403 F.3d at 43; see also In
re Manhattan Inv. Fund Ltd., 397 B.R. 1, 12 n.16 (S.D.N.Y.
2007) (“Knowledge to a substantial certainty constitutes
intent in the eyes of the law.” (citing Restatement (Second)
of Torts § 8A (1963 & 1964)).) Other courts within this
Circuit, while also employing a badges-of-fraud analysis,
have invoked the more plaintiff-friendly test commonly
used in securities-fraud suits, which permits plaintiffs to
raise a strong inference of fraudulent intent either by a
showing of “motive and opportunity to commit fraud” or facts
“constitut[ing] strong circumstantial evidence of conscious

misbehavior or recklessness,” see, e.g., In re Refco, No.
07-mdl-1902 (GEL), 2009 WL 7242548, at *8 (S.D.N.Y.
Nov. 13, 2009) (internal quotation marks omitted), report and
recommendation adopted, No. 07-mdl-1902 (JSR), 2010 WL

5129072 (S.D.N.Y. Jan. 12, 2010); accord In re Bernard
L. Madoff Inv. Sec. LLC, 445 B.R. 206, 222 & n.14 (Bankr.
S.D.N.Y. 2011).

*12  At first glance, there appears to be some tension
between these standards, and the parties extensively dispute
them in their briefs. (Compare Mot. 12 at 2–3, 6–8, with
Opp'n 17–19); see also In re Rudrakumaran, 516 Fed.Appx.
9, 13 n.1 (2d Cir. 2013) (“ ‘Recklessness involves ... a lesser
degree of fault than intentional wrongdoing.’ ”) (quoting
Black's Law Dictionary (9th ed. 2009)). Even so, as the
Second Circuit has underscored, recklessness still requires a
“state of mind approximating actual intent, and not merely

a heightened form of negligence.” S. Cherry St., LLC
v. Hennessee Grp. LLC, 573 F.3d 98, 109 (2d Cir. 2009).
Candidly, if forced to choose between an intentional harm
standard and a recklessness standard, the Court would be
inclined to adopt the former, since it more closely tracks
the language of the bankruptcy code, which imposes liability

for “actual intent to hinder, delay, or defraud,” 11 U.S.C.
§ 548(a)(1)(A), “as distinguished from intent presumed in

law,” Uniform Fraudulent Conveyance Act § 7; see also

In re Actrade, 337 B.R. at 809 (noting that “intentional
fraudulent conveyance claims should be relegated to their
proper sphere, i.e., where there is a knowing intent on the
part of the defendant to damage creditors”). Nevertheless,
the Court need not wade into this alleged conflict between
these authorities because, for the reasons set forth below, the
Court finds that the Trustee's actual fraudulent conveyance
claim against the Shareholder Defendants fails under either

standard. 15

Accordingly, the Court considers both (1) the “purposeful
harm test,” by which the Trustee must allege either direct
proof of actual intent or the existence of “badges of fraud,”
which are “circumstances so commonly associated with
fraudulent transfers that their presence gives rise to an

inference of intent,” Sharp Int'l Corp., 403 F.3d at 56, and
(2) the securities law test, which requires “facts demonstrating
that [Tribune] had both the motive and the opportunity” to
hinder, delay or defraud its creditors or “facts that constitute
strong circumstantial evidence of conscious misbehavior or

recklessness,” In re Saba Enterps., Inc., 421 B.R.
626, 642 (Bankr. S.D.N.Y. 2009) (internal quotation marks
omitted). Whether these are truly separate tests or merely
different formulations of the same standard, the Court finds
that the trustee has failed to allege actual fraudulent intent on
the part of the Independent Directors sufficient to support the
claim that the Shareholder Transfers were actual fraudulent
conveyances.

1. Purposeful Harm and Badges of Fraud

*13  Although the Trustee all but concedes that there is no
“smoking gun” in which the Independent Directors admitted
their intent to hinder, delay, or defraud Tribune's creditors by
approving the LBO, the law is clear that because “[f]raudulent
intent is rarely susceptible to direct proof,” a plaintiff can
establish a strong inference of fraudulent intent by relying on

certain “badges of fraud.” In re Kaiser, 722 F.2d 1574,

1582 (2d Cir. 1983); accord In re Sharp, 403 F.3d at 56. In
fact, as set forth earlier, the badges of fraud analysis is almost
universally applied in fraudulent conveyance cases, including
those that have held plaintiffs to the higher standard of

showing a “purpose” of harming creditors. In re Actrade,

337 B.R. at 809; In re Sharp, 302 B.R. at 784. Thus, when
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determining whether a debtor acted with an actual intent to
hinder, delay, or defraud its creditors, courts consider the
following non-exhaustive list of badges of fraud:

(1) the lack or inadequacy
of consideration; (2) the family,
friendship or close associate
relationship between the parties; (3)
the retention of possession, benefit or
use of the property in question; (4)
the financial condition of the party
sought to be charged both before and
after the transaction in question; (5)
the existence or cumulative effect of
a pattern or series of transactions
or course of conduct after the
incurring of debt, onset of financial
difficulties, or pendency or threat
of suits by creditors; and (6) the
general chronology of the events and
transactions under inquiry.

In re Kaiser, 722 F.2d at 1582–83 (finding sufficient
badges of fraud when the defendant, while insolvent, bought
two homes with his own money and transferred the homes to
his wife for no consideration, while maintaining possession
and use of the homes). The Second Circuit has also recognized
that “[c]oncealment of facts and false pretenses by the

transferor” may be a badge of fraud. Id. at 1582.

While the “presence or absence of one badge of fraud is
not conclusive,” In re Geltzer, 502 B.R. 760, 769 (Bankr.

S.D.N.Y. 2013); see also In re Manhattan Inv. Fund Ltd.,
397 B.R. at 10 n.13, “the presence of multiple indicia will

increase the strength of the inference,” MFS/Sun Life
Trust-High Yield Series, 910 F. Supp. at 935. In other words,
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. Inv'rs,
926 F.2d 1248, 1254–55 (1st Cir. 1991) (citation omitted).
Even so, the “ ‘flip side of these badges of fraud is that their
absence ... would constitute evidence that there was no intent
to defraud.’ ” N.Y. Dist. Council of Carpenters Pension Fund

v. KW Const., Inc., No. 07-cv-8008 (RJS), 2008 WL 2115225,

at *4 (S.D.N.Y. May 16, 2008) (quoting Lippe, 249 F.
Supp. 2d at 374–75).

For the reasons set forth below, the Court finds that the
“badges of fraud” identified by the Trustee are insufficient
to raise a strong inference that the Independent Directors
possessed an intent to hinder, delay, or defraud Tribune's
creditors.

a. “Family, Friendship or Close Associate
Relationship Between the Parties”

With respect to the second badge of fraud, the Trustee argues
that Shareholder Transfers were made to insiders of Tribune,
including the Independent Directors. (FitzSimons Compl. ¶
380(a).) While the claim that an allegedly fraudulent transfer
was made to an insider or “close associate” can support an

inference of fraudulent intent, In re Kaiser, 722 F.2d at
1582, in this case the Trustee fails to acknowledge that the
only proceeds that the Independent Directors received from
the Shareholder Transfers were from selling their shares in
Tribune. (See FitzSimons Compl. ¶¶ 39, 212.) As discussed
earlier, any inference of scienter that could be drawn from the
Independent Directors' receipt of a miniscule fraction of the
Shareholder Transfers is weak at best.

*14  In fact, the arms-length relationships at issue in this
highly complex transaction “ ‘were significantly different
from the family relationships—a husband conveying property
to his wife, for example, or a mother conveying property
to her son—one typically sees in fraudulent conveyance

cases.’ ” In re Lehman Bros. Holdings Inc., 541 B.R. at

576 (quoting Lippe, 249 F. Supp. 2d at 382); see also

Kaiser, 722 F.2d at 1583 (“The transfer of property
by the debtor to his spouse while insolvent, while retaining
the use and enjoyment of the property, is a classic badge of
fraud.”). Moreover, the transactions at issue here “did not
involve sham or dummy corporations or fictitious parties.”

In re Lehman Bros. Holdings Inc., 541 B.R. at 576 (internal

quotation marks omitted); see also  NMFS/Sun Life Trust-
High Yield Series, 910 F. Supp. at 935 (fact that “[t]here
was no close relationship among the parties to the LBO”
and that “it was an arm's-length transaction by sophisticated
businesspeople” weighed against finding of actual fraudulent
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intent). Accordingly, the Trustee fails to sufficiently allege the
second badge of fraud.

b. “Retention of Possession, Benefit
or Use of the Property in Question”

The Trustee next argues that the third badge of fraud
under Kaiser is satisfied because Tribune's insiders retained
“possession, benefit, or use” of the Shareholder Transfers
following the LBO. (FitzSimons Compl. ¶ 380(b).) A plaintiff
may certainly support an inference of fraudulent intent by
alleging “retention of control of the property by the transferor

after the conveyance” as part of a sham transaction. In re

Sharp Int'l Corp., 403 F.3d at 56; Kaiser, 722 F.2d at
1582; see also S.E.C. v. Shainberg, No. 07-cv-8814 (LLS),
2007 WL 4526520, at *4 (S.D.N.Y. Dec. 21, 2007) (finding
badge satisfied when transferor “retained possession, use, and
benefit of the apartment after the transfer”). Here, by contrast,
the transferor—Tribune—conveyed the property the Trustee
is seeking to recover—the Shareholder Transfers—in an arm's
length exchange of shares for cash. (FitzSimons Compl. ¶
94 (noting that thousands of persons “received transfers” in
connection with selling their shares).) Thus, by definition,
the transferor corporation—Tribune itself— did not maintain
possession of the cash constituting the Shareholder Transfers.
Consequently, the third badge recognized under Kaiser has
therefore not been satisfied.

c. “Inadequacy of Consideration”
and “Financial Condition” of Tribune

With respect to the first and fourth badges, the Trustee
asserts that Tribune received “less than reasonably equivalent
value” for the LBO and that the LBO rendered Tribune
insolvent. (FitzSimons Compl. ¶ 380(c), (d).) It is true that
Tribune did, in fact, become insolvent following the LBO. But
the Trustee's allegations merely restate two of the required
elements of a constructive fraudulent conveyance claim,

see 11 U.S.C. § 548(a)(1)(B), and, without more, are
insufficient to raise a strong inference of fraudulent intent.
To hold otherwise would turn every constructive fraudulent
conveyance claim into an actual fraudulent conveyance
claim and thereby undermine the distinction between the
two claims. Accordingly, these allegations are insufficient,
standing alone, to support a strong inference of actual intent

to hinder, delay, or defraud Tribune's creditors. In re
Refco, 2009 WL 7242548, at *17 (noting that even though
a transaction was a “bad deal” for the debtor, “it does
not necessarily mean that fraud was afoot” and it did not
sufficiently raise the requisite strong inference of scienter);

In re Marketxt Holdings Corp., 361 B.R. 369, 396–97
(Bankr. S.D.N.Y. 2007) (allegation that transfers “lacked
adequate consideration” was insufficient to support claim of
actual fraudulent intent where, as here, “there were no familial
or personal relationships between the parties” and “[n]othing
was done in secret”).

d. “Course of Conduct after the Incurring
of Debt” and “General Chronology of

Events and Transactions Under Inquiry”

*15  With respect to the fifth and sixth badges, the Trustee
contends that the Shareholder Transfers were not made in the
“ordinary course of business,” since they “were made at the
same time as, or with the proceeds of, the incurrence of new
debt.” (Opp'n 36–37; FitzSimons Compl. ¶ 380(e), (f).) To
be sure, the existence of “a secret and hasty transfer not in
the usual course of business” may support a strong inference
of fraudulent intent. Amusement Indus., Inc. v. Midland Ave.
Associates, LLC, 820 F. Supp. 2d 510, 530 (S.D.N.Y. 2011).
But as the Trustee readily admits, the LBO was the product of
months of elaborate negotiations among sophisticated parties
and received widespread publicity. (FitzSimons Compl. ¶¶ 9–
20, 244–57.) Furthermore, the Trustee's allegations are, at
best, superficial indicators of fraudulent intent because they
simply describe the basic features of any LBO, which, by
its nature, is not a transaction that is made in the ordinary
course of business and invariably requires a company to incur

debt as it restructures and goes private. See MFS/Sun
Life Trust-High Yield Series, 910 F. Supp. at 935 (rejecting
actual fraudulent conveyance claim involving LBO that “was
not secretive, nor ... structured in a manner unusual for an
LBO”). The Court declines to infer fraudulent intent on the
Independent Directors' part merely from the fact that Tribune
engaged in an LBO, which is “obviously a common securities

transaction.” In re Resorts Int'l, Inc., 181 F.3d 505, 516
(3d Cir. 1999). To accept the Trustee's argument would mean
that every LBO that ends in a bankruptcy within two years of
its effectuation would subject transferring shareholders to an
actual fraudulent conveyance claim.
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The Trustee's reliance on Moody v. Sec. Pac. Bus. Credit
Inc., 971 F.2d 1056, 1073 (3d Cir. 1992) for the proposition
that “failed leveraged buyouts merit close scrutiny under the
fraudulent conveyance laws” is misplaced. (See Opp'n 36.)
The Trustee ignores the Third Circuit's observation in that
case that due to “the difficulty in proving intentional fraud,
challenges to leveraged buyouts tend to be predicated on ...
constructive fraud,” and “leveraged buyouts have been set
aside under [the UFCA's] intentional fraud provisions” only

in “few instances.” Moody, 971 F.2d at 1064. Similarly,
while the Trustee relies on an out-of-circuit bankruptcy
judge's opinion that “an LBO is not a routine business
transaction that should normally be given deference by the

courts” (Opp'n 36 (quoting In re Bay Plastics, Inc., 187
B.R. 315, 334 (Bankr. C.D. Cal. 1995))), that observation was
made in the context of a constructive fraudulent conveyance
claim, in which liability may be imposed without regard
to intent. And while the Trustee is correct that an LBO
may amount to an intentionally fraudulent conveyance where
“everyone involved in the transaction ... knew the transaction
would render the company insolvent” (Opp'n 37), the Trustee
has, for the reasons discussed at greater length in the next
section, failed to raise a strong inference that the Independent
Directors—the corporate actors who decided to effectuate the
LBO—“knew” that the LBO would render Tribune insolvent.

e. “Concealment of Facts and
False Pretenses by the Transferor”

Finally, the Trustee alleges that some of the Officer
Defendants engaged in deceptive conduct, such as concealing
the February Projections from certain officers who would
likely have found the projections to be unreasonable.
(FitzSimons Compl. ¶ 380(g).) Nevertheless, while an
officer's intent may be imputed to the corporation under
some circumstances—as discussed earlier—the Court here
assesses whether the Trustee has pleaded badges of fraud
with respect to the Independent Directors, who actually

approved the transaction. See In re Kaiser, 722 F.2d at
1582 (explaining that the plaintiff must allege “concealment
of facts and false pretenses” by the transferor). Here, the
Trustee has not alleged that the Independent Directors were
aware of the Officer Defendants' alleged deception, and the
mere insistence that the Independent Directors “should have
known” about this alleged deception is insufficient to support

a strong inference of fraudulent intent. See In re Lehman

Bros. Holdings, Inc., 541 B.R. at 575 n.6; Lippe, 249 F.

Supp. 2d at 375; MFS/Sun Life Trust-High Yield Series,
910 F. Supp. at 936.

* * *

Taken together, the badges of fraud alleged by the Trustee are
insufficient to raise a strong inference that the Independent
Directors acted with an actual intent to hinder, delay,

or defraud Tribune's creditors. In re Refco, 2009 WL
7242548, at *17 (“[T]he case law does not establish that, for
example, asserting two (or three, etc.) badges of fraud are
enough to survive a motion to dismiss.”). Accordingly, the
Court concludes that the Trustee has failed to raise a strong
inference of fraudulent intent with respect to the Independent
Directors under the traditional badges-of-fraud analysis.

2. Securities Law Test

*16  In the alternative, the Trustee argues that the FitzSimons
Complaint alleges enough facts to withstand the tests
commonly employed by courts in this Circuit to determine
the sufficiency of scienter allegations in securities-fraud suits.
(Opp'n 27–34.) As noted above, courts applying these tests
permit plaintiffs to raise a strong inference of fraudulent intent
either by a showing of “motive and opportunity to commit
fraud” or facts “constitut[ing] strong circumstantial evidence

of conscious misbehavior or recklessness.” In re Refco,
2009 WL 7242548, at *8. But whether these tests are truly
different from the badges analysis described above, or merely
a different way to state the same standard, the facts alleged by
the Trustee lead to the same result.

a. Motive and Opportunity

The Trustee alleges that the Independent Directors had a
motive and opportunity to hinder, delay, or defraud Tribune's
creditors based on the fact that, as shareholders, they would
receive consideration in exchange for their shares only if
the LBO were consummated. (Opp'n 30–31.) Indeed, each
Independent Director who voted to approve the LBO received
between $295,732 and $586,441 for selling their shares.
(FitzSimons Compl ¶¶ 39, 212.) It is well settled, however,
that “[m]otives that are generally possessed by most corporate
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directors and officers do not suffice” to plead scienter under

the “motive and opportunity” test. Kalnit v. Eichler, 264
F.3d 131, 139 (2d Cir. 2001). Accordingly, the mere fact that
the Independent Directors received Shareholder Transfers in
connection with the LBO fails to support a strong inference of
scienter, since “a corporate director's desire to realize personal
benefits in connection with a merger” is a motive shared by
“[e]very corporate director in America.” Kalnit v. Eichler, 99

F. Supp. 2d 327, 339 (S.D.N.Y. 2000), aff'd, 264 F.3d at
131.

As set forth earlier, the Trustee also fails to make any
allegations of financial or other personal ties between the
Independent Directors and the parties that received special
incentives upon completion of the LBO that “could have
affected the impartiality” of the Independent Directors. See

Kahn v. M & F Worldwide Corp., 88 A.3d 635, 649
(Del. 2014); cf. In re Ply Gem Indus., Inc. S'holders Litig.,
No. CIV.A 15779, 2001 WL 755133, at *7 (Del. Ch.
June 26, 2001) (finding that the directors did not breach
their duty of loyalty in approving a transaction when there
was no allegation that they “obtained any improper benefit
whatsoever from the merger other than from their entitlement,
as shareholders, to receive the merger consideration” and
they “received the merger consideration on the same terms
as any other shareholder”). And as also noted earlier,
the approximately $6 million collectively received by the
seven Independent Directors for selling their shares was an
infinitesimal portion of the nearly $11 billion transferred.
(FitzSimons Compl. ¶¶ 39, 212.)

Accordingly, the Trustee has failed to raise a plausible—
let alone strong—inference that the Independent Directors
possessed a motive and opportunity to hinder, delay, or
defraud Tribune's creditors.

b. Conscious Misbehavior or Recklessness

The Court next considers whether the Trustee has sufficiently
alleged “strong circumstantial evidence of conscious
misbehavior or recklessness” on the Independent Directors'

part. See In re Saba Enterps., Inc., 421 B.R. at 642.
Where, as here, a motive to commit fraud “is not apparent,”
the “strength of the circumstantial allegations” of conscious
misbehavior or recklessness “must be correspondingly

greater” in order to withstand dismissal. Kalnit, 264

F.3d at 142. As discussed earlier, recklessness requires a
“state of mind approximating actual intent, and not merely

a heightened form of negligence.” S. Cherry St., LLC,

573 F.3d at 109; Novak v. Kasaks, 216 F.3d 300, 312

(2d Cir. 2000); accord In re Lehman Bros. Holdings Inc.,

541 B.R. at 575 & n.6; MFS/Sun Life Trust-High Yield
Series, 910 F. Supp. at 936. And in weighing the strength
of the Trustee's allegations, the Court must, as discussed,

account for “plausible opposing inferences” under Rule

9(b). Loreley, 797 F.3d at 177.

*17  The Trustee principally avers that the Independent
Directors acted at least recklessly in approving the LBO
despite Tribune's declining financial performance, the
“secular decline” of the newspaper industry, and the negative
public reaction to the LBO. (FitzSimons Compl. ¶¶ 129,
214, 327.) Relatedly, the Trustee also asserts that the
Independent Directors were, at a minimum, reckless in
accepting management's aggressive February Projections and
October Projections, which assumed—notwithstanding the
challenges facing the newspaper industry and Tribune's past
performance—that Tribune would significantly outperform
2006 in the latter part of 2007 and would continue to improve
over a five-year time horizon. (Id. ¶¶ 171, 216, 261, 268–69;
see also id. ¶ 125 (alleging that Tribune “was performing so
poorly that there could have been no reasonable expectation
that it would be able to satisfy the additional $8 billion of debt
that it incurred in the LBO”).) For the reasons set forth below,
the Court concludes that the Trustee has failed to raise a strong
inference of conscious misbehavior or recklessness based on
these allegations.

In fact, as the Complaint itself illustrates, the Special
Committee did not blindly accept management's projections.
The Special Committee enlisted the expertise of a financial
advisor, Morgan Stanley, to assist its review of management's
plan. (FitzSimons Compl. ¶¶ 15, 155, 169, 336, 338.)
As even the Trustee alleges, Morgan Stanley met with
the Independent Directors on “numerous” occasions (id.
¶ 15), and participated in a comprehensive review of
Valuation Research's solvency analysis with the Independent
Directors and other members of the Board, including “the
various tests used by [Valuation Research] in its solvency
analysis, comprehensive transactions, case comparisons, and
the assumptions [Valuation Research] relied upon in reaching
its solvency determination” (id. ¶ 338). Although the Trustee
claims that Morgan Stanley breached its fiduciary duties
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by failing to disclose its internal analysis that would have
revealed that Tribune “would have a negative equity value”
if it proceeded with Step Two of the LBO (see id. ¶ 339–40),
he fails to allege that the Special Committee knew about this
alleged breach or had any reason to doubt the legitimacy of
Morgan Stanley's advice regarding the financial projections.

See Shields v. Citytrust Bancorp, Inc., 25 F.3d 1124,
1129 (2d Cir. 1994) (finding that while allegations “strongly
suggest[ ] that the defendants should have been more alert
and more skeptical,” nonetheless, “nothing alleged indicates
that management was promoting a fraud”). Furthermore, the
Trustee also concedes that Merrill Lynch and Citigroup, the
Board's advisors, met with the Special Committee “on a
near-weekly basis” to analyze the transaction in the lead-up
to the Board's approval of the LBO (FitzSimons Compl. ¶
167), which further undercuts the Trustee's argument that the
Special Committee blindly adopted the Officers' projections
without further inquiry.

As the Complaint also makes clear, the Independent Directors
took other steps to assure themselves that Tribune would
remain solvent following the effectuation of the LBO. Prior
to the April 1, 2007 vote, Duff & Phelps issued a “viability
opinion” to the Board, which 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.) While the Trustee makes much of the fact that
Duff & Phelps initially refused to issue a solvency opinion
(FitzSimons Compl. ¶¶ 187, 189, 215), there is no dispute that,
had Duff & Phelps included Tribune's expected tax savings
in its analysis, it would have concluded that Tribune would
have been solvent after the LBO. (Id. ¶¶ 185–86, 189 (noting
that Duff & Phelps found that “taking into account the S
corporation tax shield, the Company will be able to pay its
debts as they come due”).) Not surprisingly, the Trustee also
concedes that the viability opinion issued by Duff & Phelps
“was the equivalent of a solvency opinion,” except that it
considered Tribune's expected tax savings. (Id. ¶¶ 189, 193.)

*18  Furthermore, after the Independent Directors' vote,
but before consummation of Steps One and Two, Valuation
Research issued solvency opinions concluding that Tribune
would remain solvent immediately after Steps One and Two
were effectuated. (Id. ¶¶ 270–79, 306–26.) The Trustee
argues that the Independent Directors, many of whom were
experts in finance and accounting and were deemed “audit
committee financial experts” under federal securities laws
(id. ¶¶ 136, 220–21), “knew, or were reckless or grossly

negligent in not knowing” that Valuation Research's reports
were unreliable (id. ¶ 280). In particular, the Trustee faults
Valuation Research for using an allegedly non-standard
definition of fair value in both solvency opinions and for
choosing to omit Tribune's debt to be incurred at Step
Two from its solvency opinion rendered at Step One. (Id.
¶¶ 271–72, 274–76.) But allegations regarding what the
Special Committee members “should have known” are not
particularly relevant to whether they had an actual intent to

hinder, delay, or defraud. See In re Lehman Bros. Holdings,

Inc., 541 B.R. at 575 n.6; Lippe, 249 F. Supp. 2d at 375;

MFS/Sun Life Trust-High Yield Series, 910 F. Supp. at 936.
Furthermore, the Trustee fails to sufficiently explain why,
based on several Independent Directors' status as “financial
experts” for the purposes of federal securities laws, they knew
or were consciously indifferent to the fact that Valuation
Research's alleged methodological deficiencies rendered its
solvency opinions unreliable.

Relatedly, the Trustee also argues that the Independent
Directors “knew” or were “reckless ... in not knowing” that
Valuation Research's analysis, which was partly premised on
the February and October Projections, was flawed because the
Independent Directors had “up-to-date financial information
showing Tribune's dismal performance.” (FitzSimons Compl.
¶¶ 262, 269, 280; see also id. ¶¶ 170–174, 258–69.) Even so, “
‘[c]ourts have routinely rejected the attempt to plead scienter
based on allegations that because of defendants' board
membership and/or their executive managerial positions,
they had access to information concerning the company's
adverse financial outlook.’ ” Teamsters Allied Benefit Funds
v. McGraw, No. 09-cv-140 (PGG), 2010 WL 882883, at *11

(S.D.N.Y. Mar. 11, 2010) (quoting In re Health Mgmt. Sys.,
Inc. Sec. Litig., No. 97-cv-1865 (HB), 1998 WL 283286, at *6
(S.D.N.Y. June 1, 1998)). And while the Trustee specifically
alleges that the directors received a report on May 9, 2007
that showed the February Projections were “unrealistic” (id.
¶ 262), this report was distributed over five weeks after
the Independent Directors voted to approve Zell's proposal
on April 1, 2007 (id. ¶ 211), and many months before
the Special Committee comprehensively reviewed Valuation
Research's analysis with its financial advisor in advance of
Step Two (id. ¶ 338). Thus, any inference of recklessness on
the Independent Directors' part based merely on the fact that
they received a negative financial outlook on May 9, 2007 is
weak at best.
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In any event, the Court is highly reluctant to infer scienter on
the Board's part simply because it entered a risky transaction

at a time when Tribune was struggling. In re Lehman
Bros. Holdings, Inc., 541 B.R. at 577 (“Indeed, there is
nothing unlawful about a company transacting business
during unusually difficult financial times in an attempt to
prevent its own collapse. To find otherwise would place in
question any contract executed during a financial downturn
and invite upheaval in the financial markets.”). To the extent
that the Independent Directors were misguided in their belief
that Tribune's financial condition might improve, that is
clearly not enough to raise a strong inference of fraudulent

intent. See In re Refco, 2009 WL 7242548, at *17 (noting
that even though a transaction was a “bad deal” for the debtor,
“it does not necessarily mean that fraud was afoot” and it
did not sufficiently raise the requisite strong inference of
scienter).

Next, the Trustee claims that the Independent Directors'
fraudulent intent can be demonstrated by their alleged
failure to conduct appropriate downside testing of the LBO.
(FitzSimons Compl. ¶¶ 217–19, 379(d).) According to the
Trustee, the Independent Directors had insisted on more
rigorous downside testing less than a year earlier when
considering a leveraged recapitalization, a transaction that
involved less leverage than the LBO. (Id. ¶ 218.) However,
as even the Trustee concedes, the Independent Directors did
in fact test the LBO against two downside cases presented by
their financial advisor. (Id. ¶¶ 217, 219, 268.) Consequently,
the Trustee's argument that the Independent Directors should
have used different metrics to test the LBO again sounds in
negligence and, thus, does not rise to the level of conscious
misbehavior or recklessness, since there is no allegation
that Morgan Stanley or any of the Board's other financial
advisors informed them that these were inappropriate metrics.
Here, as elsewhere, the Trustee's repeated attempts to equate
“actual intent” with “presumed intent” or a standard based
on foreseeability are insufficient to raise a strong inference
that the Independent Directors acted with an actual intent to

hinder, delay, or defraud Tribune's creditors. See MFS/Sun
Life Trust-High Yield Series, 910 F. Supp. at 936 (finding
foreseeability standard “incompatible with the concept of
actual fraud”).

*19  The Trustee also argues that the Independent Directors
should have been suspicious of the LBO because when
the Officer Defendants approached Houlihan Lokey, another
finance firm, in late March 2007 to issue a solvency opinion,

Houlihan Lokey concluded that it would be “tough” to find
Tribune solvent after the LBO. (FitzSimons Compl. ¶¶ 197–
98, 215.) However, the Complaint fails to allege that the
Independent Directors were even aware of Houlihan Lokey's
conclusion, rendering it peripheral, at best, to the Court's
consideration of whether the Independent Directors acted
with an actual intent to hinder, delay, or defraud Tribune's
creditors.

The Trustee likewise makes much of the fact that the
Independent Directors “caus[ed]” Tribune's subsidiaries to
guarantee the debt of the lenders that financed the LBO,
which “ensured that the LBO Lenders would be paid in full”
before Tribune's pre-LBO creditors. (FitzSimons Compl. ¶¶
231–32; Opp'n 29.) From this guarantee, the Trustee argues
that the Independent Directors must have known of Tribune's
declining financial condition, and that “there is no question
that the foreseeable and legal effect—and thus presumed
intent—was to hinder and delay Tribune's creditors.” (Opp'n
29–30 (emphasis added).) However, this allegation also fails
to support a strong inference of fraudulent intent. First, a
company's guarantee of new debt that subordinates old debt, a
tool often used by companies, cannot, by itself, amount to an

actual fraudulent conveyance. See In re Owens Corning,
419 F.3d 195, 212 (3d Cir. 2005) (“This kind of lending

occurs every business day.”); see also In re Lehman Bros.

Holdings, Inc., 541 B.R. at 575 (intent under Section
548(a)(1)(A) entails “something more than just an intent to

prefer one creditor over another.”); In re Rubin Bros.
Footwear, Inc., 119 B.R. 416, 423 (S.D.N.Y. 1990) (same).
Nor does the existence of such an arrangement suggest that
the Independent Directors knew that Tribune would be unable
to satisfy its debt obligations following the LBO, particularly
in light of Valuation Research's solvency opinions and Duff &
Phelps's conclusion that, accounting for tax savings, Tribune
would remain solvent after effectuating the LBO. The fact that
Tribune guaranteed the LBO lenders' debt adds no more to
an inference of fraud than the fact that Tribune incurred the
additional debt itself.

The Trustee also relies heavily on a statement in Tribune's
proxy statement accompanying the tender offer, which
indicated that prior to the April 1, 2007 vote, the Independent
Directors considered the negative trends in the newspaper
industry and concluded that these trends weighed in favor
of the LBO. (Id. ¶ 214.) The Trustee surmises from this
statement that the Independent Directors knew, or turned
a deliberately blind eye to, the fact that the LBO would

Case 2:19-ap-01382-SK    Doc 315-1    Filed 11/12/21    Entered 11/12/21 12:26:33    Desc
Appendix of Unpublished Cases    Page 245 of 260



In re Tribune Company Fraudulent Conveyance Litigation, Not Reported in Fed. Supp....
2017 WL 82391, Bankr. L. Rep. P 83,064

 © 2021 Thomson Reuters. No claim to original U.S. Government Works. 17

render Tribune insolvent so that Tribune's shareholders and
other insiders could be provided an opportunity to “get out
while the getting was good.” (Id.) But there is nothing in
the proxy statement that contradicted the advice and analysis
provided by Morgan Stanley, Valuation Research, and Duff
& Phelps. The Trustee's argument is thus wholly conclusory
and amounts to little more than a meatless assertion that
the Independent Directors should have known better. More
is required, since fraudulent intent “cannot be found based
merely on suspicion, conjecture, or doubtful inference.”

Lippe, 249 F. Supp. 2d at 375; see also Denny v. Barber,
576 F.2d 465, 470 (2d Cir. 1978) (noting that allegations of
“fraud by hindsight” fail to meet the particularity requirement

of Rule 9(b)).

*20  In short, what matters for the purposes of assessing the

Independent Directors' actual intent under Section 548(a)
(1)(A) is whether the Independent Directors knew or were
consciously indifferent to the fact that the LBO would render
Tribune insolvent. The Trustee has failed to make such a
showing here. To the contrary, both before approval of the
LBO and before consummation of Step One and Step Two,
the Special Committee took steps to assure itself that the LBO
would not render Tribune insolvent. However erroneous or
misguided the Independent Directors' conduct may perhaps
seem in hindsight, the Trustee has failed to meet the high
bar of alleging conscious misbehavior or recklessness on the
Special Committee's part.

* * *

For all the reasons set forth above, the Court finds that
the Trustee has failed to plead facts sufficient to allege
that the Independent Directors possessed actual intent to
hinder, delay, or defraud Tribune's creditors through the LBO.
Accordingly, the Trustee has also 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 as to the Shareholder Transfers.

IV. LEAVE TO AMEND

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. As an initial matter, “where a plaintiff clearly
has expressed a desire to amend, a lack of a formal motion is
not a sufficient ground for a district court to dismiss without
leave to amend.” Porat v. Lincoln Towers Cmty. Ass'n, 464

F.3d 274, 276 (2d Cir. 2006); see also Loreley Fin. (Jersey)
No. 3 Ltd. v. Wells Fargo Sec., LLC, 797 F.3d 160, 190
(2d Cir. 2015) (“[T]he permissive standard of Rule 15 is
consistent with our strong preference for resolving disputes
on the merits.” (citation omitted)). However, a court may
deny leave to amend based on “undue delay, bad faith,”
and “dilatory motive” of the plaintiff, or where “amendment

would be futile” or prejudicial. Loreley, 797 F.3d at 190;

accord AEP Energy Servs. Gas Holding Co. v. Bank of
Am., N.A., 626 F.3d 699, 725 (2d Cir. 2010).

Here, the Trustee makes a cursory request to amend in the
final footnote of its opposition brief. (See Opp'n 40 n.18.)
However, he has not attached a proposed amended complaint
and gives “no clue as to how the [C]omplaint's defects would

be cured.” Loreley, 797 F.3d at 190; see also Bankr.
Trust of Gerard Sillam 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 words, plaintiffs have “identified
no additional facts or legal theories ... they 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). Moreover, “although this case certainly presents
complex issues, ... it is not the sort of situation in which [the
Trustee's] pleading defects were ‘latent, and easily missed or
misperceived without full briefing and judicial resolution.’

” In re Zinc Antitrust Litig., 155 F. Supp. 3d 337, 386

(S.D.N.Y. 2016) (quoting Loreley, 797 F.3d at 191).
To the contrary, the Trustee is a sophisticated bankruptcy
professional, advised by four teams of lawyers, with access
to the discovery conducted by the Unsecured Creditors in
the Bankruptcy Court, which resulted in discovery from over
30 entities and persons involved in the LBO, more than 30
depositions, 10 expert reports/opinions, and nearly 4.5 million
pages of documents. (See Mot. 12 at 35; Bankr. Doc. 8173 at
13, 19.) Thus, “it is unlikely that the deficiencies raised with
respect to the [Fifth] Amended Complaint were unforeseen
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by [the Trustee] when [he] amended.” City of Pontiac, 752

F.3d at 188; see also Billard v. Rockwell Int'l Corp., 683
F.2d 51, 57 (2d Cir. 1982) (affirming denial of leave to amend
where plaintiffs “had access to full discovery” in a related
case).

*21  Independently, the Court denies leave to amend because
it would result in substantial prejudice to the Shareholder

Defendants. See State Teachers Ret. Bd. v. Fluor Corp.,
654 F.2d 843, 856 (2d Cir. 1981) (noting that the “resulting
prejudice to the opposing party” in granting leave to amend
is “perhaps [the] most important” consideration in a leave
to amend analysis). Given the strong presumption that stock
transactions are final, the resulting prejudice is especially
acute here. More than 5,000 Shareholder Defendants—
alleged to have done nothing more than receive payment
for their shares in an LBO—have been in limbo for almost
a decade. Any additional delay comes at a significant cost
to the “certainty, speed, finality, and stability” of financial
markets, a concern that animated Congress's drafting of the
Bankruptcy Code and the Second Circuit's Opinion in March.

In re Tribune, 818 F.3d at 122 (“[E]xposing investors to
even very weak lawsuits involving millions of dollars would
be a substantial deterrent to investing in securities.”); see also

In re Tribune, 499 B.R. at 313 (“Congress enacted Section

546(e) in order to provide certainty to securities transactions
and, in so doing, to enhance the stability of the nation's
financial markets.”).

Accordingly, the Court denies the Trustee's request for
leave to amend based on its futility and undue prejudice to
Defendants.

V. CONCLUSION

For the reasons stated above, IT IS HEREBY ORDERED
THAT the Shareholder Defendants' motion to dismiss Count 1
of the FitzSimons Complaint is GRANTED. The Clerk of the
Court is respectfully directed to terminate the motion located
at docket number 5948 in case number 11-md-2296 and the
motion located at docket number 4470 in case number 12-
cv-2652. The Clerk of the Court is also respectfully directed
to terminate from this action those Shareholder Defendants
who are not also named Defendants.

SO ORDERED.

All Citations

Not Reported in Fed. Supp., 2017 WL 82391, Bankr. L. Rep.
P 83,064

Footnotes

1 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 Shareholder Defendants' motion, the
Court has also considered the Shareholder Defendants' memorandum of law (Doc. No. 5948 (“Motion 12”
or “Mot. 12”)), the Trustee's opposition (Doc. No. 6136 (“Opp'n”)), the Shareholder Defendants' reply (Doc.
No. 6202 (“Mot. 12 Reply”)), and all exhibits and declarations attached therein. In addition, unless otherwise
noted, all docket numbers refer to case number 11-md-2296.

2 As the Second Circuit has explained, “[i]n a typical LBO, a target company is acquired with a significant

portion of the purchase price being paid through a loan secured by the target company's assets.” In re
Tribune Co. Fraudulent Conveyance Litig., 818 F.3d 98, 105 n.1 (2d Cir. 2016).

3 As the Trustee explains, a solvency opinion “is a recognized and commonly used vehicle in leveraged
transactions to provide assurances to lenders, the borrower (i.e., [Tribune] ), 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.)

Case 2:19-ap-01382-SK    Doc 315-1    Filed 11/12/21    Entered 11/12/21 12:26:33    Desc
Appendix of Unpublished Cases    Page 247 of 260



In re Tribune Company Fraudulent Conveyance Litigation, Not Reported in Fed. Supp....
2017 WL 82391, Bankr. L. Rep. P 83,064

 © 2021 Thomson Reuters. No claim to original U.S. Government Works. 19

4 For the purposes of this opinion, Bigelow, Grenesko, and Kazan—together with Tribune's other officers,
Dennis J. FitzSimons, Mark W. Hianik, Crane H. Kenney, and Harry Amsden—are referred to collectively as
the “Officer Defendants.” (FitzSimons Compl. ¶¶ 27, 41–47.)

5 Though the petition had originally been distributed at the Supreme Court's December 2 and December
9, 2016 Conferences, the Supreme Court has subsequently postponed consideration of the petition.
Docket, Deutsche Bank Tr. Co. Ams. v. Robert R. McCormick Found., No. 16-317, available at https://
www.supremecourt.gov/docket/docket.aspx.

6 The Shareholder Defendants—totaling over 5,200 individuals—are identified in Exhibit A of the FitzSimons
Complaint. (Doc. No. 2701, Ex. A.) They include any shareholder who received more than $50,000 from the
LBO. (FitzSimons Compl. ¶ 6.) Since commencing this action, the Trustee has voluntarily dismissed at least
300 additional Shareholder Defendants.

7 Because Count 1 concerns the application of the federal Bankruptcy Code, the Court will apply this Circuit's

interpretation of the Bankruptcy Code. See Menowitz v. Brown, 991 F.2d 36, 40 (2d Cir. 1993) (noting that

when a case is transferred pursuant to 28 U.S.C. § 1407, the “transferee federal court should apply its
interpretations of federal law, not the constructions of federal law of the transferor circuit”); In re Mirena IUD
Prods. Liab. Litig., No. 13-cv-3383 (CS), 2015 WL 144214, at *2 n.1 (S.D.N.Y. Jan. 9, 2015) (“MDL transferee
courts apply the law of the transferee court as to matters of federal law.”). Where appropriate, the Court
also considers out-of-circuit decisions and decisions construing analogous, similarly worded actual fraudulent
conveyance statutes. See, e.g., In re Sabine Oil & Gas Corp., 547 B.R. 503, 553 (Bankr. S.D.N.Y. 2016)
(noting that New York's actual fraudulent transfer provision, N.Y. Debt. & Cred. Law § 276, is “substantially

similar to section 548(a)(1)(A) of the Code”), aff'd, No. 16-cv-561 (JGK), 2016 WL 3554995 (S.D.N.Y.
June 24, 2016).

8 Although the composition of the Board changed several times following the April 1, 2007 vote, the Special
Committee members remained a majority of the Board. Specifically, Zell was elected to the Tribune Board on
May 9, 2007 prior to effectuation of Step One (FitzSimons Compl. ¶¶ 76, 280 & n.5), and the three Chandler
Trust Representatives resigned from the Board on June 4, 2007 following Step One (id. at 35–38, 326–42
& n.7).

9 Although former U.S. Bankruptcy Judge Gerber's thoughtful opinions in Lyondell were recently overturned
on appeal by Judge Cote in Lyondell III, 554 B.R. at 635, that opinion is not binding on this Court. Indeed,
the Court finds Judge Gerber's analysis to be highly compelling and, for the reasons set forth in this section,
the Court continues to apply Judge Gerber's analysis as persuasive, though obviously not binding, authority.

10 See also In re James River Coal Co., 360 B.R. 139, 161–62, 165 & n.19 (Bankr. E.D. Va. 2007) (imputing
the intent of “[d]irectors [who] caused the Debtors to make transfers of their interests in property and/or to

incur obligations with the actual intent to hinder, delay or defraud”); In re Nat'l Audit Def. Network, 367
B.R. 207, 221 (Bankr. D. Nev. 2007) (imputing intent of officers who “personally authorized or executed the
transaction[s] (by signing the check; by authorizing the wire transfer), or authorized” the relevant transfers);

In re Blazo Corp., No. 93-6087, 1994 WL 92405, at *4 (Bankr. N.D. Ohio Feb. 25, 1994) (imputing the
intent of the debtor's chairman of the board, president, and CEO who was using the debtor corporation to

operate a Ponzi scheme); In re Anchorage Marina, Inc., 93 B.R. 686, 691 (Bankr. D.N.D. 1988) (imputing
to the debtor, Anchorage, the intent of directors who “together control[ed] the majority of the voting rights
of Anchorage”).

11 Even assuming federal, as opposed to state, law governs the imputation analysis under § 548(a)(1)(A),

compare In re Roco Corp., 701 F.2d at 984 (applying federal law), with Lyondell III, 554 B.R. at 647
(applying Delaware law), the “first place” that the Court “must look to determine the powers of corporate
directors is in the relevant State's corporation law,” since “in this field congressional legislation is generally
enacted against the background of existing state law;” and “Congress has never indicated that the entire
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corpus of state corporation law is to be replaced simply because a plaintiff's cause of action is based upon a

federal statute,” Burks v. Lasker, 441 U.S. 471, 478 (1979). Accordingly, Delaware corporate governance
law, even if not controlling, is highly relevant authority.

12 While the Trustee also asserts in his brief that “FitzSimons alone briefly halted” Tribune's consideration
of the LBO, thus evincing control over the Board (Opp'n 26), the only relevant allegation to that effect is
based on a vague and speculative statement made by an unnamed employee of EGI who had no affiliation
with Tribune and admitted to being “a bit skimpy” on Tribune's internal deliberations (FitzSimons Compl.
¶ 157). This allegation is highly speculative and offers no facts as to whether and how FitzSimons even
communicated his misgivings to the Board, much less how he dominated it. Therefore, this allegation fails to
raise a plausible inference of control by FitzSimons and does not support the characterization in the Trustee's

brief. See Twombly, 550 U.S. at 555 (conclusory and speculative allegations insufficient to withstand 12(b)
(6) motions).

13 To the extent that Lyondell III also concluded that it was unnecessary for the trustee to allege control by the
CEO to impute his intent to the transferor corporation, the Court disagrees. Under Delaware law, a corporation
“is liable for the actions of its agent that are within the scope of the agent's actual or apparent authority.”

Creedon Controls, Inc. v. Banc One Bldg. Corp., 470 F. Supp. 2d 457, 460 (D. Del. 2007); see also In re
Am. Int'l Grp., Inc., Consol. Derivative Litig., 976 A.2d 872, 887 n.40 (Del. Ch. 2009) (“Whether employees can
be considered managerial employees so as to impute their actions to the corporation does not necessarily
hinge on their level in the corporate hierarchy but depends on the degree of discretion the employee has
in making decisions that will ultimately determine corporate policy.” (quoting 18B Am. Jur. 2d Corporations
§ 1444)). Other courts addressing this issue as a matter of federal law have reached the same conclusion.

See In re Roco Corp., 701 F.2d at 984 (insider's intent is imputed to the corporation if he has sufficient
control to effectuate the acts alleged to have been fraudulent); In re Elrod Holdings Corp., 421 B.R. at 712
(same). Thus, even assuming, as Lyondell III concluded, that Delaware law (as opposed to the Bankruptcy
Code or federal common law) controls the imputation analysis, the relevant inquiry—and the outcome—
would be the same.

14 The Trustee also argues, in passing, that the intent of the Chandler Trust Representatives who served on the
Board should also be imputed to Tribune. (Opp'n 33–34.) The Trustee points to facts that the Chandler Trust
Representatives and representatives of the Foundations, which collectively owned 33% of Tribune's stock
immediately prior to the LBO, influenced the decision to create the Special Committee in September 2006
(FitzSimons Compl. ¶¶ 75, 129–136) and expressed their support for the LBO during negotiations (id. ¶¶ 138,
141, 144–45, 148–49, 151). But the Trustee fails to plead any facts that would permit a plausible inference
that the Chandler Trust Representatives, who abstained from the vote to approve the LBO, controlled the

Independent Directors' decision to vote in favor of the deal. See In re W. Nat'l Corp. S'holders Litig., No.
15927, 2000 WL 710192, at *8 (Del. Ch. May 22, 2000) (holding that the mere fact that a company solicited
the view of a 40% shareholder about an “extraordinary business transaction and ultimately agreed with the
view expressed” was insufficient to “indicate a relationship of domination and control” by that shareholder).
The Court also notes that, even though Zell joined the Board prior to the effectuation of Step One, the Trustee
makes no argument for imputing Zell's intent to Tribune and all but concedes that Zell's intent is irrelevant
with respect to this cause of action.

15 The Court does, nonetheless, expressly decline to follow decisions relied on by the Trustee implying that
a debtor acts with actual intent if it “should have seen” that its actions would harm creditors (Opp'n 18–

19 (quoting In re Sentinel Mgmt. Grp., Inc., 728 F.3d 660, 667 (7th Cir. 2013))), or that actual intent
may be found where a defendant “could have foreseen the effect on creditors resulting from” its actions

(Opp'n 18 (quoting United States v. Tabor Court Realty Corp., 803 F.2d 1288, 1305 (3d Cir. 1986))).
The Court concludes that these out-of-circuit opinions impermissibly equate the actual intent standard with
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a foreseeability or negligence standard, see United States v. Finkelstein, 229 F.3d 90, 95 (2d Cir. 2000)
(“[T]he should-have-known alternative connotes a concept more akin to negligence than to knowledge.”), and
therefore ignore the statute's clear language limiting its scope to intentionally fraudulent conveyances, see

In re Lehman Bros. Holdings Inc., 541 B.R. 551, 575 n.6 (S.D.N.Y. 2015) (rejecting the test set forth in
Tabor because a foreseeability-based standard, “ ‘though appropriate where culpability is based on negligent

conduct, is incompatible with the concept of actual fraud’ ”) (quoting MFS/Sun Life Trust-High Yield Series

v. Van Dusen Airport Servs. Co., 910 F. Supp. 913, 936 (S.D.N.Y. 1995)); Lippe v. Bairnco Corp., 249
F. Supp. 2d 357, 375 (S.D.N.Y. 2003) (“The existence of actual intent to defraud is never presumed, and
intent to defraud cannot be found based merely on suspicion, conjecture, or doubtful inference.” (internal

quotation marks omitted)), aff'd, 99 Fed.Appx. 274 (2d Cir. 2004); see also Lyondell III, 554 B.R. at 651
(distinguishing Sentinel and concluding that the decision “should not be read as replacing the traditional,
more demanding standard for ascribing actual intent with a presumption that a person is aware of the natural
consequences of her acts.”).

End of Document © 2021 Thomson Reuters. No claim to original U.S. Government Works.
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United States Bankruptcy Court, D. New Mexico.

In re VAUGHAN COMPANY, REALTORS, Debtor.
Judith A. Wagner, Chapter 11 Trustee

Of the bankruptcy estate of the
Vaughan Company, Realtors, Plaintiff,

v.
Kathleen WILSON, Defendant.

Bankruptcy No. 11–10–10759 JA.
|

Adversary No. 12–01142 J.
|

March 11, 2013.

MEMORANDUM OPINION

ROBERT H. JACOBVITZ, Bankruptcy Judge.

*1  THIS MATTER is before the Court on the Defendant's
Motion to Dismiss (“Motion to Dismiss”). Plaintiff Judith
Wagner, Chapter 11 Trustee of the bankruptcy estate of the
Vaughan Company Realtors (the “Trustee”) filed a response
and a supplemental response in opposition to the Motion
to Dismiss. See Docket Nos. 9 and 19. This adversary
proceeding is one of many adversary proceedings initiated by
the Trustee seeking to recover payments made by Vaughan
Company Realtors (“VCR”) to parties who invested in VCR's
promissory note program. The Trustee asserts that VCR
operated as a Ponzi scheme. She seeks to recover certain
transfers made to Defendant Kathleen Wilson under several
theories, including avoidance of transfers under the actual

fraud and constructive fraud provisions of 11 U.S.C. § 548
and applicable state law. After consideration of the Motion
to Dismiss and the response thereto, and being otherwise
sufficiently informed, the Court finds that the Motion to
Dismiss should be granted as to the Trustee's claims for
turnover (Count 1) and for fraudulent transfers under state
law based on insider status (Count 7) and denied as to all
remaining claims.

APPLICABLE STANDARDS FOR
EVALUATING A MOTION TO DISMISS

A motion to dismiss for failure to state a claim is governed
by Rule 12(b)(6), Fed.R.Civ.P., made applicable to adversary
proceedings by Rule 7012, Fed.R.Bankr.P. In considering a
motion to dismiss under Rule 12(b)(6), the Court accepts as
true all well pleaded facts and evaluates those facts in the

light most favorable to the plaintiff. Moore v. Guthrie,
438 F.3d 1036, 1039 (10th Cir.2006). The applicable standard
for assessing a motion to dismiss for failure to state a

claim under Rule 12(b)(6) is found in Bell Atl. Corp. v.
Twombly, 550 U.S. 544, 127 S.Ct. 1955, 167 L.Ed.2d 929

(2007) and Ashcroft v. Iqbal, 556 U.S. 662, 129 S.Ct.
1937, 173 L.Ed.2d 868 (2009). Under Twombly, in order to
survive a motion to dismiss under Rule 12(b)(6) the complaint
must contain enough facts to state a cause of action that

is “plausible on its face.” Twombly, 550 U.S. at 570. In
other words, the plaintiff must “nudge [his] claims across
the line from conceivable to plausible.” Id. “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.” Iqbal, 556

U.S. at 678) (citing Twombly, 550 U.S. at 556).

The Court takes a two-step approach in evaluating a motion
to dismiss: first, the Court must accept as true all of
the allegations contained in a complaint disregarding legal

conclusions “clothed in factual garb;” 1  Iqbal, 129 S.Ct.

at 1949; Khalik v. United Air Lines, 671 F.3d 1188,
1190 (10th Cir.2012); and second, “only a complaint that
states a plausible claim for relief survives a motion to

dismiss.” Iqbal, 129 S.Ct. at 1950; Khalik, 671 F.3d at
1190. “Thus, mere ‘labels and conclusions' and ‘a formulaic
recitation of the elements of a cause of action’ will not

suffice.” Khalik, 671 F.3d at 1191 (quoting Twombly, 550
U.S. at 555, 127 S.Ct. 1955, 167 L.Ed.2d 929). Accordingly,
in examining a complaint under Rule 12(b)(6), the Court will
disregard concl usory statements and look only to whether the
remaining, factual allegations plausibly suggest the defendant
is liable.

*2  Consistent with Fed. R.Civ.P. 12(b)(6), “a defendant may
raise an affirmative defense by a motion to dismiss for the
failure to state a claim. If the defense appears plainly on
the face of the complaint itself, the motion may be disposed
of under this rule.” Miller v. Shell Oil Co., 345 F.2d 891,
893 (10th Cir.1965). For example, it may be appropriate
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to consider whether a complaint is barred by a statute of
limitations “when the dates given in the complaint make clear

that the right sued upon has been extinguished.” Aldrich v.
McCulloch Properties, Inc., 627 F.2d 1036, 1041 n. 4 (10th
Cir.1980). On the other hand, if the affirmative defense is
based on matters outside the complaint, a disposition of the
defense under Rule 12(b)(6) is improper. Miller v. Shell Oil
Co., 345 F.2d at 893.

With these principles in mind, the Court will evaluate the
sufficiency of the Complaint in light of the Motion to Dismiss.

ALLEGATIONS AND CLAIMS
CONTAINED IN THE COMPLAINT

The Complaint contains eighty six numbered paragraphs and
consists of nine separate counts. Paragraphs 1 through 48
include allegations regarding the nature of the proceeding,
jurisdiction and venue, the alleged transfers, and the
fraudulent Ponzi scheme allegedly perpetrated by Douglas
Vaughan and his company, VCR. The allegations relating to

Ms. Wilson's actions include the following: 2

From 2000 through 2010, Ms. Wilson invested $70,000.00
into VCR's promissory note program with a promised rate
of return of 18% per annum. Complaint, ¶¶ 29–30. VCR
made payments on Ms. Wilson's promissory notes for the
benefit of Ms. Wilson. Complaint, ¶ 32. Ms. Wilson received
at least $65,940.95 in transfers from VCR. Complaint, ¶ 33.
Ms. Wilson received at least $32,915.43 in transfers from
VCR from February 22, 2006 through the date that VCR
filed its voluntary bankruptcy petition (the “Petition Date”).
Complaint, ¶ 34. Ms. Wilson received at least $20,315.39
in transfers from VCR from February 22, 2008 through the
Petition Date. Complaint, ¶ 35. The interest rate that Ms.
Wilson was to receive on her investment was unrealistically
high. Complaint, ¶ 36. Ms. Wilson knew or should have
known that the alleged interest payments on her note(s) did
not reflect legitimate profits from the operation of VCR and
that Douglas Vaughan was using VCR to operate a Ponzi
scheme. Complaint, ¶¶ 37 and 39. Ms. Wilson ignored clear
signs and “red flags” that Mr. Vaughan was causing VCR to
operate a Ponzi scheme. Complaint, ¶ 42.

Paragraphs 49 through 86 incorporate paragraphs 1 through
48 by reference and set forth each claim as a separate count.
The counts are:

Count 1 Turnover and Accounting under 11 U.S.C. § 542

Count 2 Actual Fraud under 11 U.S.C. § 548(a)(1)(A)
based on alleged transfers to Ms. Wilson made within two
years of the date of the filing of the VCR bankruptcy case

Count 3 Constructive Fraud under 11 U.S.C. § 548(a)
(1)(B) based on alleged transfers to Ms. Wilson made
within two years of the date of the filing of the VCR
bankruptcy case

*3  Count 4 Actual Fraud under state law, N.M.S.A. § 56–
10–18(A)(1) based on alleged transfers to Ms. Wilson
made within four years of the date of the filing of the
VCR bankruptcy case

Count 5 Constructive Fraud under state law, N.M.S.A.
§ 56–10–18(A)(2) based on alleged transfers to Ms.
Wilson made within four years of the date of the filing
of the VCR bankruptcy case

Count 6 Fraudulent transfer (present creditors) under state
law, N.M.S.A. § 56–10–19(A) and/or 11 U.S.C. § 544 as
to Ms. Wilson

Count 7 Fraudulent transfer (past creditors) under state law,
N.M.S.A. § 56–10–19(A) and/or 11 U.S.C. § 544 as to
Ms. Wilson

Count 8 Undiscovered fraudulent transfers based on state
law

Count 9 Disallowance of Ms. Wilson's Claims under
11 U.S.C. § 502(d), or, alternatively, Equitable
Subordination of her Claims under 11 U.S.C. § 510(c)

DISCUSSION

The Trustee consents to the dismissal, without prejudice,

of her claim for turnover based on 11 U.S.C. § 542. 3

Accordingly, the Court will dismiss Count 1.

1. Whether the Trustee has standing to pursue her
fraudulent transfer claims

As an initial matter, Ms. Wilson contends that the Trustee
lacks constitutional standing to pursue the fraudulent transfer

claims under 11 U.S.C. §§ 544 and 548. Ms. Wilson argues
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that the Trustee lacks standing because VCR did not have an
interest in the funds it transferred to Ms. Wilson. Ms. Wilson
reasons that VCR never took title to the “stolen money” it
obtained from investors and therefore suffered no injury by
using the money it stole from one investor to pay another
investor. The Court will confine its ruling on standing to Ms.
Wilson's contention that VCR never held a valid interest in
the funds the Trustee seeks to recover.

To satisfy the standing requirements under Article III of the
United States Constitution, a plaintiff must show:

(1) it has suffered an “injury in fact”
that is (a) concrete and particularized
and (b) actual or imminent, not
conjectural or hypothetical; (2) the
injury is fairly traceable to the
challenged action of the defendant;
and (3) it is likely, as opposed to
merely speculative, that the injury will
be redressed by a favorable decision.

Southern Utah Wilderness Alliance v. Palma, ––– F.3d
––––, 2013 WL 71780, * 7 (10th Cir.2013) (quoting

Friends of the Earth, Inc. v. Laidlaw Envtl. Servs. (TOC),
Inc., 528 U.S. 167, 180–180, 120 S.Ct. 693, 145 L.Ed.2d 610
(2000)).

One of the requirements for avoiding a transfer under Sections

544 and 548 of the Bankruptcy Code is that the transfer
was a “transfer of an interest of the debtor in property.” 11

U.S.C. § § 544(b) and 548(a)(1). Ms. Wilson is, in effect,
arguing that VCR had no interest in the property (i.e. funds) it
transferred to her because VCR procured the funds by fraud.
The Tenth Circuit Court of Appeals considered a similar

argument in In re Ogden, 314 F.3d 1190 (10th Cir.2002) in

the context of a preferential transfer claim under 11 U.S.C.

§ 547. Like Sections 544 and 548, one of the requirements

for avoiding a preferential transfer under Section 547 is

a “transfer of an interest of the debtor in property .” 11
U.S.C. § 547(b). Courts generally view the terms “interest
of the debtor in the property” and “property” broadly in the

bankruptcy context. Id. at 1197. “Interest of the debtor

in property,” as that phrase is used in Section 547(b),
is coextensive with “interests of the debtor in property” as

that phrase as used in 11 U.S.C. § 541(a)(1). Id. (citing

Begier v. I.R.S., 496 U.S. 53, 59 n. 3, 110 S.Ct. 2258, 110

L.Ed.2d 46 (1990)). Sections 544 and 548(a)(1) also use
that phrase. As the Odgen court explained, “ ‘[p]roperty of the

debtor’ subject to [Sections 544, 547, and 548] is best
understood as that property that would have been part of the
estate had it not been transferred before the commencement

of [the case].' “ Ogden, 314 F.3d at 1197 (quoting In re
Bullion Reserve of North America, 836 F.2d 1214, 1217 (9th
Cir.1988)).

*4  For purposes of most bankruptcy proceedings, “
‘[p]roperty interests are created and defined by state law,’
“ while bankruptcy law governs the extent to which that

interest is property of the estate. Id. (quoting Butner v.
United States, 440 U.S. 48, 55, 99 S.Ct. 914, 59 L.Ed.2d
136 (1979)). In Ogden, the Tenth Circuit analyzed applicable
state law to determine whether the debtor had an interest
in funds transferred to the target of the preferential transfer
claim as part of a Ponzi scheme. Id. at 1197–1198. Under
Utah law, a debtor that procures funds by fraud obtains “a
legally recognized interest of defeasible title in those funds”
and may transfer title to the funds to a bona fide purchaser.

Id. at 1198. 4  The Ogden court concluded that because the
debtor had defeasible title to the funds obtained as part of
a Ponzi scheme, the funds would have been property of

the bankruptcy estate under Section 541 such that the

debtor had an interest in them for the purposes of Section

547(b). 5

Likewise, under New Mexico law, a person who obtains
property by fraud acquires a legal interest in the property and
may convey good title to a bona fide purchaser for value.

See O'Brian v. Chandler, 107 N.M. 797, 800, 765 P.2d
1165, 1168 (1988) (under the Uniform Commercial Code,
a buyer of goods obtained by fraud acquires voidable title
and may convey good title to a bona purchaser for value);
State ex rel. State Tax Commission v. Garcia, 77 N.M. 703,
708, 427 P.2d 230, 234 (1967) (a deed obtained by fraud
is voidable, not void, and cannot be voided upon a sale of
the property to a good-faith bona fide purchaser); Kokoricha
v. Estate of Keiner, 148 N.M. 322, 328, 236 P.3d 41, 47
(Ct.App.2010) (same). The perpetrator of the fraud obtains a
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voidable interest in the property, which qualifies as a legally
recognized interest of defeasible title in the property. Cf.

Cornell v. Albuquerque Chemical Co., Inc., 92 N.M. 121,
123, 584 P.2d 168, 170 (Ct.App.1978) (“Defeasible title” is
title that is “liable to be annulled or made void, but not one that
is already void or an absolute nullity.”), abrogated on other

grounds by Albuquerque Concrete Coring Co. v. Pan Am
Servs., Inc., 118 N.M. 140, 879 P.2d 772 (1994).

Here, by obtaining funds belonging to Ms. Wilson and
other investors by fraud, VCR obtained a legally recognized
interest of defeasible title to the funds. Under Odgen, the
funds would have therefore been property of the VCR

bankruptcy estate pursuant to Section 541 had the funds
not been transferred before the commencement of the
case. Consequently, payment of such funds to Ms. Wilson
constituted the transfer of an interest of VCR in property

subject to Sections 544(b) and 548.

The Court concludes that the Trustee has standing to seek
to recover transfers to Ms. Wilson under Sections 544(b)

and 548(a). The Court will therefore deny the Motion
to Dismiss on the basis that the Trustee lacks constitutional
standing to avoid transfers of funds procured by fraud.

2. Whether the doctrine of in pari delicto is a complete

bar to the Trustee's claims 6

*5  Ms. Wilson also asserts that the Trustee's claims are
barred by the doctrine of in pari delicto. The doctrine of
in pari delicto prohibits a wrongdoer from profiting from

his or her own wrongful acts. Pinter v. Dahl, 486 U.S.
622, 632, 108 S.Ct. 2063, 100 L.Ed.2d 658 (1988). The
doctrine derives from the latin phrase “in pari delicto potior
est conditio defendentis,” which means “in the case of equal
or mutual fault ... the position of the [defending] party ... is the

better one.” Mosier v. Calliter, Nebeker & McCullough,

546 F.3d 1271, 1275 (10th Cir.2008) (quoting Bateman
Eichler, Hill Richards, Inc. v. Berner, 472 U.S. 299, 306, 105
S.Ct. 2622, 2626, 86 L.Ed.2d 215 (1985)). It is grounded on
two premises: “first, that courts should not lend their good
offices to mediating disputes among wrongdoers; and second,
that denying judicial relief to an admitted wrongdoer is an
effective means of deterring illegality.” Id.

Generally, when wrongful conduct is perpetrated by a debtor
who subsequently commences a bankruptcy case, the defense
of in pari delicto is available in an action against a third party
by a bankruptcy trustee if the defense could have been raised
against the debtor before the commencement of the case. Id.
(internal quotations omitted). See also Official Committee of
Unsecured Creditors of PSA, Inc., 4 37 F.3d 1145, 1150 (11th
Cir.2006) (“If a claim of [the debtor] would have been subject
to the defense of in pari delicto at the commencement of
the bankruptcy, then the same claim, when asserted by the

trustee, is subject to the same affirmative defense.”); Hays
& Co. v. Merrill Lynch, Pierce, Fenner & Smith, Inc., 885 F.2d
1149, 1154 (3d Cir.1989) (the “trustee is ‘subject to the same
defenses as could have been asserted by the defendant had the
action been instituted by the debtor.’ ”) (quoting 2 Collier on
Bankruptcy ¶ 323.02[4] ).

A bankruptcy trustee typically commences two kinds of
actions on behalf of the debtor's estate: (1) actions brought
by the trustee as a successor to the debtor's interests under

11 U.S.C. § 541; and (2) actions brought under one of
the trustee's avoidance powers, which include actions brought

under 11 U.S.C. §§ 544(b), 547, and 548. Mosier,
546 F.3d at 1275, n. 4. The Tenth Circuit has determined that,
where the trustee is pursuing a claim that became property

of the estate under Section 541 and the debtor engaged
in wrongful conduct in connection with that claim, the in
pari delicto doctrine may shield the defendant from liability.

Id. at 1275 (barring a trustee from pursuing certain claims
against third parties that became property of the estate under

Section 541 where the debtor engaged in a Ponzi scheme).

Under Section 541, the bankruptcy estate includes all

interests and claims of the debtor as of the petition date. 11
U.S.C. § 541(a)(1). Thus, the doctrine of in pari delicto can
be used to prohibit the trustee from pursuing certain claims or
causes of action belonging to the debtor when it commenced

its bankruptcy case. In re Hedged–Investments Associates,
Inc., 84 F.3d 1281, 1285 (10th Cir.1996) (“[T]o the extent

[the trustee] must rely on 11 U.S.C. § 541 for his standing
in th[e] case,” he or she will not be insulated from the
wrongdoing of the debtor).

*6  However, the in pari delicto doctrine does not bar
actions brought under the trustee's avoidance powers pursuant

to 11 U.S.C. §§ 544(b), 547, and 548. See In re
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Fordu, 209 B.R. 854, 863 (6th Cir.BAP1997) (“Courts
have consistently recognized that [a][t]rustee may pursue
fraudulent or preferential transfers despite the fact that
the debtor was a knowing and willing participant to such

conveyances.”). 7  The rationale for distinguishing between

claims that became property of the estate under Section

541 and claims arising under Sections 544(b), 547, and

548, for purposes of applying the in pari delicto doctrine,
derives from whether the prepetition debtor could have
asserted the claims. With limited exceptions not applicable
here, claims that became property of the estate under

Section 541 are claims the debtor could have asserted

pre-petition. 8  Because the bankruptcy trustee stands in the
shoes of the pre-petition debtor as to those claims, he or
she is tainted by the debtor's wrongdoing when asserting

the claims. In contrast, Sections 544(b), 547, and 548
confer avoidance powers onto the trustee that do not exist
independently of or arise prior to the commencement of a
bankruptcy case. As a result, such claims could not have been
asserted by the pre-petition debtor. Because the bankruptcy
trustee does not stand in the shoes of the pre-petition debtor
as to those claims, the debtor's pre-petition wrongdoing does
not taint the claims

Further, with respect to Section 544(b), the trustee stands
in place of an unsecured creditor rather than the debtor.

Sender v. Simon, 84 F.3d 1299, 1304 (10th Cir.1996).
Since the claim is viewed from the creditor's perspective,
the claim has not been tainted by the debtor's wrongdoing.
Thus, the bankruptcy trustee is not subject to the in pari
delicto defense in actions commenced under Section 544(b).

See, e.g., In re Porter McLeod, Inc., 231 B.R. 786, 794
(Bankr.D.Colo.1999) (“[T]he doctrine [of in pari delicto ]
applies only to the trustee in his [or her] ‘debtor’ status, not
as ‘creditor.’ ”).

In the present case, Sections 544(b) and 548 confer
avoidance powers onto the Trustee. The Trustee's avoidance
claims did not exist prior to commencement of the VCR
bankruptcy case and did not arise independently of the
commencement of a bankruptcy case. The Trustee therefore
does not stand in VCR's shoes as to those claims, and VCR's
wrongdoing does not taint the claims. Further, as to the claims
under Section 544(b), the Trustee stands in the shoes of
any unsecured creditor entitled to assert a fraudulent transfer

claim under the New Mexico Fraudulent Transfer Act, not in
VCR's shoes.

Based on the foregoing, the Court is persuaded that the
doctrine of in pari delicto does not apply to the Trustee's
avoidance action claims against Ms. Wilson under Sections

544(b) or 548. 9  The Court will therefore deny the Motion
to Dismiss on the basis that the Trustee's claims are barred by
the defense.

3. The sufficiency of the Trustee's Actual Fraud Claims
(Counts 2 and 4)

*7  The Trustee asserts claims based on actual fraud under
the Bankruptcy Code and under state law. A party asserting a

claim for actual fraud under either 11 U.S.C. § 548(a)(1)
or applicable state law is subject to the heightened pleading

requirements of Rule 9(b), Fed.R.Civ.P. 10  The actual

fraud provision found in 11 U.S.C. § 548(a)(1) provides,
in relevant part:

The trustee may avoid any transfer ... 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 ... 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 ... indebted.

11 U.S.C. § 548(a)(1). Similarly, N.M.S.A.1978 § 56–
10–18(A)(1) includes the requirement that the debtor made
the transfer “with actual intent to hinder, delay or defraud
any creditor of the debtor .” Ms. Wilson asserts that the
Complaint is deficient because the Trustee has failed to
plead with sufficient particularity the requisite fraudulent
intent with respect to each transfer sought to be avoided.

In Wagner v. Pruett (In re Vaughan Co., Realtors), 477 B.R.
206, 218 (Bankr.D.N.M.2012), this Court adopted the “Ponzi
scheme presumption.” Under that rule, “it is presumed that
any transfers made in the course of a Ponzi scheme could
have been made for no purpose other than to hinder, delay,
or defraud creditors.” Id. at 218–219 (internal quotations

omitted). 11  The Court also determined in its previous
rulings that the Trustee alleged sufficient facts, in complaints
substantially similar to the Trustee's complaint against Ms.
Wilson, to state a claim that: (1) VCR had an “actual intent
to defraud” under the Ponzi scheme presumption; and (2) the
defendant-investor was sufficiently connected to the alleged
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Ponzi scheme. Pruett, 477 B.R. at 220–221; Wagner v.
Cunningham (In re Vaughan Co., Realtors), 481 B.R. 752,
760–761 (Bank.D.N.M.2012). The allegations here are nearly
identical to the allegations in those adversary proceedings.
Based on its previous rulings, the Court concludes that the
Complaint contains sufficient facts to show an “actual intent

to defraud” under Section 548(a) and applicable state law.

The Court will therefore deny the Motion to dismiss as to
Counts 2 and 4 of the Complaint.

4. The sufficiency of the Trustee's Constructive Fraud
Claims (Counts 3, 5, and 6)

Ms. Wilson also seeks to dismiss the Trustee's constructive
fraud claims. She argues that the amount the Trustee seeks to
recover is less than the amount Ms. Wilson initially invested
and that Ms. Wilson therefore provided reasonably equivalent
value in exchange for what she received. Constructive

fraud under 11 U.S.C. § 548(a)(1)(B) requires the
plaintiff to establish that the debtor “received less than a
reasonably equivalent value in exchange for the transfer.”

11 U.S.C. § 548(a)(1)(B)(i). 12  Similarly, the constructive
fraud provisions under the New Mexico Fraudulent Transfer
Act contain a requirement that the debtor made the transfer
“without receiving a reasonably equivalent value in exchange
for the transfer.” N.M.S.A.1978 §§ 56–10–18(A)(2) and 56–
10–19(A).

*8  The Court previously addressed the issue of a whether

an investor who is a “net loser” 13  in the VCR Ponzi scheme

received reasonably equivalent value under 11 U.S.C. §
548(a)(1)(B) and N.M.S .A.1978 §§ 56–10–18(A)(2) and 56–
10–19(A). See. Pruett, 477 B.R. at 221–224. In Pruett, the
Court determined that an investor without actual knowledge
of the Ponzi scheme could provide reasonably equivalent
value through a reduction in the amount of his or her
claim for restitution. Id. at 224. However, because there the
Trustee alleged that the investor knew or should have known
that the VCR promissory note program was a fraudulent
scheme, the Court declined to dismiss the Trustee's claims for
constructive fraud. The allegations here are nearly identical
to the allegations in Pruett. In each case, the Trustee alleged
that the defendant turned a blind eye to several red flags that
would indicate that VCR was perpetrating fraud, including
unrealistically high interest rates and irregular annual returns.

For the reasons stated in Pruett, the Court will deny the
Motion to Dismiss as to Counts 3, 5, and 6 of the Complaint.

5. Whether the stockbroker defense under 11 U.S.C. §
546(e) bars the Trustee's claim for constructive fraud

Next, Ms. Wilson contends that the Trustee's claims for

constructive fraud under 11 U.S.C. § 548(a)(1)(B) should

be dismissed pursuant to 11 U.S.C. § 546(e). Commonly

known as the “stockbroker defense,” Section 546(e)
provides, in part: “[n]otwithstanding sections 544, 545,

547 548(a)(1)(B), and 548(b) of this title, the trustee
may not avoid [1] a transfer that is a margin payment ... or
settlement payment ... made by or to (or for the benefit of) a ...
stockbroker .... or ... [2] a transfer made by or to (or for the
benefit of) a ... stockbroker .... in connection with a securities

contract.” 11 U.S.C. § 546(e). 14  On March 1, 2013,

the Honorable William Johnson determined that Section
546(e)'s stockbroker defense was premature at the motion
to dismiss stage because the facts supporting the defense do
not appear plainly on the face of the complaint. See Order
Denying In Part Defendant's Motion to Dismiss Concerning

Defendant's Argument That 11 U.S.C. § 546(e) Compels
Dismissal of Counts 3–8 (Docket No. 236), filed in the United
States District Court Case styled Judith A. Wagner, Chapter
11 Trustee of the Bankruptcy Estate of the Vaughan Company
Realtors v. Jonathan Levann, et al. (Case No. CV–12–817
WJ/SMV). This Court agrees. The Motion to Dismiss is
therefore denied as to Counts 3, 5, and 6 on the basis that the

Trustee's constructive fraud claims are barred by Section
546(e), without prejudice to either party filing a motion under
Fed.R.Civ.P. 56, made applicable to adversary proceedings by
Fed.R. Bank.P. 7056.

6. Whether the good faith defense under 11 U.S.C.
§ 548(c) bars the Trustee's claims for actual and
constructive fraud

*9  Next, Ms. Wilson contends that 11 U.S.C. § 548(c)
requires dismissal of Counts 2 and 3 of the Complaint.

Section 548(c) provides a safe harbor to transferees who
received an otherwise avoidable transfer in good faith and for
value. That section provides:
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Except to the extent that a transfer or
obligation voidable under this section
is voidable under section 544, 545,

or 547 of this title, a transferee
or obligee of such a transfer or
obligation that takes for value and
in good faith has a lien on or may
retain any interest transferred or may
enforce any obligation incurred, as the
case may be, to the extent that such
transferee or obligee gave value to the
debtor in exchange for such transfer or
obligation.

11 U.S.C. § 548(c). 15

Like the stockbroker defense, the good faith defense under

Section 548(c) is an affirmative defense. Perkins v.

Haines, 661 F.3d 623, 626 (11th Cir.2011) (noting that “ §
548(c) provides a transferee with an affirmative defense” in

clawback litigation). 16  Determining whether Ms. Wilson is

entitled to the good faith defense under Section 548(c)
is a fact intensive inquiry that cannot be conducted in the
context of a motion to dismiss. The Court cannot determine,
based on the Complaint itself, whether Ms. Wilson acted
in good faith. The Court will, therefore, deny Ms. Wilson's
request to dismiss the Trustee's fraudulent transfer claims

under Sections 548(a)(1)(A) and/or (B), without prejudice
to either party filing a motion under Fed.R.Civ.P. 56, made
applicable to adversary proceedings by Fed.R.Bank.P. 7056.

7. The remaining Counts: 7, 8, and 9
Count 7 of the Complaint is based on Section 56–10–19(B)
of the New Mexico Fraudulent Transfer Act. That section
provides:

A transfer made by a debtor is
fraudulent as to a creditor whose claim
arose before the transfer was made if
the transfer was made to an insider
for an antecedent debt, the debtor was

insolvent at that time and the insider
had reasonable cause to believe that
the debtor was insolvent.

N.M.S.A.1978 § 56–10–19(B).

Ms. Wilson did not specifically address Count 7 in her
Motion to Dismiss, but she requested dismissal of all
claims on the ground that the allegations failed to meet the
plausibility standard under Twombly. The Court agrees that
the allegations set forth in Count 7 are deficient, even if the
prior factual allegations in the Complaint are incorporated by
reference into Count 7. The fraudulent transfers described in
N.M.S.A.1978 § 56–10–19(B) apply to a debtor's transfers
to insiders of the debtor. N.M.S.A.1978 § 56–10–19(B)
(a transfer is fraudulent “if the transfer was made to an
insider ...”). There are no allegations in the Complaint that
describe Ms. Wilson's relationship to VCR as anything other
than an investor. Because the Trustee failed to allege sufficient
facts in relation to Ms. Wilson's status as an insider, the
Trustee has failed to state a claim under N.M.S.A.1978 § 56–
10–19(B). The Court will, therefore, grant the Motion as it
relates to Count 7.

*10  Count 8 of the Complaint is based on undiscovered
fraudulent transfers under state law. Ms. Wilson does not
expressly address Count 8 other than to seek dismissal of
all of the Trustee's claims. Because the Court has found that
the Complaint otherwise withstands Ms. Wilson's request for
dismissal, the Court declines to dismiss Count 8 at this time
and will deny the Motion to Dismiss as to Count 8, without
prejudice.

Count 9 of the Complaint requests disallowance of Ms.
Wilson's claim, or, alternatively, equitable subordination of
her claim. Ms. Wilson contends that the requested relief is
premature and that the Trustee has not alleged sufficient facts
to support disallowance of Ms. Wilson's claim. The Trustee
alleges that Ms. Wilson received a transfer that is voidable
and that Ms. Wilson has not returned the transfer to the trustee
such that her claim should be disallowed under 11 U.S.C.
§ 502(d). The Trustee also alleges that Ms. Wilson acted
inequitably by failing to conduct reasonable due diligence
in making her investment and that her conduct caused
injury to other creditors or conferred an unfair advantage
on Ms. Wilson, which would support a claim for equitable
subordination under 11 U.S.C. § 510(c).
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The Court concludes that, based on detailed allegations
regarding the fraudulent transfers and Ms. Wilson's
inequitable conduct, the Trustee has alleged sufficient facts
to state a claim under 11 U.S.C. § 502(d) and/or 11 U.S.C. §
510(c). The Court will therefore deny the Motion to Dismiss
as to Count 9.

CONCLUSION

Based on the foregoing, the Court concludes that the Motion
to Dismiss will be granted as to Counts 1 (turnover) and

7 (fraudulent transfers under state law based on insider
status), denied as to Counts 2 through 6 (actual and
constructive fraud under the Bankruptcy Code and state law)
and Count 9 (disallowance/equitable subordination of Ms.
Wilson's claim), and denied without prejudice as to Count 8
(undisclosed fraudulent transfers under state law. The Court
will enter a separate order consistent with this Memorandum
Opinion.

All Citations

Not Reported in B.R., 2013 WL 960143

Footnotes

1 The phrase “clothed in factual garb” is quoted from In re BH S & B Holdings LLC, 420 B.R. 112, 132
(Bankr.S.D.N.Y.2009).

2 The Court assumes for purposes of ruling on the Motion to Dismiss that all allegations in the complaint are
true. The Court is not making any findings of fact in this opinion.

3 Generally, a trustee may not use the turnover provisions of 11 U.S.C. § 542 to recover a fraudulent transfer
because the fraudulently transferred property does not become property of the bankruptcy estate until the

transfer is avoided and recovered. See, e.g, In re Amcast Indus. Corp., 365 B.R. 91, 122 (Bankr.S.D.Ohio
2007) (recognizing that an action for turnover under § 542 “may be used to compel turnover of estate property
whose transfer from the estate has been avoided and ownership is no longer in dispute[,]” but, in order to
“state a claim for turnover, the plaintiff must allege that the transfer of funds has already been avoided or
that the property is otherwise the undisputed property of the estate.”) (internal citations omitted); In re Strom,
2013 WL 265071, *8 (Bankr.D.N.M.2013) (J. Thuma) (“While a party may use § 542(a) to compel turnover of
estate property whose transfer has been avoided, ... the Trustee cannot use § 542(a) in lieu of a fraudulent
transfer action.”).

4 In re Universal Clearing House Co., 62 B.R. 118, 124 (D.Utah 1986) (noting that one “who obtains property
by fraud may transfer good title to a bona fide purchaser” and therefore has “defeasible title” in the property).

5 See also Wagner v. Doe (In re Vaughan), 471 B.R. 263, 291 (Bankr.D.N.M.2012) (J. Starzynski) (finding

that VCR had an interest in property under Section 547 notwithstanding the fact that Douglas Vaughan
obtained the investment funds by fraud).

6 Although the doctrine is an affirmative defense, the Court will address it in the context of the Motion to Dismiss

because “the defense appears plainly on the face of the complaint itself.” Lee v. Rocky Mountain UFCW
Unions and Employers Trust Pension Plan, 1993 WL 482951, * 1 (10th Cir.1993) (citing Miller v. Shell Oil
Co., 345 F.2d 891, 893 (10th Cir.1965)). It is clear from the Complaint that the Trustee contends Douglas
Vaughan caused VCR to perpetrate a Ponzi scheme. Since the law is well settled regarding whether VCR's

alleged wrongdoing bars any claims under Sections 544 and 548, no additional facts or evidence would
change the result reached in this opinion.

7 See also In re Personal and Business Ins. Agency, 334 F.3d 239, 246–247 (3rd Cir.2003) (holding that a

debtor's conduct is not imputed to the trustee in an avoidance action under Section 548); Kipperman
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v. Onex Corp., 411 B.R. 805, 880 (N.D.Ga.2009) (“[I]n pari delicto may not be used against the trustee to bar

fraudulent transfer and preference actions”); Terlecky v. Abels, 260 B.R. 446, 453 (S.D.Ohio 2001) (“[T]he
fact that the [d]ebtors participated in the fraudulent scheme does not ... bar the [t]rustee from pursuing ...

fraudulent conveyance claims.”); In re Norvergence, Inc., 405 B.R. 709, 742 (Bankr.D.N.J.2009) (finding
that the in pari delicto defense was inapplicable when a trustee brings an action under Sections 544(a), 544(b)

or 548, but applicable to Section 541 based actions); In re Fuzion Technologies Group, Inc., 332
B.R. 225, 232 (Bankr.S.D.Fla.2005) (same).

8 Certain claims that could not have been asserted pre-petition may be property of the estate under Section

541 if the claims are sufficiently rooted in the pre-bankruptcy past. See Segal v. Rochelle, 382 U.S. 375,
86 S.Ct. 511, 515, 15 L.Ed.2d 428 (1966) (decided under prior law) and its progeny. Since the Trustee's
avoidance claims do not arise independently of commencement of a bankruptcy case, that exception is not
relevant to the issue before the Court.

9 VCR commenced the Chapter 11 case on February 22, 2010. VCR acted as the debtor in possession until
April 29, 2010, when Ms. Wagner was appointed as the Chapter 11 Trustee. The parties did not raise the

issue of whether the in pari delicto doctrine can bar a claim under Sections 544(b), 547, and 548 where
the Chapter 11 case was originally administered by the party accused of wrongdoing. However, “[a] debtor in
possession stands in the shoes of the bankruptcy trustee, generally having the same rights, powers, duties

and functions.” Soto–Rios v. Banco Popular de Puerto Rico, 662 F.3d 112, 115 n. 2 (1st Cir.2011) (citing

11 U.S.C. § 1107(a)). See also In re Vitro S.A.B. de CVI, 701 F.3d 1031, 1049 n. 20 (5th Cir.2012)

(same); In re Valley Health System, 429 B.R. 692, 713 Tankr. C.D.Cal.2010) (same). Therefore, such
adistinction does not change the result.

10 See In re Tronox, Inc., 429 B.R. 73, 92 (Bankr.S.D.N.Y.2010) (stating that the requirements for properly

asserting an intentional fraudulent transfer claim fulfill Rule 9(b)'s purpose of providing detailed notice

of the alleged fraud claims to defendants); In re Bernard L. Madoff Inv. Sec. LLC, 454 B.R. 317, 329
(Bankr.S.D.N.Y.2011) (stating that actual fraudulent transfer claims must meet the heightened pleading

requirements of Rule 9(b) whether brought under the Bankruptcy Code or applicable New York fraudulent
transfer law); In re Caremerica, Inc., 409 B.R. 346, 353 (Bankr.E.D.N.C.2009) (“A claim alleging an actual

fraudulent transfer under § 548 must satisfy the particularity requirement of Rule 9(b).”) (citations
omitted).

11 See also Perkins v. Haines, 661 F.3d 623, 626 (11th Cir.2011) (“With respect to Ponzi schemes, transfers
made in furtherance of the scheme are presumed to have been made with the intent to defraud for purposes

of recovering the payments under §§ 548(a) and 544(b).”) (citations omitted); In re AFI Holding, Inc.,
525 F.3d 700, 704 (9th Cir.2008) (“ ‘the mere existence of a Ponzi scheme’ is sufficient to establish actual

intent under 548(a)(1) or a state's equivalent to that section.”) (quoting In re Agricultural Research and

Tech. Group, Inc., 916 F.2d 528, 535 (9th Cir.1990)); S.E.C. v. Resource Dev. Int'l, LLC, 487 F.3d 295,
301 (5th Cir.2007) (“In this circuit, proving that IERC operated as a Ponzi scheme establishes the fraudulent
intent behind the transfers it made.”) (internal citations omitted).

12 To prevail on a constructive fraud claim under 11 U.S.C. § 548(a)(1)(B), the plaintiff must also demonstrate

harm to creditors or other parties in interest by satisfying one of three alternative subsections under 11
U.S.C. § 548(a)(1)(B)(ii). Ms. Wilson does not seek dismissal on grounds that the Trustee has failed to allege

the elements required to satisfy 11 U.S.C. § 548(a)(1)(B)(ii).
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13 For the purposes of the VCR clawback proceedings, a “net loser” is defined as an investor who received less
from VCR than the amount of the investor's original investment.

14 That section provides in full:

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 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 U.S.C. § 546.
15 The Bankruptcy Code does not define good faith. However, the Tenth Circuit has held that “good faith

under § 548(c) should be measured objectively.” In re M & L Business Mach. Co., Inc., 84 F.3d 1330,
1338 (10th Cir.1996). Thus, “if the circumstances would place a reasonable person on inquiry of a debtor's
fraudulent purpose, and a diligent inquiry would have discovered the fraudulent purpose, then the transfer
is fraudulent.” Id.

16 See also In re M & L Business Mach. Co., Inc., 155 B.R. 531, 534 (Bankr.D.Colo.1993), aff'd 84 F.3d 1330

(10th Cir.1996) (referring to Section 548(c) as an affirmative defense); In re Blazo Corp., 1995 WL 764130,

*3 (6th Cir.1995) (The good faith defense under Section 548(c) “is an affirmative defense as to which the
burden of proof rests with the defendant.”); In re Gibco, Inc. ., 185 F.R.D. 296, 300 (D.Colo.1997) (same).

End of Document © 2021 Thomson Reuters. No claim to original U.S. Government Works.
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