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INTRODUCTION 

 

Appellants Nicole Nagel and ESY Investments, LLC 

(collectively “Nagel”) bring this appeal challenging the trial 

court’s order dismissing their entire action on the day of trial on 

defendants’ oral motion for judgment on the pleadings without 

leave to amend (the “Order”).  The dismissal was based on the 

court’s erroneous determination that a fraudulent transfer claim 

under the California Uniform Voidable Transactions Act 

(“UVTA”)1 requires a transfer to a third party and does not apply 

to the debtors’ conversion of their assets from nonexempt to 

exempt form.  Although this appears to be an issue of first 

impression in California, for many years numerous federal 

courts, including the Ninth Circuit, and state courts in other 

UVTA jurisdictions have uniformly held that a transmutation of 

an asset from nonexempt to exempt form is a “transfer” for 

purposes of the Act, without requiring the presence of a third-

party transferee.  There is no reason for California to deviate 

from this uniform body of law, which is consistent with the 

statutory language, the legislative intent, the common law and 

 
1  Whenever appropriate, the Uniform Voidable Transactions Act, 
Uniform Fraudulent Transfer Act (“UFTA”) and Uniform 
Fraudulent Conveyances Act (“UFCA”) shall be collectively 
referred to as “the Act.” 
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the California public policy underlying the Act.    

This fraudulent transfer action arises from Nagel’s efforts 

to enforce a $4.5 million judgment against Tracy Westen and 

Linda Lawson (“Judgment Debtors”) on an arbitration award in 

her favor stemming from Judgment Debtors’ sale of their home to 

Nagel (the “Judgment”).  The Arbitrator found that Judgment 

Debtors failed to disclose to Nagel material facts regarding 19 

years of chronic water intrusion problems, thereby inducing her 

to pay $2.2 million for a home the Arbitrator determined had zero 

value.   

While awaiting the Arbitrator’s decision and in anticipation 

of an adverse ruling, Judgment Debtors began extensive “asset 

protection” efforts to thwart Nagel’s enforcement of her hard-

fought award. They consulted with numerous “asset protection” 

lawyers in California, Texas and Nevada and, with the assistance 

from those lawyers and Tracy Westen’s brothers, Derek Westen 

and Peter Westen, both of whom are lawyers (the “Westen 

Brothers”), devised a multi-part scheme to hinder Nagel’s 

enforcement of the Judgment.   

As part of this scheme, Judgment Debtors transferred 

approximately $1.3 million in nonexempt assets from a brokerage 

account in California to Texas, with the purpose of purchasing a 

home for which they asserted an unlimited homestead exemption.  

It is undisputed that those funds are directly traceable to the 
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money Judgment Debtors obtained from Nagel by selling her 

their worthless home for $2.2 million.  Then, after waiting the 

requisite 1,215 days to take advantage of the unlimited 

homestead exemption, Judgment Debtors filed for bankruptcy in 

Texas.  

In October 2014, with her judgment still unpaid, Nagel 

filed this fraudulent transfer action against the Judgment 

Debtors, the Westen Brothers, WFG and their various trusts 

(collectively “Defendants”), alleging causes of action for 

fraudulent transfer under common law and California UVTA, 

civil conspiracy to fraudulently transfer assets, aiding and 

abetting the fraudulent transfer of assets and imposition of 

constructive trust.  Upon Nagel’s motion to compel discovery 

under the “crime-fraud” exception to the attorney-client privilege, 

the court found that evidence in support of Defendants’ scheme 

constituted a prima facie showing of fraud and, based upon this, 

granted that motion.  As a result, Nagel obtained numerous 

documents evidencing this scheme. 

Despite issuing several contrary (and correct) rulings on 

the “transfer” issue during five years of this hard-fought 

fraudulent transfer litigation, the court, on the day of trial, 

reversed course and granted Judgment Debtors’ oral motion for 

judgment on the pleadings, erroneously ruling that a fraudulent 

transfer action requires a transfer to a third party.  In the court’s 
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view, because Judgment Debtors’ transfer of assets from a 

nonexempt brokerage account in California to an exempt 

homestead in Texas was not a transfer to a third party, this 

transfer was not a “transfer” under the Act.  This ruling is 

inconsistent with the language of the Act, its legislative history 

and the public policy underling the fraudulent transfer laws in 

California and other UVTA jurisdictions. It is also inconsistent 

with a uniform body of compelling authorities from other state 

and federal jurisdictions, including the Ninth Circuit. 

The court also erroneously denied Nagel’s motion for leave 

to amend the fraudulent transfer cause of action, deeming the 

proposed amendment to be futile due to the lack of a third-party 

transferee.  The court also made erroneous rulings on motions in 

limine.  These rulings should be reversed and Nagel should be 

given the opportunity to present her fraudulent transfer 

conspiracy case to a jury. 

 
STATEMENT OF RELEVANT FACTS 

 

A. Nagel Obtains a $4.5 Million Judgment on the 

Arbitration Award in Her Favor 

 In the early nineties, Judgment Debtors built an 

architecturally significant home in the Brentwood area of Los 

Angeles (“Brentwood Home”), which they sold to Nagel in 2011 
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for $4,120,000.  (I AA00089-90, 94).  Nagel subsequently brought 

an arbitration claim against Judgment Debtors for failure to 

disclose a lengthy history of multiple water intrusion events 

during the 19 years that Judgment Debtors owned the Brentwood 

Home, which caused devastating structural damage to the home 

and rendered it nearly uninhabitable.  (I AA00095-96).  At the 

conclusion of the 19-day arbitration hearing, that included oral 

testimony from 33 witnesses, the Arbitrator made the following 

findings regarding Judgment Debtors’ misconduct: “the 

Arbitrator finds and concludes that the Sellers knew that the 

house had more water damage than their disclosures stated, 

knew that such damage was on-going, knew that all 

recommended repairs had not been made, and that they 

negligently failed to make appropriate disclosure of that 

information to Buyer.” (I AA00090-93, 114). 

In calculating Nagel’s damage, the Arbitrator found that 

the damage caused by the undisclosed water intrusions was so 

extensive that “the structure, at the time of sale, contributed 

nothing of value to the property and that the only value [at the 

time of sale] was the land value.” (I AA000123-24, 129).  The 

Arbitrator further determined that the amount that Judgment 
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Debtors induced Nagel into paying for the worthless residence 

was $2,207,500. (I AA000129).2 

The Arbitrator awarded Nagel $4.5 million in 

compensatory damages, pre-award interest, attorney fees and 

costs.  (I AA00140-41). The Los Angeles Superior Court confirmed 

the award and issued the Judgment, the enforcement of which is 

at the heart of the present action. (I AA00043-44). 

B. The Judgment Debtors and the Westen Brothers 

Engage in a Conspiracy to Thwart Nagel’s 

Enforcement of the Judgment  

Even before the Arbitrator issued the award in favor of 

Nagel, but fully anticipating an adverse ruling, Judgment 

Debtors and the Westen Brothers engaged in a deliberate, 

concerted and well thought-out scheme to thwart Nagel’s efforts 

to collect on the Judgment. They consulted with numerous “asset 

protection” lawyers about shielding nearly two million dollars in 

nonexempt liquid assets that still remained in Judgment Debtor’s 

possession from the sale of their worthless home to Nagel. (I 

AA00025-26).3  The trial court subsequently granted Nagel’s 

 
2   In addition to paying $2.2 million for a large residential 
structure that the arbitrator found to have no value, Nagel was 
also forced to spend in excess of $1.8 million dollars on extensive 
repairs in an attempt to make the residence habitable.  (I 
AA000129). 
3  Because this Court is reviewing the trial court’s grant of the 
oral motion for judgment on the pleadings, it must “accept as true 
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crime-fraud motion, ruling that these communications with 

“asset protection” lawyers were not privileged because the 

evidence established a prima facie showing that they were made 

in furtherance of a crime or fraud.  The Court ordered Judgment 

Debtors to produce them in discovery. (I AA00232-36).  The 

produced communications revealed a desperate but highly 

organized effort by Judgment Debtors and the Westen Brothers 

to put all, or as many as possible, of Judgment Debtors’ assets 

out of Nagel’s reach. (See, e.g., II AA00820-849; II AA00854-907). 

Defendants’ fraudulent scheme had three main 

components.  First, Judgment Debtors took approximately $1.3 

million in cash from their Ameriprise account in California, 

where they had deposited funds they had obtained from Nagel 

back in 2011, and then had Ameriprise wire those funds across 

state lines into Texas to purchase a home in Dallas with an 

intent to take advantage of Texas’ unlimited homestead 

exemption. (I AA00026; II AA00893; I AA 00372-73, 376-77).  

Second, Judgment Debtors and the Westen Brothers conspired to 

convert WFG from a California LLC to a Nevada LLC and to 

amend WFG’s operating agreement to make more difficult 

Nagel’s collection efforts against the Judgment Debtor’s interest 

 
all material facts alleged in” Nagel’s First Amended Complaint 
and First Amended Supplemental Complaint.  (Foundation for 
Taxpayer & Consumer Rights v. Nextel Communications, Inc. 
(2006) 143 Cal.App.4th 131, 135).   
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in WFG. (I AA00024-26).  Third, Judgment Debtors used 

nonexempt assets in their Ameriprise brokerage account in 

California to purchase exempt annuities and then moved to 

Texas to take advantage of Texas’ unlimited annuity laws. (I 

AA00026, 29, 35). 

After executing these transactions, Defendants, through 

counsel, had the audacity to send Nagel’s counsel a letter 

bragging about their clever scheme and how they had made 

Nagel’s collection efforts “at best problematic.”  (II AA00482-85). 

C. Nagel Files This Fraudulent Transfer Action  

In the face of those egregious “asset protection” 

machinations, Nagel moved to protect her rights by filing the 

present fraudulent transfer action against Judgment Debtors, the 

Westen Brothers, their various trusts and WFG.  The First 

Amendment Complaint (“FAC”), filed on February 17, 2005, 

alleges four causes of action: (1) fraudulent transfer, (2) 

conspiracy to fraudulently transfer, (3) aiding and abetting 

fraudulent transfer, and (4) imposition of constructive trust. (I 

AA00017-21).  

Defendants filed Anti-SLAPP motions but subsequently 

withdrew them. (I AA00209 [referencing “defendants’ withdrawal 

of their respective anti-SLAPP motions”]).  Defendants also 

demurred to the FAC and moved to strike certain portions, but 

the trial court overruled the demurrers and denied the motions to 
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strike in their entirety. (I AA00208-217).  Importantly, the trial 

court rejected the Judgment Debtor’s argument that the first 

cause of action for fraudulent transfer was uncertain because it 

did not list Judgment Debtors in its title. (I AA00212).  The trial 

court held that while the caption of that cause of action “is 

uncertain, the substance of it is not” because it alleges three 

separate fraudulent transfers involving Judgment Debtors, 

including their purchase of a Texas homestead. (I AA00212).  The 

trial court also rejected Judgment Debtors’ argument that their 

conversion of WFG from a California LLC to a Nevada LLC was 

not a “transfer.” (I AA00213). 

D. The Trial Court Rules that Nagel Established a 

Prima Facie Case of “Crime or Fraud”  

In April 2016, the trial court ruled that Nagel established a 

prima facie case for a “crime or fraud” exception to the attorney-

client privilege, and ordered Defendants to produce their 

communications amongst themselves as well as with numerous 

“asset protection” lawyers. (I AA00219-224; I AA00230-240).  In 

analyzing the application of the “crime or fraud” exception to 

Judgment Debtors’ communications regarding the purchase of 

their Texas homestead, the trial court applied the UVTA and 

concluded that: (i) the transaction involved a “transfer” within 

the meaning of the UVTA because “the purchase of the Texas 

house constituted a transfer as parting with an asset (the cash in 
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California),” and (ii) the “badges of fraud” analysis under the 

UVTA established a prima facie showing on the intent to fraud. (I 

AA00223-224).  This analysis by the trial court was accurate and 

so was its conclusion.  Remarkably, three years later, this same 

court reached the opposite legal conclusion on the issue of 

“transfer,” thereby taking the factual issue of the “intent to 

defraud” away from the jury – even though she had previously 

found that Nagel had established a prima facie case on that key 

issue. 

The trial court’s 2016 “crime/fraud” ruling marked a 

turning point in this case. The produced communications between 

Judgment Debtors, the Westen Brothers and the “asset 

protection” lawyers were devastating to Defendants’ case as they 

clearly showed a conspiracy to hinder, delay and obstruct Nagel 

from enforcing her Judgment. (See, e.g., II AA00820-849; II 

AA00854-907).  Later, in denying Defendants’ motion for 

summary judgment, the trial court referenced some of those 

communications as evidence of Defendants’ fraudulent intent 

that the jury would want to consider in making its factual 

determinations. (II AA00939).  Unfortunately, because of the 

court’s subsequent erroneous ruling on the issue of a third-party 

transferee, Nagel never got the opportunity to present that 

compelling evidence to the jury. 
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E. The Judgment Debtors File for Bankruptcy in Texas  

After waiting the requisite 1,215 days following their 

purchase of a Texas homestead, Judgment Debtors filed for 

bankruptcy. (II AA00918-19).  They strategically waited this long 

in order to take advantage of the unlimited homestead exemption 

and to avoid the exemption cap in the Bankruptcy Code section 

522(p). (11 U.S.C. § 522(p)).  This bankruptcy filing, and in 

particular the claim of an unlimited homestead exemption, was 

the key component of Judgment Debtors’ fraudulent scheme to 

hinder Nagel’s judgment collection efforts.  Their obvious goal 

was to discharge Nagel’s Judgment while retaining the house 

they had purchased with the money they deceitfully obtained 

from her.  The bankruptcy trustee objected to Judgment Debtors’ 

claim of a homestead exemption under the Bankruptcy Code 

section 522(o). (II AA00750).  The hearing on that objection is 

currently set for April of this year. 

While the trustee’s objection to Judgment Debtors’ claim of 

a homestead exemption is still pending before the Bankruptcy 

Court, that court granted Nagel a broad relief from stay to 

prosecute “any and all claims” in this action. (II AA00749). 

F. Nagel Files the First Amended Supplemental 

Complaint  

In July 2018, Nagel filed the First Amended Supplemental 

Complaint (“FASC”). (II AA00914-924).  This Supplemental 
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Complaint did not assert any new causes of actions. (Id.)  Rather, 

it contained factual allegations regarding Defendants’ misconduct 

that occurred after Nagel’s filing of her FAC.  In particular, it 

described how, in response to this fraudulent transfer litigation, 

Defendants “reconverted” WGF back to a California LLC and 

readopted its prior Operating Agreement. (II AA00916-918).  The 

FASC also described Judgment Debtors’ bankruptcy filing and 

the related misconduct. (II AA00918-922).  This FASC was part of 

Nagel’s operative pleadings at the time the trial court granted 

Defendants’ oral motion for judgment on the pleadings and 

dismissed this entire case. 

G. The Trial Court Denies Defendants’ Motion for 

Summary Judgment  

WFG and Derek Westen brought a motion for summary 

judgment, which the trial court denied in its entirety.  (II 

AA00926-943).  Among other things, the court rejected the 

moving Defendants’ argument that the conversion of WFG from a 

California LLC to a Nevada LLC was not a “transfer” for 

purposes of the Act. (II AA00938-939).  The trial court also denied 

summary adjudication of the conspiracy and aiding and abetting 

causes of action, finding that Defendants’ communications 

regarding Judgment Debtors’ “asset protection” scheme raised 

triable issues of material fact with regard to those causes of 

action. (II AA00939-940). 
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H. The Court Dismisses the Entire Case on an Oral 

Motion for Judgment on the Pleadings on the Day of 

Trial  

The trial was supposed to commence on March 11, 2019. (II 

AA00947).  However, it was delayed because of a large number of 

motions in limine filed by Defendants, and an unusually large 

number of special jury instructions proposed by Defendants (84 

special jury instructions proposed by Defendants, as opposed to 

26 proposed by Nagel). (III AA01454-58 [Judgment Debtors’ 

proposed special jury instructions]; III AA01634-1752 [WFG and 

Derek Westen’s proposed jury instructions]; III AA01755-1865 

[Nagel’s proposed special jury instructions]).   

The hearings on the motions in limine and the jury 

instructions consumed ten days, and frequently devolved into 

repeated arguments on the merits of the key theories of the case, 

with Defendants seeking dispositive rulings on issues never 

raised in a motion for summary judgment or previously denied on 

demurrer. But it was the arguments surrounding jury 

instructions that ultimately led to the dismissal of the entire 

action on an oral motion for judgment on the pleadings.  During 

the jury instructions hearing, the parties argued about the proper 

way to fill in the blank space in CACI 4200 for the identity of the 

“transferee” of Judgment Debtors’ assets at issue. (III AA01873-

1908).  The trial court initially pushed back on defense counsel’s 
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repeated argument that the transfer of California cash to 

purchase an exempt Texas homestead was not a transfer under 

the Act, stating that “the position of the Court has been pretty 

uniformly that transfers are to be broadly interpreted” (III 

AA01905) and that “an exemption is surely an encumbrance” that 

falls within a definition of a “transfer” (III AA01900).  However, 

Defendants kept pressing the issue, arguing repeatedly that the 

fraudulent transfer liability under the Act required a third-party 

transferee, and also pointing again to the absence of Judgment 

Debtors in the title of the fraudulent transfer cause of action, as 

they had done four years earlier in their overruled demurrer. (III 

AA01876-1881). 

In an abundance of caution, Nagel filed an ex parte 

application to amend the fraudulent transfer cause of action to 

add the Judgment Debtor to its title, and a Pocket Brief on the 

third-party transferee issue. (III AA01937-1954; III AA02505-

2509).  Defendants filed oppositions to that ex parte application 

and to Nagel’s Pocket Brief regarding third-party transferee. (III 

AA02071-2074; III AA02079-2095; III AA02511-2532). 

In the afternoon of March 25, 2019, the day before the jury 

trial was finally scheduled to commence, Nagel was shocked to 

receive an email from the trial court, providing a Tentative 

Ruling that held that liability for a fraudulent transfer under the 

Act required a third-party transferee and that the Act could not 
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apply, as a matter of law, to a conversion of assets by a judgment 

debtor from nonexempt to exempt form. (III AA02538 [Civil 

Minute Order referencing the court’s Tentative Ruling]; III 

AA02540-2544 [March 25, 2019 Tentative Ruling]).  The following 

day, the trial court held further proceedings where she discussed 

the most efficient way to proceed.  The court recognized that 

certain parts of Nagel’s claims – e.g., the portions of Defendants’ 

fraudulent scheme unrelated to the Texas homestead – were 

unaffected by the court’s ruling on the third-party transferee 

issue but that it would be impossible to give Nagel full relief “in a 

trial that addressed only a little chunk of the case.”  (III 

AA02603; III AA02538-2539).4  Thus, the trial court discussed 

various procedural options for having its third-party transferee 

issue reviewed by the appellate court so that, if that ruling is 

reversed, the case could be “tried in its entirety.” (III AA02501-

 
4   Also, Nagel’s claims in the FAC were brought under both the 
Act and under the common law (I AA00014; I A00034), whereas 
the trial court’s ruling on the third-party transferee issue was 
based solely on its interpretation of the definition of a “transfer” 
under the Act (III AA02544).  The common law fraudulent 
transfer claims are separate from, and not superseded by, the 
Act.  (Berger v. Varum (2019) 35 Cal. App. 5th 1013, 1019). Thus, 
neither the common law fraudulent transfer claims nor claims 
arising from the non-homestead portions of Defendants’ 
fraudulent transfer scheme were affected by the trial court’s 
ruling on the third-party transferee issue relating to their Texas 
homestead. 
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2503; III AA02437-38).  The court decided that granting an oral 

motion for judgment on the pleadings was the best way to 

position the case for appellate review.  (III AA02566; III 

AA02539; III AA02610-2612 [attaching III AA02615-2621]).5  The 

court noted that this “particular outcome” (i.e. dismissing the 

case on an oral motion for judgment on the pleadings on the day 

of trial after nearly five years of litigation and several 

successfully defeated demurrers and summary judgment 

motions) is not something that she had ever seen in her 

courtroom before. (III AA02566).6 

The trial court made its dispositive ruling on an oral 

motion for judgment on the pleadings based on the previous jury 

instructions briefing, pocket briefs and discussions in open court 

 
5   The trial court styled this dispositive motion as “both a common 
law motion for judgment on the pleadings and a dispositive 
motion in limine that will be to dismiss the case.”  (III AA02616; 
III AA02604).  The “dispositive motion in limine” is an 
alternative procedural device chosen by the trial court to position 
its third-party transferee ruling for an appeal.  (III AA02616; III 
AA02604).     
6  Conspiracy cases are typically proven circumstantially, through 
the entire set of facts and circumstances surrounding the 
challenged actions.  Accordingly, Nagel does not dispute that 
proceeding with a partial conspiracy case would have been 
impractical and prejudicial, and that having this Court review 
the trial court’s decision on the “third party transferee” issue is a 
preferable approach.  Nagel is looking forward to presenting her 
case to the jury after this Court renders its decision on that issue. 
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during arguments over jury instructions. (III AA01483-95; III 

AA02505-2509; III AA2511-2535).  The trial court never set a 

briefing schedule. Nor did it allow a full briefing on this 

dispositive motion, with the appropriate statutory notice.  (III 

AA02582-2483).  While Nagel had previously argued to the trial 

court that conversion of assets at issue in this case constituted 

actionable transfers under the Act (III AA01483-95; III AA505-

2509), she never got the opportunity to fully brief this issue or 

marshal relevant legislative history.  Nagel presents the relevant 

legal authorities and the highly instructive legislative history in 

this Opening Brief and in the companion Motion for Judicial 

Notice, which attaches legislative intent materials.  
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APPEALABILITY AND STANDARD OF REVIEW 
 

Nagel appeals from a final judgment on the pleadings, 

denial of her motion for leave to amend the First Amended 

Complaint, and adverse rulings on motions in limine, all of which 

are appealable.  (Code Civ. Proc., § 904.1, subd. (a)(1).) 

“Review of a judgment on the pleadings requires the 

appellate court to determine, de novo and as a matter of law, 

whether the complaint states a cause of action.” (Foundation for 

Taxpayer & Consumer Rights v. Nextel Communications, Inc. 

(2006) 143 Cal.App.4th 131, 135 (hereafter Foundation for 

Taxpayer & Consumer Rights).  For purposes of this review, the 

court must “accept as true all material facts alleged in the 

complaint,” and may also consider judicially noticeable matters. 

(Id.; see also People ex rel. Harris v. Pac Anchor Transportation, 

Inc. (2014) 59 Cal.4th 772, 777). 

“Generally, a trial court’s ruling on an in limine motion is 

reviewed for abuse of discretion;” however, “when the issue is one 

of law,” as in the dispositive motion in limine based on the third 

party transferee ruling, the court of appeal exercises de novo 

review. (Condon-Johnson & Associates, Inc. v. Sacramento 

Municipal Utilities District (2007) 149 Cal.App.4th 1384, 1392). 

“Denial of leave to amend after granting a motion for 

judgment on the pleadings is reviewed for abuse of discretion.” 
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(Foundation for Taxpayer & Consumer Rights, 143 Cal. App.4th 

at 135.)   

 
LEGAL ARGUMENT 

 

I. 

THE FRAUDULENT TRANSFER LIABILITY DOES NOT 

REQUIRE A THIRD-PARTY TRANSFEREE 

The trial court dismissed this entire fraudulent transfer 

action based on the erroneous conclusion that for “purposes of 

UVTA liability, a transfer does require a third-party transferee or 

some third party who benefits from a transfer.” (III AA02621).  

This appears to be an issue of first impression in California.  But 

the Act is “uniform,” there is a well-developed body of law from 

other states that adopted the Act, and it is appropriate to look to 

that law where the question has not been decided in California.  

Federal district, appellate and bankruptcy courts interpreting the 

Act similarly provide useful guidance.  Under the well-settled law 

in all of these jurisdictions, the debtor’s conversion of assets from 

a nonexempt to an exempt form unquestionably constitutes is a 

“transfer” under the Act, even though it does not involve a third-

party transferee.  There is no sound reason for a different rule in 

California, as discussed below. 
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A. The Act’s Definition of a Transfer is 

“Sweepingly” Broad and Is Derived from a 

Broad Definition of a Transfer in the 

Bankruptcy Code 

Under the Act, “‘[t]ransfer’ means every mode, direct or 

indirect, absolute or conditional, voluntary or involuntary, of 

disposing of or parting with an asset or an interest in an asset, 

and includes payment of money, release, lease, license, and 

creation of lien or other encumbrance.” (Code Civ. § 3439.01, 

subd. (m).)  The Uniform Law Commission (“ULC”) that drafted 

the Act describes the definition of a “transfer” as “designedly 

sweeping” and encompassing “every mode … of … parting with 

an asset or an interest in an asset.”  (Appellants’ Motion for 

Judicial Notice (“MJN”), Exh. A at MJN00032).  This broad 

definition of a transfer has been part of the Act since at least 

1984 when it was retitled the Uniform Fraudulent Transfer Act. 

(MJN, Exh. B at MJN00068).7   

 
7   ULC has been drafting various versions of the Act since 1918 
when it first promulgated the Uniform Fraudulent Conveyance 
Act. (MJN, Exh. A at MJN00003 [“About ULC”] and Exh. B at 
MJN00061).  In 1984, ULC drafted the amendments to the 
original Act, renaming it UFTA (MJN, Exh. B at MJN00062), and 
in 2014, they drafted further amendments, renaming it UVTA. 
(MJN, Exh. A at MJN00011). Both UFTA and UVTA were 
adopted by the California legislature with only a few small 
revisions, not relevant to this action. (MJN, Exh. C at 
MJN00119-123, 130-134, 294-324 and Exh. D at MJN00561, 574-
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The ULC’s Official Comments to both the 1984 and the 

2014 amendments explain that the Act’s “definition of ‘transfer’ is 

derived principally from Bankruptcy Code § 101(48),” which is 

currently Section 101(54).  (MJN, Exh. A at MJN00019 [¶16]; 

Exh. B at MJN00070 [¶12]).8 Thus, federal decisions interpreting 

the definition of a “transfer” under the Bankruptcy Code are 

directly relevant to interpreting the meaning of a “transfer” 

under the Act.  Federal circuit courts, including in the Ninth 

Circuit, have uniformly recognized that the definition of the term 

“transfer” in the Bankruptcy Code § 101(48), currently Section 

101(54), is “extremely broad.” (In re Bledsoe (9th Cir. 2009) 569 

 
579).  UFTA’s definition of a “transfer” in Section 1 subsection 12 
and UVTA’s definition of a “transfer” in Section 1 subsection 16 
were adopted verbatim in California as the definition of 
“transfer” in California Civil Code section 3439.01(m). (Compare 
MJN, Exh. A at MJN00019 [Section 1, subsection 16] and Exh. B 
at MJN00070 [Section 1, subsection 12] to Civ. Code, § 3439.01, 
subd. (m)).   
8  Because UCL has been drafting and revising the uniform 
fraudulent transfer law for over 100 years, it has superior 
knowledge of the meaning of its provisions and its Official 
Comments carry significant weight. (See Smith v. Superior Court 
(1977) 68 Cal.App.3d 457, 463 [comments, notes and reports by 
the National Conference of Commissioners on Uniform State 
Laws are entitled to substantial weight when construing 
subsequently adopted statutes]; PGA West Residential Assn., Inc. 
v. Hulven Internat., Inc. (2017) 14 Cal.App.5th 156, 162–189 
[taking judicial notice of and giving “substantial weight to the 
official legislative commentary about the UFTA”]). 
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F.3d 1106, 1113, quoting Bernard v. Sheaffer (9th Cir. 1996) 96 

F.3d 1279, 1282).  The courts have quoted the Senate Report’s 

description of that definition as being “as broad as possible,” and 

encompassing “any transfer of an interest in property.” (See e.g., 

In re Tenderloin Health (9th Cir. 2017) 849 F.3d 1231, 1243-44; 

Matter of Smiley (7th Cir. 1989) 864 F.2d 562, 565); see also 

MJN, Exh. E at MJN00627 [Sen. Rep. No. 95-989, 2nd Sess., p. 

27 (1978)] and Exh. F at MJN01073 [H.R. Rep. No. 95-595, 1st 

Sess., p. 314 (1977)]). 

According to ULC’s Official Comments, the definition of 

“conveyance” in the original version of the Act was “similarly 

comprehensive” as the Bankruptcy Code’s definition. (MJN, Exh. 

A at MJN00019 [¶16]; Exh. B at MJN00070 [¶12]).  ULC 

describes this long-standing definition as “designedly sweeping.” 

(RJN, Exh. A at MJN00032).  Since this “designedly sweeping” 

definition of a conveyance/transfer has been part of the uniform 

fraudulent transfer jurisprudence for many decades, decisions 

from other jurisdictions that have adopted the Act are relevant 

and instructive to this Court’s analysis of the meaning of a 

“transfer” under the Act. 
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B. Conversion of Assets From a Nonexempt to 

Exempt Form is an Actionable Transfer Under 

the Act  

Based on this “extremely broad” definition of a transfer 

under the Act and the Bankruptcy Code, numerous federal and 

state courts have deemed the debtor’s conversion of his or her 

assets from a nonexempt form to an exempt form to put them 

beyond the reach of creditors to be a “transfer,” even though the 

debtor did not transfer them to a third party.  Appropriately, the 

courts’ analyses have focused not on whether the assets left the 

debtor’s possession or control, but whether the debtor parted with 

his interest in a nonexempt asset (i.e., cash) to acquire or 

exchange it for an interest in a new exempt asset (i.e. an exempt 

homestead or exempt annuity) for purpose of delaying or 

hindering his creditors.   

As the Official Comments to the Act make clear, the 

definition of a transfer is broad enough to encompass a 

conversion of an asset to a “different legal form” – even though 

the debtor owns and controls the asset pre and post conversion.  

(MJN, Exh. A at MJN00032).  So long as the debtor acquires “a 

property right with different attributes,” such as stock in an LLC 

instead of a corporation or ownership of an exempt homestead 

instead of nonexempt cash, there has been a requisite “parting 

with an asset or an interest in an asset” for purposes of the 
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“designedly sweeping” definition of a transfer under the Act. (Id.)  

This description is entirely consistent with a long line of cases 

that have treated the conversion of nonexempt to exempt assets 

as an actionable transfer. 

1. Federal Circuit Court Decisions 

The Ninth Circuit decision in Stern v. Gill (9th Cir. 2003) 

345 F.3d 1036 (hereafter In re Stern) is a good example.  The In 

re Stern case involved a debtor’s transfer of funds from his 

partially-exempt individual retirement account to his fully-

exempt pension plan, which was challenged by a bankruptcy 

trustee as a fraudulent transfer under California UFTA, 

California Civil Code section 3439.04.  The court held that such a 

conversion of nonexempt assets to exempt assets on the eve of 

bankruptcy was a transfer that was not fraudulent per se but had 

to be analyzed for actual fraud using the “badges of fraud” listed 

in the UFTA. (Id. at 1043-45).9  Throughout the decision, the 

court referred to this transfer of debtor’s funds from one pension 

account to another as a “transfer of assets” or an “IRA transfer,” 

even though it was a pocket-to-pocket transfer by the debtor. (Id. 

at 1042-45).  Nowhere in this decision does the Ninth Circuit 

suggest that this transfer of the debtor’s funds from one form of 

 
9  “Badges of fraud” represent a list of circumstantial factors that 
the courts regard as probative of intent to defraud creditors.  (In 
re Beverly (Bankr. 9th Cir. 2007) 374 B.R. 221, 235). 
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an asset to another is not an actionable transfer because of a lack 

of a third-party transferee. (Id.)  Notably, In re Stern was decided 

under California UFTA and the trial court did a “badges of fraud” 

analysis to ascertain actual fraudulent intent – a fact-intensive 

question for a trier of fact, which Nagel never got a chance to 

present to a jury.10  

The In re Stern approach is consistent with the decisions in 

the other circuits that have analyzed the debtor’s conversion of 

nonexempt assets into exempt asserts as “transfers” under the 

Act, even though they did not involve a third-party transferee.  

For example, in In re Cipolla (5th Cir. 2013) 541 Fed. Appx. 473, 

the Fifth Circuit court rejected the debtor’s argument that his 

actions of obtaining a loan against his property in Missouri 

(which has a limited homestead exemption) to purchase a home 

 
10  Importantly, the In re Stern decision does not hold that 
conversion of nonexempt assets into exempt assets, as part of 
prebankruptcy asset protection planning, is per se lawful. (In re 
Stern, 345 F.3d at 1043-45).  Rather, the rule in the Ninth 
Circuit, which is also a long-standing rule in other jurisdictions, 
is that in order to establish that prebankruptcy conversion of 
nonexempt assets into exempt assets constitutes a fraudulent 
transfer, one must establish actual intent to defraud that is 
extrinsic to the mere fact of a conversion on the eve of 
bankruptcy. (Id.; see also In re Sholdan (8th Cir. 2000) 217 F.3d 
1006, 1010). Whether the transfer was made with an actual 
intent to defraud creditors is a question of fact for the trial court 
or the jury. (Filip v. Bucurenciu (2005) 129 Cal.App.4th 825, 890; 
In re Sholdan, 217 F.3d at 1010). 
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in Texas (which has an unlimited homestead exemption) was not 

a “transfer” for purposes of the UFTA.  (Id. at pp. 477-78).  The 

court noted that Texas UFTA’s definition of a “transfer,” which is 

the same as California’s UFTA definition, is “broad” and covers 

every mode of “disposing of or parting with an asset.” (Id. at 478). 

The court held that this “broad” definition of a transfer 

encompasses the debtor’s action. (Id.)  Those actions are similar 

to the actions taken by Judgment Debtors in this case – using 

California cash proceeds to purchase the Texas property subject 

to an unlimited homestead exemption.  

Similarly, the Eighth Circuit has consistently treated the 

debtor’s conversion of nonexempt assets to exempt assets on the 

eve of bankruptcy as actionable transfers that should be analyzed 

for actual intent to defraud creditors under the UFTA’s badges of 

fraud analysis.  (See In re Addison (8th Cir. 2008) 540 F.3d 805  

[the debtor’s use of nonexempt assets to fund exempt IRAs and 

pay down the mortgage on their homestead were actionable 

transfers under the UFTA]; In re Sholdan, 217 F.3d at1008-11 

[conversion of nonexempt bank accounts, certificates of deposit 

and a mortgage into an exempt homestead was an actionable 

transfer subject to Minnesota’s UFTA].)   
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2. The Supreme Court Decisions from Other States 

That Have Adopted the Act  

While there appear to be no published California cases 

analyzing whether an actionable transfer under the Act requires 

a third-party transferee, several Supreme Courts in other states 

that have adopted the Act have had the occasion to analyze 

pocket-to-pocket transfers of assets with the intent to hinder or 

delaying creditors.  These Courts have uniformly held that 

conversions of assets from nonexempt to exempt form are 

“transfers” for purposes of the Act, without requiring that they 

involve a third-party transferee.  

In Gilchinsky v. National Westminster Bank N.J. (1999) 

159 N.J. 463 [732 A.2d 482] (hereafter Gilchinsky), the debtor 

engaged in an “asset protection” scheme similar to the Judgment 

Debtors in this case – she transferred funds across state lines, 

from New York to New Jersey, into an exempt IRA account to 

place them beyond the reach of her main creditor. (Id. at 485). 

The New Jersey Supreme Court considered this movement of 

funds from the debtor’s New York account to her New Jersey 

account as an actionable “transfer” under New Jersey’s UFCA. 

What makes the Gilchinsky case particularly instructive is the 

Court’s careful analysis of the legal significance under the UFCA 

of the fact that the debtor transferred funds to herself.  The Court 

concluded that the debtor’s transfer of funds to herself made this 
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transfer not merely a “transfer” but a “transfer to an insider” – 

one of the badges of fraud under the UFCA. (Id. at 490).   

The Gilchinsky Court concluded that “an analysis of the 

purpose underlying the ‘insider’ factor and fraudulent conveyance 

law in general undoubtedly supports the conclusion that she 

qualifies as an insider”: 

Simply stated, the list of “insiders” contained in [New 
Jersey UFCA] describes the relationship between the 
transferor and transferee. The unifying theme among 
the enumerated persons is that they stand in such 
close relation to the debtor as to give rise to the 
inference that they have the ability to influence or 
control the debtor’s actions (citation omitted). 
Concluding that defendant is not an “insider” because 
the list does not specifically refer to transfers made to 
one’s self elevates the technical over the substantive. 
We refuse to give the statute such an unreasonable 
construction. If a relative or business entity controlled 
by the debtor is an “insider,” it follows that the debtor 
herself is an insider. Transactions with those entities 
allow the debtor to take the assets out of her name and 
place them beyond the reach of creditors. Since that is 
essentially what defendant did in this case, we 
conclude that she is an “insider” within the meaning 
of [New Jersey UFCA]. 

(Gilchinsky, 732 A.2d at p. 490; accord, In re Cipolla, (5th Cir. 

2012) 476 Fed.Appx. 301, 307 [“When [the debtor] moved value 

from the mostly non-exempt Missouri Property to the exempt 

Texas Property, he transferred property to an insider – namely, 

himself”].) 
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This analysis is logical, persuasive and directly relevant to 

the present case. A transfer of assets from a nonexempt form to 

an exempt form is a highly effective fraudulent transfer scheme 

because it enables a debtor to put that asset out of reach of 

creditors while retaining control over that asset.  Although a 

typical fraudulent transfer is accomplished through a transfer to 

a relative or a related entity controlled by the debtor, it is no less 

a fraud on a judgment creditor to shield assets that were 

available to satisfy the judgment by transferring them into an 

exempt annuity or an exempt homestead.  To hold that such a 

transfer is not a “transfer” under the fraudulent transfer law 

merely because it does not involve a third-party transferee is 

illogical, contrary to the fundamental purpose of a fraudulent 

transfer law11 and, in the words of the New Jersey Supreme 

Court, “elevates the technical over the substantive.” (Gilchinsky, 

732 A.2d at p. 490). 

The New Mexico Supreme Court reached a similar 

conclusion in interpreting the New Mexico UFTA in Dona Ana 

Savings & Loan Assoc. v. Dofflemeyer (1993) 115 N.M. 590 [855 

P.2d. 1054].  While the Court did not engage in a detailed 

 
11  California courts have long recognized that the fraudulent 
transfer laws, including the common law, are based on a 
fundamental public policy of preventing dishonest debtors from 
using fraudulent schemes to hinder enforcement of judgments. 
(Taylor v. S & M Lamp Co. (1961) 190 Cal.App.2nd 700, 706). 
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analysis of the meaning of a “transfer” or whether a transfer to 

oneself is a transfer to the insider, it did consider a challenge to a 

conversion of nonexempt funds into exempt annuities as a 

fraudulent transfer. (Id. at 1057).  The Court ruled that the 

conversion of nonexempt assets into exempt asset must be 

analyzed under the UFTA, and, consistent with numerous other 

state and federal decisions on this issue, also held that such a 

conversion prior to bankruptcy is not per se fraudulent but must 

be analyzed for actual intent to defraud creditors. (Id. at 1057-

1058). 

The Minnesota Supreme Court engaged in a similar 

analysis and reached the same conclusion in In re Tveten (1987) 

402 N.W. 2d 551.  In that case, the debtor converted nonexempt 

property into property that was exempt from attachment or 

execution under Minnesota law. (Id. at 552).  The Court ruled 

that while taking advantage of a statutory exemption prior to 

filing for bankruptcy is not per se fraudulent, a transfer of an 

asset from a nonexempt form into exempt form could violate 

UFCA if made without fair consideration and with an actual 

intent to defraud creditors. (Id. at 556).  The Court further stated 

that whether “such a transfer” was made with an actual intent to 

defraud involve questions of fact that must be resolved by the 

trier of fact. (Id.). 
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3. Bankruptcy Court Decisions 

The same approach has been taken by numerous 

bankruptcy courts all across the county, which have consistently 

treated prebankruptcy conversions of nonexempt assets to 

exempt assets as actionable “transfers” under the Act.  For 

example, in In re Baker (Bankr. D. Wyo. 2002) 273 B.R. 892, the 

bankruptcy court rejected the debtors’ argument that their 

purchase of exempt annuities with nonexempt cash was not a 

“transfer” because “they merely changed the form of their own 

assets.” (Id. at 896-97).  After noting the broad definition of a 

“transfer” under the Act, the court ruled that turning cash into 

exempt annuities constituted a transfer subject to the Act 

because “form of ownership and the nature of the assets were 

altered.” (Id.) 

Similarly, in In re Channon (Bankr. D. N.M. 2010) 424 B.R. 

895, a bankruptcy trustee challenged the debtor’s use of 

nonexempt assets to purchase exempt IRA prior to bankruptcy.  

The bankruptcy court held that the debtor’s “conversion of non-

exempt assets into exempt asset is a ‘transfer’ as that term is 

used in UFTA,” which needs to be analyzed for proof of actual 

intent to defraud creditors. (Id. at 900-901).  In In re Hamilton 

(Bankr. D. N.M. 2011) 461 B.R. 878, the same bankruptcy court 

subsequently ruled that “transmutation of nonexempt to exempt 

form” had to be analyzed for intent to defraud creditors under 
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New Mexico’s UFTA. (Id. at 888).  Similarly, in In re Hall (Bankr. 

D. Idaho 2012) 464 B.R. 896, the bankruptcy court analyzed the 

conversion of nonexempt cash assets into an exempt annuity as a 

transfer subject to the “badges of fraud” analysis under Idaho’s 

UFTA. (Id. at pp. 903-07). In In re Fischer (Bankr. D. Md. 2009) 

411 B.R. 247, the bankruptcy court in Maryland likewise stated 

that conversion of nonexempt assets into exempt assets 

“constitutes a ‘transfer’” of those assets that “can provide the 

basis for a fraudulent conveyance under Maryland law.” (Id. at 

265, fn. 23).   

Similar to the bankruptcy courts’ analysis of transfers 

under state fraudulent transfer laws, numerous bankruptcy 

courts have treated conversions of nonexempt to exempt assets as 

potentially voidable fraudulent transfers under the Bankruptcy 

Code’s definition of a transfer, on which the Act’s definition is 

based.  In In re Covino (Bankr. S.D. Fla. 1995) 187 B.R. 773, the 

bankruptcy court ruled that the debtors’ transfer of funds “from a 

nonexempt status” (cash from the proceeds of a settlement) “to an 

exempt status” (equity in their homestead) “constitute[ed] a 

transfer” that could be voided upon a showing that “such conduct 

was intended to hinder or delay a creditor at the time of the 

transfer.” (Id. at pp. 778-179).  In In re Ganier (Bankr. D. Idaho 

2009) 403 B.R. 79, a bankruptcy trustee challenged the debtors’ 

prebankruptcy conversion of nonexempt funds into exempt 
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retirement account and exempt equity in their homestead on a 

fraudulent transfer theory.  The bankruptcy court denied the 

debtor’s motion to dismiss, ruling that the debtors’ conversion of 

their assets into an exempt form gave rise to a viable claim for 

fraudulent transfer. (Id. at p. 85). In In re Covington (Bankr. 

M.D. Tenn. 1994) 171 B.R. 294, the bankruptcy court ruled that 

the conversion of nonexempt property (fire insurance proceeds) 

into exempt property (single premium life insurance policy) was a 

transfer that could be voided as a fraudulent conveyance.  (Id. at 

296-97).   

C. California Law Is Consistent with the 

Uniformly-Held View that Conversion of Assets 

From Nonexempt to Exempt Form Can 

Constitute a Fraudulent Transfer Under the 

Act  

There appear to be no published California decisions 

analyzing whether a third-party transferee is required in a 

fraudulent transfer action under the Act.12  But there is no 

 
12  Several California cases have described a fraudulent transfer 
transaction as “a transfer of property to a third person 
undertaken with the intent to prevent a creditor from reaching 
that interest to satisfy its claim” – because that describes a 
typical fraudulent transfer transaction. (See, e.g., Kirkeby v. 
Superior Court (2004) 33 Cal.4th 642, 648). However, as the trial 
court correctly noted, none of those cases involved a pocket-to-
pocket transfer or considered an issue of whether a third-party 
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reason for California to deviate from the uniformly-held principle 

that a conversion of a nonexempt asset to an exempt asset may 

constitute a fraudulent transfer if the creditor can prove “actual 

fraud” – fraudulent conduct extrinsic to the act of conversion 

itself. (See, e.g., In re Stern, 345 F.3d 1036). Indeed, in In re 

Stern, the Ninth Circuit analyzed such a conversion of nonexempt 

assets into exempt assets under California UFTA, Civil Code 

section 3439.04, and treated that conversion as a “transfer” of 

assets that could have been fraudulent had the creditor proven 

fraud extrinsic to the transfer itself. (In re Stern, 345 F.3d at 

1042-45).  Notably, during the lengthy hearings on jury 

instructions in the present case, both the trial court and all of the 

parties agreed about the well-established rule that conversion of 

nonexempt to exempt assets can constitute a fraudulent transfer 

if the creditor can show “more” than the act of conversion itself. 

(III AA02388 [“[I]t’s true in California, as it would be in Texas, 

which is the claiming of exemption without more or per se is not 

– is not fraudulent. You have to prove the fraud.”]). The court and 

the parties spent a great deal of time discussing how to describe 

that “more” to the jury.  (III AA02387-2392). 

 
transferee is required. (III AA02617). Thus, this occasional 
reference of “a transfer to a third party” is nothing more than 
dicta. (Nolan v. City of Anaheim (2004) 33 Cal.4th 335, 343 [“A 
decision, of course, does not stand for a proposition not considered 
by the court”].) 
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Furthermore, this rule is consistent with California’s 

fundamental policy of preventing dishonest debtors from using 

fraudulent schemes to hinder the enforcement of judgments, 

embodied in the common law and the California fraudulent 

transfer statute. (Taylor, 190 Cal.App.2d at 706; see also Everts v. 

Sunset Farms, Inc. (1937) 9 Cal.2d 691, 698 [fraudulent transfers 

violate California fraudulent transfer statute “and public policy”]).  

That public policy is reflected, among other places, in multiple 

California Penal Code sections and especially in Penal Code 

Section 154, which prohibits judgment debtors to “remove” 

property “out of state” to hinder collection as the Judgment 

Debtors have done in this case. (Code Pen. §154; see also Code 

Pen. §§ 155, 531; Tamey v. Atlantic Richfield Co. (1980) 27 Cal.3d 

167, 176 [“a duty is imposed by law … to implement the 

fundamental public policies embodied in the state’s penal 

statutes”]).

This rule is also in harmony with the California homestead 

exemption statutes that apply only to (i) California residents, and 

(ii) up to a maximum exemption amount of $175,000 for elderly 

Californians. (Code Civ. Proc. §704.730).  California has balanced 

the rights of California creditors with needs of judgment debtors 

who reside in California and expressly determined that the 

latter’s homesteads should be protected from potential creditors 

only up to the amount of $175,000. (Id.). Equally clear, this
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exemption for California residents does not apply to those who 

flee California with $1.3 million in cash assets, with the intent to 

purchase assets and take advantage of unlimited homestead 

exemption in another state for purposes of hindering judgment 

enforcement by a California creditor. (Id.) There is no legal or 

policy basis for believing that the California legislature intended 

to immunize such transfers of assets from California’s fraudulent 

transfer laws embodied in Civil Code sections 3439.01 et seq., 

especially where the California Penal Code makes such transfers 

a criminal act. (Code Pen. §154).  

Moreover, California’s fraudulent transfer statute 

incorporates the Act’s “sweepingly broad” definition of a 

“transfer,” which includes any “disposing of or parting with an 

asset.” (Code Civ. §3439.01(m)). The statute imposes no 

qualification on this clause, and certainly does not state that a 

debtor must necessarily dispose of an asset by transferring it to a 

third party.  On its face, the requirement of “disposing or parting 

with” an asset or interest in an asset would include disposing of a 

nonexempt cash asset in California to purchase a new exempt 

asset in another state.   

Analyzing conversion of assets from nonexempt to exempt 

form under California fraudulent transfer laws is also consistent 

with the way California law treats other similar transactions.  A 

good example is a transmutation of community property to 
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separate property with the intent to put that property out of 

creditors’ reach.  Even though such a transmutation does not 

transfer property to a third party, it changes the property’s legal 

form, with the resultant adverse impact on creditors.  Under 

California Family Code section 851, such “transmutation is 

subject to the laws governing fraudulent transfers.” (Fam. Code 

§851; State Bd. Of Equalization v. Woo (2000) 82 Cal.App.4th 

481, 484).   

Similarly, a transfer of a debtor’s assets to a sham 

corporation “with no interest separate from the debtor” has been 

held to be a pocket-to-pocket transfer subject California 

fraudulent conveyance laws. (Everts, 9 Cal.2d at 695-97 [debtor’s 

transfer of assets to a sham corporation that he fully controlled 

was equivalent to “transfer[ring] his money from one pocket to 

another” and constituted a fraudulent transfer]; PGA West 

Residential Assn., Inc. v. Hulven Int’l, Inc. (2017) 14 Cal.App.5th 

156, 174 [“transfers to sham entities with no interest separate 

from the debtor, in a scheme to defraud creditors, qualify as 

transfers under the UFTA”]).  The conversion of a nonexempt 

asset into an exempt asset is also akin to a “creation of an … 

encumbrance” on that asset, which falls within a definition of a 

“transfer” under Civil Code Section 3439.01(m). Creation of an 

encumbrance makes an asset unavailable or less available for 

levy by the creditors, and conversion of a nonexempt asset into an 
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exempt asset has the exact same practical effect.  During the 

pretrial hearings on jury instructions, the trial court expressed 

the view that “an exemption is surely an encumbrance” and 

therefore a “transfer.” (III AA01900). 

Accordingly, there is no legal, policy or logical reason for 

holding that transfers of California nonexempt assets out of state 

to acquire exempt assets in another jurisdiction are immune from 

California fraudulent transfer laws because of a lack of a third-

party transferee.  Such a rule would not only conflict with 

uniform interpretation followed in other jurisdictions that have 

adopted the Act and the law of the Ninth Circuit, it would also 

conflict with California’s fundamental policy of protecting 

creditors from dishonest debtors, and the various California 

statutes and cases that embody and implement that fundamental 

policy. 

D. The Trial Court Incorrectly Analyzed the 

“Transfer” At Issue in this Case 

Four years ago, in connection with her crime/fraud ruling, 

the trial court considered whether Nagel established a prima 

facie case that “the purchase of the Texas property was a transfer 

voidable under the UVTA,” and concluded that under a broad 

definition of “transfer” in section 3439.01(m), “the purchase of the 

Texas house constituted a transfer as parting with an asset (the 

cash in California).” (I AA00223).  This analysis and conclusion 
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were correct and entirely consistent with the large body of highly 

persuasive authorities, previously discussed. 13 

At least one of the Defendants fully agreed with that view. 

Shortly after Nagel filed this action, Defendant Peter Westen, 

who is a Harvard Law educated attorney, did extensive research 

and analysis on whether Defendants’ asset protection conduct 

could give rise to criminal and civil liability.  He prepared a 

series of legal memoranda that analyzed, among other things, 

whether Judgment Debtors’ purchase of their Texas homestead 

constitutes a fraudulent transfer under the California UFTA. (II 

AA00861-871).  He concluded that the definition of a “transfer” 

under the California UFTA was “broad enough to encompass T & 

L’s decisions to use assets to purchase annuities and to purchase 

a home.” (II AA00863).14  

Thus, both the trial court and Defendant Peter Westen 

previously agreed that by parting with $1.3 million in cash assets 

in California to purchase a Texas home, Judgment Debtors made 

a “transfer” under the plain reading of Section 3439.01(m). 

 
13  Notably, that ruling was issued following a formal briefing, on 
a proper statutory notice, giving the trial court adequate time to 
thoroughly consider the issues. 
14   Because Defendants were concerned about potential criminal 
liability and other consequences of that interstate transfer of 
assets, Peter Westen analyzed their exposure to criminal and 
other penalties in another written memorandum he prepared for 
the other Defendants. (II AA00848-860). 
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Indeed, during the March 6, 2019 pretrial hearings in this case, 

the trial court acknowledged that “the position of the Court has 

been pretty uniformly that transfers are to be broadly 

interpreted” (III AA01905) and that the transfer at issue in this 

case is “a transfer of cash assets into Texas with an intention to 

hinder and delay” (III AA02157). 

Inexplicably, three weeks later, on the day of trial, the trial 

court dismissed this action based on the opposite conclusion:  that 

Judgment Debtors’ purchase of a Texas homestead did not 

constitute an actionable transfer because they did not part with 

any property, as required under Civil Code Section 3439.01(m). 

(III AA02541-2543).  That conclusion is demonstratively 

incorrect. 

It is undisputed that Judgment Debtors had approximately 

$1.3 million in their California brokerage account at Ameriprise, 

which were the proceeds of their sale of the defective home to 

Nagel.  (I AA00372-373).  It is further undisputed that they 

directed Ameriprise to transfer those funds, by wire, to Texas 

into an escrow account. (I AA00376-77; II AA00893).  Thus, 

Judgment Debtors “disposed of or parted with” $1.3 million in 

cash in their Ameriprise account, which was nonexempt and fully 

accessible to creditors, by moving that cash across state lines and 

exchanging it for an exempt asset in Texas.  (Id.; Civ. Code, 
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§3439.01, subd. (m).)  This “parting” with the cash assets in 

California is a “transfer” under Section 3439.01(m).  

The trial court also disregarded the well-established 

principle that Judgment Debtors’ parting with a nonexempt cash 

in California to purchase an exempt homestead in Texas 

constituted a conversion of an asset “to a different legal form” or 

an acquisition of “a property right with different attributes,” 

which constitute “a ‘transfer’ under the designedly sweeping” 

definition of a transfer under UFTA. (MJN, Exh. A at MJN00032; 

In re Baker, 273 B.R. at 896-97).  This transaction is akin to the 

owners of a corporation converting their company into a different 

legal form to hinder creditors, which has long been recognized as 

an actionable “transfer” of assets (and which is similar to what 

the Westen Brothers have done in this case with their company 

WFG).  

E. The Trial Court Failed to Consider Relevant 

Legal Authorities and Engaged in an 

Inaccurate Legal Analysis  

In her written ruling dismissing this case, the trial court 

did not analyze any of the federal and state court cases 

addressing transfers of assets from nonexempt to exempt, 

discussed at length in this Opening Brief.15  Instead, the trial 

 
15   While the issue of a third-party transferee was briefed for the 
trial court in connection with the jury instructions and was 
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court discussed In re Levine (11th Cir. 1998) 134 F.3d 1046, 

which held that a conversion of nonexempt cash to exempt 

annuities constituted a “transfer” under the UFTA, but deemed 

that case irrelevant.  In re Levine’s analysis of a “transfer” 

focused on how the purchaser of an annuity transfers an interest 

in a cash asset in exchange for a guaranteed return, thereby 

relinquishing certain level of control over the asset. (Id. at pp. 

1049-50).  Based on that analysis, the trial court concluded that 

In re Levine was not a relevant authority because the transfer at 

issue in her ruling was not the purchase of the annuities but a 

purchase of homestead over which Judgment Debtors exercise 

control.  (III AA02620).  

In re Levine’s analysis of the mechanics of annuity 

contracts is indeed irrelevant to the court’s ruling.  But the trial 

court’s focus on Judgment Debtors’ control over their homestead 

property misses the point.  By changing the form of an asset from 

nonexempt property to an entirely different and exempt property, 

 
discussed during the pre-trial hearings (III AA01483-95; III 
AA02505-2509; III AA02511-25535), the trial court never set a 
briefing schedule or allow a full briefing on that issue. (III 
AA02582-2583).  Thus, Nagel did not have a chance to marshal 
and present many of the legal authorities and the relevant 
legislative history discussed in this Opening Brief. (Giraldo v. 
Department of Corrections & Rehabilitation (2008) 168 Cal. App. 
4th 231, 251 [on appeal, a party has the right to cite “new 
authority in support of an issue that was [] raised” in the trial 
court] (emphasis in original)).   
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a judgment debtor puts the new property out of reach of his 

creditors while retaining full control over it.  That is the hallmark 

of a fraudulent transfer.  However, in a typical fraudulent 

transfer transaction, a debtor can only accomplish that scheme 

(i.e. retaining control while putting an asset beyond the creditors’ 

reach) by transferring an asset to an insider, such as a relative or 

a related entity.  But in a case of a conversion of assets from 

nonexempt to exempt form, the debtor does not need to involve a 

third party.  As the Gilchinsky court eloquently explained, in this 

type of a transaction, a judgment debtor accomplishes his or her 

fraudulent scheme by transferring assets to an ultimate insider, 

himself or herself. (Gilchinsky, 732 A.2d at 490; accord In re 

Cipolla, 476 Fed.Appx. at p. 307). To require the owner of a new 

exempt asset to lose control over that asset or to involve a third 

party as a precondition to fraudulent transfer liability is 

nonsensical.  Since neither a third party nor the loss of control 

are necessary for the judgment debtor to hinder his creditors’ 

collection efforts, there is no logical reason to give a judgment 

debtor an automatic pass on his fraudulent transfer scheme just 

because he did not employ those unnecessary measures in 

perpetrating that scheme, and In re Levine does not stand for 

such a sweeping and erroneous proposition.  

The trial court also cited In re Brobeck, Phleger & Harrison 

LLP (Bankr. N.D. Cal. 2009) 408 B.R. 318 for the proposition that 
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a “transfer” must be accompanied by “a change in the rights of 

the transferor with respect to the property after the transaction,” 

but then erroneously reasoned that the “purchase of the Texas 

homestead did not change Westen and Lawson’s right in any 

property.” (III AA02618).  As previously discussed, as a result of 

the transfer at issue in this case, Judgment Debtors fully 

extinguished and no longer had any rights to the cash assets in 

their Ameriprise account.  Post-transfer, the Judgement Debtors 

owned an asset of an entirely different legal form, a house in 

Texas potentially subject to an unlimited homestead exemption – 

rights which they had not possessed prior to this transaction.  

The trial court also analyzed whether Nagel can recover a 

money judgment against Judgment Debtors under Civil Code 

section 3439.08(b)(1), which permits such a recovery against “the 

first transferee of the asset or the person for whose benefit the 

transfer was made.” (III AA02617-2618).  The trial court, 

however, analyzed Judgment Debtors as “the persons for whose 

benefit the transfer was made,” and found that legal authority on 

that issue to be inconclusive. (III AA02618).  While there appears 

to be no legal authority directly on point, the most logical 

inference from the cases addressing conversions of assets is that 

a judgment debtor who converts nonexempt assets to exempt 

assets to hold them out of creditors’ reach is the “transferee” of 
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those assets within the meaning of Section 3439.08(b)(1).16  In its 

ordinary meaning, a “transferee” is the party that “receives the 

property.” (In re Lucas Dallas, Inc. (B.A.P. 9th Cir. 1995) 185 

B.R. 801, 809).  Here, Judgment Debtors had Ameriprise wire 

their cash into the escrow account in Texas and then exchanged 

that cash for a house in Dallas. (I AA00376-77; II AA00893).  As a 

result of that transaction, Judgment Debtors “received the 

property” (i.e. the house in Texas), and are, therefore, the 

“transferees” of that property (even if they are also the 

transferors). Accordingly, they are subject to monetary liability 

under Civil Code § 3439.08(b)(1).  

At the end of her decision, the trial court discussed Nicolos 

v. Grover (1986) 186 Cal.App.3d 858, a case involving a California 

homestead.  (III AA02621).  In the course of that discussion, the 

court made several legal pronouncements that are both legally 

inaccurate and irrelevant to the issue of a third-party transferee.  

In Nicolos, the husband transferred a house to his wife, which the 

bankruptcy court determined to be a fraudulent transfer, and 

then the wife recorded a California homestead declaration on 

that house, which was successfully challenged. (Id. at 862).  The 

 
16   For example, in a case of transmutation of community property 
to separate property, which has been held to be subject to the 
laws of fraudulent transfers, a spouse engaging in transmutation 
is a “transferee” of that asset. (State Bd. Of Equalization, 82 Cal. 
App. 4th at 484). 



57 

trial court was correct to find the Nicolos case distinguishable.  

First, the Nicolos’ transfer had already been adjudicated to be 

fraudulent whereas the issue of fraud is yet to be decided by the 

jury in the present case.  Second, the Nicolos case involved a 

challenge to a California declaration of homestead, which is not 

at issue here because Judgment Debtors never purchased a 

California homestead and thus never implicated California’s 

homestead policy.  Instead, they transferred $1.3 million in cash 

from California to Texas to purchase a house in Dallas with the 

intent of taking advantage of Texas’ unlimited homestead 

exemption that does not exist under California law.   

The trial court was incorrect, however, in stating that 

“Tracy Westen and Linda Lawson did what the court in Nicolos v. 

Grover indicated was permissible.”  (III AA02621).  The 

Judgment Debtors did not create a “permissible” California 

homestead, and whether their Texas exemption is valid remains 

an open question to be decided by the Texas bankruptcy court. 

Moreover, a California jury has not had an opportunity to 

consider whether Judgment Debtors’ transfer of cash assets 

across state lines to take advantage of Texas’ exemption laws, 

coupled with their conversion of WFG from a California LLC into 

a Nevada LLC and the attempted abuse of annuities, constituted 

a fraudulent conspiracy to hinder Nagel’s judgment enforcement 

efforts.  Until those determinations are made, it will not be 
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known whether what Judgment Debtors have done in this case 

“is permissible.”  This highlights a fundamental error in the trial 

court’s analysis: the trial court improperly conflated the legal 

issue of whether there was a transfer with the factual issue of 

whether that transfer was fraudulent.   

The trial court’s other comment about Nicolos also is 

inaccurate.  The court noted that “Westen and Lawson did not 

obtain property fraudulently and then exempt it.” (III AA02621).  

It is true that, unlike Nicolos v. Grover, Judgment Debtors did 

not obtain $1.3 million through a fraudulent transfer and then 

attempt to exempt it.  But that does not mean that Judgment 

Debtors obtained the $1.3 million by lawful means; quite to the 

contrary.  The Arbitrator found that, through nondisclosures of 

material facts or defects, Judgment Debtors induced Nagel into 

paying over $2 million for a defective house that had zero value. 

(I AA000129).   

It is black letter law in California that negligent 

misrepresentation is “a species of the tort of deceit.” (Bily v. 

Arthur Young & Co. (1992) 3 Cal.4th 370, 407; see also Clar v. 

Board of Trade of San Francisco (1958) 164 Cal.App.2d 636, 644 

[“Fraud in this state includes not only intentional 

misrepresentation, but may also consist of a negligent 

misrepresentation”]). It is also well-settled that homestead 

statutes were not meant to shield “improperly obtained” funds 
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from creditors. (Kemp v. Enemark (1924) 194 Cal. 748, 753-54 

(homesteads were never intended to be “an impregnable asylum 

in which to deposit peculations from others” or “as an immunity 

from torts and their legal consequences”); see also Baucum v. 

Texam Oil Corp. (Tex. Civ. App. 1967) 423 S.W.2d 434, 442 (“It 

has long been decided that homestead and exemption laws of this 

State were never intended to be, and cannot be, the haven of 

wrongfully obtained money or properties.”).  But, again, this does 

not go to the existence of a “transfer,” but whether the transfer 

was fraudulent.  In deciding whether Judgment Debtors acted 

with actual fraudulent intent, the jury will have to consider the 

totality of the circumstances relating to the transfers at issue, 

which will necessarily include the fact that the very funds that 

Judgment Debtors were trying to shield from Nagel were the 

funds that they wrongfully obtained from her by means of deceit. 

(I AA00372-371, 376-377). 

F. The Trial Court Erroneously Took the 

Determination of the Judgment Debtors’ 

Fraudulent Intent Away from the Jury  

As discussed in the previous sections, the trial court’s 

conclusion that the fraudulent transfer liability requires “a third-

party transferee” was erroneous.  The conversion of nonexempt to 

exempt assets with intent to put those assets out of creditors’ 

reach is a “transfer” under the Act, which might be fraudulent if 
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the trier of fact finds that the debtor acted with “actual 

fraudulent intent.” (See, e.g., In re Stern, 345 F.3d at 1048-1049; 

In re Sholdan, 217 F.3d at 1008-11; Gilchinsky, 732 A.2d at 493). 

It is black-letter law that whether the transfer “was made 

with fraudulent intent is a question of fact,” and its proof 

“consists of inferences from the circumstances surrounding the 

transfer.” (Filip, 129 Cal.App.4th at 834).  The trier of fact 

considers the “badges of fraud” set forth in California Civil Code 

section 3439.04(b), but exercises broad discretion in determining 

the debtor’s intent. (In re Ezra (B.A.P. 9th Cir. 2015) 537 B.R. 

924, 930-31) [“No single factor necessarily is determinative, and 

no minimum or maximum number of factors dictates a particular 

outcome”]).  The trier of fact “should consider all of the relevant 

circumstances surrounding the transfer.” (Id. at 931).  

Courts have recognized that in analyzing a fraudulent 

transfer scheme, a trier of fact should not look at any individual 

transaction in isolation.  Rather, a trier of fact should consider all 

transactions and activities undertaken by the debtor vis-à-vis the 

creditor, and all reasonable inferences drawn therefrom, to 

determine whether they constituted an actual fraudulent scheme. 

(See e.g., Sardis v. Frankel (2014) 978 N.Y.S.2d 135 [113 A.D.3d 

135, 143] [“The emptying of a brokerage account, the purchase of 

Florida real estate claimed as a homestead and the transfer of 

the subject apartment held in fee simple demonstrate not merely 
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a series of transactions coincidental to estate planning, as her 

affidavit intimates, but a concerted effort to place her assets 

beyond the reach of impending judgment creditors”].) 

Here, the jury would have heard evidence of a well 

planned-out, “concerted effort” to shield all of Judgment Debtors’ 

assets from Nagel – the victim of Judgment Debtors’ dishonest 

sale of a home the arbitrator concluded was worthless due to 

rampant defects. (I AA000123-24, 129).  Even the trial court in 

this case recognized, on multiple occasions, that there is a great 

deal of circumstantial evidence of the Judgment Debtor’s 

fraudulent intent that the jury must hear.  The court 

acknowledged that “this is the kind of case where circumstantial 

evidence is going to be of considerable importance.” (III 

AA01522).  The jury will have to hear “witnesses on the stand 

offering evidence” and judge Judgment Debtors’ behavior by “the 

totality of the circumstances.” (II AA01179-1180).  As the trial 

court noted, “[t]here is no substitute” for such live testimony and 

seeing how the “evidence is going to interlock at trial.” (Id.)  

Despite recognizing the need for a jury trial in this case, 

the trial court took the issue of “fraudulent intent” away from the 

jury when she dismissed the entire action for the lack of a third-

party transferee.  She essentially concluded that the transfer of 

assets from California to Texas to take advantage of Texas’ 

exemption laws, as part of a larger fraudulent scheme, was not a 
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“transfer” within the meaning of the Act regardless of whether it 

was done with actual fraudulent intent, and regardless whether 

evidence existed of other fraudulent acts extrinsic to the transfer 

itself.  Nagel respectfully requests that this honorable Court 

reverse that erroneous ruling and allow her to try her fraudulent 

transfer conspiracy case to the jury. 

 

II. 

NAGEL SHOULD HAVE BEEN GRANTED LEAVE TO 

AMEND THE FIRST AMENDED COMPLAINT 

It is an abuse of discretion for a trial court to deny plaintiff 

a leave to amend the complaint if there is “a reasonable 

possibility [she] could cure the defect with an amendment.” 

(Foundation for Taxpayer & Consumer Rights, 143 Cal. App. 4th 

at 135).  Here, Nagel’s first cause of action in the FAC for 

fraudulent transfer inadvertently omitted Judgment Debtors 

from the title of that cause of action, although it referred to 

Judgment Debtors throughout that cause of action and 

specifically referred to the transfer of nonexempt asset from 

California to Texas to purchase an exempt homestead in 

paragraph 47. (I AA00017-20).  In their Demurrer to that 

complaint, Defendants argued that the omission of Judgment 

Debtors from the title of the first cause of action rendered it 

“uncertain.”  The trial court rejected that argument, holding that 
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even if the title that cause of action “is uncertain, the substance 

of it is not” because it alleges three separate fraudulent transfers 

involving Judgment Debtors, including their purchase of a Texas 

homestead. (I AA00212). 

When the issue of a third-party transferee came up shortly 

before trial, Defendants pointed again to the absence of 

Judgment Debtors’ names in the title of the first cause of action 

for fraudulent transfer. (III AA01876-1881).  In the abundance of 

caution, Nagel brought an ex parte application for leave to amend 

the FAC to add Judgment Debtors to that cause of action.  (III 

AA01937-1954).  When the trial court ruled that the Judgment 

Debtor’s transfer of assets to Texas was not an actionable 

“transfer” because of a lack of a third-party transferee, she also 

ruled that an amendment to add Judgment Debtors to the 

fraudulent transfer cause of action would be “futile” because they 

are not third parties. (III AA02621). 

Given that this denial of a leave to amend was premised 

entirely on the trial court’s legal ruling regarding the 

requirement of a third-party transferee, if this Court concludes 

that this ruling was erroneous and should be reversed, it must 

necessarily reverse the denial of Nagel’s request for a leave to 

amend. Put differently, if this Court concludes, as it should, that 

Judgment Debtors’ transfer of assets across state lines for 

purposes of converting them from nonexempt to exempt form is a 
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“transfer” for purposes of the Act, there is more than “a 

reasonable possibility [that Nagel] could cure the defect” in the 

first cause of action in her complaint by adding Judgment 

Debtors to its title. 

III. 

THE TRIAL COURT ERRONEOUSLY GRANTED THE 

JUDGMENT DEBTORS’ MOTION IN LIMINE TO 

EXCLUDE “ANY INFORMATION” RELATING TO THEIR 

CLAIM OF HOMESTEAD  

The Judgment Debtors filed a broad motion in limine, 

which they called “MIL No. 2,” to exclude from the jury “any 

information relating to Westen and Lawson’s bankruptcy” 

including their claim of homestead (“MIL No. 2”). (III AA01219-

1231).  Nagel opposed that motion. (III AA01329-1346).  The trial 

court denied most of MIL No. 2, ruling that many aspects of 

Judgment Debtors’ bankruptcy filing, including its timing, had 

circumstantial evidentiary value and might indicate a pattern of 

misconduct. (III AA01575-1576).  However, the trial court 

appears to have “granted” part F of MIL No. 2, which sought to 

exclude any evidence of “the claim of homestead.”  (III AA01578).  

That ruling is clearly erroneous. 

First, if this Court agrees that the trial court erred on the 

issue of the “third party transferee” and Nagel proceeds to try to 

a jury her claim of a fraudulent conspiracy to shield nonexempt 
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funds in a Texas homestead, then Nagel must necessarily be 

allowed to present evidence relating to that homestead during 

that trial.  In other words, if this Court rules, as it should, that 

Judgment Debtors’ transfer of nonexempt funds into a Texas 

homestead was an actionable “transfer” and allows Nagel to 

proceed to trial on the factual issue that this transfer was part of 

a fraudulent transfer conspiracy, then the trial court’s ruling on 

part F of MIL No. 2 excluding “the claim of homestead” would be 

inconsistent with this Court’s ruling and would have to be 

reversed. 

Furthermore, regardless of whether this Court rules that 

conversion of nonexempt cash into an unlimited Texas homestead 

constituted an actionable “transfer” under the Act, Judgment 

Debtors’ attempt to use homestead as part of a larger fraudulent 

scheme is probative to the issue of Judgment Debtors’ and their 

co-conspirators’ intent to defraud Nagel. (III AA01575-1576).  The 

trial court recognized that exemptions “are designed to assist the 

honest debtor,” and it would be up to a jury to decide whether the 

exemption was “undertaken for an inappropriate reason.” (III 

AA02376). 

The trial court also recognized that the jury would need to 

consider the totality of the circumstances and Judgment Debtors’ 

entire fraudulent “asset protection” scheme.  (III AA01561-1562; 

Filip, 129 Cal.App.4th at 890). Indeed, it would be impossible to 
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tell the jury about Judgment Debtors’ three-part fraudulent 

“asset protection” scheme without describing its key component – 

an attempt to use the Texas homestead to shield $1.3 million in 

California cash assets.  And it makes little sense to allow Nagel 

to talk about Judgment Debtors’ bankruptcy, how it was filed in 

bad faith and in the wrong venue and how it was strategically 

timed (as the trial court permitted Nagel to do) without also 

allowing Nagel to talk about the Texas homestead, which was the 

main reason for transferring assets to Texas and filing for 

bankruptcy.  Also, many incriminating communications between 

co-conspirators and with “asset protection” lawyers discuss all 

three fraudulent transfers, and could not be redacted without 

losing meaning and context. (II AA00820-821, 832-834, 838-39, 

883, 886-889, 893-894).   

It appears that the trial court was concerned that the 

challenge to the homestead exemption was “actively under 

litigation in the bankruptcy case.”  (III AA01578).  The trial court 

is correct that the Bankruptcy court in Texas will be determining 

the trustee’s challenge to Judgment Debtors’ homestead 

exemption under Bankruptcy Code Section §522(o). (II AA00749-

750).  However, the Bankruptcy Court’s broadly-written Order 

Granting Motion for Relief from Automatic Stay gave Nagel 

permission to prosecute all aspects of her fraudulent transfer and 

conspiracy claims against the Defendants, including the recovery 
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of compensatory and consequential damages for that misconduct.  

(II AA00749-750).  The Order does not restrict Nagel’s ability to 

present to a jury the evidence of Judgment Debtors’ use the 

homestead exemption to shield $1.3 million in cash assets or the 

trial court’s jurisdiction to admit the evidence of such use. At the 

March 6, 2019 pretrial hearing, the court recognized that 

important distinction: “[T]he efficacy of that exemption will 

ultimately be determined by the bankruptcy court.  But the 

intent in making that transfer is something that is relevant to 

this court.” (III AA02154; see also III AA02376 [“the 

applicability” of the homestead exemption has “been retained by 

the bankruptcy court but the issue of the intent in pursuing it is 

before this Court”]). 

It is possible that the trial court did not actually mean to 

grant part F of MIL No. 2 in its entirety. Specifically, the court 

said: “[T]hat doesn’t mean necessarily that everything related to 

seeking and discussing how to handle the vesting of the property 

in Texas is inappropriate, I’m just saying that as to the claim of 

homestead as it relates to the bankruptcy, [MIL No. 1 is] 

granted.” (III AA01578).  It is possible that the trial court was 

merely trying to prevent the parties from actively litigating the 

trustee’s Section 522(o) objection in this state court proceedings.  

Given, however, that the trial court’s ruling is ambiguous and 

susceptible to more than one interpretation, and the importance 
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of the evidence of the attempted use of Texas homestead in the 

fraudulent scheme at issue, Nagel respectfully requests that this 

Court clarify that this evidence is admissible at trial to: (i) either 

prove-up Nagel’s fraudulent transfer claim or (ii) at a minimum, 

as evidence of intent to engage in a multi-part fraudulent 

conspiracy to hinder Nagel in judgment enforcement.  

 

IV. 

THE TRIAL COURT ERRONEOUSLY GRANTED THE 

JUDGMENT DEBTORS’ MOTION IN LIMINE TO 

EXCLUDE EVIDENCE PERTAINING TO THE 

AMERIPRISE ANNUITY  

The Judgment Debtors also brought a motion in limine, 

numbered MIL No. 1, to exclude all information regarding their 

Ameriprise annuity other than the fact that Nagel executed on it 

in 2014 and recovered $469,097 (“MIL No. 1”). (II AA00950-957).  

They argued that the evidence that Judgment Debtors tried to 

take advantage of Texas’ unlimited annuity exemption as part of 

their scheme to prevent Nagel from collecting on her judgment 

was “irrelevant,” “unduly time-consuming” and “confusing to the 

jury” because she ultimately succeeded in collecting $469,097 

against that asset. (II AA00955-957).  They also argued that this 

transaction was not an actionable fraudulent transfer. (II 

AA00951).  Nagel opposed MIL No. 1. (II AA01071-1080). 
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At the January 18, 2019 hearing on MIL No. 1, the trial 

court heard lengthy oral arguments by all parties and then 

denied the motion. (II AA01168-1180).  The trial court held that 

the evidence of Ameriprise annuity was relevant to “the totality 

of the circumstances” in the case.  (II AA01179-1180).  She also 

offered wise commentary on the importance of hearing evidence 

from trial witnesses and seeing “how this evidence is going to 

interlock at trial.” (Id.).  

The trial court’s reasoning and conclusion on MIL No. 1 

were one hundred percent correct. Regrettably, two months later, 

when the trial court dismissed the entire case based on the third-

party transferee ruling, the Judgment Debtor’s counsel requested 

at the conclusion of those proceedings that the trial court also 

grant their MIL No. 1 “to perfect the appeal.”  (III AA02605).  

Without any oral argument or discussion, the trial reversed her 

earlier ruling and granted MIL No. 1.  That subsequent ruling 

was erroneous and must be reversed. 

As numerous courts, including the trial court in this case, 

have repeatedly acknowledged, the alleged fraudulent transfer 

scheme must be analyzed by the jury based on the “totality of the 

circumstances,” taking into account “all relevant circumstances 

surrounding the transfer.” (In re Ezra, 537 B.R. at 930-31 

(emphasis added); II AA01179-1180; III AA01894). No individual 

transaction should be considered in isolation. The trier of fact 
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must look at all the transactions employed by Judgment Debtors 

to determine whether there was a fraudulent, “concerted effort to 

place [their] assets beyond the reach of impending judgment 

creditors.” (Sardis v. Frankel, 113 A.D.3d at 143). 

Here, the Judgment Debtor’s fraudulent scheme to hinder 

Nagel’s judgment collection efforts consisted of three main 

components, one of which was the use of Ameriprise annuities to 

put over half a million dollars out of Nagel’s reach. (I AA00024-

29).  This use of the Ameriprise annuities is integral to Nagel’s 

causes of action for Fraudulent Transfer, Civil Conspiracy and 

Aiding and Abetting the Fraudulent Transfer of Assets. (I 

AA00030-38).  This component of the fraudulent scheme was 

closely related to the homestead component because both relied 

on Judgment Debtors’ relocation to Texas and establishment of 

the Texas residence. (II AA00832-834; II AA00838-839; II 

AA00886).  Thus, Judgment Debtors’ argument that the evidence 

of Ameriprise annuities is “irrelevant” in this case does not pass 

the straight-face test.  It would be impossible for the jury to 

evaluate the alleged three-part fraudulent scheme, under the 

totality of the circumstances test, without considering all three of 

its components.  

Documents produced in discovery following the trial court’s 

crime/fraud ruling revealed numerous communications between 

Judgment Debtors, the Westen Brothers, the asset protection 
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lawyers and other professionals in which they discussed, in one 

breadth, their three-part scheme involving (i) unlimited 

homestead in Texas, (ii) Ameriprise annuities that they believed 

would provide unlimited exemption once they moved to Texas, 

and (iii) the conversion of WFG from California to Nevada LLC:  

• Tracy Westen’s May 10, 2013 email to Peter and Derek 

Westen: “Our new house is protected, I think our annuities 

are protected, the LLC is protected as much as possible …” 

(II AA00838). 

• Tracy Westen’s April 23, 2013 email to Derek Westen: “So, 

you’ve helped with the LLC, Linda’s gotten the house, we 

think our annuity is protected, so we’re in a reasonably 

good shape, considering, except for the $300K in liquid 

assets. The good thing about not trying to protect that is 

that it doesn’t look like we’re trying to hide everything …” 

(II AA00832). 

• Derek Westen’s May 12, 2013 email to accountant Jody 

Holehouse: “To protect assets, Tracy and Linda moved to 

Texas, which has strong homestead laws, and bought a 

home that will be fully protected (price, I think $1.3M). 

They have also bought an annuity which they believe is 

protected under Texas law. We have also converted Westen 

Family Group, LLC, to a Nevada LLC …” (II AA00894). 



72 

Given that Judgment Debtors and their co-conspirators 

frequently discussed all three parts of their scheme in the same 

communications, the jury could not fully evaluate that scheme 

without considering all of those communications in their entirety. 

The fact that Judgment Debtors did not ultimately succeed 

in shielding their assets through Ameriprise annuities and Nagel 

was able to execute on them in Minnesota (Nagel v. Westen 

(Minn. Ct. App. 2015) 865 N.W.2d 325) does not render this 

evidence irrelevant.  The evidence of their attempt to improperly 

use their newly-established Texas residence to shield Ameriprise 

annuities from a California creditor is highly probative to their 

fraudulent intent to engage in a fraudulent scheme.  As the trial 

court correctly stated, this goes to Judgment Debtors’ “state of 

mind”: “If they said, ‘if we all put on tinfoil hats then they’ll never 

be able to get our money,’ that tells you what they are thinking.” 

(III AA02344). Regardless of the ultimate success of this portion 

of their scheme, if their purpose in engaging in it “was to hinder, 

delay, or obstruct the judgment creditor, it is just one more fact” 

for the jury to consider. (III AA02344).  

This failed part of Judgment Debtors’ fraudulent scheme is 

also relevant to Nagel’s emotional distress damages. Nagel’s 

ultimate victory came at a great emotional cost because she was 

forced to litigate over the Ameritrade annuities in Texas and 
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Minnesota, over an extended period of time, incurring substantial 

financial expenses and emotional distress.  

The Judgment Debtor’s argument that allowing the jury to 

hear about this portion of their fraudulent scheme would be 

“time-consuming” and “confusing” (II AA00956-957) is plainly 

frivolous. The jury will hear from the percipient and various 

expert witnesses, who will assist it in understanding and 

evaluating this portion of Judgment Debtors’ scheme.  The fact 

that the presentation of this highly probative evidence may take 

some time does not justify its exclusion. (People v. Minifie (1996) 

13 Cal. 4th 1055, 1070 [presentation of evidence “at the heart” of 

the case does not constitute an “undue consumption of time”]). 

The Judgment Debtors’ other proffered arguments for 

excluding the evidence of annuities – “res judicata,” “election of 

remedies” and “no transfer” – are equally speciously.  Nagel is not 

seeking to execute on these annuities for the second time. Rather, 

Nagel is using this evidence to establish intent to defraud and the 

resultant emotional distress.  Evidence regarding fraudulent use 

of annuities is highly probative to the co-conspirators’ fraudulent 

intent regardless of whether it constituted an actionable 

“transfer” or was successful.  Accordingly, Nagel respectfully 

requests that this Court reverse the trial court’s grant of MIL No. 

1 and reinstate its original ruling denying this motion. 
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CONCLUSION  

For the foregoing reasons, appellants respectfully request 

that this Court: (1) reverse the trial court’s third-party transferee 

ruling on an oral motion for judgment on the pleadings and 

dispositive motion in limine and vacate the Judgment entered 

upon that ruling, thereby allowing this case to proceed to a trial 

by jury, (2) reverse the trial court’s denial of appellants’ motion to 

amend the first amended complaint and allow them to correct a 

clerical error and add Judgment Debtors to the first cause of 

action, and (iii) reverse the trial court’s granting of Judgment 

Debtors’ MIL No. 1 and part F of MIL No. 2 so that appellants 

can present all three key components of the fraudulent 

conspiracy to the jury. 

 

DATED: February 5, 2020  Respectfully submitted, 

     VALLE MAKOFF LLP 

 
     By:  /s/ Jeffrey B. Valle  
      Jeffrey B. Valle 
      

Attorneys for Plaintiffs and  
Appellants NICOLE NAGEL  
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United States Code Annotated
Title 11. Bankruptcy (Refs & Annos)


Chapter 1. General Provisions (Refs & Annos)


11 U.S.C.A. § 101


§ 101. Definitions


Effective: March 27, 2020
Currentness


In this title the following definitions shall apply:


(1) The term “accountant” means accountant authorized under applicable law to practice public
accounting, and includes professional accounting association, corporation, or partnership, if so
authorized.


(2) The term “affiliate” means--


(A) entity that directly or indirectly owns, controls, or holds with power to vote, 20 percent
or more of the outstanding voting securities of the debtor, other than an entity that holds such
securities--


(i) in a fiduciary or agency capacity without sole discretionary power to vote such
securities; or


(ii) solely to secure a debt, if such entity has not in fact exercised such power to vote;


(B) corporation 20 percent or more of whose outstanding voting securities are directly or
indirectly owned, controlled, or held with power to vote, by the debtor, or by an entity that
directly or indirectly owns, controls, or holds with power to vote, 20 percent or more of the
outstanding voting securities of the debtor, other than an entity that holds such securities--
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(i) in a fiduciary or agency capacity without sole discretionary power to vote such
securities; or


(ii) solely to secure a debt, if such entity has not in fact exercised such power to vote;


(C) person whose business is operated under a lease or operating agreement by a debtor, or
person substantially all of whose property is operated under an operating agreement with the
debtor; or


(D) entity that operates the business or substantially all of the property of the debtor under
a lease or operating agreement.


(3) The term “assisted person” means any person whose debts consist primarily of consumer
debts and the value of whose nonexempt property is less than $150,000 1 .


(4) The term “attorney” means attorney, professional law association, corporation, or
partnership, authorized under applicable law to practice law.


(4A) The term “bankruptcy assistance” means any goods or services sold or otherwise provided
to an assisted person with the express or implied purpose of providing information, advice,
counsel, document preparation, or filing, or attendance at a creditors' meeting or appearing in a
case or proceeding on behalf of another or providing legal representation with respect to a case
or proceeding under this title.


(5) The term “claim” means--


(A) right to payment, whether or not such right is reduced to judgment, liquidated,
unliquidated, fixed, contingent, matured, unmatured, disputed, undisputed, legal, equitable,
secured, or unsecured; or
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(B) right to an equitable remedy for breach of performance if such breach gives rise to a right
to payment, whether or not such right to an equitable remedy is reduced to judgment, fixed,
contingent, matured, unmatured, disputed, undisputed, secured, or unsecured.


(6) The term “commodity broker” means futures commission merchant, foreign futures
commission merchant, clearing organization, leverage transaction merchant, or commodity
options dealer, as defined in section 761 of this title, with respect to which there is a customer,
as defined in section 761 of this title.


(7) The term “community claim” means claim that arose before the commencement of the case
concerning the debtor for which property of the kind specified in section 541(a)(2) of this title
is liable, whether or not there is any such property at the time of the commencement of the case.


(7A) The term “commercial fishing operation” means--


(A) the catching or harvesting of fish, shrimp, lobsters, urchins, seaweed, shellfish, or other
aquatic species or products of such species; or


(B) for purposes of section 109 and chapter 12, aquaculture activities consisting of raising
for market any species or product described in subparagraph (A).


(7B) The term “commercial fishing vessel” means a vessel used by a family fisherman to carry
out a commercial fishing operation.


(8) The term “consumer debt” means debt incurred by an individual primarily for a personal,
family, or household purpose.


(9) The term “corporation”--


(A) includes--
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(i) association having a power or privilege that a private corporation, but not an individual
or a partnership, possesses;


(ii) partnership association organized under a law that makes only the capital subscribed
responsible for the debts of such association;


(iii) joint-stock company;


(iv) unincorporated company or association; or


(v) business trust; but


(B) does not include limited partnership.


(10) The term “creditor” means--


(A) entity that has a claim against the debtor that arose at the time of or before the order for
relief concerning the debtor;


(B) entity that has a claim against the estate of a kind specified in section 348(d), 502(f),
502(g), 502(h) or 502(i) of this title; or


(C) entity that has a community claim.


(10A) The term “current monthly income”--


(A) means the average monthly income from all sources that the debtor receives (or in a joint
case the debtor and the debtor's spouse receive) without regard to whether such income is
taxable income, derived during the 6-month period ending on--
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(i) the last day of the calendar month immediately preceding the date of the commencement
of the case if the debtor files the schedule of current income required by section 521(a)
(1)(B)(ii); or


(ii) the date on which current income is determined by the court for purposes of this title
if the debtor does not file the schedule of current income required by section 521(a)(1)
(B)(ii); and


(B)(i) includes any amount paid by any entity other than the debtor (or in a joint case the
debtor and the debtor's spouse), on a regular basis for the household expenses of the debtor or
the debtor's dependents (and in a joint case the debtor's spouse if not otherwise a dependent);
and


(ii) excludes--


(I) benefits received under the Social Security Act (42 U.S.C. 301 et seq.);


(II) payments to victims of war crimes or crimes against humanity on account of their
status as victims of such crimes;


(III) payments to victims of international terrorism or domestic terrorism, as those terms
are defined in section 2331 of title 18, on account of their status as victims of such terrorism;


(IV) any monthly compensation, pension, pay, annuity, or allowance paid under title 10,
37, or 38 in connection with a disability, combat-related injury or disability, or death
of a member of the uniformed services, except that any retired pay excluded under this
subclause shall include retired pay paid under chapter 61 of title 10 only to the extent that
such retired pay exceeds the amount of retired pay to which the debtor would otherwise be
entitled if retired under any provision of title 10 other than chapter 61 of that title; and


(V) Payments made under Federal law relating to the national emergency declared by the
President under the National Emergencies Act (50 U.S.C. 1601 et seq.) with respect to the
coronavirus disease 2019 (COVID-19).
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(11) The term “custodian” means--


(A) receiver or trustee of any of the property of the debtor, appointed in a case or proceeding
not under this title;


(B) assignee under a general assignment for the benefit of the debtor's creditors; or


(C) trustee, receiver, or agent under applicable law, or under a contract, that is appointed or
authorized to take charge of property of the debtor for the purpose of enforcing a lien against
such property, or for the purpose of general administration of such property for the benefit
of the debtor's creditors.


(12) The term “debt” means liability on a claim.


(12A) The term “debt relief agency” means any person who provides any bankruptcy assistance
to an assisted person in return for the payment of money or other valuable consideration, or who
is a bankruptcy petition preparer under section 110, but does not include--


(A) any person who is an officer, director, employee, or agent of a person who provides such
assistance or of the bankruptcy petition preparer;


(B) a nonprofit organization that is exempt from taxation under section 501(c)(3) of the
Internal Revenue Code of 1986;


(C) a creditor of such assisted person, to the extent that the creditor is assisting such assisted
person to restructure any debt owed by such assisted person to the creditor;


(D) a depository institution (as defined in section 3 of the Federal Deposit Insurance Act)
or any Federal credit union or State credit union (as those terms are defined in section 101
of the Federal Credit Union Act), or any affiliate or subsidiary of such depository institution
or credit union; or
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(E) an author, publisher, distributor, or seller of works subject to copyright protection under
title 17, when acting in such capacity.


(13) The term “debtor” means person or municipality concerning which a case under this title
has been commenced.


(13A) The term “debtor's principal residence”--


(A) means a residential structure if used as the principal residence by the debtor, including
incidental property, without regard to whether that structure is attached to real property; and


(B) includes an individual condominium or cooperative unit, a mobile or manufactured home,
or trailer if used as the principal residence by the debtor.


(14) The term “disinterested person” means a person that--


(A) is not a creditor, an equity security holder, or an insider;


(B) is not and was not, within 2 years before the date of the filing of the petition, a director,
officer, or employee of the debtor; and


(C) does not have an interest materially adverse to the interest of the estate or of any class
of creditors or equity security holders, by reason of any direct or indirect relationship to,
connection with, or interest in, the debtor, or for any other reason.


(14A) The term “domestic support obligation” means a debt that accrues before, on, or after
the date of the order for relief in a case under this title, including interest that accrues on that
debt as provided under applicable nonbankruptcy law notwithstanding any other provision of
this title, that is--


(A) owed to or recoverable by--
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(i) a spouse, former spouse, or child of the debtor or such child's parent, legal guardian,
or responsible relative; or


(ii) a governmental unit;


(B) in the nature of alimony, maintenance, or support (including assistance provided by a
governmental unit) of such spouse, former spouse, or child of the debtor or such child's parent,
without regard to whether such debt is expressly so designated;


(C) established or subject to establishment before, on, or after the date of the order for relief
in a case under this title, by reason of applicable provisions of--


(i) a separation agreement, divorce decree, or property settlement agreement;


(ii) an order of a court of record; or


(iii) a determination made in accordance with applicable nonbankruptcy law by a
governmental unit; and


(D) not assigned to a nongovernmental entity, unless that obligation is assigned voluntarily
by the spouse, former spouse, child of the debtor, or such child's parent, legal guardian, or
responsible relative for the purpose of collecting the debt.


(15) The term “entity” includes person, estate, trust, governmental unit, and United States
trustee.


(16) The term “equity security” means--


(A) share in a corporation, whether or not transferable or denominated “stock”, or similar
security;
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(B) interest of a limited partner in a limited partnership; or


(C) warrant or right, other than a right to convert, to purchase, sell, or subscribe to a share,
security, or interest of a kind specified in subparagraph (A) or (B) of this paragraph.


(17) The term “equity security holder” means holder of an equity security of the debtor.


(18) The term “family farmer” means--


(A) individual or individual and spouse engaged in a farming operation whose aggregate debts
do not exceed $10,000,000 and not less than 50 percent of whose aggregate noncontingent,
liquidated debts (excluding a debt for the principal residence of such individual or such
individual and spouse unless such debt arises out of a farming operation), on the date the
case is filed, arise out of a farming operation owned or operated by such individual or such
individual and spouse, and such individual or such individual and spouse receive from such
farming operation more than 50 percent of such individual's or such individual and spouse's
gross income for--


(i) the taxable year preceding; or


(ii) each of the 2d and 3d taxable years preceding;


the taxable year in which the case concerning such individual or such individual and
spouse was filed; or


(B) corporation or partnership in which more than 50 percent of the outstanding stock or
equity is held by one family, or by one family and the relatives of the members of such family,
and such family or such relatives conduct the farming operation, and


(i) more than 80 percent of the value of its assets consists of assets related to the farming
operation;
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(ii) its aggregate debts do not exceed $10,000,000 and not less than 50 percent of its
aggregate noncontingent, liquidated debts (excluding a debt for one dwelling which is
owned by such corporation or partnership and which a shareholder or partner maintains
as a principal residence, unless such debt arises out of a farming operation), on the date
the case is filed, arise out of the farming operation owned or operated by such corporation
or such partnership; and


(iii) if such corporation issues stock, such stock is not publicly traded.


(19) The term “family farmer with regular annual income” means family farmer whose annual
income is sufficiently stable and regular to enable such family farmer to make payments under
a plan under chapter 12 of this title.


(19A) The term “family fisherman” means--


(A) an individual or individual and spouse engaged in a commercial fishing operation--


(i) whose aggregate debts do not exceed $1,500,000 1  and not less than 80 percent of whose
aggregate noncontingent, liquidated debts (excluding a debt for the principal residence of
such individual or such individual and spouse, unless such debt arises out of a commercial
fishing operation), on the date the case is filed, arise out of a commercial fishing operation
owned or operated by such individual or such individual and spouse; and


(ii) who receive from such commercial fishing operation more than 50 percent of such
individual's or such individual's and spouse's gross income for the taxable year preceding
the taxable year in which the case concerning such individual or such individual and spouse
was filed; or


(B) a corporation or partnership--


(i) in which more than 50 percent of the outstanding stock or equity is held by--
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(I) 1 family that conducts the commercial fishing operation; or


(II) 1 family and the relatives of the members of such family, and such family or such
relatives conduct the commercial fishing operation; and


(ii)(I) more than 80 percent of the value of its assets consists of assets related to the
commercial fishing operation;


(II) its aggregate debts do not exceed $1,500,000 1  and not less than 80 percent of its
aggregate noncontingent, liquidated debts (excluding a debt for 1 dwelling which is owned
by such corporation or partnership and which a shareholder or partner maintains as a
principal residence, unless such debt arises out of a commercial fishing operation), on the
date the case is filed, arise out of a commercial fishing operation owned or operated by
such corporation or such partnership; and


(III) if such corporation issues stock, such stock is not publicly traded.


(19B) The term “family fisherman with regular annual income” means a family fisherman
whose annual income is sufficiently stable and regular to enable such family fisherman to make
payments under a plan under chapter 12 of this title.


(20) The term “farmer” means (except when such term appears in the term “family farmer”)
person that received more than 80 percent of such person's gross income during the taxable year
of such person immediately preceding the taxable year of such person during which the case
under this title concerning such person was commenced from a farming operation owned or
operated by such person.


(21) The term “farming operation” includes farming, tillage of the soil, dairy farming, ranching,
production or raising of crops, poultry, or livestock, and production of poultry or livestock
products in an unmanufactured state.


(21A) The term “farmout agreement” means a written agreement in which--
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(A) the owner of a right to drill, produce, or operate liquid or gaseous hydrocarbons on
property agrees or has agreed to transfer or assign all or a part of such right to another entity;
and


(B) such other entity (either directly or through its agents or its assigns), as consideration,
agrees to perform drilling, reworking, recompleting, testing, or similar or related operations,
to develop or produce liquid or gaseous hydrocarbons on the property.


(21B) The term “Federal depository institutions regulatory agency” means--


(A) with respect to an insured depository institution (as defined in section 3(c)(2) of the
Federal Deposit Insurance Act) for which no conservator or receiver has been appointed, the
appropriate Federal banking agency (as defined in section 3(q) of such Act);


(B) with respect to an insured credit union (including an insured credit union for which the
National Credit Union Administration has been appointed conservator or liquidating agent),
the National Credit Union Administration;


(C) with respect to any insured depository institution for which the Resolution Trust
Corporation has been appointed conservator or receiver, the Resolution Trust Corporation;
and


(D) with respect to any insured depository institution for which the Federal Deposit Insurance
Corporation has been appointed conservator or receiver, the Federal Deposit Insurance
Corporation.


(22) The term “financial institution” means--


(A) a Federal reserve bank, or an entity that is a commercial or savings bank, industrial
savings bank, savings and loan association, trust company, federally-insured credit union, or
receiver, liquidating agent, or conservator for such entity and, when any such Federal reserve
bank, receiver, liquidating agent, conservator or entity is acting as agent or custodian for
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a customer (whether or not a “customer”, as defined in section 741) in connection with a
securities contract (as defined in section 741) such customer; or


(B) in connection with a securities contract (as defined in section 741) an investment company
registered under the Investment Company Act of 1940.


(22A) The term “financial participant” means--


(A) an entity that, at the time it enters into a securities contract, commodity contract, swap
agreement, repurchase agreement, or forward contract, or at the time of the date of the filing
of the petition, has one or more agreements or transactions described in paragraph (1), (2),
(3), (4), (5), or (6) of section 561(a) with the debtor or any other entity (other than an affiliate)
of a total gross dollar value of not less than $1,000,000,000 in notional or actual principal
amount outstanding (aggregated across counterparties) at such time or on any day during the
15-month period preceding the date of the filing of the petition, or has gross mark-to-market
positions of not less than $100,000,000 (aggregated across counterparties) in one or more
such agreements or transactions with the debtor or any other entity (other than an affiliate)
at such time or on any day during the 15-month period preceding the date of the filing of
the petition; or


(B) a clearing organization (as defined in section 402 of the Federal Deposit Insurance
Corporation Improvement Act of 1991).


(23) The term “foreign proceeding” means a collective judicial or administrative proceeding
in a foreign country, including an interim proceeding, under a law relating to insolvency or
adjustment of debt in which proceeding the assets and affairs of the debtor are subject to control
or supervision by a foreign court, for the purpose of reorganization or liquidation.


(24) The term “foreign representative” means a person or body, including a person or
body appointed on an interim basis, authorized in a foreign proceeding to administer the
reorganization or the liquidation of the debtor's assets or affairs or to act as a representative of
such foreign proceeding.


(25) The term “forward contract” means--
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(A) a contract (other than a commodity contract, as defined in section 761) for the purchase,
sale, or transfer of a commodity, as defined in section 761(8) of this title, or any similar
good, article, service, right, or interest which is presently or in the future becomes the
subject of dealing in the forward contract trade, or product or byproduct thereof, with a
maturity date more than two days after the date the contract is entered into, including, but not
limited to, a repurchase or reverse repurchase transaction (whether or not such repurchase
or reverse repurchase transaction is a “repurchase agreement”, as defined in this section) 2


consignment, lease, swap, hedge transaction, deposit, loan, option, allocated transaction,
unallocated transaction, or any other similar agreement;


(B) any combination of agreements or transactions referred to in subparagraphs (A) and (C);


(C) any option to enter into an agreement or transaction referred to in subparagraph (A) or (B);


(D) a master agreement that provides for an agreement or transaction referred to in
subparagraph (A), (B), or (C), together with all supplements to any such master agreement,
without regard to whether such master agreement provides for an agreement or transaction
that is not a forward contract under this paragraph, except that such master agreement shall be
considered to be a forward contract under this paragraph only with respect to each agreement
or transaction under such master agreement that is referred to in subparagraph (A), (B), or
(C); or


(E) any security agreement or arrangement, or other credit enhancement related to any
agreement or transaction referred to in subparagraph (A), (B), (C), or (D), including any
guarantee or reimbursement obligation by or to a forward contract merchant or financial
participant in connection with any agreement or transaction referred to in any such
subparagraph, but not to exceed the damages in connection with any such agreement or
transaction, measured in accordance with section 562.


(26) The term “forward contract merchant” means a Federal reserve bank, or an entity the
business of which consists in whole or in part of entering into forward contracts as or with
merchants in a commodity (as defined in section 761) or any similar good, article, service, right,
or interest which is presently or in the future becomes the subject of dealing in the forward
contract trade.
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(27) The term “governmental unit” means United States; State; Commonwealth; District;
Territory; municipality; foreign state; department, agency, or instrumentality of the United States
(but not a United States trustee while serving as a trustee in a case under this title), a State, a
Commonwealth, a District, a Territory, a municipality, or a foreign state; or other foreign or
domestic government.


(27A) The term “health care business”--


(A) means any public or private entity (without regard to whether that entity is organized for
profit or not for profit) that is primarily engaged in offering to the general public facilities
and services for--


(i) the diagnosis or treatment of injury, deformity, or disease; and


(ii) surgical, drug treatment, psychiatric, or obstetric care; and


(B) includes--


(i) any--


(I) general or specialized hospital;


(II) ancillary ambulatory, emergency, or surgical treatment facility;


(III) hospice;


(IV) home health agency; and


(V) other health care institution that is similar to an entity referred to in subclause (I),
(II), (III), or (IV); and
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(ii) any long-term care facility, including any--


(I) skilled nursing facility;


(II) intermediate care facility;


(III) assisted living facility;


(IV) home for the aged;


(V) domiciliary care facility; and


(VI) health care institution that is related to a facility referred to in subclause (I), (II),
(III), (IV), or (V), if that institution is primarily engaged in offering room, board, laundry,
or personal assistance with activities of daily living and incidentals to activities of daily
living.


(27B) The term “incidental property” means, with respect to a debtor's principal residence--


(A) property commonly conveyed with a principal residence in the area where the real
property is located;


(B) all easements, rights, appurtenances, fixtures, rents, royalties, mineral rights, oil or gas
rights or profits, water rights, escrow funds, or insurance proceeds; and


(C) all replacements or additions.


(28) The term “indenture” means mortgage, deed of trust, or indenture, under which there is
outstanding a security, other than a voting-trust certificate, constituting a claim against the
debtor, a claim secured by a lien on any of the debtor's property, or an equity security of the
debtor.







§ 101. Definitions, 11 USCA § 101


 © 2020 Thomson Reuters. No claim to original U.S. Government Works. 17


(29) The term “indenture trustee” means trustee under an indenture.


(30) The term “individual with regular income” means individual whose income is sufficiently
stable and regular to enable such individual to make payments under a plan under chapter 13 of
this title, other than a stockbroker or a commodity broker.


(31) The term “insider” includes--


(A) if the debtor is an individual--


(i) relative of the debtor or of a general partner of the debtor;


(ii) partnership in which the debtor is a general partner;


(iii) general partner of the debtor; or


(iv) corporation of which the debtor is a director, officer, or person in control;


(B) if the debtor is a corporation--


(i) director of the debtor;


(ii) officer of the debtor;


(iii) person in control of the debtor;


(iv) partnership in which the debtor is a general partner;
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(v) general partner of the debtor; or


(vi) relative of a general partner, director, officer, or person in control of the debtor;


(C) if the debtor is a partnership--


(i) general partner in the debtor;


(ii) relative of a general partner in, general partner of, or person in control of the debtor;


(iii) partnership in which the debtor is a general partner;


(iv) general partner of the debtor; or


(v) person in control of the debtor;


(D) if the debtor is a municipality, elected official of the debtor or relative of an elected official
of the debtor;


(E) affiliate, or insider of an affiliate as if such affiliate were the debtor; and


(F) managing agent of the debtor.


(32) The term “insolvent” means--


(A) with reference to an entity other than a partnership and a municipality, financial condition
such that the sum of such entity's debts is greater than all of such entity's property, at a fair
valuation, exclusive of--
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(i) property transferred, concealed, or removed with intent to hinder, delay, or defraud such
entity's creditors; and


(ii) property that may be exempted from property of the estate under section 522 of this title;


(B) with reference to a partnership, financial condition such that the sum of such partnership's
debts is greater than the aggregate of, at a fair valuation--


(i) all of such partnership's property, exclusive of property of the kind specified in
subparagraph (A)(i) of this paragraph; and


(ii) the sum of the excess of the value of each general partner's nonpartnership property,
exclusive of property of the kind specified in subparagraph (A) of this paragraph, over such
partner's nonpartnership debts; and


(C) with reference to a municipality, financial condition such that the municipality is--


(i) generally not paying its debts as they become due unless such debts are the subject of
a bona fide dispute; or


(ii) unable to pay its debts as they become due.


(33) The term “institution-affiliated party”--


(A) with respect to an insured depository institution (as defined in section 3(c)(2) of the
Federal Deposit Insurance Act), has the meaning given it in section 3(u) of the Federal Deposit
Insurance Act; and


(B) with respect to an insured credit union, has the meaning given it in section 206(r) of the
Federal Credit Union Act.
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(34) The term “insured credit union” has the meaning given it in section 101(7) of the Federal
Credit Union Act.


(35) The term “insured depository institution”--


(A) has the meaning given it in section 3(c)(2) of the Federal Deposit Insurance Act; and


(B) includes an insured credit union (except in the case of paragraphs (21B) and (33)(A) of
this subsection).


(35A) The term “intellectual property” means--


(A) trade secret;


(B) invention, process, design, or plant protected under title 35;


(C) patent application;


(D) plant variety;


(E) work of authorship protected under title 17; or


(F) mask work protected under chapter 9 of title 17;


to the extent protected by applicable nonbankruptcy law.


(36) The term “judicial lien” means lien obtained by judgment, levy, sequestration, or other
legal or equitable process or proceeding.
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(37) The term “lien” means charge against or interest in property to secure payment of a debt
or performance of an obligation.


(38) The term “margin payment” means, for purposes of the forward contract provisions of
this title, payment or deposit of cash, a security or other property, that is commonly known in
the forward contract trade as original margin, initial margin, maintenance margin, or variation
margin, including mark-to-market payments, or variation payments.


(38A) The term “master netting agreement”--


(A) means an agreement providing for the exercise of rights, including rights of netting, setoff,
liquidation, termination, acceleration, or close out, under or in connection with one or more
contracts that are described in any one or more of paragraphs (1) through (5) of section 561(a),
or any security agreement or arrangement or other credit enhancement related to one or more
of the foregoing, including any guarantee or reimbursement obligation related to 1 or more
of the foregoing; and


(B) if the agreement contains provisions relating to agreements or transactions that are not
contracts described in paragraphs (1) through (5) of section 561(a), shall be deemed to be
a master netting agreement only with respect to those agreements or transactions that are
described in any one or more of paragraphs (1) through (5) of section 561(a).


(38B) The term “master netting agreement participant” means an entity that, at any time before
the date of the filing of the petition, is a party to an outstanding master netting agreement with
the debtor.


(39) The term “mask work” has the meaning given it in section 901(a)(2) of title 17.


(39A) The term “median family income” means for any year--


(A) the median family income both calculated and reported by the Bureau of the Census in
the then most recent year; and
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(B) if not so calculated and reported in the then current year, adjusted annually after such
most recent year until the next year in which median family income is both calculated and
reported by the Bureau of the Census, to reflect the percentage change in the Consumer Price
Index for All Urban Consumers during the period of years occurring after such most recent
year and before such current year.


(40) The term “municipality” means political subdivision or public agency or instrumentality
of a State.


(40A) The term “patient” means any individual who obtains or receives services from a health
care business.


(40B) The term “patient records” means any record relating to a patient, including a written
document or a record recorded in a magnetic, optical, or other form of electronic medium.


(41) The term “person” includes individual, partnership, and corporation, but does not include
governmental unit, except that a governmental unit that--


(A) acquires an asset from a person--


(i) as a result of the operation of a loan guarantee agreement; or


(ii) as receiver or liquidating agent of a person;


(B) is a guarantor of a pension benefit payable by or on behalf of the debtor or an affiliate
of the debtor; or


(C) is the legal or beneficial owner of an asset of--


(i) an employee pension benefit plan that is a governmental plan, as defined in section
414(d) of the Internal Revenue Code of 1986; or
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(ii) an eligible deferred compensation plan, as defined in section 457(b) of the Internal
Revenue Code of 1986;


shall be considered, for purposes of section 1102 of this title, to be a person with respect
to such asset or such benefit.


(41A) The term “personally identifiable information” means--


(A) if provided by an individual to the debtor in connection with obtaining a product or a
service from the debtor primarily for personal, family, or household purposes--


(i) the first name (or initial) and last name of such individual, whether given at birth or
time of adoption, or resulting from a lawful change of name;


(ii) the geographical address of a physical place of residence of such individual;


(iii) an electronic address (including an e-mail address) of such individual;


(iv) a telephone number dedicated to contacting such individual at such physical place of
residence;


(v) a social security account number issued to such individual; or


(vi) the account number of a credit card issued to such individual; or


(B) if identified in connection with 1 or more of the items of information specified in
subparagraph (A)--


(i) a birth date, the number of a certificate of birth or adoption, or a place of birth; or
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(ii) any other information concerning an identified individual that, if disclosed, will result
in contacting or identifying such individual physically or electronically.


(42) The term “petition” means petition filed under section 301, 302, 303 and 3 1504 of this title,
as the case may be, commencing a case under this title.


(42A) The term “production payment” means a term overriding royalty satisfiable in cash or
in kind--


(A) contingent on the production of a liquid or gaseous hydrocarbon from particular real
property; and


(B) from a specified volume, or a specified value, from the liquid or gaseous hydrocarbon
produced from such property, and determined without regard to production costs.


(43) The term “purchaser” means transferee of a voluntary transfer, and includes immediate or
mediate transferee of such a transferee.


(44) The term “railroad” means common carrier by railroad engaged in the transportation of
individuals or property or owner of trackage facilities leased by such a common carrier.


(45) The term “relative” means individual related by affinity or consanguinity within the third
degree as determined by the common law, or individual in a step or adoptive relationship within
such third degree.


(46) The term “repo participant” means an entity that, at any time before the filing of the petition,
has an outstanding repurchase agreement with the debtor.


(47) The term “repurchase agreement” (which definition also applies to a reverse repurchase
agreement)--


(A) means--
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(i) an agreement, including related terms, which provides for the transfer of one or
more certificates of deposit, mortgage related securities (as defined in section 3 of the
Securities Exchange Act of 1934), mortgage loans, interests in mortgage related securities
or mortgage loans, eligible bankers' acceptances, qualified foreign government securities
(defined as a security that is a direct obligation of, or that is fully guaranteed by, the
central government of a member of the Organization for Economic Cooperation and
Development), or securities that are direct obligations of, or that are fully guaranteed by,
the United States or any agency of the United States against the transfer of funds by the
transferee of such certificates of deposit, eligible bankers' acceptances, securities, mortgage
loans, or interests, with a simultaneous agreement by such transferee to transfer to the
transferor thereof certificates of deposit, eligible bankers' acceptance, securities, mortgage
loans, or interests of the kind described in this clause, at a date certain not later than 1 year
after such transfer or on demand, against the transfer of funds;


(ii) any combination of agreements or transactions referred to in clauses (i) and (iii);


(iii) an option to enter into an agreement or transaction referred to in clause (i) or (ii);


(iv) a master agreement that provides for an agreement or transaction referred to in clause
(i), (ii), or (iii), together with all supplements to any such master agreement, without regard
to whether such master agreement provides for an agreement or transaction that is not a
repurchase agreement under this paragraph, except that such master agreement shall be
considered to be a repurchase agreement under this paragraph only with respect to each
agreement or transaction under the master agreement that is referred to in clause (i), (ii),
or (iii); or


(v) any security agreement or arrangement or other credit enhancement related to any
agreement or transaction referred to in clause (i), (ii), (iii), or (iv), including any guarantee
or reimbursement obligation by or to a repo participant or financial participant in
connection with any agreement or transaction referred to in any such clause, but not to
exceed the damages in connection with any such agreement or transaction, measured in
accordance with section 562 of this title; and


(B) does not include a repurchase obligation under a participation in a commercial mortgage
loan.
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(48) The term “securities clearing agency” means person that is registered as a clearing agency
under section 17A of the Securities Exchange Act of 1934, or exempt from such registration
under such section pursuant to an order of the Securities and Exchange Commission, or whose
business is confined to the performance of functions of a clearing agency with respect to
exempted securities, as defined in section 3(a)(12) of such Act for the purposes of such section
17A.


(48A) The term “securities self regulatory organization” means either a securities association
registered with the Securities and Exchange Commission under section 15A of the Securities
Exchange Act of 1934 or a national securities exchange registered with the Securities and
Exchange Commission under section 6 of the Securities Exchange Act of 1934.


(49) The term “security”--


(A) includes--


(i) note;


(ii) stock;


(iii) treasury stock;


(iv) bond;


(v) debenture;


(vi) collateral trust certificate;


(vii) pre-organization certificate or subscription;
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(viii) transferable share;


(ix) voting-trust certificate;


(x) certificate of deposit;


(xi) certificate of deposit for security;


(xii) investment contract or certificate of interest or participation in a profit-sharing
agreement or in an oil, gas, or mineral royalty or lease, if such contract or interest is
required to be the subject of a registration statement filed with the Securities and Exchange
Commission under the provisions of the Securities Act of 1933, or is exempt under section
3(b) of such Act from the requirement to file such a statement;


(xiii) interest of a limited partner in a limited partnership;


(xiv) other claim or interest commonly known as “security”; and


(xv) certificate of interest or participation in, temporary or interim certificate for, receipt
for, or warrant or right to subscribe to or purchase or sell, a security; but


(B) does not include--


(i) currency, check, draft, bill of exchange, or bank letter of credit;


(ii) leverage transaction, as defined in section 761 of this title;


(iii) commodity futures contract or forward contract;
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(iv) option, warrant, or right to subscribe to or purchase or sell a commodity futures
contract;


(v) option to purchase or sell a commodity;


(vi) contract or certificate of a kind specified in subparagraph (A)(xii) of this paragraph
that is not required to be the subject of a registration statement filed with the Securities and
Exchange Commission and is not exempt under section 3(b) of the Securities Act of 1933
from the requirement to file such a statement; or


(vii) debt or evidence of indebtedness for goods sold and delivered or services rendered.


(50) The term “security agreement” means agreement that creates or provides for a security
interest.


(51) The term “security interest” means lien created by an agreement.


(51A) The term “settlement payment” means, for purposes of the forward contract provisions of
this title, a preliminary settlement payment, a partial settlement payment, an interim settlement
payment, a settlement payment on account, a final settlement payment, a net settlement payment,
or any other similar payment commonly used in the forward contract trade.


(51B) The term “single asset real estate” means real property constituting a single property or
project, other than residential real property with fewer than 4 residential units, which generates
substantially all of the gross income of a debtor who is not a family farmer and on which no
substantial business is being conducted by a debtor other than the business of operating the real
property and activities incidental thereto.


(51C) The term “small business case” means a case filed under chapter 11 of this title in which
the debtor is a small business debtor and has not elected that subchapter V of chapter 11 of this
title shall apply.


(51D) The term “small business debtor”--
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(A) subject to subparagraph (B), means a person engaged in commercial or business activities
(including any affiliate of such person that is also a debtor under this title and excluding
a person whose primary activity is the business of owning single asset real estate) that has
aggregate noncontingent liquidated secured and unsecured debts as of the date of the filing
of the petition or the date of the order for relief in an amount not more than $2,000,000 1


(excluding debts owed to 1 or more affiliates or insiders) not less than 50 percent of which
arose from the commercial or business activities of the debtor; and


(B) does not include--


(i) any member of a group of affiliated debtors that has aggregate noncontingent liquidated
secured and unsecured debts in an amount greater than $2,000,000 1  (excluding debt owed
to 1 or more affiliates or insiders);


(ii) any debtor that is a corporation subject to the reporting requirements under section 13
or 15(d) of the Securities Exchange Act of 1934 (15 U.S.C. 78m, 78o(d)); or


(iii) any debtor that is an affiliate of an issuer (as defined in section 3 of the Securities
Exchange Act of 1934 (15 U.S.C. 78c)).


(52) The term “State” includes the District of Columbia and Puerto Rico, except for the purpose
of defining who may be a debtor under chapter 9 of this title.


(53) The term “statutory lien” means lien arising solely by force of a statute on specified
circumstances or conditions, or lien of distress for rent, whether or not statutory, but does not
include security interest or judicial lien, whether or not such interest or lien is provided by or is
dependent on a statute and whether or not such interest or lien is made fully effective by statute.


(53A) The term “stockbroker” means person--


(A) with respect to which there is a customer, as defined in section 741 of this title; and
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(B) that is engaged in the business of effecting transactions in securities--


(i) for the account of others; or


(ii) with members of the general public, from or for such person's own account.


(53B) The term “swap agreement”--


(A) means--


(i) any agreement, including the terms and conditions incorporated by reference in such
agreement, which is--


(I) an interest rate swap, option, future, or forward agreement, including a rate floor, rate
cap, rate collar, cross-currency rate swap, and basis swap;


(II) a spot, same day-tomorrow, tomorrow-next, forward, or other foreign exchange,
precious metals, or other commodity agreement;


(III) a currency swap, option, future, or forward agreement;


(IV) an equity index or equity swap, option, future, or forward agreement;


(V) a debt index or debt swap, option, future, or forward agreement;


(VI) a total return, credit spread or credit swap, option, future, or forward agreement;


(VII) a commodity index or a commodity swap, option, future, or forward agreement;
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(VIII) a weather swap, option, future, or forward agreement;


(IX) an emissions swap, option, future, or forward agreement; or


(X) an inflation swap, option, future, or forward agreement;


(ii) any agreement or transaction that is similar to any other agreement or transaction
referred to in this paragraph and that--


(I) is of a type that has been, is presently, or in the future becomes, the subject of recurrent
dealings in the swap or other derivatives markets (including terms and conditions
incorporated by reference therein); and


(II) is a forward, swap, future, option, or spot transaction on one or more rates,
currencies, commodities, equity securities, or other equity instruments, debt securities
or other debt instruments, quantitative measures associated with an occurrence, extent
of an occurrence, or contingency associated with a financial, commercial, or economic
consequence, or economic or financial indices or measures of economic or financial risk
or value;


(iii) any combination of agreements or transactions referred to in this subparagraph;


(iv) any option to enter into an agreement or transaction referred to in this subparagraph;


(v) a master agreement that provides for an agreement or transaction referred to in clause (i),
(ii), (iii), or (iv), together with all supplements to any such master agreement, and without
regard to whether the master agreement contains an agreement or transaction that is not a
swap agreement under this paragraph, except that the master agreement shall be considered
to be a swap agreement under this paragraph only with respect to each agreement or
transaction under the master agreement that is referred to in clause (i), (ii), (iii), or (iv); or


(vi) any security agreement or arrangement or other credit enhancement related to any
agreements or transactions referred to in clause (i) through (v), including any guarantee or
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reimbursement obligation by or to a swap participant or financial participant in connection
with any agreement or transaction referred to in any such clause, but not to exceed the
damages in connection with any such agreement or transaction, measured in accordance
with section 562; and


(B) is applicable for purposes of this title only, and shall not be construed or applied so as
to challenge or affect the characterization, definition, or treatment of any swap agreement
under any other statute, regulation, or rule, including the Gramm-Leach-Bliley Act, the Legal
Certainty for Bank Products Act of 2000, the securities laws (as such term is defined in section
3(a)(47) of the Securities Exchange Act of 1934) and the Commodity Exchange Act.


(53C) The term “swap participant” means an entity that, at any time before the filing of the
petition, has an outstanding swap agreement with the debtor.


(56A) 4  The term “term overriding royalty” means an interest in liquid or gaseous hydrocarbons
in place or to be produced from particular real property that entitles the owner thereof to a share
of production, or the value thereof, for a term limited by time, quantity, or value realized.


(53D) The term “timeshare plan” means and shall include that interest purchased in any
arrangement, plan, scheme, or similar device, but not including exchange programs, whether by
membership, agreement, tenancy in common, sale, lease, deed, rental agreement, license, right
to use agreement, or by any other means, whereby a purchaser, in exchange for consideration,
receives a right to use accommodations, facilities, or recreational sites, whether improved or
unimproved, for a specific period of time less than a full year during any given year, but not
necessarily for consecutive years, and which extends for a period of more than three years. A
“timeshare interest” is that interest purchased in a timeshare plan which grants the purchaser
the right to use and occupy accommodations, facilities, or recreational sites, whether improved
or unimproved, pursuant to a timeshare plan.


(54) The term “transfer” means--


(A) the creation of a lien;


(B) the retention of title as a security interest;
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(C) the foreclosure of a debtor's equity of redemption; or


(D) each mode, direct or indirect, absolute or conditional, voluntary or involuntary, of
disposing of or parting with--


(i) property; or


(ii) an interest in property.


(54A) The term “uninsured State member bank” means a State member bank (as defined in
section 3 of the Federal Deposit Insurance Act) the deposits of which are not insured by the
Federal Deposit Insurance Corporation.


(55) The term “United States”, when used in a geographical sense, includes all locations where
the judicial jurisdiction of the United States extends, including territories and possessions of
the United States.


CREDIT(S)


(Pub.L. 95-598, Nov. 6, 1978, 92 Stat. 2549; Pub.L. 97-222, § 1, July 27, 1982, 96 Stat. 235;
Pub.L. 98-353, Title III, §§ 391, 401, 421, July 10, 1984, 98 Stat. 364, 366, 367; Pub.L. 99-554,
Title II, §§ 201, 251, 283(a), Oct. 27, 1986, 100 Stat. 3097, 3104, 3116; Pub.L. 100-506, § 1(a),
Oct. 18, 1988, 102 Stat. 2538; Pub.L. 100-597, § 1, Nov. 3, 1988, 102 Stat. 3028; Pub.L. 101-311,
Title I, § 101, Title II, § 201, June 25, 1990, 104 Stat. 267, 268; Pub.L. 101-647, Title XXV, §
2522(e), Nov. 29, 1990, 104 Stat. 4867; Pub.L. 102-486, Title XXX, § 3017(a), Oct. 24, 1992,
106 Stat. 3130; Pub.L. 103-394, Title I, § 106, Title II, §§ 208(a), 215, 217(a), 218(a), Title III,
§ 304(a), Title V, § 501(a), (b)(1), (d)(1), Oct. 22, 1994, 108 Stat. 4111, 4124, 4126-4128, 4132,
4141-4143; Pub.L. 106-554, § 1(a)(5) [Title I, § 112(c)(3), (4)], Dec. 21, 2000, 114 Stat. 2763,
2763A-393, 2763A-394; Pub.L. 109-8, Title I, § 102(b), (k), Title II, §§ 211, 226(a), 231(b), Title
III, § 306(c), Title IV, §§ 401(a), 414, 432(a), Title VIII, § 802(b), Title IX, § 907(a)(1), (b), (c),
Title X, §§ 1004, 1005, 1007(a), Title XI, § 1101(a), (b), Title XII, § 1201, Apr. 20, 2005, 119
Stat. 32, 35, 50, 66, 73, 80, 104, 107, 110, 145, 170, 175, 186, 187, 189, 192; Pub.L. 109-390, §
5(a)(1), Dec. 12, 2006, 120 Stat. 2695; Pub.L. 111-327, § 2(a)(1), Dec. 22, 2010, 124 Stat. 3557;
Pub.L. 116-51, § 2, Aug. 23, 2019, 133 Stat. 1075; Pub.L. 116-52, § 2, Aug. 23, 2019, 133 Stat.
1076; Pub.L. 116-54, § 4(a)(1), Aug. 23, 2019, 133 Stat. 1085; Pub.L. 116-92, Div. A, Title XVII,
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§ 1736, Dec. 20, 2019, 133 Stat. 1819; Pub.L. 116-136, Div. A, Title I, § 1113(a)(4)(A), (b)(1)
(A), Mar. 27, 2020, 134 Stat. 311.)


Footnotes


1 See Adjustment of Dollar Amounts notes set out under this section and 11 U.S.C.A. § 104.
2 So in original. A comma should probably appear.
3 So in original. Probably should be “or”. See 2010 Amendments note set out under this


section.
4 So in original. Par. (56A) was inserted between pars. (53C) and (53D).
11 U.S.C.A. § 101, 11 USCA § 101
Current through P.L. 116-148.


End of Document © 2020 Thomson Reuters. No claim to original U.S. Government Works.
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United States Code Annotated
Title 11. Bankruptcy (Refs & Annos)


Chapter 5. Creditors, the Debtor, and the Estate (Refs & Annos)
Subchapter II. Debtor's Duties and Benefits


11 U.S.C.A. § 522


§ 522. Exemptions


Effective: December 22, 2010
Currentness


(a) In this section--


(1) “dependent” includes spouse, whether or not actually dependent; and


(2) “value” means fair market value as of the date of the filing of the petition or, with respect
to property that becomes property of the estate after such date, as of the date such property
becomes property of the estate.


(b)(1) Notwithstanding section 541 of this title, an individual debtor may exempt from property
of the estate the property listed in either paragraph (2) or, in the alternative, paragraph (3) of this
subsection. In joint cases filed under section 302 of this title and individual cases filed under
section 301 or 303 of this title by or against debtors who are husband and wife, and whose estates
are ordered to be jointly administered under Rule 1015(b) of the Federal Rules of Bankruptcy
Procedure, one debtor may not elect to exempt property listed in paragraph (2) and the other debtor
elect to exempt property listed in paragraph (3) of this subsection. If the parties cannot agree on
the alternative to be elected, they shall be deemed to elect paragraph (2), where such election is
permitted under the law of the jurisdiction where the case is filed.


(2) Property listed in this paragraph is property that is specified under subsection (d), unless the
State law that is applicable to the debtor under paragraph (3)(A) specifically does not so authorize.


(3) Property listed in this paragraph is--
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(A) subject to subsections (o) and (p), any property that is exempt under Federal law, other than
subsection (d) of this section, or State or local law that is applicable on the date of the filing
of the petition to the place in which the debtor's domicile has been located for the 730 days
immediately preceding the date of the filing of the petition or if the debtor's domicile has not
been located in a single State for such 730-day period, the place in which the debtor's domicile
was located for 180 days immediately preceding the 730-day period or for a longer portion of
such 180-day period than in any other place;


(B) any interest in property in which the debtor had, immediately before the commencement of
the case, an interest as a tenant by the entirety or joint tenant to the extent that such interest as
a tenant by the entirety or joint tenant is exempt from process under applicable nonbankruptcy
law; and


(C) retirement funds to the extent that those funds are in a fund or account that is exempt from
taxation under section 401, 403, 408, 408A, 414, 457, or 501(a) of the Internal Revenue Code
of 1986.


If the effect of the domiciliary requirement under subparagraph (A) is to render the debtor ineligible
for any exemption, the debtor may elect to exempt property that is specified under subsection (d).


(4) For purposes of paragraph (3)(C) and subsection (d)(12), the following shall apply:


(A) If the retirement funds are in a retirement fund that has received a favorable determination
under section 7805 of the Internal Revenue Code of 1986, and that determination is in effect as
of the date of the filing of the petition in a case under this title, those funds shall be presumed
to be exempt from the estate.


(B) If the retirement funds are in a retirement fund that has not received a favorable
determination under such section 7805, those funds are exempt from the estate if the debtor
demonstrates that--


(i) no prior determination to the contrary has been made by a court or the Internal Revenue
Service; and
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(ii)(I) the retirement fund is in substantial compliance with the applicable requirements of
the Internal Revenue Code of 1986; or


(II) the retirement fund fails to be in substantial compliance with the applicable requirements
of the Internal Revenue Code of 1986 and the debtor is not materially responsible for that
failure.


(C) A direct transfer of retirement funds from 1 fund or account that is exempt from taxation
under section 401, 403, 408, 408A, 414, 457, or 501(a) of the Internal Revenue Code of 1986,
under section 401(a)(31) of the Internal Revenue Code of 1986, or otherwise, shall not cease
to qualify for exemption under paragraph (3)(C) or subsection (d)(12) by reason of such direct
transfer.


(D)(i) Any distribution that qualifies as an eligible rollover distribution within the meaning of
section 402(c) of the Internal Revenue Code of 1986 or that is described in clause (ii) shall not
cease to qualify for exemption under paragraph (3)(C) or subsection (d)(12) by reason of such
distribution.


(ii) A distribution described in this clause is an amount that--


(I) has been distributed from a fund or account that is exempt from taxation under section
401, 403, 408, 408A, 414, 457, or 501(a) of the Internal Revenue Code of 1986; and


(II) to the extent allowed by law, is deposited in such a fund or account not later than 60 days
after the distribution of such amount.


(c) Unless the case is dismissed, property exempted under this section is not liable during or after
the case for any debt of the debtor that arose, or that is determined under section 502 of this title
as if such debt had arisen, before the commencement of the case, except--


(1) a debt of a kind specified in paragraph (1) or (5) of section 523(a) (in which case,
notwithstanding any provision of applicable nonbankruptcy law to the contrary, such property
shall be liable for a debt of a kind specified in such paragraph);
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(2) a debt secured by a lien that is--


(A)(i) not avoided under subsection (f) or (g) of this section or under section 544, 545, 547,
548, 549, or 724(a) of this title; and


(ii) not void under section 506(d) of this title; or


(B) a tax lien, notice of which is properly filed;


(3) a debt of a kind specified in section 523(a)(4) or 523(a)(6) of this title owed by an institution-
affiliated party of an insured depository institution to a Federal depository institutions regulatory
agency acting in its capacity as conservator, receiver, or liquidating agent for such institution; or


(4) a debt in connection with fraud in the obtaining or providing of any scholarship, grant, loan,
tuition, discount, award, or other financial assistance for purposes of financing an education at
an institution of higher education (as that term is defined in section 101 of the Higher Education
Act of 1965 (20 U.S.C. 1001)).


(d) The following property may be exempted under subsection (b)(2) of this section:


(1) The debtor's aggregate interest, not to exceed $15,000 1  in value, in real property or personal
property that the debtor or a dependent of the debtor uses as a residence, in a cooperative that
owns property that the debtor or a dependent of the debtor uses as a residence, or in a burial
plot for the debtor or a dependent of the debtor.


(2) The debtor's interest, not to exceed $2,400 1  in value, in one motor vehicle.


(3) The debtor's interest, not to exceed $400 1  in value in any particular item or $8,000 1


in aggregate value, in household furnishings, household goods, wearing apparel, appliances,
books, animals, crops, or musical instruments, that are held primarily for the personal, family,
or household use of the debtor or a dependent of the debtor.
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(4) The debtor's aggregate interest, not to exceed $1,000 1  in value, in jewelry held primarily
for the personal, family, or household use of the debtor or a dependent of the debtor.


(5) The debtor's aggregate interest in any property, not to exceed in value $800 1  plus up
to $7,500 1  of any unused amount of the exemption provided under paragraph (1) of this
subsection.


(6) The debtor's aggregate interest, not to exceed $1,500 1  in value, in any implements,
professional books, or tools, of the trade of the debtor or the trade of a dependent of the debtor.


(7) Any unmatured life insurance contract owned by the debtor, other than a credit life insurance
contract.


(8) The debtor's aggregate interest, not to exceed in value $8,000 1  less any amount of property
of the estate transferred in the manner specified in section 542(d) of this title, in any accrued
dividend or interest under, or loan value of, any unmatured life insurance contract owned by the
debtor under which the insured is the debtor or an individual of whom the debtor is a dependent.


(9) Professionally prescribed health aids for the debtor or a dependent of the debtor.


(10) The debtor's right to receive--


(A) a social security benefit, unemployment compensation, or a local public assistance
benefit;


(B) a veterans' benefit;


(C) a disability, illness, or unemployment benefit;
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(D) alimony, support, or separate maintenance, to the extent reasonably necessary for the
support of the debtor and any dependent of the debtor;


(E) a payment under a stock bonus, pension, profitsharing, annuity, or similar plan or contract
on account of illness, disability, death, age, or length of service, to the extent reasonably
necessary for the support of the debtor and any dependent of the debtor, unless--


(i) such plan or contract was established by or under the auspices of an insider that
employed the debtor at the time the debtor's rights under such plan or contract arose;


(ii) such payment is on account of age or length of service; and


(iii) such plan or contract does not qualify under section 401(a), 403(a), 403(b), or 408 of
the Internal Revenue Code of 1986.


(11) The debtor's right to receive, or property that is traceable to--


(A) an award under a crime victim's reparation law;


(B) a payment on account of the wrongful death of an individual of whom the debtor was a
dependent, to the extent reasonably necessary for the support of the debtor and any dependent
of the debtor;


(C) a payment under a life insurance contract that insured the life of an individual of whom
the debtor was a dependent on the date of such individual's death, to the extent reasonably
necessary for the support of the debtor and any dependent of the debtor;


(D) a payment, not to exceed $15,000, 1  on account of personal bodily injury, not including
pain and suffering or compensation for actual pecuniary loss, of the debtor or an individual
of whom the debtor is a dependent; or
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(E) a payment in compensation of loss of future earnings of the debtor or an individual of
whom the debtor is or was a dependent, to the extent reasonably necessary for the support of
the debtor and any dependent of the debtor.


(12) Retirement funds to the extent that those funds are in a fund or account that is exempt
from taxation under section 401, 403, 408, 408A, 414, 457, or 501(a) of the Internal Revenue
Code of 1986.


(e) A waiver of an exemption executed in favor of a creditor that holds an unsecured claim against
the debtor is unenforceable in a case under this title with respect to such claim against property
that the debtor may exempt under subsection (b) of this section. A waiver by the debtor of a power
under subsection (f) or (h) of this section to avoid a transfer, under subsection (g) or (i) of this
section to exempt property, or under subsection (i) of this section to recover property or to preserve
a transfer, is unenforceable in a case under this title.


(f)(1) Notwithstanding any waiver of exemptions but subject to paragraph (3), the debtor may
avoid the fixing of a lien on an interest of the debtor in property to the extent that such lien impairs
an exemption to which the debtor would have been entitled under subsection (b) of this section,
if such lien is--


(A) a judicial lien, other than a judicial lien that secures a debt of a kind that is specified in
section 523(a)(5); or


(B) a nonpossessory, nonpurchase-money security interest in any--


(i) household furnishings, household goods, wearing apparel, appliances, books, animals,
crops, musical instruments, or jewelry that are held primarily for the personal, family, or
household use of the debtor or a dependent of the debtor;


(ii) implements, professional books, or tools, of the trade of the debtor or the trade of a
dependent of the debtor; or


(iii) professionally prescribed health aids for the debtor or a dependent of the debtor.
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(2)(A) For the purposes of this subsection, a lien shall be considered to impair an exemption to
the extent that the sum of--


(i) the lien;


(ii) all other liens on the property; and


(iii) the amount of the exemption that the debtor could claim if there were no liens on the
property;


exceeds the value that the debtor's interest in the property would have in the absence of any liens.


(B) In the case of a property subject to more than 1 lien, a lien that has been avoided shall not be
considered in making the calculation under subparagraph (A) with respect to other liens.


(C) This paragraph shall not apply with respect to a judgment arising out of a mortgage foreclosure.


(3) In a case in which State law that is applicable to the debtor--


(A) permits a person to voluntarily waive a right to claim exemptions under subsection (d) or
prohibits a debtor from claiming exemptions under subsection (d); and


(B) either permits the debtor to claim exemptions under State law without limitation in amount,
except to the extent that the debtor has permitted the fixing of a consensual lien on any property
or prohibits avoidance of a consensual lien on property otherwise eligible to be claimed as
exempt property;


the debtor may not avoid the fixing of a lien on an interest of the debtor or a dependent of the debtor
in property if the lien is a nonpossessory, nonpurchase-money security interest in implements,
professional books, or tools of the trade of the debtor or a dependent of the debtor or farm animals
or crops of the debtor or a dependent of the debtor to the extent the value of such implements,
professional books, tools of the trade, animals, and crops exceeds $5,000 1 .
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(4)(A) Subject to subparagraph (B), for purposes of paragraph (1)(B), the term “household goods”
means--


(i) clothing;


(ii) furniture;


(iii) appliances;


(iv) 1 radio;


(v) 1 television;


(vi) 1 VCR;


(vii) linens;


(viii) china;


(ix) crockery;


(x) kitchenware;


(xi) educational materials and educational equipment primarily for the use of minor dependent
children of the debtor;


(xii) medical equipment and supplies;
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(xiii) furniture exclusively for the use of minor children, or elderly or disabled dependents of
the debtor;


(xiv) personal effects (including the toys and hobby equipment of minor dependent children and
wedding rings) of the debtor and the dependents of the debtor; and


(xv) 1 personal computer and related equipment.


(B) The term “household goods” does not include--


(i) works of art (unless by or of the debtor, or any relative of the debtor);


(ii) electronic entertainment equipment with a fair market value of more than $500 1  in the
aggregate (except 1 television, 1 radio, and 1 VCR);


(iii) items acquired as antiques with a fair market value of more than $500 1  in the aggregate;


(iv) jewelry with a fair market value of more than $500 1  in the aggregate (except wedding
rings); and


(v) a computer (except as otherwise provided for in this section), motor vehicle (including
a tractor or lawn tractor), boat, or a motorized recreational device, conveyance, vehicle,
watercraft, or aircraft.


(g) Notwithstanding sections 550 and 551 of this title, the debtor may exempt under subsection
(b) of this section property that the trustee recovers under section 510(c)(2), 542, 543, 550, 551, or
553 of this title, to the extent that the debtor could have exempted such property under subsection
(b) of this section if such property had not been transferred, if--


(1)(A) such transfer was not a voluntary transfer of such property by the debtor; and
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(B) the debtor did not conceal such property; or


(2) the debtor could have avoided such transfer under subsection (f)(1)(B) of this section.


(h) The debtor may avoid a transfer of property of the debtor or recover a setoff to the extent that
the debtor could have exempted such property under subsection (g)(1) of this section if the trustee
had avoided such transfer, if--


(1) such transfer is avoidable by the trustee under section 544, 545, 547, 548, 549, or 724(a) of
this title or recoverable by the trustee under section 553 of this title; and


(2) the trustee does not attempt to avoid such transfer.


(i)(1) If the debtor avoids a transfer or recovers a setoff under subsection (f) or (h) of this section,
the debtor may recover in the manner prescribed by, and subject to the limitations of, section 550
of this title, the same as if the trustee had avoided such transfer, and may exempt any property so
recovered under subsection (b) of this section.


(2) Notwithstanding section 551 of this title, a transfer avoided under section 544, 545, 547, 548,
549, or 724(a) of this title, under subsection (f) or (h) of this section, or property recovered under
section 553 of this title, may be preserved for the benefit of the debtor to the extent that the debtor
may exempt such property under subsection (g) of this section or paragraph (1) of this subsection.


(j) Notwithstanding subsections (g) and (i) of this section, the debtor may exempt a particular
kind of property under subsections (g) and (i) of this section only to the extent that the debtor
has exempted less property in value of such kind than that to which the debtor is entitled under
subsection (b) of this section.


(k) Property that the debtor exempts under this section is not liable for payment of any
administrative expense except--


(1) the aliquot share of the costs and expenses of avoiding a transfer of property that the debtor
exempts under subsection (g) of this section, or of recovery of such property, that is attributable
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to the value of the portion of such property exempted in relation to the value of the property
recovered; and


(2) any costs and expenses of avoiding a transfer under subsection (f) or (h) of this section, or
of recovery of property under subsection (i)(1) of this section, that the debtor has not paid.


(l) The debtor shall file a list of property that the debtor claims as exempt under subsection (b) of
this section. If the debtor does not file such a list, a dependent of the debtor may file such a list, or
may claim property as exempt from property of the estate on behalf of the debtor. Unless a party
in interest objects, the property claimed as exempt on such list is exempt.


(m) Subject to the limitation in subsection (b), this section shall apply separately with respect to
each debtor in a joint case.


(n) For assets in individual retirement accounts described in section 408 or 408A of the Internal
Revenue Code of 1986, other than a simplified employee pension under section 408(k) of such
Code or a simple retirement account under section 408(p) of such Code, the aggregate value of such
assets exempted under this section, without regard to amounts attributable to rollover contributions
under section 402(c), 402(e)(6), 403(a)(4), 403(a)(5), and 403(b)(8) of the Internal Revenue Code
of 1986, and earnings thereon, shall not exceed $1,000,000 1  in a case filed by a debtor who is an
individual, except that such amount may be increased if the interests of justice so require.


(o) For purposes of subsection (b)(3)(A), and notwithstanding subsection (a), the value of an
interest in--


(1) real or personal property that the debtor or a dependent of the debtor uses as a residence;


(2) a cooperative that owns property that the debtor or a dependent of the debtor uses as a
residence;


(3) a burial plot for the debtor or a dependent of the debtor; or


(4) real or personal property that the debtor or a dependent of the debtor claims as a homestead;



http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1012823&cite=26USCAS408&originatingDoc=NFAE562D0411011E98F28D62365944C02&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1012823&cite=26USCAS408A&originatingDoc=NFAE562D0411011E98F28D62365944C02&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1012823&cite=26USCAS408A&originatingDoc=NFAE562D0411011E98F28D62365944C02&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1012823&cite=26USCAS402&originatingDoc=NFAE562D0411011E98F28D62365944C02&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_4b24000003ba5

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1012823&cite=26USCAS402&originatingDoc=NFAE562D0411011E98F28D62365944C02&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_71db000052462

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1012823&cite=26USCAS403&originatingDoc=NFAE562D0411011E98F28D62365944C02&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_d40e000072291

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1012823&cite=26USCAS403&originatingDoc=NFAE562D0411011E98F28D62365944C02&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_488b0000d05e2

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1012823&cite=26USCAS403&originatingDoc=NFAE562D0411011E98F28D62365944C02&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_200d000029713

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1012823&cite=26USCAS403&originatingDoc=NFAE562D0411011E98F28D62365944C02&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_200d000029713





§ 522. Exemptions, 11 USCA § 522


 © 2020 Thomson Reuters. No claim to original U.S. Government Works. 13


shall be reduced to the extent that such value is attributable to any portion of any property that the
debtor disposed of in the 10-year period ending on the date of the filing of the petition with the
intent to hinder, delay, or defraud a creditor and that the debtor could not exempt, or that portion
that the debtor could not exempt, under subsection (b), if on such date the debtor had held the
property so disposed of.


(p)(1) Except as provided in paragraph (2) of this subsection and sections 544 and 548, as a result
of electing under subsection (b)(3)(A) to exempt property under State or local law, a debtor may
not exempt any amount of interest that was acquired by the debtor during the 1215-day period
preceding the date of the filing of the petition that exceeds in the aggregate $125,000 1  in value in--


(A) real or personal property that the debtor or a dependent of the debtor uses as a residence;


(B) a cooperative that owns property that the debtor or a dependent of the debtor uses as a
residence;


(C) a burial plot for the debtor or a dependent of the debtor; or


(D) real or personal property that the debtor or dependent of the debtor claims as a homestead.


(2)(A) The limitation under paragraph (1) shall not apply to an exemption claimed under subsection
(b)(3)(A) by a family farmer for the principal residence of such farmer.


(B) For purposes of paragraph (1), any amount of such interest does not include any interest
transferred from a debtor's previous principal residence (which was acquired prior to the beginning
of such 1215-day period) into the debtor's current principal residence, if the debtor's previous and
current residences are located in the same State.


(q)(1) As a result of electing under subsection (b)(3)(A) to exempt property under State or local
law, a debtor may not exempt any amount of an interest in property described in subparagraphs
(A), (B), (C), and (D) of subsection (p)(1) which exceeds in the aggregate $125,000 1  if--



http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS544&originatingDoc=NFAE562D0411011E98F28D62365944C02&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS548&originatingDoc=NFAE562D0411011E98F28D62365944C02&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)





§ 522. Exemptions, 11 USCA § 522


 © 2020 Thomson Reuters. No claim to original U.S. Government Works. 14


(A) the court determines, after notice and a hearing, that the debtor has been convicted of a
felony (as defined in section 3156 of title 18), which under the circumstances, demonstrates that
the filing of the case was an abuse of the provisions of this title; or


(B) the debtor owes a debt arising from--


(i) any violation of the Federal securities laws (as defined in section 3(a)(47) of the Securities
Exchange Act of 1934), any State securities laws, or any regulation or order issued under
Federal securities laws or State securities laws;


(ii) fraud, deceit, or manipulation in a fiduciary capacity or in connection with the purchase
or sale of any security registered under section 12 or 15(d) of the Securities Exchange Act of
1934 or under section 6 of the Securities Act of 1933;


(iii) any civil remedy under section 1964 of title 18; or


(iv) any criminal act, intentional tort, or willful or reckless misconduct that caused serious
physical injury or death to another individual in the preceding 5 years.


(2) Paragraph (1) shall not apply to the extent the amount of an interest in property described in
subparagraphs (A), (B), (C), and (D) of subsection (p)(1) is reasonably necessary for the support
of the debtor and any dependent of the debtor.


CREDIT(S)


(Pub.L. 95-598, Nov. 6, 1978, 92 Stat. 2586; Pub.L. 98-353, Title III, §§ 306, 453, July 10,
1984, 98 Stat. 353, 375; Pub.L. 99-554, Title II, § 283(i), Oct. 27, 1986, 100 Stat. 3117; Pub.L.
101-647, Title XXV, § 2522(b), Nov. 29, 1990, 104 Stat. 4866; Pub.L. 103-394, Title I, § 108(d),
Title III, §§ 303, 304(d), 310, Title V, § 501(d)(12), Oct. 22, 1994, 108 Stat. 4112, 4132, 4133,
4137, 4145; Pub.L. 106-420, § 4, Nov. 1, 2000, 114 Stat. 1868; Pub.L. 109-8, Title II, §§ 216,
224(a), (e)(1), Title III, §§ 307, 308, 313(a), 322(a), Apr. 20, 2005, 119 Stat. 55, 62, 65, 81, 87,
96; Pub.L. 111-327, § 2(a)(17), Dec. 22, 2010, 124 Stat. 3559.)
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Footnotes


1 See Adjustment of Dollar Amounts notes set out under this section and 11 U.S.C.A. § 104.
6 Veterans benefits generally are covered by 38 USCA § 5301.
11 U.S.C.A. § 522, 11 USCA § 522
Current through P.L. 116-148.


End of Document © 2020 Thomson Reuters. No claim to original U.S. Government Works.
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423 S.W.2d 434
Court of Civil Appeals of Texas.


El Paso.


Delma BAUCUM, Appellant,
v.


TEXAM OIL CORPORATION, Appellee.


No. 5933.
|


Dec. 27, 1967.
|


Rehearing Denied Jan. 24, 1968.


Synopsis
Action for an accounting and certain other relief. The District Court, Midland County, Perry D.
Pickett, J., granted a temporary injunction restraining a defendant from disposing of a number
of different kinds of assets and properties, and he appealed. The Court of Civil Appeals, Fraser,
C.J., held that where petition alleged a cause of action for an accounting, and charged that funds
fraudulently received were used to purchase realty and properties which were held by defendant as
trustee for plaintiff, and that plaintiff would suffer irreparable harm unless defendant was enjoined
from disposing of the res of the alleged constructive trust, trial court did not abuse its discretion in
entering a temporary writ of injunction, even though plaintiff did not accurately trace any of the
funds alleged to be subject to the constructive trust to any specific or general property.


Affirmed.


West Headnotes (11)


[1] Trusts Injunction
Where petition alleged a cause of action for an accounting, and charged that funds
fraudulently received were used to purchase realty and properties which were held by
defendant as trustee for plaintiff, and that plaintiff would suffer irreparable harm unless
defendant was enjoined from disposing of the res of the alleged constructive trust, trial
court did not abuse its discretion in entering a temporary writ of injunction, even though
plaintiff did not accurately trace any of the funds alleged to be subject to the constructive
trust to any specific or general property.



http://www.westlaw.com/Browse/Home/KeyNumber/390/View.html?docGuid=Iab304cd2ec6d11d99439b076ef9ec4de&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Browse/Home/KeyNumber/390k368/View.html?docGuid=Iab304cd2ec6d11d99439b076ef9ec4de&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)





Baucum v. Texam Oil Corp., 423 S.W.2d 434 (1967)


 © 2020 Thomson Reuters. No claim to original U.S. Government Works. 2


3 Cases that cite this headnote


[2] Injunction Discretionary Nature of Remedy
When a petition alleges a cause of action and the evidence adduced tends to sustain it, trial
court has broad discretion and may issue a temporary injunction to preserve status quo of
the subject matter of the suit pending a final trial on the merits.


3 Cases that cite this headnote


[3] Trusts Presumptions and burden of proof
In an action to impose a constructive trust based on fraudulent application of funds, burden
is cast upon defendant to prove fairness of personal profits.


[4] Injunction Preservation of status quo
Injunction Injury or inconvenience to defendant or respondent
Although temporary injunctions place defendants in an unfavorable economic position,
issuance of such relief is proper where necessary to protect a status quo.


1 Cases that cite this headnote


[5] Injunction Preservation of status quo
Primary purpose and office of a temporary injunction is to preserve the status quo of the
subject matter of the suit against any act of the party which would tend to render the final
judgment in the case ineffectual.


2 Cases that cite this headnote


[6] Courts Ancillary and incidental jurisdiction
A court, once having obtained jurisdiction of a cause of action as incidental to its general
jurisdiction, may exercise any power or grant any writ, including the writ of injunction
necessary to administer justice between the parties, preserve the subject matter of the
litigation and make its judgment effective.


[7] Injunction Freezing or protecting assets pending litigation
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A temporary injunction restraining a defendant from disposing of property held in his
name was not so ambiguous, vague and unclear as to be unenforceable on theory force
and effect thereof was wholly conjectural and speculative.


[8] Exemptions Exceptions from exemptions in general
Homestead Exceptions from exemptions in general
Homestead and exemption laws were never intended to be, and cannot be, the haven of
wrongfully obtained money or properties.


9 Cases that cite this headnote


[9] Exemptions Ownership or possession of property in general
Homestead Equitable estates and interests
A temporary injunction restraining a defendant from disposing of his property was not
improper on theory the injunction infringed upon rights of defendant under homestead and
exemption laws, in view of fact property wrongfully obtained never belonged to defendant
and would be subject to a constructive trust.


12 Cases that cite this headnote


[10] Injunction Freezing or protecting assets pending litigation
Evidence, in proceeding on application for a temporary injunction restraining defendant
from disposing of property alleged to have been wrongfully obtained, was sufficient to
sustain a finding of irreparable injury if the temporary injunction were not issued.


1 Cases that cite this headnote


[11] Injunction Adequacy of remedy at law
Mere fact that there exists a remedy at law is not conclusive as a bar to grant of injunctive
relief, but the remedy at law must be complete, practicable and efficient, and subject to
prompt administration in order to preclude injunctive relief, and injunctive process will
issue where the remedy at law may not be sufficient or effective.


4 Cases that cite this headnote
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OPINION


FRASER, Chief Justice.


This is an appeal from the granting of a temporary injunction by the trial court restraining one
Delma Baucum from disposing of a number of different kinds of assets and properties. The
original petition prayed for relief, an accounting, and judgment for all sums due and owing to the
plaintiff, along with a lien upon any assets acquired by Baucum in derrogation of his duties to
the corporation.


The plaintiff-appellee, Texam Oil Corporation, hereinafter referred to as ‘Texam’, is the surviving
corporation of a merger between itself and Santiago Oil and Gas Company, and is a corporation
active in all phases of the oil business, such as drilling and producing oil and gas, obtaining and
promoting leases, etc. From 1959 through the early fall of 1966 the officers of Texam consisted
of Leland Redline, President; Delma Baucum, Vice-President; and J. Kirk Cansler, Secretary-
Treasurer. Each of these men served on the Board of Directors of the corporation. The duties
and obligations of the three gentlemen above named were as follows. Mr. Redline was in charge
of administrative duties, and, as an experienced geologist, screened or passed on the various
oil deals and was responsible for locating leases, farmouts, etc., and participated with Delma
Baucum in the actual planning of the drilling operations, such as matters pertaining to the type
of equipment used, etc. Mr. Baucum was the production superintendent, and his duties consisted
of supervising of the drilling and producing wells and the purchasing of equipment and supplies
for the drilling operations and the manner and conduct of the acquisition of said equipment. Mr.
Cansler, as secretary-treasurer, performed the duties of general office manager and accountant and
was in charge of the invoicing and paper work relating to the acquisition of leases and lands. It is
alleged that after Cansler's enployment by Santiago, the predecessor of Texam, he instructed that a
‘purchase order’ system be inaugurated within the company. This system provided that authorized
personnel should write up a purchase order describing the equipment to be purchased and from
whom, and where and how the equipment was to be utilized. A copy of this purchase order was
to be tendered to the vendor who would invoice the equipment to the company upon delivery of
same. Cansler would compare the purchase order with the invoice and approve same, and after
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approval of the invoice, checks would be issued by the company in payment for the equipment.
Mr. Redline, Mr. Baucum and Mr. Cansler were the officers authorized to issue purchase orders
and to sign the checks in payment of the invoices tendered pursuant to the transaction.


According to the record, in the latter part of 1960 there was a discussion between Redline, Baucum
and Cansler to the effect that they could make money by purchasing equipment required by the
corporation and sell it to the corporation at a higher price, which maneuver would, of course,
produce profit for the three men. The record indicates that this plan or schme was agreed upon
by the aforesaid three officers of the corporation, and put into effect. In order to carry out this
plan, the three men put into operation an invoicing vehicle known as ‘D. Webber & Co.’. It was
agreed that Baucum, in conjunction with Redline, would determine the equipment required by the
company, then Baucum would locate the equipment and buy it in the name of D. Webber & Co.,
and then issue the purchase order from Texam to Webber under the procedure outlined above. D.
Webber & Co. would then invoice Texam, and Cansler would authorize purchase after matching
*437  the invoice with the purchase order, and authorize the preparation of a check by Texam in
payment of the Webber invoice. The three men then, in turn, would execute the checks payable to
D. Webber & Co. and forward them to it. It appears that the invoices of D. Webber & Co. were
prepared by Cansler at his home pursuant to a memorandum from Baucum as to the price to be
charged for the goods. Further carrying out this plan, the three men established an account with the
First State Bank, Odessa, Texas, and all three men executed guarantee agreements with the bank
for D. Webber & Co. It appears that neither the stockholders nor the directors of the corporations
were ever informed of this operation by the three officers, Cansler testifying that it was ‘implicit
in the thing because of the nature of the thing’ (apparently meaning that the three men thought the
operation should be kept secret). It appears from the record that D . Webber & Co. did not possess
any warehouse or office and never purchased any equipment or supplies except in response to a
need for same by Texam. The record further reveals that D. Webber & Co. received as income
from Texam Oil Corporation during the period from July 11, 1961 through September 29, 1965
the sum of $552,311.85. It is also in the record that disbursements of profits from this operation
during said period of time was the sum of $181,195.00, Cansler and Baucum each receiving profit
from Webber Co. in the sum of $60,365.00, and Redline receiving $60,465.00. There is testimony
from a Mr. Paul Nelson, a certified public accountant, that his examination of the records of Texam
revealed other unexplained disbursements, unsupported by the records and unaccounted for as to
disposition.


According to the record, in 1965 the three men had a meeting in the company offices where
they discussed an extensive drilling program to be conducted by Texam on the Rocker ‘B’ ranch
in Reagan County, Texas, which would require an extensive need for drilling equipment of all
types. Apparently the three men again agreed to participate in an operation similar to that of D.
Webber & Co. in order to generate a personal profit to themselves, and again the three men made
financial arrangements for funds in order to purchase equipment and decided that they would
operate this time under the name of ‘Athens Equipment Company’. According to the record,
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the funds deposited for this new company came from the closing out of the D. Webber & Co.
account, as well as a check from Texam Oil Corporation. In this new venture it appears that Cansler
and Baucum determined that they had a need for billings through companies with state sales tax
numbers, and Mr. Baucum stated that he was aware of the availability of such numbers; so on
February 11, 1966 the billings ceased from Athens Equipment Company and commenced to flow
to Texam from the multitude of approximately 26 or more new companies, all with different names.
It is alleged that Texam purchased through these new companies or vehicles merchandise in the
sum of $2,055,761.01. The accountant testified that he was able to trace a profit of $24,525.50 to
each of the three men from the Athens operations. This certified accountant, Mr. Nelson, further
testified that he was unable to account for disbursements in the sum of $457,761.30. Texam Oil
Corporation introduced voluminous records including invoices, ledger cards, checks, etc., to reflect
their payment.


It seems that one of the Texam Board of Directors members, a Mr. Charles C. Green, became
curious about the operations of D. Webber & Co. and the Athens Equipment Company, as well
as the various other vendors, and brought these matters to the attention of Mr. Cansler. It seems
that Mr. Green also became curious when he noted that the postoffice box numbers of the various
vendor companies were, in many cases, the same; and upon investigation Mr. Green learned that
the post-office boxes were connected with Delma Baucum. He reported this to Mr. Redline *438
and insisted that he be allowed to send an accountant to the offices of the company to examine the
records, which was done. After this examination the Board of Directors meeting was conducted in
New York City, wherein Mr. Green produced voluminous material he had gathered. Thereafter, a
national accounting firm was employed to review the personal records of Mr. Cansler, Mr. Redline
and Texam, pertaining to the D. Webber and Athens operations. Before this Board meeting, and
as a result of a conference between the three men, they decided that they would remit to Texam
the ‘profits' they had derived. Baucum contributed $50,000.00, and Cansler and Redline each
contributed $15,000.00, to purchase a cashier's check from the First State Bank, Odessa, Texas, in
the total sum of $80,300.00, which check was deposited in the Texam Oil Corporation account and
credited to the Rocker ‘B’ leases and distributed to the joint participants in the leases in proportion
to the interests they owned therein. Appellee points out in its brief that the transactions by and
between Texam and the so-called vendors were well documented by Exhibits 547 through 2834.


In addition to these matters, in 1961 and 1962 the three men, Redline, Baucum and Cansler, formed
a corporation called ‘Maljamar, Inc.’ Cansler was President; Baucum, Vice President; and Redline,
Secretary-treasurer. According to the record, in addition to performing well servicing activities for
Texam, this new corporation also acquired interests in oil and gas leases and developed same in
Texas and New Mexico. When the corporation was dissolved, some of its equipment was sold at
a profit to Texam. The assets were assigned one-third each to Redline, Baucum and Cansler. It is
in the record that in addition to the oil and gas interests obtained by the officers, in competition
with Texam, this operation produced income to the three men in the sum of $50,385.73. These
three men also created another oil operation known as ‘Redelcan’. This new operation involved
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development and drilling of leases in the State of New Mexico, and the monies to develop these
properties was borrowed from the First State Bank, Odessa, Texas.


In December, 1965, Baucum and Redline had a discussion in the Texam offices with regard to
the purchase of a drilling rig to conduct the drilling of some 36 wells on the Rocker ‘B’ leases
in Reagan County. The Board of Directors of Texam rejected this idea of purchasing the rig and
equipment, and informed Mr. Redline that he should not get involved. Thereafter, Redline, Baucum
and Cansler decided they would purchase the rig, and a Mr. J. C. Mansker, a friend of Baucum's,
was brought into the picture. It was agreed that Mansker would borrow the funds to purchase
the rig from the First State Bank of Odessa, and Baucum and Cansler would guarantee the debt.
The rig was purchased at a total cost of $130,000.00 with money loaned by the bank. Thereafter,
bids for drilling the wells for Texam were submitted by Mansker and accepted by Redline for
Texam. The actual drilling contracts were signed by Baucum and the wells were subsequently
drilled pursuant thereto. It was agreed that Mansker would be paid a salary of $1,000.00 per month
to operate the rig and, after the drilling of each well, $2,000.00 profit would be applied to the note
at the bank, and the remainder of the profit divided equally between Mansker, Redline, Baucum
and Cansler. Funds as the result of this operation were disbursed in the sum of $7,000.00 to each
man. The record shows that Texam paid to Ansker Drilling Company, during the year 1966, the
sum of $350,000.00.


The record also reveals that two different men—Mr. C. H. Brockett and a Mr. Marvis Simpson—
sold used equipment to Baucum by invoicing them under some of the various corporations that the
three men had set up. Mr. Simpson testified that that Texam paid to Mansker Drilling Company,
of the company to which he wanted the invoice made .


*439  The above seems to be, generally, the transactions alleged by Texam to have been entered
into by Baucum et al. While our prior statement of the nature of the case and the facts and record
may seem a little long, we deem it necessary to present the entire picture, as cases of this nature
depend on the discretion of the trial judge and whether or not he should have issued the temporary
injunction, and if same was proper and applicable. It is our belief and holding, after studying the
entire case, that the trial court was well within his discretion in granting the timporary injunction.
As appears from the briefs and record, the temporary injunction herein complained of was issued
by the District Court of Midland County, Texas pending final hearing of a lawsuit filed by
appellee (plaintiff) Texam Oil Corporation. In this lawsuit appellee charges appellant (defendant)
wrongfully and fraudulently caused appellee to pay him large sums of money and otherwise
obtained, retained and partially diverted and disposed of corporation funds by interposing himself
for personal profit between Texam and the true vendors of various oilfield materials, supplies and
services. Appellee then alleges that the funds thus fraudulently received were used to purchase
lands, oil and gas and mineral leasehold estates, stocks, bonds, stock certificates, promissory
notes and other monies, assets and properties which were and are held by appellant as trustee for
appellee, the rightful owner. Appellee then further alleged that it would suffer irreparable harm
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unless the defendants at the trial court were enjoined and restrained from disposing of the res of the
alleged constructive trust. After the temporary restraining order was granted there was a hearing
comprising several days, and the writ of temporary injunction was issued.


Appellant's first six points allege that there is no evidence, or there is insufficient evidence, that
any of the funds alleged to be subject to the constructive trust have been traced to any property,
general or specific, now owned by appellant, and that there is no evidence, or insufficient evidence,
identifying the res of the alleged constructive trust; and that there is no evidence, or insufficient
evidence, to create the imposition of a constructive trust upon any stocks, bonds, stock certificates,
promissory notes, or any other monies, assets or properties held by appellant Delma Baucum, First
State Bank of Odessa, Texas, or H. Hentz & Co.
[1]  [2]  We do not see merit in these points, as we do not believe the law to be that a plaintiff
in a case such as this should be put to the duty of accurately tracing items such as money that
has been comingled with other assets or perhaps used to purchase other properties or assets. We
believe the law to be, when the petition alleges a cause of action and the evidence adduced tends
to sustain it, that the trial court has broad discretion granted it in matters of this nature, and may
issue a temporary injunction. As indicated by the record in this case, defendant Baucum had many
and varied assets and properties, and we think the trial court was well within its discretion in
holding such a status quo, as our examination of the record clearly indicates that the evidence
tends to sustain the allegations of the appellee in its petition and its application for temporary
restraining order. We think the legal aspect of the matter is thoroughly and sufficiently discussed
in the following quotation from Transport Co. of Texas v. Robertson Transports, 152 Tex. 551,
261 S.W.2d 549, decided by the Supreme Court of Texas in 1953:


‘In a hearing on an application for a temporary injunction the only question before
the court is the right of the applicant to a preservation of the status quo of the
subject matter of the suit pending a final trial of the case on its merits. James
v. E. Weinstein & Sons, Tex.Com.App., 12 S.W.2d 959, 960. To warrant the
issuance of the writ, the applicant need only show a probable right and a probable
injury; he is not required to establish that he will finally prevail in the litigation.
*440  Rosenfield v. Seifert, Tex.Civ.App., 270 S.W. 220, 223; Nagy v. Bennett,
Tex.Civ.App., 24 S.W.2d 778, 781; High on Injunctions, 4th Edition, Vol. 1, Sec.
5, p. 8. If the party enjoined prevails on a final trial of the case he finds protection
against the improvident granting of the writ and consequent loss in the interim
in the applicant's bond. Where the pleadings and the evidence present a case of
probable right and probable injury, the trial court is clothed with broad discretion
in determining whether to issue the writ and its order will be reversed only on a
showing of a clear abuse of discretion. Texas Foundries v. International Moulders
& Foundry Workers' Union, 151 Tex. 239, 248 S.W.2d 460, 462. There is no abuse
of discretion in the issuance of a writ if the petition alleges a cause of action and
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the evidence adduced tends to sustain it. Southwestern Greyhound Lines, Inc. v.
Railroad Commission, 128 Tex. 560, 99 S.W.2d 263, 109 A.L.R. 1235.’


[3]  Appellee urges that Baucum diverted at least $130,512.97, and that by the use of such funds
he acquired lands, stocks, bonds, and interests in oil, gas and mineral estates, all in violation
of his trust and confidential finduciary capacity, and that subsequent to July, 1966 he had set
upon a course of conduct to dispose of properties he held and had committed acts respecting
the subject of the pending litigation which would render a judgment upon the merits ineffectual.
Appellant apparently does not discuss or cite the facts adduced at the trial, and it is in the record
that Mr. Baucum took advantage of the provisions of the Fifth Amendment to the United States
Constitution. Therefore we feel that the trial court was well within its discretionary powers in
granting the temporary injunction. The Texas Supreme Court further discussed the duties of
corporate officers and their fiduciary capacities in the case of International Bankers Life Ins. Co.
v. Holloway, 368 S.W.2d 567, wherein it pointed out that in matters of this type the burden is
cast upon the defendant to prove the fairness of his personal profits and pointing up, further, that
defendants in such fiduciary capacities owe the duty of obtaining property for the corporations of
which they are the officials at the best possible price; also stating that the profit which defendant
corporate officers seek to make for themselves through the corporation must be held to belong to
the corporation.


Having discussed the fiduciary obligations and duties of Baucum and appellant's argument that
appellee should have traced the res of the trust, we will now proceed to the general consideration
of the temporary injunction itself.
[4]  [5]  [6]  As stated in Southwest Weather Research, Inc. v. Jones, 160 Tex. 104, 327
S.W.2d 417, 421, temporary injunctions undoubtedly place petitioners in an unfavorable economic
position, but our system of procedure is such that legal rights are not finally determined on the
wisdom or expediency of issuing a status quo order. Our Supreme Court goes on to state that
deliberate action is essential for the accurate determination of legal rights, and upon occasion such
can only be accomplished by protecting a status quo; and the hearing on such is not a decision,
or intended to be a decision, on the merits of the case. In Article 4642, Vernon's Ann.Civ.St., it
is stated that writs of injunction may be issued where a party performs some act respecting the
subject of pending litigation or threatens or is about to do such act, or to have it done for him, in
violation of the rights of the applicant, when such act would tend to render the eventual judgment
ineffectual. The subject of temporary injunctions is well set out and discussed in Thomas v. Allis,
Tex.Civ.App., 389 S.W.2d 109 and cases cited therein. The cited case points up and emphasizes
that it is not enough that there is some remedy at law, but that such remedy must be plain, adequate,
or as practical and efficient to the ends of justice and its prompt administration as the remedy at
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equity. In other words this case, and the many cases cited *441  therein, point up that the remedy
at law must be practical, available and effectual. As stated in Moffitt v. Lloyd, Tex.Civ.App., 98
S.W.2d 860 (n.w.h.), the primary purpose and office of the temporary injunction is to preserve the
status quo of the subject matter of the suit against any act of a party which would tend to render
the final judgment in the case ineffectual. Also, the Supreme Court of Texas, in the case of City of
Dallas v. Wright, 120 Tex. 190, 36 S.W.2d 973, 77 A.L.R. 709, speaking through the then Chief
Justice Cureton, stated that it is elementary that a court, once having obtained jurisdiction of a
cause of action as incidental to its general jurisdiction, may exercise any power or grant any writ,
including the writ of injunction, necessary to administer justice between the parties, preserve the
subject matter of the litigation, and make its judgment effective. Other decisions point out that in
case of trust funds (and we deem the language equally applicable to constructive trust funds or
properties), such do not belong to the petitioner or defendant, but must await the disposition of
the case on its merits; and if the defendant is successful, then his ownership is determined and
assured, and if not, the property wrongfully obtained and fraudulently held may be returned to the
rightful owners. Therefore, on the basis of the record, pleadings and testimony, we think the trial
court was within its power in granting the temporary injunction in the manner and at the time it
did. The very nature of the factual background here, in our opinion, requires the holding of these
assets of Mr. Baucum in status quo until the entire matter can be deliberately disposed of in a trial
on the merits. Appellant's Points 1 through 6 are therefore overruled.


[7]  Appellant's Points 7, 8 and 9 take the position that the trial court abused its discretion because
the injunction as issued is so ambiguous, vague and unclear that appellant is not fully apprised
of what he is prohibited from doing so that he can comply with said injunction, and the force
and effect of said injunction is wholly conjectural and speculative. We do not find merit in these
points. The intent of the court is clearly set forth in its own language, wherein it is stated that if
defendant Delma Baucum is not restrained from disposing of property which may become the res
of a constructive trust, a final judgment in the cause could be rendered ineffectual and the plaintiff
will suffer irreparable damage thereby unless the said defendant is restrained from disposing of
the property now held in his name. We think the injunction is clear and adequate, and in view of
Mr. Baucum's silence the court had to go on what information it had and, therefore, within his
discretion, decreed that the properties, monies and assets of the defendant Baucum should be held
in status quo until the matter could be thoroughly sorted out in a trial on the merits. Points 7, 8
and 9 are according overruled.


Appellant's Points 10, 11 and 12 argue that the injunction has the effect of destroying the status
quo or, in the alternative, of accomplishing the whole purpose of the suit, and further that appellee
has brought forth no evidence, or insufficient evidence, tending to show what the status quo was
before the suit was instituted. We do not find merit in these points and believe them to have been
covered by our prior discussions. It must be remembered that plaintiff's pleadings and briefs and
the record indicate that Mr. Baucum personally profited at the expense of the corporation of which
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he was vice president, by buying properties and services through dummy corporations and then
selling them to his own company at a profit to himself and his two companions. It would be no
easier or practical or necessary for the court to determine what the status quo was before than it
would have been for the court to have made the injunction as pin-pointedly accurate as defendant
demands. Under the circumstances, where there was evidence adduced to show that Mr. Baucum
had improperly profited at his corporation's expense and had converted at least some of the money
so improperly obtained into other types of *442  property and, as alleged in appellee's brief, was
making efforts to dispose of some of these properties, we think the injunction was properly granted
and is proper and adequate in form. Appellant's Points 10, 11 and 12 are therefore overruled.
[8]  [9]  Appellant's Points 13 and 14 maintain that the trial court abused its discretion in granting
the writ of temporary injunction because such writ infringes upon the rights of the appellant under
the Constitution of the State of Texas. It has long been decided that homestead and exemption laws
of this State were never intended to be, and cannot be, the haven of wrongfully obtained money
or properties. As stated in the case of First State Bank v. Zelesky, Tex.Civ.App., 262 S.W. 190,
the property wrongfully obtained never belonged to the individual anyway. We do not find any
merit in Points 13 and 14. Bush v. Gaffney, Tex.Civ.App., 84 S.W.2d 759 (n.w .h.); Smith v. Green,
Tex.Civ.App., 243 S.W. 1006 (err.ref.); Meyers v. Baylor University in Waco, Tex.Civ.App., 6
S.W.2d 393 (ref.). Appellee again points out that if the injunction does have harsh economic results
to appellant, such is the result of his commission of fraudulent acts and his refusal to proffer
evidence regarding his property and affairs. We believe the above cases and others point out that
funds wrongfully diverted from a corporation and subsequently diverted into property ordinarily
exempt, will be subject to a constructive trust, and a trial court has wide discretion in holding the
entire matter in status quo until a trial on the merits can be had. Therefore, Points 13 and 14 are
overruled .


[10]  [11]  Appellant's Points 15 through 18 maintain that appellee has failed to prove that the
available remedies at law were inadequate, and has failed to present sufficient evidence that
appellee would suffer irreparable injury if the temporary injunction were not issued; that appellee
has not shown that it has attempted to exhaust its remedies at law, and lastly, that the writ is not
supported by sufficient definiteness and certainty in the pleadings and alleges that the pleadings
assert only conclusions, and not facts. We think these points must all be overruled and feel that
they have been disposed of in our prior discussions and holdings. However, we should like to
point again that the question of the adequacy of the remedies is one for the judge, clothing him
with wide discretion in passing on same. It is not a jury question. Further, the mere fact that there
exists a remedy at law is not conclusive, but the remedy at law must be complete, practical and
efficient, and subject to prompt administration. This means, of course, that equity will step in
with its injunctive processes where the remedy at law may not be sufficient or effective. This is
clearly stated by the Supreme Court in Brazos R. Conservation & Reclamation Dist. v. Allen, 141
Tex. 208, 171 S.W.2d 842, wherein our Supreme Court again cites cases recognizing the settled
principle that the injured party is entitled to relief by injunction where there is not clear, full and
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adequate relief at law. The Supreme Court cites many authorities with respect to this statement
and then says: ‘It is not enough that there is a remedy at law; it must be plain and adequate, or,
in other words, as practical and efficient to the ends of justice and its prompt administration as
the remedy in equity.’


Without further discussion, we think it is clear that the trial court was well within its discretion in
issuing the temporary injunction and attempting to maintain the status quo. We hold that there was
adequate proof adduced to justify the trial court in issuing the writ, and we further hold that the
temporary injunction is sufficiently clear and adequate and legally acceptable.


We have examined the many cases cited by the appellant, but we do not find that *443  these cases
contradict our holdings as set forth above.


Appellant's points are all overruled, and the decision of the trial court is in all things affirmed.


All Citations


423 S.W.2d 434


End of Document © 2020 Thomson Reuters. No claim to original U.S. Government Works.
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35 Cal.App.5th 1013
Court of Appeal, First District, Division 1, California.


Arkady BERGER, Plaintiff and Appellant,
v.


Gary VARUM et al., Defendants and Respondents.


A150629
|


Filed 05/31/2019


Synopsis
Background: After creditor collected underlying judgment against debtor, creditor brought action
against debtor and other defendants for fraudulent transfer of assets and conspiracy to commit
fraudulent transfer. The Superior Court, San Francisco County, No. CGC-14-542126, Harold
Kahn, J., sustained, without leave to amend, defendants demurrer. Creditor appealed.


Holdings: The Court of Appeal, Margulies, J., held that:


[1] creditor stated cause of action for common law fraudulent transfer against debtor;


[2] Enforcement of Judgments Law (EJL) did not bar consequential and punitive damages;


[3] damages sought by creditor would not have amounted to impermissible double recovery; and


[4] creditor stated cause of action against defendants for conspiracy to commit fraudulent transfer.


Reversed and remanded.


West Headnotes (24)


[1] Evidence Judicial Proceedings and Records
The Court of Appeal would not take judicial notice of orders entered by Superior Court.
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[2] Evidence Judicial Proceedings and Records
The Court of Appeal would take judicial notice of its prior nonpublished opinion. Cal.
Evid. Code § 452(d).


[3] Appeal and Error Objections and exceptions;  demurrer
The Court of Appeal independently reviews a trial court's order sustaining a demurrer.


[4] Appeal and Error Objections and exceptions;  demurrer
In reviewing a trial court's order sustaining a demurrer, the Court of Appeal's task is to
determine whether the complaint states a cause of action.


[5] Appeal and Error Objections and exceptions;  demurrer
Appeal and Error Objections and exceptions;  demurrer
In reviewing a trial court's order sustaining a demurrer, the Court of Appeal accepts as
true all well-pleaded allegations in the operative complaint, and the Court of Appeal will
reverse the trial court's order of dismissal if the factual allegations state a cause of action
on any available legal theory.


[6] Appeal and Error Objections and exceptions;  demurrer
The Court of Appeal treats a defendants' demurrer as admitting all properly pleaded
material facts, but not contentions, deductions, or conclusions of fact or law.


[7] Appeal and Error Objections and exceptions;  demurrer
In reviewing a trial court's order sustaining a demurrer, the Court of Appeal considers
matters which may be judicially noticed.


[8] Appeal and Error Objections and exceptions;  demurrer
In reviewing a trial court's order sustaining a demurrer, the Court of Appeal gives the
complaint a reasonable interpretation, reading it as a whole and its parts in their context.
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[9] Appeal and Error Objections and exceptions;  demurrer
When the trial court sustains a demurrer without leave to amend, the Court of Appeal
reviews the determination that no amendment could cure the defect in the complaint for
an abuse of discretion.


[10] Pleading Determination and operation and effect thereof
The trial court abuses its discretion in sustaining a demurrer without leave to amend the
complaint, if there is a reasonable possibility that the plaintiff could cure the defect by
amendment.


[11] Fraudulent Conveyances Construction in general
The Uniform Voidable Transactions Act (UVTA) was intended to supplement, not replace,
common law principles relating to fraud. Cal. Civ. Code § 3439 et seq.


[12] Fraudulent Conveyances Fraudulent Transaction
Judgment creditor stated cause of action for common law fraudulent transfer against
judgment debtor, although creditor previously filed acknowledgment of satisfaction
of judgment, where creditor alleged recoverable injury arising from debtor's alleged
fraudulent transfers, including liens, interest on liens, lost rents, early IRA redemptions,
and related penalties and taxes.


1 Cases that cite this headnote


[13] Fraudulent Conveyances Necessity of prejudice
A transfer in fraud of creditors may be attacked only by one who is injured thereby;
mere intent to delay or defraud is not sufficient, and injury to the creditor must be shown
affirmatively.


1 Cases that cite this headnote


[14] Damages Nature and theory of compensation
Generally, tort damages are awarded to fully compensate the victim for all the injury
suffered.
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[15] Damages Mode of estimating damages in general
Damages Mode of estimating damages in general
There is no fixed rule for the measure of tort damages.


[16] Damages Mode of estimating damages in general
Damages Mode of estimating damages in general
The measure of tort damages that most appropriately compensates the injured party for
the loss sustained should be adopted.


[17] Appeal and Error Objections and exceptions;  demurrer
The Court of Appeal does not decide on demurrer whether plaintiffs will be able to prove
their claims, but only whether they are properly pleaded.


[18] Damages Questions for Jury
The amount of damages in tort action is generally a question of fact.


[19] Fraudulent Conveyances Relief in general
Fraudulent Conveyances Personal judgment
Enforcement of Judgments Law (EJL) did not bar consequential and punitive damages in
action by judgment creditor against judgment debtor for common law fraudulent transfer,
since nothing in EJL expressly precluded creditor from seeking damages from alleged
postjudgment tortious conduct. Cal. Civ. Proc. Code § 680.010 et seq.


[20] Interest Interest from date of judgment or decree
While postjudgment interest provides the remedy for a judgment creditor who faces a
delay in collecting a judgment, it has no bearing on the damages a plaintiff may seek in
connection with postjudgment tortious conduct.


1 Cases that cite this headnote
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[21] Damages Nature and theory of compensation
Damages sought by judgment creditor would not have amounted to impermissible double
recovery in action against judgment debtor for common law fraudulent transfer, where
creditor was not attempting to obtain duplicate recovery of underlying judgment, but to
pursue separate monetary damages creditor alleged were caused by debtor's postjudgment
tortious conduct.


[22] Judgment Proceedings to Enforce Judgment
A creditor cannot obtain a money judgment against a debtor for the amount of the
outstanding judgment because it would create two judgments against the same debtor for
the same debt.


1 Cases that cite this headnote


[23] Fraudulent Conveyances Transactions to hinder and delay creditors
Fraudulent Conveyances Inadequacy or insufficiency of consideration
Judgment creditor stated cause of action against defendant individuals and entities for
conspiracy to commit a fraudulent transfer with respect to judgment debtor, where creditor
alleged defendants were aware that debtor planned to fraudulently transfer assets to
hinder, delay, or defraud creditor, and that defendants received assets without adequate
consideration in furtherance of the fraud.


1 Cases that cite this headnote


[24] Torts Aiding and abetting
Liability may be imposed on one who aids and abets the commission of an intentional
tort if the person (a) knows the other's conduct constitutes a breach of duty and gives
substantial assistance or encouragement to the other to so act or (b) gives substantial
assistance to the other in accomplishing a tortious result and the person's own conduct,
separately considered, constitutes a breach of duty to the third person.


Witkin Library Reference: 8 Witkin, Cal. Procedure (5th ed. 2008) Enforcement of
Judgment, § 498 [Remedies of Creditors.]


1 Cases that cite this headnote
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**53  San Francisco County Superior Court, Hon. Harold Kahn, Judge (San Francisco City &
County Super. Ct. No. CGC-14-542126)


Attorneys and Law Firms


Law Office of Paul J. Katz and Paul J. Katz, San Francisco, for Plaintiff and Appellant.


Severson & Werson, David A. Ericksen and Adam Polakoff, San Francisco, for Defendant and
Respondent.


Opinion


Margulies, J.


*1016  Plaintiff Arkady Berger sought to collect an underlying judgment against defendant Gary
Varum and his company, defendant Telesis Engineers, Inc. (jointly the Varum defendants). Berger
alleged the Varum defendants fraudulently transferred assets to other defendants in an effort to
avoid paying the judgment. While Berger's enforcement action against the Varum defendants and
defendants Alex Varum, Charles Thiel, Irina Varum, Natalie Kreigel, 1122 University Avenue,
LLC, 1122 University, LLC, Gia Group, LLC, California Family Company, LLC, California
Family, LLC, CWR Holdings, LLC, Bay Area Family Company, LLC, and Bay Area Family, LLC
(jointly defendants) was pending, the Varum defendants paid the outstanding judgment. However,
Berger amended his complaint to assert various consequential damages caused by the Varum
defendants' delay in payment. Defendants subsequently filed a demurrer alleging Berger was not
entitled to recover damages above the amount of the judgment and his enforcement costs, which
the trial court granted.


[1] Berger now appeals from the trial court's judgment following its order sustaining, without
leave to amend, defendants' demurrer. Berger contends his complaint asserts a common law
fraudulent transfer claim, which gives rise to consequential and punitive damages. We agree and
reverse the trial court's order and subsequent judgment. 1


1 On July 20, 2018, Berger filed a request for judicial notice of four orders entered by the San Francisco Superior Court in Mirov v.
Berger (case No. CGC-07-462479). This request is denied as such materials are not relevant to our disposition of this appeal.


*1017  I. FACTUAL AND PROCEDURAL BACKGROUND


A. The Underlying Action
[2] Berger hired the Varum defendants to design and provide technical support for constructing
a building in San **54  Francisco. 2  Significant problems with the Varum defendants' design
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emerged during demolition and construction, which resulted in Berger having to purchase an
adjacent property. In 2013, Berger obtained an approximate $ 2.7 million judgment against the
Varum defendants resulting from a prior lawsuit between the parties. The Varum defendants
subsequently appealed but did not post a bond staying enforcement of the judgment.


2 We take judicial notice of our prior nonpublished opinion, Berger v. Varum 2015 WL 9412778 (Cal.App. 1st Dist. Dec. 22, 2015,
A141112) (Berger I ). (Evid. Code, § 452, subd. (d).)


While that appeal was pending, Berger filed a complaint against defendants for action on
judgment, return of distributions to shareholders of or investors in judgment debtor, and fraudulent
transfer. The complaint alleged various defendants received distributions of money, property,
interests in real estate, and other items of value from the Varum defendants without paying
adequate consideration. The complaint sought enforcement of the judgment, various relief from
the fraudulent transfers, costs, exemplary damages, and other unspecified relief.


In 2015, this court affirmed the judgment. (Berger I, supra, A141112.) Approximately seven
months later, the Varum defendants paid the judgment, and Berger filed an acknowledgement of
satisfaction of judgment.


Berger subsequently filed a second amended complaint (complaint) modifying the causes of action
in light of the Varum defendants' satisfaction of judgment. That complaint asserted two causes
of action against defendants for fraudulent conveyance pursuant to Civil Code section 3439 and
conspiracy to defraud. Between entry of judgment and satisfaction of judgment, the complaint
asserts the Varum defendants utilized various mechanisms to hide the amount and ownership
of their assets and their financial condition, such as through corporate entities, asset purchase
agreements, conveyances, and asset transfers without consideration. Specifically, the complaint
alleges the Varum defendants distributed money, accounts, property, interests in real estate, and
other items of value to various individuals and entities without requiring them to pay adequate
consideration. The complaint asserts the Varum defendants took these actions to intentionally
“hinder, delay or defraud” Berger from collecting payment on the judgment. The complaint further
alleges the individuals and entities to whom these assets were *1018  distributed “knowingly acted
in concert with [the Varum defendants] to effect the fraudulent transfers” and conspired to hide
these assets to obstruct Berger's efforts to collect on the judgment. As a result of this conduct,
Berger asserts he incurred consequential damages and suffered emotional distress.


Defendants demurred to the complaint. They asserted the satisfaction of judgment made Berger
whole, and Berger was not entitled to recover damages above the amount of the judgment and
his enforcement costs. The trial court sustained defendants' demurrer without leave to amend. It
concluded Berger could not pursue his fraudulent transfer claim because Berger “cites no published
authority, and the court is aware of none, that permits a judgment creditor to seek consequential
and/or punitive damages resulting from the delay in payment of a judgment due to fraudulent
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transfers that occurred prior to satisfaction of the judgment. Although [Berger] contends that he is
entitled to seek ‘regular fraud damages,’ he has not alleged, nor has he shown that he can **55
allege a ‘regular fraud’ claim.” Berger timely appealed.


II. DISCUSSION


A. Standard of Review
[3]  [4]  [5]  [6]  [7]  [8] We independently review a trial court's order sustaining a demurrer.
(Brown v. Deutsche Bank National Trust Co. (2016) 247 Cal.App.4th 275, 279, 201 Cal.Rptr.3d
892 (Brown).) “In doing so, this court's only task is to determine whether the complaint states
a cause of action. [Citation.] We accept as true all well-pleaded allegations in the operative
complaint, and we will reverse the trial court's order of dismissal if the factual allegations state a
cause of action on any available legal theory. [Citation.] We treat defendants' demurrer as admitting
all properly pleaded material facts, but not contentions, deductions, or conclusions of fact or
law.” (Ibid.) “ ‘We also consider matters which may be judicially noticed.’ [Citation.] ... [and] give
the complaint a reasonable interpretation, reading it as a whole and its parts in their context.” (Blank
v. Kirwan (1985) 39 Cal.3d 311, 318, 216 Cal.Rptr. 718, 703 P.2d 58.)


[9]  [10] When “ ‘the trial court sustains a demurrer without leave to amend, we review the
determination that no amendment could cure the defect in the complaint for an abuse of discretion.
[Citation.] The trial court abuses its discretion if there is a reasonable possibility that the plaintiff
could cure the defect by amendment.’ ” (Brown, supra, 247 Cal.App.4th at p. 279, 201 Cal.Rptr.3d
892.)


*1019  B. Common Law Fraudulent Transfer
The operative complaint alleges two causes of action: fraudulent transfer under Civil Code section
3439 3  and conspiracy to defraud. It seeks to recover various “General and Special damages.”
On appeal, Berger does not contend he can recover consequential or punitive damages under the
UVTA. Rather, Berger maintains he is entitled to assert a claim for common law fraudulent transfer,
which gives rise to such remedies. We agree.


3 Civil Code section 3439 et seq. is the Uniform Voidable Transactions Act (UVTA). In 2015, the former Uniform Fraudulent Transfer
Act (UFTA) was renamed as the UVTA. (Stats. 2015, ch. 44, § 3, p. 1456.) We will refer to the act by its current name, UVTA,
although some relevant case law employs the former terminology.


1. The UVTA Does Not Preclude a Common Law Action
[11] Section 3439.12 of the Civil Code states: “Unless displaced by the provisions of this chapter,
the principles of law and equity, including ... the law relating to principal and agent, estoppel,
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laches, fraud, misrepresentation, duress, coercion, mistake, insolvency, or other validating or
invalidating cause, supplement its provisions.” Case law has established the remedies specified in
the UVTA are cumulative and not the exclusive remedy for fraudulent conveyances. (See, e.g.,
Macedo v. Bosio (2001) 86 Cal.App.4th 1044, 1051, 104 Cal.Rptr.2d 1 (Macedo).) “They may
also be attached by, as it were, a common law action.” (Ibid.) By its terms the UVTA was intended
to supplement, not replace, common law principles relating to fraud. (Wisden v. Superior Court
(2004) 124 Cal.App.4th 750, 758, 21 Cal.Rptr.3d 523 [UVTA remedies “ ‘are cumulative to the
remedies applicable to fraudulent conveyances that existed before the uniform laws went into
effect’ ”]; Cortez v. Vogt (1997) 52 Cal.App.4th 917, 930, 60 Cal.Rptr.2d 841 [UVTA “makes clear
its remedies are cumulative to preexisting remedies for fraudulent conveyances”].)


Traditionally, creditors could bring fraudulent transfer cases under common **56  law. (See, e.g.,
Macedo, supra, 86 Cal.App.4th at p. 1051, 104 Cal.Rptr.2d 1; Wisden v. Superior Court, supra, 124
Cal.App.4th at p. 758, 21 Cal.Rptr.3d 523 [UVTA does not supersede common law of fraudulent
transfer].) Because the UVTA is not intended to replace such common law but merely supplement
it, we conclude Berger may bring such a claim under common law. 4


4 The Varum defendants rely on Cardinale v. Miller (2014) 222 Cal.App.4th 1020, 166 Cal.Rptr.3d 546, to contend the complaint is
actually an action to enforce a judgment rather than a fraudulent transfer claim. That case, however, is distinguishable. In Cardinale,
the defendants challenged the statutory basis for awarding fees in an UFTA action, asserting in part the fee award was “improper
because ‘the action against [them] was not to enforce the judgment but rather to pursue an independent tort claim’ sounding in
conspiracy.” (Id. at pp. 1025–1026, 166 Cal.Rptr.3d 546.) Our colleagues in Division Three noted, “As a factual matter, this action
was to collect the unpaid judgment,” and concluded the fee award was authorized under Code of Civil Procedure section 685.040 (part
of title 9, Enforcement of Judgments). (Cardinale, at p. 1026, 166 Cal.Rptr.3d 546, italics added.) Nothing in the opinion suggests a
party cannot bring or seek damages based on a common law fraudulent transfer claim. (Cf. Filip v. Bucurenciu (2005) 129 Cal.App.4th
825, 837, 28 Cal.Rptr.3d 884 [“In fraudulently transferring property, tortious conduct occurred.”].)


*1020  2. Berger Has Stated a Cause for Common Law Fraudulent Transfer
[12] Having concluded the UVTA does not preclude Berger from bringing his claim under
common law, we next must assess whether Berger adequately pled such a claim.


[13] Defendants do not contend Berger failed to allege the details of the fraudulent transfers
with sufficient detail. Rather, they contend Berger has failed to allege a recoverable injury arising
from such transfers. “A well-established principle of the law of fraudulent transfers is, ‘A transfer
in fraud of creditors may be attacked only by one who is injured thereby. Mere intent to delay
or defraud is not sufficient; injury to the creditor must be shown affirmatively. In other words,
prejudice to the plaintiff is essential.’ ” (Mehrtash v. Mehrtash (2001) 93 Cal.App.4th 75, 80, 112
Cal.Rptr.2d 802 (Mehrtash); accord Bennett v. Paulson (1935) 7 Cal.App.2d 120, 123, 45 P.2d 369
[“ ‘The intent to delay or defraud creditors is not enough; there must also be a resulting injury to
the creditor, which must be affirmatively shown.’ ”].) 5
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5 Berger contends a demurrer was an improper vehicle to challenge his complaint because it attacked his prayer for relief rather than the
sufficiency of the allegations. Because an affirmative showing of injury is required and the only alleged injuries are those that Berger
seeks to recover through his consequential damages claim, the complaint was properly challenged via demurrer. (Cf. Rossberg v.
Bank of America, N.A. (2013) 219 Cal.App.4th 1481, 1499–1500, 162 Cal.Rptr.3d 525 [demurrer sustained as to fraud claim because
plaintiffs “failed to allege any connection between their reliance ... and any specific damages that reliance caused”].)


[14]  [15]  [16] Here, Berger has alleged a range of damages stemming from defendants' conduct.
These include items such as liens and interest on those liens, lost rents, early IRA redemptions
and related penalties and taxes, losses due to diminished credit scores and credit, increased
financing fees, foreclosure fees, emotional distress, exemplary damages, and costs. Generally,
“[t]ort damages are awarded to fully compensate the victim for all the injury suffered. [Citation.]
There is no fixed rule for the measure of tort damages.... The measure that most appropriately
compensates the injured party for the loss sustained should be adopted.” **57  (Santa Barbara
Pistachio Ranch v. Chowchilla Water Dist. (2001) 88 Cal.App.4th 439, 446–447, 105 Cal.Rptr.2d
856; see also Civ. Code, § 3333 [measure of tort damages is the “amount which will compensate
for all the detriment proximately caused thereby, whether it could have been anticipated or
not”].) Nothing in the UVTA alters this general rule. *1021  As noted above, UVTA remedies
“ ‘are cumulative to the remedies applicable to fraudulent conveyances that existed before the
uniform laws went into effect.’ ” (Wisden v. Superior Court, supra, 124 Cal.App.4th at p. 758,
21 Cal.Rptr.3d 523.) And UVTA specifically authorizes “[a]ny other relief the circumstances may
require.” (Civ. Code, § 3439.07, subd. (a)(3)(C).) Accordingly, the damages alleged by Berger
fall within the scope of recoverable tort damages and satisfy the damage element for a fraudulent
transfer claim for purposes of demurrer. (See Brown, supra, 247 Cal.App.4th at p. 279, 201
Cal.Rptr.3d 892 [“We accept as true all well-pleaded allegations in the operative complaint”].)


Certain cases, while not awarding consequential damages, have recognized the availability of such
damages. 6  For example, in Mehrtash, supra, 93 Cal.App.4th 75, 112 Cal.Rptr.2d 802, the plaintiff
ex-wife obtained a judgment for unpaid spousal support and sought to have a quitclaim deed given
by her former husband to his stepchildren set aside under the UFTA. However, the property was so
heavily encumbered it had no value as an asset. The court rejected her claim, concluding, “Plaintiff
produced no evidence that the value of the property could support any net recovery for her in
the event the conveyance were set aside.” (Mehrtash, at p. 81, 112 Cal.Rptr.2d 802.) In doing so,
however, the court expressly noted the plaintiff did not claim any financial injury caused by the
allegedly fraudulent conveyance. (Ibid.)


6 Berger cites Jhaveri v. Teitelbaum (2009) 176 Cal.App.4th 740, 98 Cal.Rptr.3d 268, to support his position. However, we do not find
Jhaveri on point. That case addressed whether the trial court abused its discretion in allocating the value of a settlement between
one debtor, Dubois, and his spouse. (Id. at pp. 747–748, 98 Cal.Rptr.3d 268.) The settlement arose from an unpaid judgment and
subsequent enforcement action against various debtors and their spouses. (Id. at p. 744, 98 Cal.Rptr.3d 268.) The plaintiffs objected to
the trial court's allocation of half the settlement value to the enforcement action asserted against Dubois's spouse rather than allocating
the entire settlement to the outstanding judgment. (Id. at p. 747, 98 Cal.Rptr.3d 268.) The Court of Appeal concluded the trial court
did not abuse its discretion in so allocating the settlement value. (Id. at p. 755, 98 Cal.Rptr.3d 268.) It explained (1) the complaint
sought “general, special and punitive damages” against the spouse, (2) a RICO claim would have been asserted against her had she
and Dubois not entered into the settlement, and (3) the statutory UFTA claim “is not the exclusive remedy by which fraudulent



http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2031657947&pubNum=0004041&originatingDoc=Ia50fe380864811e9a3ecec4a01914b9c&refType=RP&fi=co_pp_sp_4041_1499&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_4041_1499

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2031657947&pubNum=0004041&originatingDoc=Ia50fe380864811e9a3ecec4a01914b9c&refType=RP&fi=co_pp_sp_4041_1499&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_4041_1499

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2001304992&pubNum=0004041&originatingDoc=Ia50fe380864811e9a3ecec4a01914b9c&refType=RP&fi=co_pp_sp_4041_446&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_4041_446

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2001304992&pubNum=0004041&originatingDoc=Ia50fe380864811e9a3ecec4a01914b9c&refType=RP&fi=co_pp_sp_4041_446&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_4041_446

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2001304992&pubNum=0004041&originatingDoc=Ia50fe380864811e9a3ecec4a01914b9c&refType=RP&fi=co_pp_sp_4041_446&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_4041_446

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000200&cite=CACIS3333&originatingDoc=Ia50fe380864811e9a3ecec4a01914b9c&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2005672770&pubNum=0004041&originatingDoc=Ia50fe380864811e9a3ecec4a01914b9c&refType=RP&fi=co_pp_sp_4041_758&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_4041_758

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2005672770&pubNum=0004041&originatingDoc=Ia50fe380864811e9a3ecec4a01914b9c&refType=RP&fi=co_pp_sp_4041_758&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_4041_758

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000200&cite=CACIS3439.07&originatingDoc=Ia50fe380864811e9a3ecec4a01914b9c&refType=SP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_a6680000a5140

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2038832227&pubNum=0004041&originatingDoc=Ia50fe380864811e9a3ecec4a01914b9c&refType=RP&fi=co_pp_sp_4041_279&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_4041_279

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2038832227&pubNum=0004041&originatingDoc=Ia50fe380864811e9a3ecec4a01914b9c&refType=RP&fi=co_pp_sp_4041_279&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_4041_279

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2001911425&pubNum=0003484&originatingDoc=Ia50fe380864811e9a3ecec4a01914b9c&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2001911425&pubNum=0004041&originatingDoc=Ia50fe380864811e9a3ecec4a01914b9c&refType=RP&fi=co_pp_sp_4041_81&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_4041_81

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2001911425&pubNum=0004041&originatingDoc=Ia50fe380864811e9a3ecec4a01914b9c&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2019595559&pubNum=0007047&originatingDoc=Ia50fe380864811e9a3ecec4a01914b9c&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2019595559&pubNum=0004041&originatingDoc=Ia50fe380864811e9a3ecec4a01914b9c&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2019595559&pubNum=0007047&originatingDoc=Ia50fe380864811e9a3ecec4a01914b9c&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2019595559&pubNum=0007047&originatingDoc=Ia50fe380864811e9a3ecec4a01914b9c&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2019595559&pubNum=0007047&originatingDoc=Ia50fe380864811e9a3ecec4a01914b9c&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2019595559&pubNum=0007047&originatingDoc=Ia50fe380864811e9a3ecec4a01914b9c&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)





Berger v. Varum, 35 Cal.App.5th 1013 (2019)
248 Cal.Rptr.3d 51, 19 Cal. Daily Op. Serv. 5087, 2019 Daily Journal D.A.R. 4851


 © 2020 Thomson Reuters. No claim to original U.S. Government Works. 11


transfers may be attacked” and “the allegations could be construed as encompassing common law tort actions....” (Jhaveri, at pp.
754–755, 98 Cal.Rptr.3d 268.) In so holding, however, the court did not indicate the phrase “common law tort actions” necessarily
referenced a common law fraudulent transfer claim—as Berger's counsel suggested at oral argument—but likely referenced its prior
statement that “Principles of law and equity, including estoppel, fraud, misrepresentation ‘or other validating or invalidating cause,’
are available to supplement an action under UFTA.” (Id. at p. 755, 98 Cal.Rptr.3d 268.) The court also did not determine whether
the settlement amount allocated toward Dubois's spouse's liability was for the compensatory, consequential, or punitive damages
prayed for in that action. Nor did it otherwise address common law fraudulent transfer claims or whether consequential damages
are recoverable for such claims.


Similarly, in Kelleher v. Kelleher (N.D.Cal. Sept. 29, 2015, No. 13-cv-05450-MEJ), 2015 WL
5693726 (Kelleher), the plaintiff brought a fraudulent transfer **58  claim and sought to recover
monetary damages against a transferee, who temporarily *1022  held assets received from the
plaintiff's ex-husband but returned them prior to the plaintiff's lawsuit. (Id. at pp. *1–*2.) The
defendant transferee argued the plaintiff suffered “ ‘no conceivable injury’ ” because the liquidated
shares were fully reconveyed back to her ex-husband. (Id. at p. *3.) In response, the plaintiff
argued in part “ ‘it would frustrate the purposes of the fraudulent transfer laws if a debtor and
[a] sympathetic transferee could continually play a “shell game” of the debtor transferring assets
out of the reach of creditors on a temporary basis to the transferee until the debtor can evade his
creditors and reach a place of temporary safety, whereupon the transferee then reconveys the assets
to the debtor, and then the process starts anew when the debtor is located.’ ” (Id. at p. *11.) While
sympathetic to the plaintiff's position, the court concluded it was inappropriate to impose such a
remedy because the plaintiff “has not shown she was injured.... Plaintiff has in effect been restored
to her original position, and she has not otherwise indicated how she suffered an injury that entitles
her to a remedy beyond what has already occurred.... As Defendant effectively voided the transfer
himself, and Plaintiff has not indicated that she suffered any other injury entitling her to relief,
Plaintiff has not shown how her fraudulent transfer claims provide her with a remedy.” (Ibid.,
italics added; see also Renda v. Nevarez (2014) 223 Cal.App.4th 1231, 1239, 167 Cal.Rptr.3d
874, quoting Miller v. Kaiser (1967) 164 Colo. 206, [433 P.2d 772, 775] [“ ‘It becomes axiomatic
therefore after analyzing this equitable remedy that a judgment creditor cannot in a fraudulent
conveyance action be the recipient, as against the fraudulent transferor, of a money judgment, for
the very basis of this action is the judgment debt he is endeavoring to collect. A different situation
might be presented in an action in which special damages were alleged and proved.’ ” (italics
from Renda omitted; italics added) ].)


Another useful comparison is Maxwell v. Fire Ins. Exchange (1998) 60 Cal.App.4th 1446, 70
Cal.Rptr.2d 866 (Maxwell). There, the plaintiff filed suit against the defendant insurance company
seeking damages for breach of contract and bad faith based on withholding amounts due under a
judgment. (Id. at p. 1448, 70 Cal.Rptr.2d 866.) A few months thereafter, the insurance companies
paid the judgment including accrued interest. (Ibid.) The trial court subsequently granted the
insurance companies' motions for summary judgment on the basis that the plaintiff “proffered no
proof of financial loss other than an alleged delay in the payment of the judgment and the loss of
use of the withheld judgment money as a result, thereby omitting the ‘damages’ element of his
causes of action for breach of contract and bad faith and raising no triable issue of fact.” (Ibid.) The



http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2019595559&pubNum=0004041&originatingDoc=Ia50fe380864811e9a3ecec4a01914b9c&refType=RP&fi=co_pp_sp_4041_754&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_4041_754

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2019595559&pubNum=0004041&originatingDoc=Ia50fe380864811e9a3ecec4a01914b9c&refType=RP&fi=co_pp_sp_4041_754&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_4041_754

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2019595559&pubNum=0007047&originatingDoc=Ia50fe380864811e9a3ecec4a01914b9c&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2037265416&pubNum=0000999&originatingDoc=Ia50fe380864811e9a3ecec4a01914b9c&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2037265416&pubNum=0000999&originatingDoc=Ia50fe380864811e9a3ecec4a01914b9c&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2037265416&pubNum=0000999&originatingDoc=Ia50fe380864811e9a3ecec4a01914b9c&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2037265416&originatingDoc=Ia50fe380864811e9a3ecec4a01914b9c&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2037265416&originatingDoc=Ia50fe380864811e9a3ecec4a01914b9c&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2037265416&originatingDoc=Ia50fe380864811e9a3ecec4a01914b9c&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2037265416&pubNum=0000999&originatingDoc=Ia50fe380864811e9a3ecec4a01914b9c&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2032719458&pubNum=0004041&originatingDoc=Ia50fe380864811e9a3ecec4a01914b9c&refType=RP&fi=co_pp_sp_4041_1239&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_4041_1239

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2032719458&pubNum=0004041&originatingDoc=Ia50fe380864811e9a3ecec4a01914b9c&refType=RP&fi=co_pp_sp_4041_1239&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_4041_1239

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1967128902&pubNum=0000661&originatingDoc=Ia50fe380864811e9a3ecec4a01914b9c&refType=RP&fi=co_pp_sp_661_775&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_661_775

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2032719458&pubNum=0004041&originatingDoc=Ia50fe380864811e9a3ecec4a01914b9c&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1998037649&pubNum=0003484&originatingDoc=Ia50fe380864811e9a3ecec4a01914b9c&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1998037649&pubNum=0003484&originatingDoc=Ia50fe380864811e9a3ecec4a01914b9c&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1998037649&pubNum=0004041&originatingDoc=Ia50fe380864811e9a3ecec4a01914b9c&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1998037649&pubNum=0003484&originatingDoc=Ia50fe380864811e9a3ecec4a01914b9c&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1998037649&pubNum=0004041&originatingDoc=Ia50fe380864811e9a3ecec4a01914b9c&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1998037649&pubNum=0004041&originatingDoc=Ia50fe380864811e9a3ecec4a01914b9c&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)





Berger v. Varum, 35 Cal.App.5th 1013 (2019)
248 Cal.Rptr.3d 51, 19 Cal. Daily Op. Serv. 5087, 2019 Daily Journal D.A.R. 4851


 © 2020 Thomson Reuters. No claim to original U.S. Government Works. 12


Court of Appeal affirmed. (Id. at p. 1452, 70 Cal.Rptr.2d 866.) It noted “no evidence was produced
by the appellant to establish economic loss other than his argument that a delay in payment of the
sum due from the judgment and its ‘loss of use’ was per se an economic loss which he suffered.” (
*1023  Id. at p. 1450, 70 Cal.Rptr.2d 866.) Specifically, the court explained “appellant does not
assert any damages other than emotional distress,” “sworn testimony establishes that appellant's
credit was not damaged from the delay in payment,” and “appellant's attorney's fees and costs were
contingent.” (Id. at pp. 1449–1450, 70 Cal.Rptr.2d 866.)


[17]  [18] Unlike the plaintiffs in Mehrtash, Kelleher, and Maxwell, Berger has alleged specific,
financial injury caused by the Varum defendants' alleged fraudulent **59  transfer, including
various fees and penalties, damage to his credit, and lost rental income. 7  There may be a valid
argument as to whether these claimed damages are too speculative or were, in fact, part of the
original judgment. However, we do not decide on demurrer whether plaintiffs will be able to prove
their claims, but only whether they are properly pleaded. (Desai v. Farmers Ins. Exchange (1996)
47 Cal.App.4th 1110, 1115, 55 Cal.Rptr.2d 276.) The amount of damages is generally a question
of fact. (Westphal v. Wal-Mart Stores, Inc. (1998) 68 Cal.App.4th 1071, 1078, 81 Cal.Rptr.2d
46.) Berger's allegations do not support a conclusion that—should he plead and prove his case—
damages are unrecoverable. 8


7 Because consequential damages may be recoverable for Berger's fraudulent transfer cause of action, there potentially could be an
award upon which to assess punitive damages. (Cheung v. Daley (1995) 35 Cal.App.4th 1673, 1677, 42 Cal.Rptr.2d 164 [“an award
of exemplary damages must be accompanied by an award of compensatory damages”].) Accordingly, Berger is equally entitled to
seek a punitive damage award at this stage.


8 The Varum defendants cite Forum Ins. Co. v. Devere Ltd. (C.D.Cal. 2001) 151 F.Supp.2d 1145, to argue such damages are not
recoverable. But that case does not provide us with any meaningful guidance. In Forum, the court did not assess what remedies
arose from a common law fraudulent transfer claim. Rather, the question posed was what remedies the plaintiffs could seek for a
common law conspiracy claim based on an UFTA violation. (Forum, at p. 1148,.) The court concluded, “Terms such as ‘liability’
and ‘damages’ do not appear in the statute. [Citation.] Thus, by its terms, UFTA allows only equitable remedies such as avoidance,
attachment, an injunction, or appointment of a receiver. Upon finding a UFTA violation, the court may cancel the transfer or impose
a lien against the transferred property, but it may not award damages.” (Ibid.) It further concluded, “A conspiracy claim does not
expand the remedies afforded by UFTA.” (Ibid.)


3. Consequential and Punitive Damages Are Not Barred by the Enforcement of
Judgments Law


[19] Defendants next argue the provision for postjudgment interest under the Enforcement of
Judgments Law (EJL; Code Civ. Proc., § 680.010) is the sole remedy available for any delay in
collecting on a judgment. We disagree.


[20] The EJL provides for “the reasonable and necessary costs of enforcing a judgment,”
including postjudgment interest on unsatisfied money judgments. (Code of Civ. Proc., § 685.040;
Conservatorship of McQueen (2014) 59 Cal.4th 602, 607, 174 Cal.Rptr.3d 55, 328 P.3d 46.)
Postjudgment interest generally runs from the date judgment is originally entered, and its *1024
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purpose “is to compensate the judgment creditor for the time value of the money until the judgment
is paid.” (Code Civ. Proc., § 685.020, subd. (a); Hernandez v. Siegel (2014) 230 Cal.App.4th
165, 175, 178 Cal.Rptr.3d 417.) While postjudgment interest provides the remedy for a judgment
creditor who faces a delay in collecting a judgment, it has no bearing on the damages a plaintiff
may seek in connection with postjudgment tortious conduct. Indeed, the EJL is entirely silent on
this issue.


Defendants' reliance on California Fed. Savings & Loan Assn. v. City of Los Angeles (1995)
11 Cal.4th 342, 45 Cal.Rptr.2d 279, 902 P.2d 297 and Gray1 CPB, LLC v. SCC Acquisitions,
Inc. (2015) 233 Cal.App.4th 882, 182 Cal.Rptr.3d 654 does not compel us to find otherwise.
In California Fed. Savings & Loan Assn. v. City of Los Angeles, the court addressed the proper
interest rate applicable to local public entities. (Id. at p. 347, 45 Cal.Rptr.2d 279, 902 P.2d 297.) In
rejecting the plaintiffs' argument that postjudgment interest was unrelated to enforcing judgments,
the court **60  briefly commented such interest “reduces the incentive to delay payment” and
“serves to adequately compensate plaintiffs.” (Id. at p. 350, 45 Cal.Rptr.2d 279, 902 P.2d 297.) It
did not address whether such an interest award precluded subsequent damages for tortious conduct
undertaken to avoid paying the outstanding judgment. Likewise, in Gray1 CPB, LLC v. SCC
Acquisitions, Inc., supra, 233 Cal.App.4th at page 891, 182 Cal.Rptr.3d 654, the court addressed
whether the plaintiff made a timely motion for attorney fees incurred in attempting to enforce its
judgment. The case did not discuss what, if any, additional damages the plaintiff may recover as a
result of the defendant's alleged fraudulent transfers, whether the plaintiff incurred or sought such
damages, or whether the postjudgment interest precluded such damages.


Nothing in the EJL expressly precludes Berger from seeking damages arising from alleged
postjudgment tortious conduct. Nor are we willing to imply such a limitation. Accordingly, the
EJL does not impact Berger's ability to seek damages arising from the allegations in his complaint.


4. As Alleged in the Operative Complaint, the Damages at Issue Do Not Constitute a
Double Recovery


[21]  [22] Finally, defendants rely on Renda v. Nevarez, supra, 223 Cal.App.4th 1231, 167
Cal.Rptr.3d 874 to contend the damages sought by Berger would amount to an impermissible
double recovery. In Renda, the court denied recovery of money damages from the debtor in a
fraudulent transfer action because it “would partially duplicate the money judgment he had already
obtained against [the defendant] in the prior action, in violation of the rule prohibiting double
recovery for the same harm.” (Id. at pp. 1236–1237, 167 Cal.Rptr.3d 874.) In other words, a
creditor cannot obtain a money judgment against a debtor for the amount of the outstanding
judgment because it would create two judgments against the *1025  same debtor for the same
debt. Here, however, Berger is not attempting to obtain a duplicate recovery of the underlying
judgment, but pursue separate monetary damages he alleges were caused by the Varum defendants'
postjudgment tortious conduct.
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Defendants also contend the damages are duplicative because they encompass damages caused
by the construction defect claims, which were included in the in the prior action's judgment. At
demurrer, however, we cannot conclude the requested damages are duplicative. The complaint
alleges the damages sought in the instant matter were caused by defendants' “efforts to hinder,
delay and defraud [Berger] from collecting the Judgment” and the resulting delay in satisfaction of
judgment. We must accept these allegations as true for purposes of defendants' demurrer. (Brown,
supra, 247 Cal.App.4th at p. 279, 201 Cal.Rptr.3d 892.)


C. Conspiracy Claim
[23]  [24] California imposes liability “ ‘ “on one who aids and abets the commission of an
intentional tort if the person (a) knows the other's conduct constitutes a breach of duty and gives
substantial assistance or encouragement to the other to so act or (b) gives substantial assistance to
the other in accomplishing a tortious result and the person's own conduct, separately considered,
constitutes a breach of duty to the third person.” ’ ” (Casey v. U.S. Bank Nat. Assn. (2005)
127 Cal.App.4th 1138, 1144, 26 Cal.Rptr.3d 401; accord American Master Lease LLC v. Idanta
Partners, Ltd. (2014) 225 Cal.App.4th 1451, 1477, 171 Cal.Rptr.3d 548 [individual may be liable
for aiding and abetting an intentional tort where he or she “makes ‘ “a conscious **61  decision
to participate in tortious activity for the purpose of assisting another in performing a wrongful
act” ’ ”].) Because transferring funds in order to evade creditors constitutes an intentional tort, it
logically follows that California common law should recognize liability for aiding and abetting
a fraudulent transfer. (See Filip v. Bucurenciu, supra, 129 Cal.App.4th at p. 837, 28 Cal.Rptr.3d
884 [“In fraudulently transferring property, tortious conduct occurred.”]; Taylor v. S & M Lamp
Co. (1961) 190 Cal.App.2d 700, 705, 12 Cal.Rptr. 323 [“the second cause of action alleges, in
essence, the commission of a tort by the judgment debtors, to wit, a concealment of their assets
for the purpose of defrauding their principal creditor”].)


In Taylor v. S & M Lamp Co., supra, 190 Cal.App.2d 700, 12 Cal.Rptr. 323, for example, this
District held the plaintiff adequately stated a cause of action for conspiracy to commit a fraudulent
transfer. (Id. at p. 706, 12 Cal.Rptr. 323.) The court reasoned “ ‘[c]ivil liability for conspiracy
to commit a tort has long been recognized in this state,’ ” and pursuant to UVTA it “is contrary
to public policy for a debtor to convey or to conceal his property for the purpose of defrauding
his creditors.” (Ibid.) The court thus concluded, “a debtor and those *1026  who conspire with
him to conceal his assets for the purpose of defrauding creditors are guilty of committing a tort
and each is liable in damages.” (Ibid.; see also Monastra v. Konica Business Machines, U.S.A.,
Inc. (1996) 43 Cal.App.4th 1628, 1644–1645, 51 Cal.Rptr.2d 528 [person other than the debtor
or transferee who conspires with others to effect a fraudulent transfer may be held jointly liable
for the creditor's damages].)
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Here, Berger alleges the defendants were aware the Varum defendants planned to fraudulently
transfer assets to hinder, delay, or defraud Berger. Berger further alleges the defendants “agreed
and intended that the fraudulent transfers be committed,” the defendants in fact “received assets
without adequate consideration in furtherance of the fraud upon [Berger],” and Berger was harmed
as a result of such conduct. These allegations are sufficient to state a cause of action for conspiracy.
(See Casey v. U.S. Bank Nat. Assn., supra, 127 Cal.App.4th at p. 1144, 26 Cal.Rptr.3d 401.)


III. DISPOSITION


The order sustaining the demurrer and the judgment dismissing Arkady Berger's second amended
complaint is reversed, and the action is remanded to the trial court for further proceedings. Berger
may recover his costs on appeal. (Cal. Rules of Court, rule 8.278(a)(1), (2).)


We concur:


Humes, P. J.


Banke, J.


All Citations


35 Cal.App.5th 1013, 248 Cal.Rptr.3d 51, 19 Cal. Daily Op. Serv. 5087, 2019 Daily Journal D.A.R.
4851


End of Document © 2020 Thomson Reuters. No claim to original U.S. Government Works.
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3 Cal.4th 370, 834 P.2d 745, 11 Cal.Rptr.2d 51, 61 USLW
2145, Fed. Sec. L. Rep. P 96,978, 48 A.L.R.5th 835


ROBERT R. BILY, Plaintiff and Respondent,
v.


ARTHUR YOUNG & COMPANY, Defendant and Appellant.
J. F. SHEA CO., INC., et al., Plaintiffs and Appellants,


v.
ARTHUR YOUNG & COMPANY, Defendant and Appellant.


No. S017199.
Supreme Court of California


Aug 27, 1992.


SUMMARY


A single investor and a group of investors who had lost their investments in a company that
manufactured portable personal computers brought two separate lawsuits for fraud, negligent
misrepresentation, and professional negligence against an accounting firm that had been hired
by the company to perform an audit of the company's financial statements, alleging that they
had invested in the company in reliance on the accounting firm's unqualified audit opinion. The
two lawsuits were consolidated for trial, and the trial court entered judgment on a jury verdict in
plaintiffs' favor on the professional negligence counts and against plaintiffs on their other causes
of action. (Superior Court of Santa Clara County, No. 536562, Eugene M. Premo, Judge.) The
Court of Appeal, Sixth Dist., No. H003695, affirmed.


The Supreme Court reversed and remanded the matter to the Court of Appeal with instructions
to direct judgment in favor of defendant against the single plaintiff, and to decide a cross-appeal
that had been filed by the remaining plaintiffs claiming that the defendant was an aider and abettor
of the client's fraud. The court held that the trial court erred in entering judgment for plaintiff
on the professional negligence count since an auditor can be held liable for general negligence
in conducting an audit of financial statements only to the person or entity contracting for the
auditor's services, and the accounting firm's sole client was the company. The court further held
that although an auditor may not be held liable to third parties for general negligence, an auditor
may be held liable for negligent misrepresentation to third parties who are known to the auditor
and for whose benefit the auditor has rendered the audit report. The court further held that an
auditor may also be held liable to third parties for intentional fraud in the preparation of an audit
report, if the auditor had no belief in the truth of the false statements made in the audit report and
made them recklessly, even though the auditor may not have had actual knowledge of the false
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or baseless character of its opinion. Although the jury was not instructed in accordance with the
rules the court announced concerning negligent misrepresentation and intentional fraud, plaintiffs
failed to establish that they were prejudiced by the trial of those causes of action, and thus they
were not entitled to a retrial. (Opinion by Lucas, C. J., with Panelli, Arabian, Baxter and George,
JJ., concurring. Separate dissenting opinion by Kennard, J., with Mosk, J., concurring.) *371


HEADNOTES


Classified to California Digest of Official Reports


(1)
Accountants § 2--Definitions--Audit:Words, Phrases, and Maxims--Audit.
An audit is the verification of an entity's financial statements through an examination of its
underlying accounting records and supporting evidence. In an audit engagement, an accountant
reviews financial statements prepared by a client and issues an opinion stating whether such
statements fairly represent the financial status of the audited entity.


(2)
Negligence § 9--Elements of Actionable Negligence--Duty of Care--As Threshold
Element:Words, Phrases, and Maxims--Negligence.
Negligence is conduct that falls below the standard established by law for the protection of others.
Every person is responsible, not only for the result of his or her willful acts, but also for an
injury to another caused by the actor's want of ordinary care or skill in the management of his
or her own property or person, except to the extent that the injured person, either willfully or by
want of ordinary care, has brought the injury upon himself or herself. The threshold element of a
negligence cause of action is the existence of a duty to use due care toward an interest of another
that enjoys legal protection against unintentional invasion. Whether this essential prerequisite has
been satisfied in a particular case is a question of law to be resolved by the court. “Duty” is not
sacrosanct in itself, but is only an expression of the sum total of those policy considerations that
lead to the conclusion that a particular plaintiff is entitled to protection.


(3a, 3b)
Negligence § 9--Elements of Actionable Negligence--Duty of Care--In Absence of Privity--
Factors.
The determination of whether a particular defendant will be held liable in negligence to a third
person with whom the defendant is not in privity is a matter of policy and involves the balancing
of various factors, among which are the extent to which the transaction was intended to affect the
third person, the foreseeability of harm to the third person, the degree of certainty that the third
person suffered injury, the closeness of the connection between the defendant's conduct and the
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injury suffered, the moral blame attached to the defendant's conduct, and the policy of preventing
future harm. The prospect of huge numbers of financially large, complex claims of doubtful merit
that cannot be readily sorted out in pretrial litigation is an additional factor to be considered in
determining whether negligence liability ought to be imposed in a specific case. *372


(4a, 4b, 4c)
Accountants § 4--Rights, Duties, and Liabilities-- Liability to Third Parties--Professional
Negligence.
The auditor of a company's financial statements can be held liable for professional negligence
only to the person or entity contracting for the auditing services, and cannot be held liable on a
pure negligence theory to third parties who use the audit report, even if such third party users are
foreseeable. Given the secondary “watchdog” role played by the auditor, the complexity of the
professional opinions rendered in audit reports, and the difficult and potentially tenuous causal
relationships between audit reports and economic losses caused by investment and credit decisions,
the auditor exposed to negligence claims from all merely foreseeable third parties would face
potential liability far out of proportion to fault. Plaintiffs in auditor liability cases generally are
a more sophisticated class of plaintiffs, and can contract with the client to allocate the risk of
inaccurate auditing. Moreover, it is unlikely that a foreseeability approach would result in more
accurate auditing and more efficient loss spreading. Indeed, it is more likely that such an approach
would cause an increase in expense and decrease in availability of auditing services in some sectors
of the economy. (Disapproving International Mortgage Co. v. John P. Butler Accountancy Corp.
(1986) 177 Cal.App.3d 806 [223 Cal.Rptr. 218] to the extent that its holding and reasoning conflict
with the foregoing.)


(5)
Appellate Review § 112--Briefs--Form and Requisites--Facts Outside Record--Propriety of
Striking Portions of Amicus Curiae Brief.
The Supreme Court accords wide latitude to those who seek to file amicus curiae briefs, and
does not employ orders to strike as a means of regulating the contents of such briefs, except in
cases of obvious abuse of the amicus curiae privilege. Thus, on review of a judgment in favor
of a group of investors against an accounting firm for professional negligence arising from the
negligent preparation of audit reports of a company's financial statements, the Supreme Court
denied one plaintiff's motion to strike the appendix and related portions of an amicus curiae brief.
Nevertheless, the material in the appendix did not merit consideration, since it consisted of surveys
and opinions generated by interested parties engaged in lobbying activities in the area of auditor
liability. The material was not part of the record, was not subjected to the testing mechanisms of
the adversary process or independent professional review, and did not qualify for judicial notice.
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Moreover, it pertained to matters that were irrelevant to the legal rules and standards at issue in
the case.


(6a, 6b)
Accountants § 4--Rights, Duties, and Liabilities--Liability to Intended Benificiaries of Audit
Report--Negligent Misrepresentation.
Although an auditor of financial statements cannot be held *373  liable on a general negligence
theory to persons other than clients, the auditor may be held liable for negligent misrepresentation
to third persons who, although not clients, are known to the auditor and for whose benefit the
auditor renders the audit report. Permitting such persons to recover avoids exonerating the auditor
where he or she intends to influence a particular business transaction involving third persons. By
confining what might otherwise be unlimited liability to those persons whom the engagement was
designed to benefit, such an approach gives the auditor adequate notice of the third parties to which
he or she may be held liable, and limits liability to cases in which there is a sufficiently close
connection between the negligent act and any resulting injury, thereby ameliorating the difficulties
of establishing causation and presenting credible evidence of reliance.


(7)
Accountants § 4--Rights, Duties, and Liabilities--Liability to Investors for Professional Negligence
in Auditing Company's Financial Statements.
In consolidated actions by a group of investors against an accounting firm for fraud, negligent
misrepresentation, and professional negligence in connection with the firm's audit of a company
that manufactured portable personal computers, judgment in favor of plaintiffs for professional
negligence was in error. An auditor's liability for general negligence in the conduct of an audit of
financial statements is confined to the person or entity contracting for or engaging the auditor's
services, and the accounting firm's sole client was the manufacturing company that hired it to
perform audits and issue audit reports on its financial statements in connection with its attempt
to obtain investment funds. None of the plaintiffs qualified as clients of the accounting firm and,
therefore, they were not entitled to recover on a pure negligence theory.


[Liability of independent accountant to investors or shareholders, note, 35 A.L.R.4th 225. See
also Cal.Jur.3d, Accountants, § 20; 6 Witkin, Summary of Cal. Law (9th ed. 1988) Torts, § 805.]


(8)
Fraud and Deceit § 10--Negligent Misrepresentation--Elements.
Negligent misrepresentation, which is a species of the tort of deceit, is a tort that is separate and
distinct from negligence. A person may be liable for negligent misrepresentation if he or she makes
false statements, honestly believing that they are true, but without reasonable ground for such
belief. When a statement, although in the form of an opinion, is not a casual expression of belief,
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but a deliberate affirmation of the matters stated, it may be regarded as a positive assertion of
fact. Moreover, when a party possesses or holds itself out as possessing superior knowledge or
special information or expertise regarding the subject matter and a plaintiff is so situated that he
or she may reasonably rely on such supposed knowledge, information, or expertise, the *374
defendant's representation may be treated as one of material fact. The person or class of persons
entitled to rely upon the representations, however, is restricted to those to whom or for whom the
misrepresentations were made.


(9)
Fraud and Deceit § 10--Negligent Misrepresentation--Liability of Supplier of Information to Third
Party--Supplier's Intent to Benefit Third Party.
The rule permitting liability for negligent misrepresentation to be imposed against a supplier of
information in favor of a third person who is known to the supplier and for whose benefit the
supplier intends to supply the information does not involve an inquiry into the state of mind of
the supplier, but rather involves an objective standard that looks to the specific circumstances to
ascertain whether the supplier has undertaken to inform and guide a third party with respect to an
identified transaction or type of transaction. If such a specific undertaking has been made, liability
is imposed on the supplier. If, on the other hand, the supplier merely knows of the ever present
possibility of repetition of the information to anyone, and the possibility of action in reliance upon
the information by anyone to whom it may be repeated, the supplier bears no legal responsibility.


(10)
Accountants § 4--Rights, Duties, and Liabilities--Liability to Intended Beneficiaries--Professional
Negligence Versus Negligent Misrepresentation.
While an intended third party beneficiary of a financial statement audit report may recover against
the auditor on a theory of negligent misrepresentation, he or she may not recover on a theory of
general negligence. Nonclients of the auditor are connected with the audit only through receipt of
and express reliance on the audit report. A general negligence charge focuses on the auditor's level
of care and compliance with professional standards, while a charge on the elements of negligent
misrepresentation necessarily and properly focuses on the truth or falsity of the audit report's
representations and the plaintiff's actual and justifiable reliance on them. The California standard
jury instruction regarding negligent misrepresentation should be amended to permit the jury in
auditor liability cases to determine whether the plaintiff belongs to the class of persons to whom
or for whom the representations in the audit report were made.


(11)
Accountants § 4--Rights, Duties, and Liabilities--Liability to Third Parties--Intentional
Misrepresentation.
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An auditor may be held liable to a third party for intentional misrepresentations made in a report
of an audit of a company's financial statements. Moreover, a third party who seeks to recover from
the auditor for intentional fraud *375  need not establish that the auditor had actual knowledge
of the false or baseless character of its opinion, since the element of scienter is satisfied if the
defendant had no belief in the truth of the statement, and made it recklessly, without knowing
whether it was true or false.
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LUCAS, C. J.


We granted review to consider whether and to what extent an accountant's duty of care in the
preparation of an independent audit of a client's financial statements extends to persons other than
the client.


Since Chief Judge Cardozo's seminal opinion in Ultramares Corp. v. Touche (1931) 255 N.Y.
170 [174 N.E. 441, 74 A.L.R. 1139] (Ultramares), *376  the issue before us has been frequently
considered and debated by courts and commentators. Different schools of thought have emerged.
At the center of the controversy are difficult questions concerning the role of the accounting
profession in performing audits, the conceivably limitless scope of an accountant's liability to
nonclients who may come to read and rely on audit reports, and the effect of tort liability rules on
the availability, cost, and reliability of those reports.
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Following a summary of the facts and proceedings in this case, we will analyze these questions by
discussing the purpose and effect of audits and audit reports, the approaches taken by courts and
commentators, and the basic principles of tort liability announced in our prior cases. We conclude
that an auditor 1  owes no general duty of care regarding the conduct of an audit to persons other
than the client. An auditor may, however, be held liable for negligent misrepresentations in an audit
report to those persons who act in reliance upon those misrepresentations in a transaction which
the auditor intended to influence, in accordance with the rule of section 552 of the Restatement
Second of Torts, as adopted and discussed below. Finally, an auditor may also be held liable to
reasonably foreseeable third persons for intentional fraud in the preparation and dissemination of
an audit report.


1 This case arises in the context of an engagement of a firm of certified public accountants to perform an audit and render a formal,
written report. We will use the terms “auditor” and “accountant” interchangeably and in this context.


I. Summary of Facts and Proceedings Below
This litigation emanates from the meteoric rise and equally rapid demise of Osborne Computer
Corporation (hereafter the company). Founded in 1980 by entrepreneur Adam Osborne, the
company manufactured the first portable personal computer for the mass market. Shipments began
in 1981. By fall 1982, sales of the company's sole product, the Osborne I computer, had reached
$10 million per month, making the company one of the fastest growing enterprises in the history
of American business.


In late 1982, the company began planning for an early 1983 initial public offering of its stock,
engaging three investment banking firms as underwriters. At the suggestion of the underwriters,
the offering was postponed for several months, in part because of uncertainties caused by the
company's employment of a new chief executive officer and its plans to introduce a new computer
to replace the Osborne I. In order to obtain “bridge” financing needed to meet the company's capital
requirements until the offering, the *377  company issued warrants to investors in exchange for
direct loans or letters of credit to secure bank loans to the company (the warrant transaction). The
warrants entitled their holders to purchase blocks of the company's stock at favorable prices that
were expected to yield a sizable profit if and when the public offering took place.


Plaintiffs in this case were investors in the company. They include individuals as well as pension
and venture capital investment funds. Several plaintiffs purchased warrants from the company as
part of the warrant transaction. Others purchased the common stock of the company during early
1983. For example, one plaintiff, Robert Bily, who was also a director of the company, purchased
37,500 shares of stock from company founder Adam Osborne for $1.5 million.


The company retained defendant Arthur Young & Company (hereafter Arthur Young), one of the
then-“Big Eight” public accounting firms, to perform audits and issue audit reports on its 1981
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and 1982 financial statements. (Arthur Young has since merged with Ernst & Whinney to become
Ernst & Young, now one of the “Big Six” accounting firms.) In its role as auditor, Arthur Young's
responsibility was to review the annual financial statements prepared by the company's in-house
accounting department, examine the books and records of the company, and issue an audit opinion
on the financial statements.


Arthur Young issued unqualified or “clean” audit opinions on the company's 1981 and 1982
financial statements. Each opinion appeared on Arthur Young's letterhead, was addressed to
the company, and stated in essence: (1) Arthur Young had performed an examination of the
accompanying financial statements in accordance with the accounting profession's “Generally
Accepted Auditing Standards” (GAAS); (2) the statements had been prepared in accordance
with “Generally Accepted Accounting Principles” (GAAP); and (3) the statements “present[ed]
fairly” the company's financial position. The 1981 financial statement showed a net operating
loss of approximately $1 million on sales of $6 million. The 1982 financial statements included a
“Consolidated Statement of Operations” which revealed a modest net operating profit of $69,000
on sales of more than $68 million.


Arthur Young's audit opinion on the 1982 financial statements was issued on February 11, 1983.
The Arthur Young partner in charge of the audit personally delivered 100 sets of the professionally
printed opinion to the company. With one exception, plaintiffs testified that their investments
were *378  made in reliance on Arthur Young's unqualified audit opinion on the company's 1982
financial statements. 2


2 One plaintiff, Richard L. King, had not received or read the Arthur Young audit report and, therefore, could not have relied on it in
making his investment. The jury nonetheless returned a verdict in his favor. The Court of Appeal reversed the judgment in King's
favor, finding the absence of reliance fatal to his claim. No issue pertinent to King's claim is before us.


As the warrant transaction closed on April 8, 1983, the company's financial performance began
to falter. Sales declined sharply because of manufacturing problems with the company's new
“Executive” model computer. When the Executive appeared on the market, sales of the Osborne
I naturally decreased, but were not being replaced because Executive units could not be produced
fast enough. In June 1983, the IBM personal computer and IBM- compatible software became
major factors in the small computer market, further damaging the company's sales. The public
offering never materialized. The company filed for bankruptcy on September 13, 1983. Plaintiffs
ultimately lost their investments.


Plaintiffs brought separate lawsuits against Arthur Young in the Santa Clara County Superior
Court. Plaintiffs J.F. Shea & Co., et al. (the Shea plaintiffs), brought one lawsuit; plaintiff Robert
Bily brought another. The two actions were consolidated for trial. The focus of plaintiffs' claims
was Arthur Young's audit and audit opinion of the company's 1982 financial statements.
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Plaintiffs' principal expert witness, William J. Baedecker, reviewed the 1982 audit and offered
a critique identifying more than 40 deficiencies in Arthur Young's performance amounting, in
Baedecker's view, to gross professional negligence. In his opinion, Arthur Young did not perform
its examination in accordance with GAAS. He found the liabilities on the company's financial
statements to have been understated by approximately $3 million. As a result, the company's
supposed $69,000 operating profit was, in his view, a loss of more than $3 million. He also
determined that Arthur Young had discovered material weaknesses in the company's accounting
controls, but failed to report its discovery to management.


Although most of Baedecker's criticisms involved matters of oversight or nonfeasance, e.g.,
failures to detect weaknesses in the company's accounting procedures and systems, he also charged
that Arthur Young had actually discovered deviations from GAAP, but failed to disclose them as
qualifications or corrections to its audit report. For example, by January 1983, a senior auditor
with Arthur Young identified $1.3 million in unrecorded liabilities including failures to account
for customer rebates, returns of *379  products, etc. Although the auditor recommended that a
letter be sent to the company's board of directors disclosing material weaknesses in the company's
internal accounting controls, his superiors at Arthur Young did not adopt the recommendation; no
weaknesses were disclosed. Arthur Young rendered its unqualified opinion on the 1982 statements
a month later.


The case was tried to a jury for 13 weeks. At the close of the evidence and arguments, the jury
received instructions and special verdict questions including three theories of recovery: fraud,
negligent misrepresentation, and professional negligence. The fraud instructions required proof
of an intentional misrepresentation made by defendant “with intent to defraud the plaintiff or a
particular class of persons to which plaintiff belonged.” Similarly, the negligent misrepresentation
instructions required a negligent misrepresentation made “with the intent to induce plaintiff or a
particular class of persons to which plaintiff belongs to rely on it.”


The negligence instructions stated in part that an independent auditor has a duty to have the degree
of skill and learning possessed by reputable certified public accountants in the same community
and to use “reasonable diligence and its best judgment in the exercise of its professional skill.”


With respect to liability to third parties, negligence instructions were in accordance with
International Mortgage Co. v. John P. Butler Accountancy Corp. (1986) 177 Cal.App.3d 806 [223
Cal.Rptr. 218] to the effect that: “An accountant owes a further duty of care to those third parties
who reasonably and foreseeably rely on an audited financial statement prepared by the accountant.
A failure to fulfill any such duty is negligence.”


The jury exonerated Arthur Young with respect to the allegations of intentional fraud and negligent
misrepresentation, but returned a verdict in plaintiffs' favor based on professional negligence. No
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comparative negligence on plaintiffs' part was found. The jury awarded compensatory damages of
approximately $4.3 million, representing approximately 75 percent of each investment made by
plaintiffs. The Court of Appeal affirmed the resulting judgment in plaintiffs' favor with respect to
all matters relevant to the issue now before us.


II. The Audit Function in Public Accounting
Although certified public accountants (CPA's) perform a variety of services for their clients,
their primary function, which is the one that most *380  frequently generates lawsuits against
them by third persons, is financial auditing. (Hagen, Certified Public Accountant's Liability for
Malpractice: Effect of Compliance with GAAP and GAAS (1987) 13 J. Contemp. Law 65, 66
[hereafter Hagen]; Siliciano, Negligent Accounting and the Limits of Instrumental Tort Reform
(1988) 86 Mich.L.Rev. 1929, 1931 [hereafter Siliciano].) (1) “An audit is a verification of the
financial statements of an entity through an examination of the underlying accounting records and
supporting evidence.” (Hagen, supra, 13 J. Contemp. Law at p. 66.) “In an audit engagement, an
accountant reviews financial statements prepared by a client and issues an opinion stating whether
such statements fairly represent the financial status of the audited entity.” (Siliciano, supra, 86
Mich.L.Rev. at p. 1931.)


In a typical audit, a CPA firm may verify the existence of tangible assets, observe business
activities, and confirm account balances and mathematical computations. It might also examine
sample transactions or records to ascertain the accuracy of the client company's financial and
accounting systems. For example, auditors often select transactions recorded in the company's
books to determine whether the recorded entries are supported by underlying data (vouching). Or,
approaching the problem from the opposite perspective, an auditor might choose particular items
of data to trace through the client's accounting and bookkeeping process to determine whether the
data have been properly recorded and accounted for (tracing). (Hagen, supra, 13 J. Contemp. Law
at pp. 66-67, fn. 15.)


For practical reasons of time and cost, an audit rarely, if ever, examines every accounting
transaction in the records of a business. The planning and execution of an audit therefore require a
high degree of professional skill and judgment. Initially, the CPA firm plans the audit by surveying
the client's business operations and accounting systems and making preliminary decisions as to
the scope of the audit and what methods and procedures will be used. The firm then evaluates
the internal financial control systems of the client and performs compliance tests to determine
whether they are functioning properly. Transactions and data are sampled, vouched for, and traced.
Throughout the audit process, results are examined and procedures are reevaluated and modified
to reflect discoveries made by the auditors. (Hagen, supra, 13 J. Contemp. Law at pp. 67-68.)
“For example, if the auditor discovers weaknesses in the internal control system of the client, the
auditor must plan additional audit procedures which will satisfy himself that the internal control
weaknesses have not caused any material misrepresentations in the financial statements.” (Ibid.)
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The end product of an audit is the audit report or opinion. The report is generally expressed in a
letter addressed to the client. The body of the report *381  refers to the specific client-prepared
financial statements which are attached. In the case of the so-called “unqualified report” (of which
Arthur Young's report on the company's 1982 financial statements is an example), two paragraphs
are relatively standard.


In a scope paragraph, the CPA firm asserts that it has examined the accompanying financial
statements in accordance with GAAS. GAAS are promulgated by the American Institute of
Certified Public Accountants (AICPA), a national professional organization of CPA's, whose
membership is open to persons holding certified public accountant certificates issued by state
boards of accountancy. (Hagen, supra, 13 J. Contemp. Law at pp. 72-73.)


The GAAS include 10 broadly phrased sets of standards and general principles that guide the
audit function. They are classified as general standards, standards for fieldwork, and standards
of reporting. General Standard No. 1 provides: “The examination is to be performed by a person
or persons having adequate technical training as ... auditor[s].” General Standard No. 3 provides:
“Due professional care is to be exercised in the performance of the examination and the preparation
of the report.” Standard of Fieldwork No. 2 provides: “A sufficient understanding of the internal
control structure is to be obtained to plan the audit and to determine the nature, timing, and extent
of tests to be performed.”


The generality of these statements is somewhat mitigated by the Statements on Auditing
Standards (SAS), which are periodic interpretations of the standards issued by the Auditing
Standards Board of the AICPA. (Miller & Bailey, Comprehensive GAAS Guide (1991) pp. 5.03,
5.11, 6.07 [hereafter GAAS Guide].) For example, SAS-55, which relates to internal financial
control structure, includes steps to be followed in understanding and testing accounting control
systems in relation to information provided in financial statements. (GAAS Guide at p. 7.03 et
seq.) The GAAS Guide, a commonly used summary of GAAS, that purports to integrate and
comprehensively restate pertinent auditing standards, includes 140 major sections and more than
1,000 pages.


In an opinion paragraph, the audit report generally states the CPA firm's opinion that the audited
financial statements, taken as a whole, are in conformity with GAAP and present fairly in all
material respects the financial position, results of operations, and changes in financial position of
the *382  client in the relevant periods. (GAAS Guide at p. 11.03; Hagen, supra, 13 J. Contemp.
Law at pp. 74-76.) 3


3 In California, such an expression of opinion is mandated by a rule of the State Board of Accountancy. (Cal. Code Regs., tit. 16, §
58.1 [“This rule applies to the accountant's report issued in connection with examinations of financial statements that are intended to
present financial position, results of operations and changes in financial position in conformity with generally accepted accounting
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principles. The report shall either contain an expression of opinion regarding the financial statements, taken as a whole, or an assertion
to the effect that an opinion cannot be expressed. When an overall opinion cannot be expressed, the reasons should be stated.”].)


The GAAP are an amalgam of statements issued by the AICPA through the successive groups
it has established to promulgate accounting principles: the Committee on Accounting Procedure,
the Accounting Principles Board, and the Financial Accounting Standards Board. Like GAAS,
GAAP include broad statements of accounting principles amounting to aspirational norms as well
as more specific guidelines and illustrations. The lack of an official compilation allows for some
debate over whether particular announcements are encompassed within GAAP. (Hagen, supra, 13
J. Contemp. Law at pp. 74-76.) One standard text purporting to comprehensively restate GAAP
includes 90 major sections and more than 500 pages. (M. Miller, GAAP Guide (1991).)


In addition to or in place of the standardized statements in an audit report, the auditing CPA
firm may also qualify its opinion, noting exceptions or matters in the financial statements not in
conformity with GAAP or significant uncertainties which might affect a fair evaluation of the
statements. The report may also contain a disclaimer stating the accountant's inability to express
any opinion about the statements or an adverse opinion that the statements do not fairly present
the financial position of the client in conformity with GAAP. (Hagen, supra, 13 J. Contemp. Law
at pp. 69-72.)


Arthur Young correctly observes that audits may be commissioned by clients for different
purposes. Nonetheless, audits of financial statements and the resulting audit reports are very
frequently (if not almost universally) used by businesses to establish the financial credibility of
their enterprises in the perceptions of outside persons, e.g., existing and prospective investors,
financial institutions, and others who extend credit to an enterprise or make risk-oriented decisions
based on its economic viability. The unqualified audit report of a CPA firm, particularly one of the
“Big Six,” is often an admission ticket to venture capital markets-a necessary condition precedent
to attracting the kind and level of outside funds essential to the client's financial growth and
survival. As one commentator summarizes: “In the first instance, this unqualified opinion serves
as an assurance to the client that its own *383  perception of its financial health is valid and that its
accounting systems are reliable. The audit, however, frequently plays a second major role: it assists
the client in convincing third parties that it is safe to extend credit or invest in the client.” (Siliciano,
supra, 86 Mich.L.Rev. at p. 1932.)


The GAAP acknowledge that financial audit reporting is “a principal means of communicating
accounting information to those outside an enterprise.” (Statement of Financial Accounting
Concepts of the Financial Accounting Standards Board of the AICPA No. 1, ¶ 6, p. 7.) As
the AICPA recently stated: “The independent audit, through the process of examining evidence
underlying the financial statements, adds credibility to management's representations in the
statements. In turn, the audit provides investors, bankers, creditors, and others with reasonable
assurance that the financial statements are free of material misstatement.” (AICPA, Understanding
Audits and the Auditor's Report, A Guide for Financial Statement Users (1989) p. 36; see also
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Bus. & Prof. Code, § 5051, subd. (d) [practice of accountancy includes preparation of reports on
audits for purpose of obtaining credit or filing documents with government agencies]; Cal. Code
Regs., tit. 16, § 58.3 [accountant may not issue report on unaudited financial statements to client
or others without complying with professional standards].)


The AICPA's professional standards refer to the public responsibility of auditors: “A distinguishing
mark of a profession is acceptance of its responsibility to the public. The accounting profession's
public consists of clients, credit grantors, governments, employers, investors, the business and
financial community, and others who rely on the objectivity and integrity of certified public
accountants to maintain the orderly functioning of commerce. This reliance imposes a public
interest responsibility on certified public accountants.” (2 AICPA Professional Standards (CCH
1988) § 53.01.)


The United States Supreme Court had also recognized the public function of the CPA auditor as
a reason to deny work product protection to the auditor's work papers. Distinguishing CPA firms
from lawyers and other professionals who perform services for clients, the high court stated: “By
certifying the public reports that collectively depict a corporation's financial status, the independent
auditor assumes a public responsibility transcending any employment relationship with the client.
The independent public accountant performing this special function owes ultimate allegiance to the
corporation's creditors and stockholders, as well as to the investing public. This 'public watchdog'
function demands that the accountant maintain total independence from the client at all times and
requires complete fidelity to *384  the public trust.” (United States v. Arthur Young & Co. (1984)
465 U.S. 805, 817-818 [79 L.Ed.2d 826, 835-837, 104 S.Ct. 1495].)


III. Approaches to the Problem of Auditor Liability to Third Persons
The complex nature of the audit function and its economic implications has resulted in different
approaches to the question whether CPA auditors should be subjected to liability to third parties
who read and rely on audit reports. Although three schools of thought are commonly recognized,
there are some variations within each school and recent case law suggests a possible trend toward
merger of two of the three approaches.


A substantial number of jurisdictions follow the lead of Chief Judge Cardozo's 1931 opinion for
the New York Court of Appeals in Ultramares, supra, 174 N.E. 441, by denying recovery to third
parties for auditor negligence in the absence of a third party relationship to the auditor that is “akin
to privity.” (See pt. III(A), post.) In contrast, a handful of jurisdictions, spurred by law review
commentary, have recently allowed recovery based on auditor negligence to third parties whose
reliance on the audit report was “foreseeable.” (See pt. III(B), post.)


Most jurisdictions, supported by the weight of commentary and the modern English common
law decisions cited by the parties, have steered a middle course based in varying degrees on
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Restatement Second of Torts section 552, which generally imposes liability on suppliers of
commercial information to third persons who are intended beneficiaries of the information. (See
pt. III(C), post.) Finally, the federal securities laws have also dealt with the problem by imposing
auditor liability for negligence-related conduct only in connection with misstatements in publicly
filed and distributed offering documents. (See pt. III(D), post.)


In this section we will review and briefly analyze each of the recognized approaches to the problem
before us.


A. Privity of Relationship
In Ultramares, supra, 174 N.E. 441, plaintiff made three unsecured loans totalling $165,000 to
a company that went bankrupt. Plaintiff sued the company's auditors, claiming reliance on their
audit opinion that the company's balance sheet “present[ed] a true and correct view of the financial
condition of [the company].” (Id. at p. 442.) Although the balance sheet *385  showed a net worth
of $1 million, the company was actually insolvent. The company's management attempted to mask
its financial condition; the auditors failed to follow paper trails to “off-the-books” transactions
that, if properly analyzed, would have revealed the company's impecunious situation.


The jury, precluded by the trial judge from considering a fraud cause of action, returned a verdict
in plaintiff's favor based on the auditor's negligence in conducting the audit. The New York Court
of Appeals, speaking through Chief Judge Cardozo, reinstated the fraud cause of action but set
aside the negligence verdict.


The auditor in Ultramares knew the company was in need of capital and that its audit opinion
would be displayed to third parties “as the basis of financial dealings.” (Ultramares, supra, 174
N.E. at p. 442.) In this regard, it supplied to the company 32 copies of the opinion “with serial
numbers as counterpart originals.” (Ibid.) Plaintiff's name, however, was not mentioned to the
auditor nor was the auditor told about any actual or proposed credit or investment transactions in
which its audit opinion would be presented to a third party.


With respect to the negligence claim, the court found the auditor owed no duty to the third party
creditor for an “erroneous opinion.” In an often quoted passage, it observed: “If liability for
negligence exists, a thoughtless slip or blunder, the failure to detect a theft or forgery beneath the
cover of deceptive entries, may expose accountants to a liability in an indeterminate amount for an
indeterminate time to an indeterminate class. The hazards of a business conducted on these terms
are so extreme as to enkindle doubt whether a flaw may not exist in the implication of a duty that
exposes to these consequences.” (Ultramares, supra, 174 N.E. at p. 444.)


Although acknowledging the demise of privity of contract as a limitation on tort liability in the
context of personal injury and property damage, the court distinguished between liability arising
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from a “physical force” and “the circulation of a thought or the release of the explosive power
resident in words.” (Ultramares, supra, 174 N.E. at p. 445.) It also distinguished its own prior
decision in Glanzer v. Shepherd (1922) 233 N.Y. 236 [135 N.E. 275, 23 A.L.R. 1425], in which a
seller of beans requested the operator of a public scale to give a certificate of weight to the buyer.
When the certificate proved inaccurate and the buyer sued, the court held the operator liable for
negligence. As the court explained, the difference between the cases was that “the transmission of
the certificate [in Glanzer] was not merely one possibility among many, but the 'end and aim of
the transaction,' as certain and *386  immediate and deliberately willed as if a husband were to
order a gown to be delivered to his wife, or a telegraph company, contracting with the sender of
a message, were to telegraph it wrongly to the damage of the person expected to receive it.” (174
N.E. at p. 445, italics added.)


In summarizing its holding, the court emphasized that it was not releasing auditors from liability to
third parties for fraud but merely for “honest blunder.” (Glanzer v. Shepherd, supra, 174 N.E. at p.
448.) It questioned “whether the average business man receiving a certificate without paying for it,
and receiving it as one of a multitude of possible investors, would look for anything more.” (Ibid.)


In cases following Ultramares, the New York Court of Appeals has not required privity of contract
as a universal prerequisite to third party suits against auditors; rather, on occasion, it has found an
equivalent privity of relationship between the auditor and the plaintiff. For example, in White v.
Guarente (1977) 43 N.Y.2d 356 [401 N.Y.S.2d 474, 372 N.E.2d 315], one of 40 limited partners
sued the partnership's auditor for professional negligence in failing to disclose in an audit report
that the general partners had withdrawn funds from the partnership in violation of the partnership
agreement. Observing: (1) the limited partnership agreement contained an express provision
requiring an annual audit by a CPA; and (2) the CPA had also prepared the partnership's tax returns
on which the limited partners relied in preparing their personal returns, the court found a duty on
the part of the CPA to exercise due care for the benefit of the limited partners.


Distinguishing Ultramares, the court commented that the “services of the accountant were not
extended to a faceless or unresolved class of persons, but rather to a known group possessed of
vested rights, marked by a definable limit and made up of certain components.” (White v. Guarente,
supra, 372 N.E.2d at p. 318.) Following Glanzer v. Shepherd, supra, 135 N.E. 275, it found the
furnishing of the audit and tax return information to be “one of the ends and aims” of the CPA's
engagement and “within the contemplation of the parties to the accounting retainer.” (372 N.E.
at p. 319.)


The New York Court of Appeals restated the law in light of Ultramares, White v. Guarente, and
other cases in Credit Alliance v. Arthur Andersen & Co. (1985) 65 N.Y.2d 536 [493 N.Y.S.2d
435, 483 N.E.2d 110]. Credit Alliance subsumed two cases with different factual postures: in
the first case, plaintiff alleged it loaned funds to the auditor's client in reliance on audited
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financial statements overstating the client's assets and net worth; in the second, the same scenario
occurred, but plaintiff also alleged the auditor knew plaintiff was the client's principal lender and
communicated directly *387  and frequently with plaintiff regarding its continuing audit reports.
The court dismissed plaintiff's negligence claim in the first case, but sustained the claim in the
second.


The New York court promulgated the following rule for determining auditor liability to third parties
for negligence: “Before accountants may be held liable in negligence to noncontractual parties
who rely to their detriment on inaccurate financial reports, certain prerequisites must be satisfied:
(1) the accountant must have been aware that the financial reports were to be used for a particular
purpose or purposes; (2) in the furtherance of which a known party or parties was intended to rely;
and (3) there must have been some conduct on the part of the accountants linking them to that party
or parties, which evinces the accountants' understanding of that party or parties' reliance.” (Credit
Alliance v. Arthur Andersen & Co., supra, 483 N.E.2d at p. 118.)


Discussing the application of its rule to the cases at hand, the court observed the primary, if not
exclusive, “end and aim” of the audits in the second case was to satisfy the lender. The auditor's
“direct communications and personal meetings [with the lender] result[ed] in a nexus between
them sufficiently approaching privity.” (Credit Alliance v. Arthur Andersen & Co., supra, 483
N.E.2d at p. 120.) In contrast, in the first case, although the complaint did allege the auditor knew
or should have known of the lender's reliance on its reports: “There was no allegation of either
a particular purpose for the reports' preparation or the prerequisite conduct on the part of the
accountants ... [nor] any allegation [the auditor] had any direct dealings with plaintiffs, had agreed
with [the client] to prepare the report for plaintiffs' use or according to plaintiffs' requirements, or
had specifically agreed with [the client] to provide plaintiffs with a copy [of the report] or actually
did so.” (Credit Alliance v. Arthur Andersen & Co., supra, 483 N.E.2d at p. 119.)


The evolution of the New York rule illustrates a primary difficulty of articulating a standard of
auditor liability to third parties: As one moves from privity of contract to privity of relationship,
a wide variety of possible circumstances and relationships emerges. From preengagement
communications with its client, an auditor may acquire full knowledge of third party recipients
of the audit report and a specific investment or credit transaction that constitutes the “end and
aim” of the audit. As a consequence, the auditor is placed on notice of a specific risk of liability
that accompanies the audit engagement. Yet, under the Credit Alliance test, the auditor appears to
have no liability in this situation in the absence of further, distinct conduct “linking” the auditor
to the third party in a manner that “evinces [auditor] *388  understanding” of third party reliance.
(Credit Alliance v. Arthur Andersen & Co., supra, 483 N.E.2d at p. 118.)


The New York court offers no rationale for the distinct “linking” element of its rule nor does it
specify what conduct is required to satisfy this element, although direct communications between
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auditor and third party were deemed sufficient on the facts. One might question whether “linking”
conduct should be necessary if, as in the example given in the previous paragraph, the auditor
knows his engagement is for the express purpose of benefiting an identifiable class of third parties.
Indeed, the New York court's previous decision in White v. Guarente, supra, 372 N.E.2d 315, poses
a case in which the auditor knew the audit was to be conducted for the benefit of the limited partners
as required by the client's partnership agreement, but was not “linked” to the limited partners in
any other significant way. In such cases, “linkage” is arguably achieved by the auditor's conduct
in undertaking and carrying out the engagement with knowledge of its specific purpose and the
ultimate use to be made of the audit report. (See Credit Alliance v. Arthur Andersen & Co., supra,
commenting on White v. Guarente as follows: “Indeed, as a member of the limited partnership
and as a specifically intended beneficiary of the partnership's contract with the accountants, the
limited partner might well have been considered actually in privity with the accountants.” (483
N.E.2d at p. 117, fn. 9.)


The “linking conduct” element of the New York rule will undoubtedly be defined more precisely
as New York case law continues to develop. Although the first two elements of the rule (and the
New York court's decision in White v. Guarente) are functionally similar to Restatement Second of
Torts section 552, the “linking conduct” element appears to require not only that the existence of
the third person be known to the auditor, but that the auditor either directly convey the audit report
to the third person or otherwise act in some manner specifically calculated to induce reliance on
the report. (See Haddon View Inv. Co. v. Coopers & Lybrand (1982) 70 Ohio St.2d 154 [24 Ohio
Ops.2d 268, 436 N.E.2d 212, 214- 215]; First Nat. Bank of Commerce v. Monco Agency Inc. (5th
Cir. 1990) 911 F.2d 1053, 1060.) In this regard, a mere “unsolicited phone call” by the third party
to the auditor is insufficient. The auditor must be aware of a “particular purpose” for the audit
engagement and must act to further that purpose. (Security Pacific Business Credit, Inc. v. Peat
Marwick Main & Co. (1992) 79 N.Y.2d 695, 705-707 [586 N.Y.S.2d 87, 597 N.E.2d 1080].) This
additional showing is not required by the Restatement test, which is discussed in part III(C), post.


From the cases cited by the parties, it appears at least nine states purport to follow privity or
near privity rules restricting the liability of auditors to *389  parties with whom they have a
contractual or similar relationship. In five states, this result has been reached by decisions of their
highest courts. 4  In four other states, the rule has been enacted by statute. 5  Federal court decisions
have held that the rule represents the law of three additional states whose highest courts have not
expressly considered the question. 6  The more recent of the cited cases generally follow the New
York rule as reformulated in Credit Alliance.


4 Colonial Bank of Alabama v. Ridley & Schweigert (Ala. 1989) 551 So.2d 390; Idaho Bank & Trust Co. v. First Bancorp of Idaho
(1989) 115 Idaho 1082 [772 P.2d 720]; Citizens National Bank v. Kennedy & Coe (1989) 232 Neb. 477 [441 N.W.2d 180]; Credit
Alliance v. Arthur Andersen & Co., supra, 483 N.E.2d 110; Landell v. Lybrand (1919) 264 Pa. 406 [107 A. 783, 8 A.L.R. 461].
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5 Arkansas Code Annotated section 16-114-302 (Supp. 1990); Illinois Revised Statutes, chapter 111, paragraph 5535.1 (Supp. 1990);
Kansas Statutes Annotated section 1-402(b); Utah Code Annotated section 58-26-12 (Supp. 1990).


6 McLean v. Alexander (3d Cir. 1979) 599 F.2d 1190, 120, 249 A.L.R.Fed. 373] (Delaware law); Stephens Indus. Inc. v. Haskins &
Sells (10th Cir. 1971) 438 F.2d 357 (Colorado law); Ackerman v. Schwartz (7th Cir. 1991) 947 F.2d 841 (Indiana law).


B. Foreseeability
Arguing that accountants should be subject to liability to third persons on the same basis as
other tortfeasors, Justice Howard Wiener advocated rejection of the rule of Ultramares in a
1983 law review article. (Wiener, Common Law Liability of the Certified Public Accountant for
Negligent Misrepresentation (1983) 20 San Diego L.Rev. 233 [hereafter Wiener].) In its place,
he proposed a rule based on foreseeability of injury to third persons. Criticizing what he called
the “anachronistic protection” given to accountants by the traditional rules limiting third person
liability, he concluded: “Accountant liability based on foreseeable injury would serve the dual
functions of compensation for injury and deterrence of negligent conduct. Moreover, it is a just
and rational judicial policy that the same criteria govern the imposition of negligence liability,
regardless of the context in which it arises. The accountant, the investor, and the general public
will in the long run benefit when the liability of the certified public accountant for negligent
misrepresentation is measured by the foreseeability standard.” (Id. at p. 260.) Under the rule
proposed by Justice Wiener, “[f]oreseeability of the risk would be a question of fact for the jury
to be disturbed on appeal only where there is insufficient evidence to support the finding.” (Id.
at pp. 256-257.)


Following in part Justice Wiener's approach, the New Jersey Supreme Court upheld a claim for
negligent misrepresentation asserted by stock purchasers against an auditor who had rendered
an unqualified audit report approving fraudulently prepared financial statements. (Rosenblum v.
Adler (1983) 93 N.J. 324 [461 A.2d 138, 35 A.L.R.4th 199].) The court found no *390  reason
to distinguish accountants from other suppliers of products or services to the public and no reason
to deny to third party users of financial statements recovery for economic loss resulting from
negligent misrepresentation. (Id. at pp. 142-146.) From its review of the purpose and history of
the audit function, it concluded: “The auditor's function has expanded from that of a watchdog
for management to an independent evaluator of the adequacy and fairness of financial statements
issued by management to stockholders, creditors, and others.” (Id. at p. 149.) Noting the apparent
ability of accounting firms to obtain insurance against third party claims under the federal securities
laws, the court posited the same or similar protection would be available for common law negligent
misrepresentation claims. (Ibid.)


From a public policy standpoint, the court emphasized the potential deterrent effect of a liability-
imposing rule on the conduct and cost of audits: “The imposition of a duty to foreseeable users may
cause accounting firms to engage in more thorough reviews. This might entail setting up stricter
standards and applying closer supervision, which should tend to reduce the number of instances in
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which liability would ensue. Much of the additional cost incurred either because of more thorough
auditing review or increased insurance premiums would be borne by the business entity and its
stockholders or its customers.” (Rosenblum v. Adler, supra, 461 A.2d at p. 152.)


Notwithstanding its broad pronouncements about the public role of auditors and the importance
of deterring negligence by imposing liability, when the New Jersey court formulated a rule of
liability it restricted the auditor's duty to “all those whom that auditor should reasonably foresee
as recipients from the company of the statements for its proper business purposes, provided that
the recipients rely on the statements pursuant to those business purposes.” (Rosenblum v. Adler,
supra, 461 A.2d at p. 153, italics added.) According to the court, its rule would preclude auditor
liability to “an institutional investor or portfolio manager who does not obtain audited statements
from the company” or to “stockholders who purchased the stock after a negligent audit” unless
they could demonstrate “the necessary conditions precedent.” (Ibid.)


The New Jersey court offered no principled basis for its “conditions precedent” requirement.
Institutional investors, portfolio managers, or prospective stock purchasers who may pick up an
audit report from a stockbroker, friend, or acquaintance or otherwise acquire it indirectly are no
less “foreseeable” users. In view of the lack of any effective limits on access to audit reports once
they reach the client, an auditor can foresee its reports coming into the hands of practically anyone.
Thus, the court's approach evinces an Ultramares-like concern about the prospect of unlimited
auditor *391  liability, but offers no reasoned explanation of its decision to establish a limit based
solely on the company's distribution, a factor over which the auditor has no control.


Two other state high courts-those of Wisconsin and Mississippi-have endorsed foreseeability rules.
In Citizens State Bank v. Timm, Schmidt & Co. (1983) 113 Wis.2d 376 [335 N.W.2d 361], the
Wisconsin Supreme Court relied on compensation, risk- spreading, and deterrence rationales,
commenting: “Unless liability is imposed, third parties who rely on the accuracy of financial
statements will not be protected. Unless an accountant can be held liable to a relying third party,
this negligence will go undeterred. ... If relying third parties, such as creditors, are not allowed to
recover, the cost of credit to the general public will increase because creditors will either have to
absorb the cost of bad loans made in reliance on faulty information or hire independent accountants
to verify the information received. Accountants may spread the risk through the use of liability
insurance.” (Id. at p. 365.) Notwithstanding its adoption of the foreseeability rule, the Wisconsin
court left open the prospect that “public policy” factors inherent in the particular case might call for
a limitation of liability, declining to decide that issue on summary judgment. (Id. at pp. 366-367.)


In Touche Ross v. Commercial Union Ins. (Miss. 1987) 514 So.2d 315, the Mississippi Supreme
Court was also confronted with a negligent audit claim. Although the court adopted a foreseeability
rule, the precedential value of its decision is limited by two circumstances: (1) the court's statement
of the rule is dictum; it held there was no liability on the part of the auditor because the loss suffered
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by the third party resulted from criminal conduct occurring after the audit (id. at pp. 323-325); and
(2) even within the context of the court's discussion of foreseeability, its reasoning was based in
large part on a unique Mississippi statute precluding the application of privity as an element of all
tort actions, including those claiming economic loss. (Id. at p. 321.)


In addition to these out-of-state cases, the Court of Appeal in International Mortgage Co. v. John
Butler Accountancy Corp., supra, 177 Cal.App.3d 806, also adopted, with certain variations, a
foreseeability approach. That decision will be discussed in the next part of this opinion.


In the nearly 10 years since it was formally proposed, the foreseeability approach has not
attracted a substantial following. And at least four state supreme courts have explicitly rejected
the foreseeability approach in favor *392  of the Restatement's “intended beneficiary” approach
since the New Jersey court's decision in Rosenblum. 7


7 First Florida Bank, N.A. v. Max Mitchell & Co. (Fla. 1990) 558 So.2d 9, 12-15 (rejecting “expansive reasonably foreseeable approach”
in favor of Restatement rule); First Nat'l Bank v. Crawford (W.Va. 1989) 386 S.E.2d 310, 311-312 (rejecting foreseeability and privity
rules in favor of “middle ground” offered by Restatement rule); Raritan River Steel Co. v. Cherry, Bekaert & Holland (1988) 322
N.C. 200 [367 S.E.2d 609, 617] (same); Haberman v. Pub. Power Supply Sys. (1987) 109 Wn.2d 107 [744 P.2d 1032, 1067-1068],
modified (Wash. 1988) 750 P.2d 254 (adopting Restatement rule and rejecting expansive rule of liability “[i]n deference to legitimate
fears of indeterminate liability to third persons”).


The foreseeability approach has also encountered substantial criticism from commentators,
who have questioned, among other matters, its failure to consider seriously the problem of
indeterminate liability and its prediction of a significant deterrent effect that will improve the
quality of audit reporting. Other commentators have disagreed. The body of scholarly and practical
literature is substantial. 8


8 E.g., Siliciano, supra, 86 Mich.L.Rev. 1429; Bilek, Accountants' Liability to the Third Party and Public Policy: A Calabresi Approach
(1985) 39 Sw.L.J. 689 (hereafter Bilek); Ebke, In Search of Alternatives: Comparative Reflections on Corporate Governance and the
Independent Auditor's Responsibilities (1984) 79 Nw.L.Rev. 663; Gormley, The Foreseen, The Foreseeable, and Beyond-Accountants'
Liability to Nonclients (1984) 14 Seton Hall L.Rev. 528 (hereafter Gormley); contra see Wiener, supra, 20 San Diego L.Rev. 233;
Hagen, Accountants' Common Law Liability to Third Parties (1988) Colum.Bus.L.Rev. 181.


C. The Restatement: Intent to Benefit Third Persons
Section 552 of the Restatement Second of Torts covers “Information Negligently Supplied for
the Guidance of Others.” It states a general principle that one who negligently supplies false
information “for the guidance of others in their business transactions” is liable for economic
loss suffered by the recipients in justifiable reliance on the information. (Id., subd. (1).) But the
liability created by the general principle is expressly limited to loss suffered: “(a) [B]y the person
or one of a limited group of persons for whose benefit and guidance he intends to supply the
information or knows that the recipient intends to supply it; and (b) through reliance upon it in a
transaction that he intends the information to influence or knows that the recipient so intends or in a
substantially similar transaction.” (Id., subd. (2).) To paraphrase, a supplier of information is liable
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for negligence to a third party only if he or she intends to supply the information for the benefit of
one or more third parties in a specific transaction or type of transaction identified to the supplier.


Comment (h) to subdivision (2) of section 552, Restatement Second of Torts, observes that the
liability of a negligent supplier of information is appropriately more narrowly restricted than that
of an intentionally fraudulent supplier. It also notes that a commercial supplier of information
has a *393  legitimate concern as to the nature and scope of the client's transactions that may
expand the supplier's exposure liability. As the comment states: “In many situations the identity
of the person for whose guidance the information is supplied is of no moment to the person who
supplies it, although the number and character of the persons to be reached and influenced, and
the nature and extent of the transaction for which guidance is furnished may be vitally important.
This is true because the risk of liability to which the supplier subjects himself by undertaking to
give the information, while it may not be affected by the identity of the person for whose guidance
the information is given, is vitally affected by the number and character of the persons, and
particularly the nature and the extent of the proposed transaction.” (Ibid., italics added.)


To offer a simple illustration of comment (h) to subdivision (2) of section 552, Restatement Second
of Torts, an auditor engaged to perform an audit and render a report to a third person whom the
auditor knows is considering a $10 million investment in the client's business is on notice of a
specific potential liability. It may then act to encounter, limit or avoid the risk. In contrast, an
auditor who is simply asked for a generic audit and report to the client has no comparable notice.


The authors of the Restatement Second of Torts offer several variations on the problem before us
as illustrations of section 552. For example, the auditor may be held liable to a third party lender if
the auditor is informed by the client that the audit will be used to obtain a $50,000 loan, even if the
specific lender remains unnamed or the client names one lender and then borrows from another.
(Com. (h), illus. 6, 7.) However, there is no liability where the auditor agrees to conduct the audit
with the express understanding the report will be transmitted only to a specified bank and it is then
transmitted to other lenders. (Com. (h), illus. 5.) Similarly, there is no liability when the client's
transaction (as represented to the auditor) changes so as to increase materially the audit risk, e.g.,
a third person originally considers selling goods to the client on credit and later buys a controlling
interest in the client's stock, both in reliance on the auditor's report. (Com. (j) and illus. 14.)


Under the Restatement rule, an auditor retained to conduct an annual audit and to furnish an
opinion for no particular purpose generally undertakes no duty to third parties. Such an auditor
is not informed “of any intended use of the financial statements; but ... knows that the financial
statements, accompanied by an auditor's opinion, are customarily used in a wide variety of financial
transactions by the [client] corporation and that they may be relied upon by lenders, investors,
shareholders, creditors, purchasers and the like, *394  in numerous possible kinds of transactions.
[The client corporation] uses the financial statements and accompanying auditor's opinion to obtain
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a loan from [a particular] bank. Because of [the auditor's] negligence, he issues an unqualifiedly
favorable opinion upon a balance sheet that materially misstates the financial position of [the
corporation] and through reliance upon it [the bank] suffers pecuniary loss.” (Rest.2d Torts, § 552,
com. (h), illus. 10.) Consistent with the text of section 552, the authors conclude: “[The auditor]
is not liable to [the bank].” (Ibid.)


Although the parties debate precisely how many states follow the Restatement rule, a review of the
cases reveals the rule has somewhat more support than the privity of relationship rule and much
more support than the foreseeability rule. At least 17 state and federal decisions have endorsed the
rule in this and related contexts. 9  Whatever the exact number of states that have endorsed it, the
Restatement rule has been for many, if not most, courts a satisfactory compromise between their
discomfort with the traditional privity approach and the “specter of unlimited liability.” (Briggs v.
Sterner (S.D.Iowa 1981) 529 F.Supp. 1155, 1177.)


9 Bethlehem Steel Corporation v. Ernst & Whinney (Tenn. 1991) 822 S.W.2d 592 (modified Restatement test adopted); First Fla. Bank
N.A. v. Max Mitchell & Co., supra, 558 So.2d 9; Badische Corp. v. Caylor (1987) 257 Ga. 131 [356 S.E.2d 198]; Pahre v. Auditor
of State (Iowa 1988) 422 N.W.2d 178; Law Offices of Lawrence J. Stockler, P.C. v. Rose (1989) 174 Mich. App. 14 [436 N.W.2d
70, 81-82], leave to appeal denied, 434 Mich. 862 (1990); Bonhiver v. Graff (1976) 311 Minn. 111 [248 N.W.2d 291]; Aluma Craft
Mfg. Co. v. Elmer Fox & Co. (Mo.Ct.App. 1973) 493 S.W.2d 378; Thayer v. Hicks (1990) 243 Mont. 138 [793 P.2d 784]; Spherex
Inc. v. Alexander Grant & Co. (1982) 122 N.H. 898 [451 A.2d 1308]; Raritan River Steel Co. v. Cherry, supra, 367 S.E.2d 609;
Haddon View Inv. Co. v. Coopers & Lybrand (1982) 70 Ohio St.2d 154 [24 Ohio Ops.3d 268, 436 N.E.2d 212]; Shatterproof Glass
Corp. v. James (Tex.Civ.App. 1971) 466 S.W.2d 873; Haberman v. Pub. Power Supply Sys., supra, 744 P.2d 1032; First Nat'l Bank v.
Crawford, supra, 386 S.E.2d 310; First Nat. Bank of Commerce v. Monco Agency Inc., supra, 911 F.2d 1053 (Louisiana law); Ingram
Indus., Inc. v. Nowicki (E.D. Ky. 1981) 527 F.Supp. 683 (Kentucky law); Bunge v. Eide (D.N.D. 1974) 372 F.Supp. 1058; Rusch
Factors, Inc. v. Levin (D.R.I. 1968) 284 F.Supp. 85 (Rhode Island law.)


In attempting to ascertain the presence of an intent to benefit third parties from the facts of
particular audit engagements and communications with auditors, the Restatement rule inevitably
results in some degree of uncertainty. Dean William L. Prosser, the Reporter for the Restatement,
reflected on the difficulty of formulating a comprehensive rule in this area: “The problem is to
find language which will eliminate liability to the very large class of persons whom almost any
negligently given information may foreseeably reach and influence, and limit the liability, not to a
particular plaintiff defined in advance, but to the comparatively small group whom the defendant
expects and intends to influence. Neither the Reporter, nor, it is believed, the Advisers nor the
Council, is entirely satisfied with the language *395  of Subsection (2); and if anyone can do
better, it will be most welcome.” (Rest.2d Torts, Tent. Draft No. 11 (Apr. 15, 1965) § 552, p. 56.)


D. Federal Securities Law
Auditors may also incur liability to third persons under the federal securities law. Under section
10(b) of the Securities Exchange Act of 1934 (1934 Act) and rule 10(b)-5 of the Securities and
Exchange Commission (SEC), accountants may be held liable to actual purchasers or sellers of
securities for fraud or gross negligence. (15 U.S.C. § 78j(b); see Ernst & Ernst v. Hochfelder (1976)
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425 U.S. 185 [47 L.Ed.2d 668, 96 S.Ct. 1375]; Blue Chip Stamps v. Manor Drug Stores (1975)
421 U.S. 723 [44 L.Ed.2d 539, 95 S.Ct. 1917].)


Accountants may incur liability to third parties without a showing of fraud or gross negligence
under section 18 of the 1934 Act, 15 United States Code section 78r, or section 11 of the Securities
Act of 1933 (1933 Act), 15 United States Code section 77k. Section 11 of the 1933 Act provides in
part: “In case any part of the registration statement ... contained an untrue statement of a material
fact or omitted to state a material fact required to be stated therein or necessary to make the
statements therein not misleading, any person acquiring such security (unless it is proved that at
the time of such acquisition he knew of such untruth or omission) may, either at law or in equity,
in any court of competent jurisdiction sue-... (4) every accountant, engineer, or appraiser, or any
person whose profession gives authority to a statement made by him, who has with his consent been
named as having prepared or certified any part of the registration statement, or as having prepared
or certified any report or valuation which is used in connection with the registration statement, with
respect to the statement in such registration statement, report, or valuation, which purports to have
been prepared or certified by him.” (15 U.S.C. § 77k(a)(4).) An accountant or other professional
within the scope of section 11 can escape liability for a false or misleading statement by proving
due diligence, i.e., that after “reasonable investigation” he or she had “reasonable ground to believe
and did believe” that the statement was “true and not misleading.” (Id., § 77k(b)(3).) 10


10 The United States Supreme Court has described the basic elements of liability under section 11 as follows: “Section 11 of the 1933
Act allows purchasers of a registered security to sue certain enumerated parties in a registered offering when false or misleading
information is included in a registration statement. The section was designed to assure compliance with the disclosure provisions
of the Act by imposing a stringent standard of liability on the parties who play a direct role in a registered offering. If a plaintiff
purchased a security issued pursuant to a registration statement, he need only show a material misstatement or omission to establish
a prima facie case. Liability against the issuer of a security is virtually absolute, even for innocent misstatements. Other defendants
bear the burden of demonstrating due diligence.” (Herman & Maclean v. Huddleston (1983) 459 U.S. 375, 381-382 [74 L.Ed.2d 548,
555-556, 103 S.Ct. 683], fns. omitted.)


The liability of accountants and other professionals to third parties under section 11 of the 1933
Act is circumscribed by several factors: (1) the *396  accountant's liability is limited to situations
in which he or she prepares or certifies the accuracy of a portion of a registration statement and
thus is aware he or she is creating part of a communication to the public; (2) liability is limited to
third parties who actually purchase securities; (3) damage exposure is limited to the out-of- pocket
loss suffered by the purchaser and can be no greater than the amount of the offering. (15 U.S.C.
§ 77k(a), (e) and (g).) Thus, under section 11: “[T]he plaintiff class, the proof of violation, and
the measure of damages are statutorily defined in a manner that enhances the accountant's ability
to gauge, ex ante, its liability exposure.” (Siliciano, supra, 86 Mich.L.Rev. at p. 1954, fn. 131,
italics in original.)


Section 18 of the 1934 Act imposes liability on accountants for misstatements contained in
documents filed with the SEC. Liability is limited to third persons who, in reliance on the
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accountant's statement, “have purchased or sold a security at a price which was affected by such
statement, for damages caused by such reliance.” (15 U.S.C. § 78r(a).) The accountant may
successfully defend the action by proving that “he acted in good faith and had no knowledge that
such statement was false or misleading.” (Ibid.)


In summary, under the federal securities laws, an auditor's liability to third persons on theories
akin to common law negligence is limited to those situations in which the third party suffers a loss
in the purchase or sale of a security in reliance on an auditor's misstatement in a public registration
statement or other public document filed with the SEC for use in connection with an identified
securities registration. In these situations, the auditor is placed on notice of the extent of its potential
liability exposure.


IV. Analysis of Auditor's Liability to Third Persons for Audit Opinions
“Every person is bound, without contract, to abstain from injuring the person or property of
another, or infringing upon any of his rights.” (Civ. Code, § 1708; all further statutory references
are to this code unless otherwise indicated.) Civil liability for injury to others is imposed based
on causes of action in tort, which include, insofar as relevant to this case: negligence, negligent
misrepresentation, and fraud.


A. Negligence
(2) “[N]egligence is conduct which falls below the standard established by law for the protection
of others.” (Rest.2d Torts, § 282.) “Every one is *397  responsible, not only for the result of his
willful acts, but also for an injury occasioned to another by his want of ordinary care or skill in
the management of his property or person, except so far as the latter has, willfully or by want of
ordinary care, brought the injury upon himself.” (§ 1714, subd. (a).)


The threshold element of a cause of action for negligence is the existence of a duty to use due care
toward an interest of another that enjoys legal protection against unintentional invasion. (Rest.2d
Torts, § 281, subd. (a); 6 Witkin, Summary of Cal. Law (9th ed. 1988), Torts, § 732, p. 60.) Whether
this essential prerequisite to a negligence cause of action has been satisfied in a particular case is
a question of law to be resolved by the court. (6 Witkin, supra, § 748 at p. 83.)


A judicial conclusion that a duty is present or absent is merely “ 'a shorthand statement ... rather
than an aid to analysis .... ”[D]uty,“ is not sacrosanct in itself, but only an expression of the sum
total of those considerations of policy which lead the law to say that the particular plaintiff is
entitled to protection.' ” (Dillon v. Legg (1968) 68 Cal.2d 728, 734 [69 Cal.Rptr. 72, 441 P.2d 912,
29 A.L.R.3d 1316], quoting Prosser, Law of Torts (3d ed.) pp. 332-333.) “Courts, however, have
invoked the concept of duty to limit generally 'the otherwise potentially infinite liability which
would follow from every negligent act ....' ” (Thompson v. County of Alameda (1980) 27 Cal.3d
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741, 750 [167 Cal.Rptr. 70, 614 P.2d 728, 12 A.L.R.4th 701], quoting Dillon, supra, 68 Cal.2d
at p. 739.)


We have employed a checklist of factors to consider in assessing legal duty in the absence of
privity of contract between a plaintiff and a defendant. In Biakanja v. Irving (1958) 49 Cal.2d 647
[320 P.2d 16, 65 A.L.R.2d 1358], a notary public undertook to prepare a will for the decedent and
then negligently failed to have it properly attested. We allowed the decedent's brother, the sole
beneficiary under the will, to recover from the notary public. (3a) In permitting negligence liability
to be imposed in the absence of privity, we outlined the factors to be considered in making such a
decision: “The determination whether in a specific case the defendant will be held liable to a third
person not in privity is a matter of policy and involves the balancing of various factors, among
which are the extent to which the transaction was intended to affect the plaintiff, the foreseeability
of harm to him, the degree of certainty that the plaintiff suffered injury, the closeness of the
connection between the defendant's conduct and the injury suffered, the moral blame attached to
the defendant's conduct, and the policy of preventing future harm. ... Here, the 'end and aim' of the
transaction was to provide for the passing of [the] estate to plaintiff. ... Defendant must have been
aware from the terms of the will itself that, if faulty solemnization *398  caused the will to be
invalid, plaintiff would suffer the very loss which occurred. As [decedent] died without revoking
his will, plaintiff, but for defendant's negligence, would have received all of the ... estate, and the
fact that she received only one-eighth of the estate was directly caused by defendant's conduct.”
(Id. at pp. 650-651.)


(4a) Viewing the problem before us in light of the factors set forth above, we decline to
permit all merely foreseeable third party users of audit reports to sue the auditor on a theory
of professional negligence. Our holding is premised on three central concerns: (1) Given the
secondary “watchdog” role of the auditor, the complexity of the professional opinions rendered in
audit reports, and the difficult and potentially tenuous causal relationships between audit reports
and economic losses from investment and credit decisions, the auditor exposed to negligence
claims from all foreseeable third parties faces potential liability far out of proportion to its fault; (2)
the generally more sophisticated class of plaintiffs in auditor liability cases (e.g., business lenders
and investors) permits the effective use of contract rather than tort liability to control and adjust
the relevant risks through “private ordering”; and (3) the asserted advantages of more accurate
auditing and more efficient loss spreading relied upon by those who advocate a pure foreseeability
approach are unlikely to occur; indeed, dislocations of resources, including increased expense and
decreased availability of auditing services in some sectors of the economy, are more probable
consequences of expanded liability.


In a broad sense, economic injury to lenders, investors, and others who may read and rely on
audit reports is certainly “foreseeable.” Foreseeability of injury, however, is but one factor to be
considered in the imposition of negligence liability. Even when foreseeability was present, we
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have on several recent occasions declined to allow recovery on a negligence theory when damage
awards threatened to impose liability out of proportion to fault or to promote virtually unlimited
responsibility for intangible injury.


In placing explicit limits on recovery for negligent infliction of emotional distress by accident
bystanders, we commented: “ '[F]oreseeability' ... 'is endless because [it], like light, travels
indefinitely in a vacuum.' ” (Thing v. La Chusa (1989) 48 Cal.3d 644, 659 [257 Cal.Rptr. 865,
771 P.2d 814].) “ '[It] proves too much. ... Although it may set tolerable limits for most types of
physical harm, it provides virtually no limit on liability for non-physical harm.' ... It is apparent
that reliance on foreseeability of injury alone in finding a duty, and thus a right to recover, is
not adequate when the damages sought are for an intangible injury. In order to avoid limitless
liability out of all proportion to the degree of a defendant's negligence, and *399  against which
it is impossible to insure without imposing unacceptable costs on those among whom the risk is
spread, the right to recover for negligently caused emotional distress must be limited.” (Id. at pp.
663-664, citations omitted.)


Emphasizing the important role of policy factors in determining negligence, we observed that
“there are clear judicial days on which a court can foresee forever and thus determine liability but
none on which that foresight alone provides a socially and judicially acceptable limit on recovery
of damages for [an] injury.” (Thing v. LaChusa, supra, 48 Cal.3d at p. 668; see also Nally v.
Grace Community Church (1988) 47 Cal.3d 278, 297 [253 Cal.Rptr. 97, 763 P.2d 948] [“Mere
foreseeability of the harm or knowledge of the danger, is insufficient to create a legally cognizable
special relationship giving rise to a legal duty to prevent harm.”]; Elden v. Sheldon (1988) 46
Cal.3d 267, 274 [250 Cal.Rptr. 254, 758 P.2d 582] [“[P]olicy considerations may dictate a cause
of action should not be sanctioned no matter how foreseeable the risk ... for the sound reason that
the consequences of a negligent act must be limited in order to avoid an intolerable burden on
society.”].)


In line with our recent decisions, we will not treat the mere presence of a foreseeable risk of injury
to third persons as sufficient, standing alone, to impose liability for negligent conduct. We must
consider other pertinent factors.


1. Liability Out of Proportion to Fault
An auditor is a watchdog, not a bloodhound. (In re Kingston Cotton Mill Co. (1896) 2 Ch. 279,
288.) As a matter of commercial reality, audits are performed in a client-controlled environment.
The client typically prepares its own financial statements; it has direct control over and assumes
primary responsibility for their contents. (See In re Interstate Hosiery Mills, Inc. (1939) 4 S.E.C.
721 [“The fundamental and primary responsibility for the accuracy [of financial statements] rests
upon management.”].) The client engages the auditor, pays for the audit, and communicates with
audit personnel throughout the engagement. Because the auditor cannot in the time available
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become an expert in the client's business and record-keeping systems, the client necessarily
furnishes the information base for the audit.


The client, of course, has interests in the audit that may not be consonant with those of the public.
“Management seeks to maximize the stockholders' and creditors' confidence in the company,
within the bounds of [GAAP and GAAS]; whereas, the public demands a sober and impartial
evaluation of *400  fiscal performance.” (First Nat. Bank of Commerce v. Monco Agency Inc.,
supra, 911 F.2d at p. 1058.)


Client control also predominates in the dissemination of the audit report. Once the report reaches
the client, the extent of its distribution and the communications that accompany it are within the
exclusive province of client management. Thus, regardless of the efforts of the auditor, the client
retains effective primary control of the financial reporting process.


Moreover, an audit report is not a simple statement of verifiable fact that, like the weight of the
load of bean in Glanzer v. Shepherd, supra, 135 N.E. 275, can be easily checked against uniform
standards of indisputable accuracy. Rather, an audit report is a professional opinion based on
numerous and complex factors. As discussed in part II above, the report is based on the auditor's
interpretation and application of hundreds of professional standards, many of which are broadly
phrased and readily subject to different constructions. Although ultimately expressed in shorthand
form, the report is the final product of a complex process involving discretion and judgment on
the part of the auditor at every stage. Using different initial assumptions and approaches, different
sampling techniques, and the wisdom of 20-20 hindsight, few CPA audits would be immune from
criticism. (Siliciano, supra, 86 Mich.L. Rev. at p. 1956, fn. 137.)


Although the auditor's role in the financial reporting process is secondary and the subject of
complex professional judgment, the liability it faces in a negligence suit by a third party is primary
and personal and can be massive. The client, its promoters, and its managers have generally left
the scene, headed in most cases for government-supervised liquidation or the bankruptcy court.
The auditor has now assumed center stage as the remaining solvent defendant and is faced with
a claim for all sums of money ever loaned to or invested in the client. Yet the auditor may never
have been aware of the existence, let alone the nature or scope, of the third party transaction that
resulted in the claim.


The character of the damages claimed from the auditor-economic loss resulting from investment
and credit decisions-introduces further uncertainties into the negligence suit against the auditor.
An award of damages for pure economic loss suffered by third parties raises the spectre of vast
numbers of suits and limitless financial exposure. 11
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11 One frequently used illustration of the need to limit liability for economic loss assumes a defendant negligently causes an automobile
accident that blocks a major traffic artery such as a bridge or tunnel. Although defendant would be liable for personal injuries and
property damage suffered in such an accident, it is doubtful any court would allow recovery by the myriad of third parties who might
claim economic losses because the bridge or tunnel was impassible. (Rabin, Tort Recovery for Economic Loss: A Reassessment (1985)
37 Stan.L.Rev. 1513, 1534-38 [hereafter Rabin; developing illustration from In re Kinsman Transit Co. (2d Cir. 1968) 388 F.2d 821,
825, fn. 8]; see also Siliciano, supra, 86 Mich.L.Rev. at pp. 1942-1943.)


Investment and credit decisions are by their nature complex and multifaceted. Although an audit
report might play a role in such decisions, reasonable *401  and prudent investors and lenders will
dig far deeper in their “due diligence” investigations than the surface level of an auditor's opinion.
And, particularly in financially large transactions, the ultimate decision to lend or invest is often
based on numerous business factors that have little to do with the audit report. The auditing CPA
has no expertise in or control over the products or services of its clients or their markets; it does not
choose the client's executives or make its business decisions; yet, when clients fail financially, the
CPA auditor is a prime target in litigation claiming investor and creditor economic losses because
it is the only available (and solvent) entity that had any direct contact with the client's business
affairs. (Siliciano, supra, 86 Mich.L.Rev. at pp. 1932-1933.)


The facts of this case provide an apt example. Although plaintiffs now profess reliance on Arthur
Young's audit report as the sine qua non of their investments, the record reveals a more complicated
decisionmaking process. As a group of corporate insiders and venture capitalists who were closely
following the Cinderella-like transformation of the company, plaintiffs perceived an opportunity
to make a large sum of money in a very short time by investing in a company they believed would
(literally within months) become the dominant force in the new personal computer market.


Although hindsight suggests they misjudged a number of major factors (including, at a minimum,
the product, the market, the competition, and the company's manufacturing capacity), plaintiffs'
litigation-focused attention is now exclusively on the auditor and its report. Plaintiffs would have
us believe that, had the Arthur Young report disclosed deficiencies in accounting controls and the
$3 million loss (on income of over $68 million), they would have ignored all the other positive
factors that triggered their interest (such as the company's rapid growth in sales, its dynamic
management, and the intense interest of underwriters in a public offering) and flatly withheld all
their funds. (3b)(See fn. 12.) Plaintiffs' revisionist view of the company's history, the audit, and
their own investments, suggests something less than a “close connection” between Arthur Young's
audit report and the loss of their invested funds. (Biakanja v. Irving, supra, 49 Cal.2d at p. 650.) 12


12 With one exception, each of the plaintiffs testified that he had read and relied on Arthur Young's audit report dealing with the company's
1982 financial statements in making his investment in the company. Without deprecating plaintiffs' testimony, we note that third
party professions of reliance on audit reports may be easily fabricated. Because there may be no record showing the distribution of
the audit report by the client, it may be difficult for the auditor to prove any particular plaintiff did not receive, read, or rely on the
report. Whether plaintiff first encountered the report before making the investment (when reliance could reasonably be inferred) or
in the office of a lawyer or coinvestor after the company failed (when no such inference could be drawn) is not readily susceptible
of verification from any unbiased source. Although instances of uncorroborated, self-interested testimony are also present in other
litigation contexts, the prospect of huge numbers of financially large, complex claims of doubtful merit that cannot be readily sorted
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out in pretrial litigation is an additional factor to be considered in determining whether negligence liability ought to be imposed.
(Biakanja, supra, 49 Cal.2d at p. 650 [emphasizing “the closeness of the connection between defendant's conduct and the injury
suffered”].) The United States Supreme Court has used similar considerations in restricting federal securities law liability under
section 10(b) of the 1934 Act (15 U.S.C. § 78; (b)) and rule 10(b)-5 of the SEC. (See Blue Chip Stamps v. Manor Drug Stores, supra,
421 U.S. at p. 746 [44 L.Ed.2d at p. 555].)


(4b) In view of the factors discussed above, judicial endorsement of third party negligence
suits against auditors limited only by the concept of *402  forseeability raises the spectre of
multibillion-dollar professional liability that is distinctly out of proportion to: (1) the fault of the
auditor (which is necessarily secondary and may be based on complex differences of professional
opinion); and (2) the connection between the auditor's conduct and the third party's injury
(which will often be attenuated by unrelated business factors that underlie investment and credit
decisions).


As other courts and commentators have noted, such disproportionate liability cannot fairly
be justified on moral, ethical, or economic grounds. (Siliciano, supra, 86 Mich.L.Rev. at pp.
1944-1945 and cases cited therein; Gormley, supra, 14 Seton Hall L.Rev. at pp. 552-553.) As one
commentator has summarized: “The most persuasive basis for maintaining the limited duty [of
auditors] is a proportionality argument. ... It can be argued as a general proposition in these cases
that the wrongdoing of an accountant is slight compared with that of the party who has deceived
him (his client) as well as the plaintiff. This rationale for nonliability is similar to the proximate
cause grounds on which willful intervening misconduct insulates a 'merely negligent' party from
liability.” (Rabin, supra, 37 Stan.L.Rev. at pp. 1536-1537, fn. 74.)


2. The Prospect of Private Ordering
Courts advocating unlimited auditor liability to all foreseeably injured third parties often analogize
the auditor's opinion to a consumer product, arguing that the demise of privity as a barrier to
recovery for negligence in product manufacture implies its irrelevance in the area of auditor
liability as well. (See, e.g., Rosenblum v. Adler, supra, 461 A.2d at pp. 145-147.) Plaintiffs advance
similar arguments. The analogy lacks persuasive force for two reasons. Initially, as noted above,
the maker of a consumer product has complete control over the design and manufacture of its
product; in contrast, *403  the auditor merely expresses an opinion about its client's financial
statements-the client is primarily responsible for the content of those statements in the form they
reach the third party.


Moreover, the general character of the class of third parties is also different. Investors, creditors,
and others who read and rely on audit reports and financial statements are not the equivalent
of ordinary consumers. Like plaintiffs here, they often possess considerable sophistication in
analyzing financial information and are aware from training and experience of the limits of an
audit report “product” that is, at bottom, simply a broadly phrased professional opinion based on
a necessarily confined examination.
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In contrast to the “presumptively powerless consumer” in product liability cases, the third party
in an audit negligence case has other options-he or she can “privately order” the risk of inaccurate
financial reporting by contractual arrangements with the client. (Siliciano, supra, 86 Mich.L.Rev.
at pp. 1956-1957.) For example, a third party might expend its own resources to verify the
client's financial statements or selected portions of them that were particularly material to its
transaction with the client. Or it might commission its own audit or investigation, thus establishing
privity between itself and an auditor or investigator to whom it could look for protection. In
addition, it might bargain with the client for special security or improved terms in a credit or
investment transaction. Finally, the third party could seek to bring itself within the Glanzer
exception to Ultramares by insisting that an audit be conducted on its behalf or establishing direct
communications with the auditor with respect to its transaction with the client. (Siliciano, supra,
86 Mich.L.Rev. at pp. 1956-1957.)


As a matter of economic and social policy, third parties should be encouraged to rely on their
own prudence, diligence, and contracting power, as well as other informational tools. This kind of
self-reliance promotes sound investment and credit practices and discourages the careless use of
monetary resources. If, instead, third parties are simply permitted to recover from the auditor for
mistakes in the client's financial statements, the auditor becomes, in effect, an insurer of not only
the financial statements, but of bad loans and investments in general. 13  *404


13 The dissent argues that unsophisticated third parties who rely on audit reports are left unprotected by our decision. In our view, the
argument itself poses a dilemma. If a third party possesses sufficient financial sophistication to understand and appreciate the contents
of audit reports (which often include complex financial data and accounting language as well as technical terms like “Generally
Accepted Accounting Principles” and “Generally Accepted Auditing Standards”), he or she should also be aware of their limitations
and of the alternative ways of privately ordering the relevant risks. If, on the other hand, a third party lacks the threshold knowledge
to understand the audit report and its terms, he or she has no reasonable basis for reliance. In either event, there is no sound basis to
extend potentially unlimited liability based on any alleged lack of sophistication.


3. The Effect on Auditors of Negligence Liability to Third Persons
Courts and commentators advocating auditor negligence liability to third parties also predict that
such liability might deter auditor mistakes, promote more careful audits, and result in a more
efficient spreading of the risk of inaccurate financial statements. For example, the New Jersey
Supreme Court reasoned: “The imposition of a duty to foreseeable users may cause accounting
firms to engage in more thorough reviews. This might entail setting up stricter standards and
applying closer supervision, which would tend to reduce the number of instances in which liability
would ensue. Much of the additional cost incurred because of more thorough auditing review
or increased insurance premiums would be borne by the business entity and its stockholders or
its customers. ... Accountants will also be encouraged to exercise greater care leading to greater
diligence in audits.” (Rosenblum v. Adler, supra, 461 A.2d at p. 152.)
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We are not directed to any empirical data supporting these prognostications. From our review of
the cases and commentary, we doubt that a significant and desirable improvement in audit care
would result from an expanded rule of liability. Indeed, deleterious economic effects appear at
least as likely to occur.


In view of the inherent dependence of the auditor on the client and the labor-intensive nature
of auditing, we doubt whether audits can be done in ways that would yield significantly greater
accuracy without disadvantages. (Siliciano, supra, 86 Mich.L.Rev. at pp. 1963-1968.) Auditors
may rationally respond to increased liability by simply reducing audit services in fledgling
industries where the business failure rate is high, reasoning that they will inevitably be singled out
and sued when their client goes into bankruptcy regardless of the care or detail of their audits. As
a legal economist described the problem: “The deterrent effect of liability rules is the difference
between the probability of incurring liability when performance meets the required standard and
the probability of incurring liability when performance is below the required standard. Thus, the
stronger the probability that liability will be incurred when performance is adequate, the weaker
is the deterrent effect of liability rules. Why offer a higher quality product if you will be sued
regardless whenever there is a precipitous decline in stock prices?” (Fischel, The Regulation of
Accounting: Some Economic Issues (1987) 52 Brooklyn L. Rev. 1051, 1055.) Consistent with this
reasoning, the economic result of unlimited negligence liability could just as easily be an increase
in the cost *405  and decrease in the availability of audits and audit reports with no compensating
improvement in overall audit quality. (Id. at pp. 1055-1056; Siliciano, supra, 86 Mich.L.Rev. at
pp. 1960-1965.)


(5)(See fn. 14.), ( 4c) In light of the relationships between auditor, client, and third party, and
the relative sophistication of third parties who lend and invest based on audit reports, it might
also be doubted whether auditors are the most efficient absorbers of the losses from inaccuracies
in financial information. 14  Investors and creditors can limit the impact of losses by diversifying
investments and loan portfolios. They effectively constitute a “broad social base upon which the
costs of accounting errors can be spread.” (Siliciano, supra, 86 Mich.L.Rev. at p. 1973.) In the
audit liability context, no reason appears to favor the alleged tortfeasor over the alleged victim as
an effective distributor of loss. (Ibid.; Bilek, supra, 39 Sw.L.J. at pp. 705-707.) 15  *406


14 Amicus curiae California Society of Certified Public Accountants has included as an appendix to its brief three declarations
from accounting and insurance industry personnel incorporating the results of in-house industry surveys dealing with accountants'
professional liability problems, including the availability and use of insurance by accountants. The material included in the appendix
is not in the record on appeal; the Court of Appeal declined to take judicial notice of it. Plaintiff Robert Bily has filed a motion to
strike the appendix and related portions of the society's brief.
Both our rules and our practice accord wide latitude to interested and responsible parties who seek to file amicus curiae briefs. (Cal.
Rules of Court, rule 14(b).) Amicus curiae presentations assist the court by broadening its perspective on the issues raised by the
parties. Among other services, they facilitate informed judicial consideration of a wide variety of information and points of view
that may bear on important legal questions. For these reasons, we are inclined, except in cases of obvious abuse of the amicus curiae
privilege, not to employ orders to strike as a means of regulating their contents. Plaintiff Bily's motion is, therefore, denied.
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We, do, however, share plaintiff Bily's concerns about the reliability and relevance of the information supplied by the society. The
declarations and data in its Appendix consist of surveys and opinions directly generated by interested parties engaged in lobbying
activities in the area of auditor liability. They are not part of the record, were not subjected to the testing mechanisms of the adversary
process or independent professional review, and do not qualify for judicial notice pursuant to Evidence Code section 450 et seq.
Moreover, they pertain to matters irrelevant to the legal rules and standards we consider in this case. As such, we have not considered
them in our decision. (See Matuz v. Gerardin Corp. (1989) 207 Cal.App.3d 203, 206-207 [254 Cal.Rptr. 725] [court may simply
choose to ignore improper material in appellate brief rather than to strike it from the files].)


15 The decision of the Court of Appeal in International Mortgage Co. v. John P. Butler Accountancy Corp., supra, 177 Cal.App.3d
806, reflects the reasoning of those courts that have permitted negligence recovery to all foreseeable users of audit reports. As
discussed above, its central premise that “tort liability should be delimited only by the concept of foreseeability” (Id. at p. 820) is
one we have since rejected in several cases. (See pp. 398-399, ante.) Because of its exclusive and narrow focus on foreseeability and
the independent role of the auditor, the decision fails to consider any of the policy factors we have discussed. Without support or
analysis, it assumes that privity of contract or relationship makes no sense in any tort context and that Ultramares was based on mere
“protectionist concerns.” (177 Cal.App.3d at p. 812.) Similarly, it assumes that auditor liability to third parties for negligence “will
heighten the profession's cautionary techniques.” (Id. at p. 820.) For the reasons stated above, we cannot agree with these assumptions
or with the holding or reasoning of the Court of Appeal. Its decision is disapproved.


Plaintiffs argue that the kinds of factors we have discussed can be adequately assessed by
the triers of fact on a case-by-case basis. According to the argument, if the auditor's error is
economically insignificant or the causal relationship between reliance on the audit report and
financial injury is too attenuated, the trier of fact will simply find “no negligence” or “no proximate
cause.” We are not so confident. In applying the Biakanja factors (supra, 49 Cal.2d 647), we
are necessarily required to make pragmatic assessments of the consequences of recognizing and
enforcing particular legal duties. In our judgment, a foreseeability rule applied in this context
inevitably produces large numbers of expensive and complex lawsuits of questionable merit as
scores of investors and lenders seek to recoup business losses. In view of the prospects of vast if not
limitless liability for the “thoughtless slip or blunder,” the availability of other efficient means of
self-protection for a generally sophisticated class of plaintiffs, and the dubious benefits of a broad
rule of liability, we opt for a more circumscribed approach. In so doing, we seek to deter careless
audit reporting while avoiding the spectre of a level of liability that is morally and economically
excessive.


The dissent acknowledges, as we do, the complexity of the problem before us and the necessity of a
legislative process of study, debate, experimentation, and careful rulemaking. In view of the nature
of the problem, we refrain from endorsing a broad and amorphous rule of potentially unlimited
liability that has been endorsed by only a small minority of the decided cases. As we recently stated:
“In the absence of clear legislative direction ... we are unwilling to engage in complex economic
regulation under the guise of judicial decisionmaking.” (Harris v. Capital Growth Investors XIV
(1991) 52 Cal.3d 1142, 1168 & fn. 15 [278 Cal.Rptr. 614, 805 P.2d 873].)


For the reasons stated above, we hold that an auditor's liability for general negligence in the conduct
of an audit of its client financial statements is confined to the client, i.e., the person who contracts
for or engages the audit services. Other persons may not recover on a pure negligence theory. 16



http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000298&cite=CAEVS450&originatingDoc=I96e44c06fabc11d983e7e9deff98dc6f&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&pubNum=226&cite=207CAAPP3D203&originatingDoc=I96e44c06fabc11d983e7e9deff98dc6f&refType=RP&fi=co_pp_sp_226_206&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_226_206

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1989011972&pubNum=227&originatingDoc=I96e44c06fabc11d983e7e9deff98dc6f&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&pubNum=226&cite=177CAAPP3D806&originatingDoc=I96e44c06fabc11d983e7e9deff98dc6f&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&pubNum=226&cite=177CAAPP3D806&originatingDoc=I96e44c06fabc11d983e7e9deff98dc6f&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&pubNum=226&cite=177CAAPP3D812&originatingDoc=I96e44c06fabc11d983e7e9deff98dc6f&refType=RP&fi=co_pp_sp_226_812&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_226_812

http://www.westlaw.com/Link/Document/FullText?findType=Y&pubNum=231&cite=49CALIF2D647&originatingDoc=I96e44c06fabc11d983e7e9deff98dc6f&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&pubNum=233&cite=52CALIF3D1142&originatingDoc=I96e44c06fabc11d983e7e9deff98dc6f&refType=RP&fi=co_pp_sp_233_1168&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_233_1168

http://www.westlaw.com/Link/Document/FullText?findType=Y&pubNum=233&cite=52CALIF3D1142&originatingDoc=I96e44c06fabc11d983e7e9deff98dc6f&refType=RP&fi=co_pp_sp_233_1168&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_233_1168

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1991045902&pubNum=661&originatingDoc=I96e44c06fabc11d983e7e9deff98dc6f&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)





Bily v. Arthur Young & Co., 3 Cal.4th 370 (1992)
834 P.2d 745, 11 Cal.Rptr.2d 51, 61 USLW 2145, Fed. Sec. L. Rep. P 96,978...


 © 2020 Thomson Reuters. No claim to original U.S. Government Works. 33


16 In theory, there is an additional class of persons who may be the practical and legal equivalent of “clients.” It is possible the audit
engagement contract might expressly identify a particular third party or parties so as to make them express third party beneficiaries of
the contract. Third party beneficiaries may under appropriate circumstances possess the rights of parties to the contract. (See Martinez
v. Socoma Companies, Inc. (1974) 11 Cal.3d 394, 400-403 [113 Cal.Rptr. 585, 521 P.2d 841]; Outdoor Services, Inc. v. Pabagold,
Inc. (1986) 185 Cal.App.3d 676, 681-684 [230 Cal.Rptr. 73]; see also § 1559.) This case presents no third party beneficiary issue.
Arthur Young was engaged by the company to provide audit reporting to the company. No third party is identified in the engagement
contract. Therefore, we have no occasion to decide whether and under what circumstances express third party beneficiaries of audit
engagement contracts may recover as “clients” under our holding.


(6a) There is, however, a further narrow class of persons who, although not clients, may reasonably
come to receive and rely on an audit report and *407  whose existence constitutes a risk of
audit reporting that may fairly be imposed on the auditor. Such persons are specifically intended
beneficiaries of the audit report who are known to the auditor and for whose benefit it renders the
audit report. While such persons may not recover on a general negligence theory, we hold they
may, for the reasons stated in part IV(B) post, recover on a theory of negligent misrepresentation.


(7) The sole client of Arthur Young in the audit engagements involved in this case was the company.
None of the plaintiffs qualify as clients. 17  Under the rule we adopt, they are not entitled to recover
on a pure negligence theory. Therefore, the verdict and judgment in their favor based on that theory
are reversed.


17 Plaintiff Bily contends that he qualifies as a client of Arthur Young because he was a director of the company and thus in privity
with Arthur Young. We disagree. Arthur Young was engaged by the company to conduct the audit; the audit report was addressed to
the board of directors (including Bily) in its capacity as a body representing the company. In contrast, Bily invested in the company
in his individual capacity; he sues here for damages based solely on economic loss arising from his personal investment. In his
individual capacity, Bily had no contractual or similar relationship to Arthur Young, and thus was not in privity with Arthur Young.
(See Stevenson v. Oceanic Bank (1990) 223 Cal.App.3d 306, 315 [272 Cal.Rptr. 757] [individual plaintiff could not base breach-of-
contract claim on letter received by him in his capacity as corporate officer].) In sum, Bily was not a client of Arthur Young within
the rule we announce here.


B. Negligent Misrepresentation
One difficulty in considering the problem before us is that neither the courts (ourselves included),
the commentators, nor the authors of the Restatement Second of Torts have made clear or careful
distinctions between the tort of negligence and the separate tort of negligent misrepresentation.
The distinction is important not only because of the different statutory bases of the two torts, but
also because it has practical implications for the trial of cases in complex areas such as the one
before us.


(8) Negligent misrepresentation is a separate and distinct tort, a species of the tort of deceit. “Where
the defendant makes false statements, honestly believing that they are true, but without reasonable
ground for such belief, he may be liable for negligent misrepresentation, a form of deceit.” (5
Witkin, Summary of Cal. Law (9th ed. 1988) Torts, § 720 at p. 819; see also § 1572, subd. 2 [“[t]he
positive assertion, in a manner not warranted by the information of the person making it, of that



http://www.westlaw.com/Link/Document/FullText?findType=Y&pubNum=233&cite=11CALIF3D394&originatingDoc=I96e44c06fabc11d983e7e9deff98dc6f&refType=RP&fi=co_pp_sp_233_400&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_233_400

http://www.westlaw.com/Link/Document/FullText?findType=Y&pubNum=233&cite=11CALIF3D394&originatingDoc=I96e44c06fabc11d983e7e9deff98dc6f&refType=RP&fi=co_pp_sp_233_400&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_233_400

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1974124039&pubNum=661&originatingDoc=I96e44c06fabc11d983e7e9deff98dc6f&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&pubNum=226&cite=185CAAPP3D676&originatingDoc=I96e44c06fabc11d983e7e9deff98dc6f&refType=RP&fi=co_pp_sp_226_681&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_226_681

http://www.westlaw.com/Link/Document/FullText?findType=Y&pubNum=226&cite=185CAAPP3D676&originatingDoc=I96e44c06fabc11d983e7e9deff98dc6f&refType=RP&fi=co_pp_sp_226_681&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_226_681

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1986147168&pubNum=227&originatingDoc=I96e44c06fabc11d983e7e9deff98dc6f&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&pubNum=226&cite=223CAAPP3D306&originatingDoc=I96e44c06fabc11d983e7e9deff98dc6f&refType=RP&fi=co_pp_sp_226_315&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_226_315

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1990129790&pubNum=227&originatingDoc=I96e44c06fabc11d983e7e9deff98dc6f&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&pubNum=113678&cite=5WITSUMChXs720&originatingDoc=I96e44c06fabc11d983e7e9deff98dc6f&refType=NA&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&pubNum=113678&cite=5WITSUMChXs720&originatingDoc=I96e44c06fabc11d983e7e9deff98dc6f&refType=NA&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)





Bily v. Arthur Young & Co., 3 Cal.4th 370 (1992)
834 P.2d 745, 11 Cal.Rptr.2d 51, 61 USLW 2145, Fed. Sec. L. Rep. P 96,978...


 © 2020 Thomson Reuters. No claim to original U.S. Government Works. 34


which is not true, though he believes it *408  to be true”]; § 1710, subd. 2 [“[t]he assertion, as a
fact, of that which is not true, by one who has no reasonable ground for believing it to be true”].)


Under certain circumstances, expressions of professional opinion are treated as representations of
fact. When a statement, although in the form of an opinion, is “not a casual expression of belief” but
“a deliberate affirmation of the matters stated,” it may be regarded as a positive assertion of fact.
(Gagne v. Bertran (1954) 43 Cal.2d 481, 489 [275 P.2d 15].) Moreover, when a party possesses or
holds itself out as possessing superior knowledge or special information or expertise regarding the
subject matter and a plaintiff is so situated that it may reasonably rely on such supposed knowledge,
information, or expertise, the defendant's representation may be treated as one of material fact.
(Gagne v. Bertran, supra, 43 Cal.2d at p. 489; Cohen v. S & S Construction Company (1983) 151
Cal.App.3d 941, 946 [201 Cal.Rptr. 173]; see also 5 Witkin, Summary of Cal. Law, supra, Torts, §
680 at pp. 781-782; BAJI No. 12.32.) There is no dispute that Arthur Young's statements in audit
opinions fall within these principles.


But the person or “class of persons entitled to rely upon the representations is restricted to those
to whom or for whom the misrepresentations were made. Even though the defendant should
have anticipated that the misinformation might reach others, he is not liable to them.” (5 Witkin,
Summary of Cal. Law, supra, Torts, § 721 at p. 820; Rest.2d Torts, § 552, coms. (g) and (h);
Christiansen v. Roddy (1986) 186 Cal.App.3d 780, 785- 787 [231 Cal.Rptr. 72 [appraiser who
negligently evaluated property for mortgage company not liable to investors in a loan secured by
the property].)


(6b) Of the approaches we have reviewed, Restatement Second of Torts section 552, subdivision
(b) is most consistent with the elements and policy foundations of the tort of negligent
misrepresentation. The rule expressed there attempts to define a narrow and circumscribed class
of persons to whom or for whom representations are made. In this way, it recognizes commercial
realities by avoiding both unlimited and uncertain liability for economic losses in cases of
professional mistake and exoneration of the auditor in situations where it clearly intended to
undertake the responsibility of influencing particular business transactions involving third persons.
The Restatement rule thus appears to be a sensible and moderate approach to the potential
consequences of imposing unlimited negligence liability which we have identified.


We recognize the rule expressed in the Restatement Second of Torts has been criticized in
some quarters as vague and potentially arbitrary. In his article advocating a foreseeability rule,
Justice Wiener generally criticized *409  the Restatement rule as resting “solely on chance
considerations” and “fortuitousness” (e.g., the “state of the mind of the accountant” and the
scope of his engagement) having, in his view, nothing to do with increasing the flow of accurate
information. (Wiener, supra, 20 San Diego L.Rev. at p. 252.)
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We respectfully disagree. In seeking to identify a specific class of persons and a transaction that
the supplier of information “intends the information to influence,” the authors of the Restatement
Second of Torts have applied basic factors of tort liability recognized in this state and elsewhere
(see Biakanja, supra, 49 Cal.2d 647). By confining what might otherwise be unlimited liability
to those persons whom the engagement is designed to benefit, the Restatement rule requires that
the supplier of information receive notice of potential third party claims, thereby allowing it to
ascertain the potential scope of its liability and make rational decisions regarding the undertaking.
The receipt of such notice justifies imposition of auditor liability for conduct that is merely
negligent.


Moreover, the identification of a limited class of plaintiffs to whom the supplier itself has directed
its activity establishes a closer connection between the supplier's negligent act and the recipient's
injury, thereby ameliorating the otherwise difficult concerns of causation and of credible evidence
of reliance. Finally, no unfairness results to those recipients who are excluded from the class of
beneficiaries because they have means of private ordering-among other things, they can establish
direct communication with an auditor and obtain a report for their own direct use and benefit. For
these reasons, the rule expressed in the Restatement Second of Torts represents a reasoned, not an
arbitrary, approach to the problem before us.


(9) Additional criticism has been leveled at the Restatement approach because of the vagueness
of its “intent to benefit” language. As we read section 552 of the Restatement Second of Torts, it
does not seek to probe the state of mind of the accountant or other supplier of information. Rather,
it attempts to identify those situations in which the supplier undertakes to supply information to a
third party whom he or she knows is likely to rely on it in a transaction that has sufficiently specific
economic parameters to permit the supplier to assess the risk of moving forward. As the authors
of section 552 observe, liability should be confined to cases in which the supplier “manifests an
intent to supply the information for the sort of use in which the plaintiff's loss occurs.” (Id., com.
(a), italics added.) This follows because the “risk of liability to which the supplier subjects himself
by undertaking to give the information ... is vitally affected by the number and character of the
persons, and particularly the nature and extent of the proposed transaction.” (Id., com. (h); italics
added.) *410


The “intent to benefit” language of the Restatement Second of Torts thus creates an objective
standard that looks to the specific circumstances (e.g., supplier-client engagement and the
supplier's communications with the third party) to ascertain whether a supplier has undertaken to
inform and guide a third party with respect to an identified transaction or type of transaction. If
such a specific undertaking has been made, liability is imposed on the supplier. If, on the other
hand, the supplier “merely knows of the ever-present possibility of repetition to anyone, and the
possibility of action in reliance upon [the information] on the part of anyone to whom it may be
repeated,” the supplier bears no legal responsibility. (Rest.2d Torts, § 552, com. (h).)
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The Restatement Second of Torts approach is also the only one that achieves consistency in
the law of negligent misrepresentation. Accountants are not unique in their position as suppliers
of information and evaluations for the use and benefit of others. Other professionals, including
attorneys, architects, engineers, title insurers and abstractors, and others also perform that function.
And, like auditors, these professionals may also face suits by third persons claiming reliance on
information and opinions generated in a professional capacity.


In a series of decisions, our Courts of Appeal have endorsed liability for negligence or negligent
misrepresentation in the dissemination of commercial information to persons who were “intended
beneficiaries” of the information. In several of these cases, section 552 of the Restatement Second
of Torts was consulted or relied on as a general statement of the rule of law. We review several
typical examples.


A lender loaned money to a partnership. When the loan was not repaid, the lender sued lawyers
retained by the partnership, alleging in part they had negligently prepared and delivered to their
client for transmission to the lender an opinion letter expressing the erroneous view that the
partnership was a general partnership composed of 14 general partners. The lender's complaint
alleged that the lawyer and law firm “knew and understood that [the opinion letter] was to be shown
to [the lender] in order to induce [it] to make loans to [the partnership].” (Roberts v. Ball, Hunt,
Hart, Brown & Baerwitz (1976) 57 Cal.App.3d 104, 107 [128 Cal.Rptr. 901].) The court held the
complaint stated a cause of action, observing: “[A] legal opinion intended to secure benefit for the
client, either monetary or otherwise, must be issued with due care, or the attorneys who do not
act carefully will have breached a duty owed to those they attempted or expected to influence on
behalf of their clients.” (Id. at p. 111, italics added.)


In another action, purchasers of stock from a lawyer's clients sued the lawyer, alleging he had
negligently advised his clients the stock could be *411  issued as dividends and sold to the
purchasers without jeopardizing an exemption from registration of the stock pursuant to federal
securities laws. The SEC later suspended the exemption, causing the purchased stock to lose value.
In contrast to Roberts, there was no allegation the legal advice was ever communicated to plaintiffs
or relied on by them in purchasing the stock. (Goodman v. Kennedy (1976) 18 Cal.3d 335, 343 [134
Cal.Rptr. 375, 556 P.2d 737].) In upholding a dismissal of the purchasers' complaint following the
sustaining of demurrers without leave to amend, we distinguished Roberts, characterizing it as a
case in which “an attorney gives his client a written opinion with the intention that it be transmitted
to and relied upon by the plaintiff in dealing with the client.” (Id. at p. 343, fn. 1.) We further
observed: “In that situation the attorney owes the plaintiff a duty of care in providing the advice
because the plaintiff's anticipated reliance upon it is 'the end and aim of the transaction.' ” (Ibid.,
citing Glanzer v. Shepherd, supra, 135 N.E. 275, italics added.) 18
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18 We also noted the confidential nature of attorney-client communications and concluded that the imposition of attorney professional
liability to third parties in such a context would divert a lawyer's attentions from the service of the client and place an undue burden
on the profession. (Goodman, supra, 18 Cal.3d at p. 344.)


Plaintiffs ask us to read Goodman consistently with their foreseeability theory of liability. They
point to language that the attorney owed no duty of care to the purchasers “in the absence of any
showing that the legal advice was foreseeably transmitted to or relied upon by plaintiffs or that
plaintiffs were intended beneficiaries of a transaction to which the advice pertained.” (Goodman v.
Kennedy, supra, 18 Cal.3d at p. 339.) Seizing on the “foreseeably transmitted” language, plaintiffs
maintain we were describing two distinct theories of liability-an “opinion letter model” and a
“third party beneficiary model.” They then reason their case falls within the first model because
an audit report is analogous to an opinion letter. Assuming the analogy were apt, we cannot
reasonably read Goodman so broadly. In Goodman, there was no transmission of any of the
attorney's allegedly ill-conceived advice to any plaintiff, foreseeable or unforeseeable. Thus, our
“foreseeably transmitted” language was merely dictum designed to emphasize the weakness of
plaintiff's position in that case.


Other than International Mortgage Co. v. John P. Butler Accountancy Corp., supra, 177
Cal.App.3d 806, plaintiffs cite no California case in which the court has recognized a cause of
action for professional negligence or negligent misrepresentation on behalf of a third party except
those that fit what they call the “third party beneficiary model.” As in Roberts and Goodman,
California courts have consistently required some manifestation on the part of a professional who
offers an opinion, information, or advice *412  that he or she is acting to benefit a third party or
defined group of third parties in a specific and circumscribed transaction.


Thus, in Burger v. Pond (1990) 224 Cal.App.3d 597 [273 Cal.Rptr. 709], the court held that a
husband's second wife could not sustain a claim against the husband's attorney for negligence in
dissolving the husband's first marriage. The court observed the attorney never agreed “implicitly
or explicitly to perform legal services intended directly to benefit” the second wife. (Id. at p. 607.)
Although the summary judgment showed the second wife was present in the attorney's office
during consultations with the husband about the dissolution, and that the lawyer was informed of
their plans for marriage and children as soon as the first marriage was dissolved, these facts were
deemed insufficient to create a triable issue of fact. The court held that the attorney was employed
by the husband alone to benefit him alone by procuring a dissolution of his marriage. As the court
remarked: “ '[F]oreseeability' is not a substitute for legal duty.” (Id. at p. 606.) 19


19 See also Sooy v. Peter (1990) 220 Cal.App.3d 1305, 1314 [270 Cal.Rptr. 151] (attorney's duty of due care did not extend to another
attorney, who was representing a third party in “what was at best an arm's length transaction, and at worst an adversarial proceeding”)
and Goldberg v. Frye (1990) 217 Cal.App.3d 1258, 1267 [266 Cal.Rptr. 483] (attorney representing the administrator of an estate
had no duty to legatees who were merely “incidental beneficiaries” of the representation).


Similarly, in a series of cases involving title insurers and abstractors, the Courts of Appeal have
applied Restatement Second of Torts section 552 and its intended beneficiary standard to determine
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whether liability to third parties would be imposed. In these cases, the “title companies were
found liable only to persons (1) for whose guidance information was supplied; (2) who justifiably
relied on the information; and, most importantly, (3) who were intended to be influenced by
the communication. Intent to influence is a threshold issue. In its absence there is no liability
even though a plaintiff has relied on the misrepresentation to his or her detriment, and even if
such reliance were reasonably foreseeable.” (Stagen v. Stewart-West Coast Title Co. (1983) 149
Cal.App.3d 114, 121- 122 [196 Cal.Rptr. 7322], italics added.) 20  *413


20 The remaining cases cited by plaintiffs do not impose liability in favor of merely foreseeable users of professional communications;
indeed, they are generally consistent with Restatement Second of Torts section 552 and the “intended beneficiary model.” (Huber,
Hunt & Nichols, Inc. v. Moore (1977) 67 Cal.App.3d 278, 301-302 [136 Cal.Rptr. 603] [contractor sues architect for negligence
in preparation of plans and specifications; defense verdict for architect affirmed; court expresses doubt about contractor's status as
intended beneficiary under Goodman]; M. Miller Co. v. Dames & Moore (1961) 198 Cal.App.2d 305, 307, 309 [18 Cal.Rptr. 13]
[contractor sues engineers engaged by sanitary district for negligent preparation of soils report “intended by [the engineers] to provide
information for prospective bidders such as plaintiff”; summary judgment in favor of the engineers reversed; court observes that
contractor's allegations “if proved, would support the conclusion that the transaction was intended to affect [the contractor], that harm
to [the contractor] was readily foreseeable, and that [the contractor's] injury was the direct result of [the engineer's] negligence].”)


(10) Having determined that intended beneficiaries of an audit report are entitled to recovery on
a theory of negligent misrepresentation, we must consider whether they may also recover on a
general negligence theory. We conclude they may not. Nonclients of the auditor are connected with
the audit only through receipt of and express reliance on the audit report. Similarly, the gravamen
of the cause of action for negligent misrepresentation in this context is actual, justifiable reliance
on the representations in that report. Without such reliance, there is no recovery regardless of
the manner in which the audit itself was conducted. (See Garcia v. Superior Court (1990) 50
Cal.3d 728, 737 [268 Cal.Rptr. 779, 789 P.2d 960] (maj. opn.), 741-744 (Lucas, C. J., conc.) [both
opinions emphasizing importance of justifiable reliance element in cause of action for negligent
misrepresentation based on furnishing false information].)


By allowing recovery for negligent misrepresentation (as opposed to mere negligence), we
emphasize the indispensability of justifiable reliance on the statements contained in the report.
As the jury instructions in this case illustrate, a general negligence charge directs attention
to defendant's level of care and compliance with professional standards established by expert
testimony, as opposed to plaintiff's reliance on a materially false statement made by defendant. 21


The reliance element in such an instruction is only implicit-it must be argued and considered by the
jury as part of its evaluation of the causal relationship between defendant's conduct and plaintiff's
injury. In contrast, an instruction based on the elements of negligent misrepresentation necessarily
and properly focuses the jury's attention on the truth or falsity of the audit report's representations
and plaintiff's actual and justifiable reliance on them. Because the audit report, not the audit itself,
is the foundation of the third person's claim, negligent misrepresentation more precisely captures
the gravamen of the cause of action and more clearly conveys the elements essential to a recovery.
(Garcia v. Superior Court, supra, 50 Cal.3d at pp. 737, 741-744.) 22
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21 With respect to plaintiffs' negligence claim, the jury was instructed in part as follows: “The essential elements of common law
professional negligence, each of which must be proved to recover damages are as follows: The elements of a cause of action in [tort]
for professional negligence are, one, the duty of the professional to use such skill, prudence and diligence as other members of his
profession commonly possess and exercise. Two, a breach of that duty. Three, a legal causal connection between the negligent conduct
and the resulting injury. And four, actual loss or damage resulting from the professional's negligence.”


22 The dissent argues that auditors should be subject to liability to all foreseeable users of audit reports because auditors can simply insert
blanket disclaimers of third party liability in their reports. We perceive no reason to require auditors to disclaim liability to unknown
persons who are not intended beneficiaries of their reports in the first instance. An audit report is directed primarily to the client. In
this case, Arthur Young's report was specifically addressed to: “The Board of Directors, Osborne Computer Corporation.” Under the
rule we adopt, if the auditor knows of a third party transaction or type of transaction which the audit report has been commissioned
to influence, the report is also necessarily directed to that specific third party. Because its report is directed to no one else, an auditor
need not attempt to communicate with other persons by means of a disclaimer of liability.


Based on our decision, the California standard jury instructions concerning negligent
misrepresentation should be amended in future auditor liability *414  cases to permit the jury
to determine whether plaintiff belongs to the class of persons to whom or for whom the
representations in the audit report were made. For the guidance of trial courts, we suggest the jury
be instructed on the elements of negligent misrepresentation as set forth in BAJI No. 12.45 with
the addition of the following instruction in lieu of BAJI No. 12.50:


“The representation must have been made with the intent to induce plaintiff, or a particular class
of persons to which plaintiff belongs, to act in reliance upon the representation in a specific
transaction, or a specific type of transaction, that defendant intended to influence. Defendant is
deemed to have intended to influence [its client's] transaction with plaintiff whenever defendant
knows with substantial certainty that plaintiff, or the particular class of persons to which plaintiff
belongs, will rely on the representation in the course of the transaction. If others become aware of
the representation and act upon it, there is no liability even though defendant should reasonably
have foreseen such a possibility.”


By suggesting the above instruction, we do not preclude additional or alternative instructions
consistent with our decision and the law of negligent misrepresentation.


In adopting the approach of Restatement Second of Torts section 552, subdivision (2) regarding
the plaintiff or group of plaintiffs who may sue for negligent misrepresentation, we do not
necessarily endorse other provisions of section 552 or of the Restatement or their terminology
describing the torts of negligent and intentional misrepresentation. In California, the elements
of the misrepresentation torts (which are also denominated forms of “deceit”) are prescribed by
statute (§§ 1572; 1710) and our common law tradition. Our decision effects no change in those
traditional elements; it merely describes the category of plaintiffs who may recover provided all
other elements are satisfied.
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Moreover, we do not suggest the question of intent to benefit a third party will inevitably involve
a question of fact. If competent evidence does not permit a reasonable inference that the auditor
supplied its report with knowledge of the existence of a specific transaction or a well-defined type
of transaction which the report was intended to influence, the auditor is not placed on notice of
the risks of the audit engagement. In such cases, *415  summary adjudication will be appropriate
because plaintiff will not, as a matter of law, fall within the class of intended beneficiaries.


C. Intentional Misrepresentation
As Chief Judge Cardozo recognized in Ultramares, supra, 174 N.E. 441, the liability of auditors
to third parties presents different policy considerations when intentional fraud is involved. The
secondary position of the auditor in the presentation of financial statements, the moral force of
the argument against unlimited liability for mere errors or oversights and the uncertain connection
between investment and credit losses and the auditor's report pale as policy factors when intentional
misconduct is in issue. By joining with its client in an intentional deceit, the auditor thrusts itself
into a primary and nefarious role in the transaction.


(11) In this context, the auditor's actual knowledge of the false or baseless character of its opinion
is not required: “If the defendant has no belief in the truth of the statement, and makes it recklessly,
without knowing whether it is true or false, the element of scienter is satisfied.” (5 Witkin,
Summary of Cal. Law, supra, Torts, § 705 at pp. 806-807; § 1572, subd. 1 [fraud includes “[t]he
suggestion, as a fact, of that which is not true, by one who does not believe it to be true”]; § 1710,
subd. 1.)


We are directed to no authority that would immunize auditors from liability to third parties for
intentional misrepresentation; the general rule appears to be to the contrary. (Rest.2d Torts, § 531
[“One who makes a fraudulent misrepresentation is subject to liability to the persons or class of
persons whom he intends or has reason to expect to act or to refrain from action in reliance upon
the misrepresentation, for pecuniary loss suffered by them through their justifiable reliance in the
type of transaction in which he intends or has reason to expect their conduct to be influenced.”].)


Consistent with our analysis, the elements of the tort of intentional misrepresentation as set forth in
BAJI No. 12.31 should be supplemented with the following instruction in lieu of BAJI No. 12.50:


“The representation must have been made with the intent to defraud plaintiff, or a particular class of
persons to which plaintiff belongs, whom defendant intended or reasonably should have foreseen
would rely upon the representation. One who makes a representation with intent to defraud the
public or a particular class of persons is deemed to have intended to defraud every individual in that
category who is actually misled thereby.” (See BAJI No. 12.50 [third alternative]; § 1711.) *416
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Again, as explained in our discussion of negligent misrepresentation, additional or alternative
instructions consistent with our decision may be appropriate.


V. Disposition
This case was tried on the assumption that the general negligence rule and foreseeability approach
of International Mortgage Co. v. John P. Butler Accountancy Corp., supra, 177 Cal.App.3d
806, represented California law. The jury was instructed in accordance with that approach. For
the reasons stated above, we have rejected the rule of International Mortgage Co. in favor of
a negligent misrepresentation rule substantially in accord with section 552 of the Restatement
Second of Torts. As a result, plaintiffs' judgment based on the general negligence rule must be set
aside. Because plaintiffs were not clients of Arthur Young, they were not entitled to recover on
a general negligence theory.


Arthur Young has requested that we remand this case to the Court of Appeal with instructions to
enter judgment in its favor. With one exception, we accede to the request. As explained above,
plaintiffs' verdict for general negligence must be reversed. The jury also rejected plaintiffs' causes
of action for negligent misrepresentation and intentional fraud. Although it was not instructed
in accordance with the rules we have announced here, the jury was told Arthur Young could be
held liable for misrepresentation to “plaintiff or a particular class of persons to which plaintiff
belonged.” If anything, these general instructions are more favorable to plaintiffs than the ones
required by our decision, which more narrowly and specifically defines the “class of persons”
entitled to recover.


Moreover, with one exception discussed in the next paragraph, plaintiffs did not cross-appeal from
the judgment with respect to any issue regarding the negligent and intentional misrepresentation
causes of action. Having failed to demonstrate prejudicial error in the trial of those causes of action,
plaintiffs are not entitled to a retrial. (Cal. Const., art. VI, § 13.)


The Shea plaintiffs, but not plaintiff Bily, cross-appealed from the adverse judgment on their
misrepresentation causes of action, arguing the trial court improperly refused to instruct the jury
on Arthur Young's liability as aider and abettor of the company's alleged fraud. Because of its
disposition of the appeal, the Court of Appeal did not reach the merits of the Shea plaintiffs' cross-
appeal. On remand, the Court of Appeal shall decide the cross-appeal and direct judgment or
further proceedings as appropriate and consistent with this opinion.


For the reasons stated above, the judgment of the Court of Appeal is reversed and this case is
remanded with instructions to: (1) direct judgment in favor of defendant Arthur Young and against
plaintiff Bily; and (2) decide the cross-appeal of the Shea plaintiffs and then to direct judgment or
further proceedings as appropriate, consistent with our opinion. *417
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Panelli, J., Arabian, J., Baxter, J., and George, J., concurred.


KENNARD, J.


I dissent.


Defendant, one of the nation's largest certified public accounting firms, wrote an audit report
expressing its unqualified opinion that a corporation's financial statements fairly presented its
financial condition and had been prepared in conformity with generally accepted accounting
principles. Defendant printed 100 copies of this report and gave them to the corporation, which
in turn gave copies to potential investors, including plaintiffs. Many of these investors relied on
defendant's report when deciding to invest in the corporation.


The audited financial statements contained material errors that defendant would have discovered
had it performed a reasonably careful audit using generally accepted auditing standards. As a
result of defendant's carelessness, many investors incurred significant losses when the corporation
became bankrupt. A jury reviewed the evidence, found that defendant had been negligent, and
awarded damages to those plaintiffs who had relied on defendant's audit report. The principal
question is whether defendant was under a duty to exercise due care to protect plaintiffs, as
foreseeable users of the audit report, from injury resulting from their reliance on defendant's
unqualified opinion.


The majority concludes that defendant owed plaintiffs no duty. Rummaging in the archives of legal
history, amidst the debris of discarded dogmas, the majority retrieves and revives, as an element of
a cause of action for negligence, the requirement of privity, which this court had described more
than 20 years ago as “virtually abandoned in California.” (Heyer v. Flaig (1969) 70 Cal.2d 223,
227 [74 Cal.Rptr. 225, 449 P.2d 161].) Under the strict version of the privity rule that the majority
adopts, an accountant's liability for professional negligence in the conduct of an audit “is confined
to the client” who retained the accountant to audit its financial statements. (Maj. opn., ante, p. 406.)


Turning to plaintiffs' cause of action for negligent misrepresentation, the majority adopts a rule
that is equally arbitrary in operation and only slightly less restrictive than the rule it adopts for
negligence liability. The majority holds that an accountant is liable to a third party for negligent
misrepresentation in an audit report only if the third party relied on the misrepresentation in a
transaction that the accountant intended to influence.


The effect of these holdings is to give negligent accountants broad immunity for their professional
malpractice in rendering audit opinions. *418



http://www.westlaw.com/Link/Document/FullText?findType=Y&pubNum=231&cite=70CALIF2D223&originatingDoc=I96e44c06fabc11d983e7e9deff98dc6f&refType=RP&fi=co_pp_sp_231_227&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_231_227

http://www.westlaw.com/Link/Document/FullText?findType=Y&pubNum=231&cite=70CALIF2D223&originatingDoc=I96e44c06fabc11d983e7e9deff98dc6f&refType=RP&fi=co_pp_sp_231_227&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_231_227

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1969129201&pubNum=661&originatingDoc=I96e44c06fabc11d983e7e9deff98dc6f&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&cite=3CAL4TH370&originatingDoc=I96e44c06fabc11d983e7e9deff98dc6f&refType=NR&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)





Bily v. Arthur Young & Co., 3 Cal.4th 370 (1992)
834 P.2d 745, 11 Cal.Rptr.2d 51, 61 USLW 2145, Fed. Sec. L. Rep. P 96,978...


 © 2020 Thomson Reuters. No claim to original U.S. Government Works. 43


In defining the scope of duty in negligence cases, courts must balance competing concerns. The
burden imposed by the duty should bear some reasonable relation to the moral fault of the negligent
party and should not be so onerous that those held liable are unwilling or financially unable to
engage in socially beneficial activity. On the other hand, tort liability is itself socially beneficial to
the extent that it provides both an incentive for due care, thereby preventing avoidable injuries, and
compensation for those who have been injured. Courts should not define a legal duty so narrowly
as to preclude these positive effects of tort liability, as the majority has done in this case.


Lenders and investors use the reports prepared by independent auditors so widely, and rely on them
so heavily, that it is difficult to conceive how our complex modern capital markets would function
if they were no longer available or no longer able to inspire confidence. In weighing the competing
policy considerations that factor into a decision defining the scope of the accountant's duty in
this context, a court must seek to fashion a rule that, without making the provision of auditing
services prohibitively risky, ensures that the quality of those critically important services will be
maintained at a high level. Such a rule is necessary so that lenders and investors will continue to
have confidence in audited financial reports and so that the usual and foreseeable users of audit
reports will receive fair compensation when they have been victimized by the occasional failure
of an accountant to meet prevailing professional norms.


In my view, the law that has existed in this state until today strikes the proper balance. Until today,
California law had recognized that accountants owe a duty of care to all persons who reasonably
and foreseeably rely on accountants' professional opinions. (International Mortgage Co. v. John
P. Butler Accountancy Corp. (1986) 177 Cal.App.3d 806 [223 Cal.Rptr. 218].) Extending the
duty to all such users provides a necessary incentive for due care in the conduct of audits and in
the preparation of audit reports, and ensures fair compensation to innocent victims of auditors'
negligence. Unlike the majority, I am not persuaded that the duty so defined has excessively
burdened the accounting profession, or that it has caused or is likely to cause a significant
reduction in the availability of auditing services. Even if these unfortunate consequences could be
demonstrated, the remedy should come in the form of carefully crafted legislation, not wholesale
curtailment of legal duty.


I
Unlike the majority, I would not adopt one rule for negligence liability and a different rule
for liability under the conceptually distinct but factually *419  related theory of negligent
misrepresentation. Under these two liability theories, essentially the same standard of care is
applied to the same conduct by the accountant. Given this overlap, it is anomalous to hold that the
class of persons to whom the accountant owes a duty varies depending on which legal theory has
been pleaded. Although the focus of this separate opinion is the theory of negligence, an analysis
under the theory of negligent misrepresentation would yield the same result.
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Any discussion of the scope of negligence liability in this state ought to begin with the following
basic rule that our Legislature established long ago: “Every one is responsible, not only for the
result of his [or her] willful acts, but also for an injury occasioned to another by his [or her] want
of ordinary care or skill in the management of his [or her] property or person, except so far as the
latter has, willfully or by want of ordinary care, brought the injury upon himself [or herself].” (Civ.
Code, § 1714, subd. (a).) Under this rule, an individual who has acted negligently is liable for
all reasonably foreseeable injuries caused by that negligence. To this rule of general liability,
courts will make only those exceptions that are “clearly supported by public policy.” (Rowland v.
Christian (1968) 69 Cal.2d 108, 112 [70 Cal.Rptr. 97, 443 P.2d 561, 32 A.L.R.3d 496]; accord,
Burgess v. Superior Court (1992) 2 Cal.4th 1064, 1079 [9 Cal.Rptr.2d 615, 831 P.2d 1197];
Christensen v. Superior Court (1991) 54 Cal.3d 868, 885 [2 Cal.Rptr.2d, 820 P.2d 181].)


Under the fundamental principle governing the scope of negligence liability, accountants are liable
for all reasonably foreseeable injuries caused by the negligent performance of their professional
duties. This would necessarily include injuries to foreseeable users like the plaintiffs in this case.
If negligent accountants are to be granted special dispensation from the general scope of liability,
this dispensation must be justified by considerations of public policy.


To determine whether public policy justifies a limitation on the scope of the duty owed in a
particular context, courts consider these factors: “the foreseeability of harm to the plaintiff, the
degree of certainty that the plaintiff suffered injury, the closeness of the connection between the
defendant's conduct and the injury suffered, the moral blame attached to the defendant's conduct,
the policy of preventing future harm, the extent of the burden to the defendant and consequences
to the community of imposing a duty to exercise care with resulting liability for breach, and the
availability, cost, and prevalence of insurance for the risk involved.” (Rowland v. Christian, supra,
69 Cal.2d 108, 113; see also Burgess v. Superior Court, supra, 2 Cal.4th 1079, 1080; Thompson v.
County of Alameda (1980) 27 Cal.3d 741, 750 [167 Cal.Rptr. 70, 614 P.2d 728, 12 A.L.R.4th 701];
Tarasoff v. Regents *420  of University of California (1976) 17 Cal.3d 425, 434 [131 Cal.Rptr. 14,
551 P.2d 334, 83 A.L.R.3d 1166]; Biakanja v. Irving (1958) 49 Cal.2d 647, 650 [320 P.2d 16, 65
A.L.R.2d 1358].) Therefore, the rule established by the majority, granting negligent accountants
special dispensation from liability, must be evaluated by reference to these policy considerations.


A. Harm to Third Persons Is Foreseeable
Why do corporations have their financial statements audited by certified public accountants?
Although corporations find audit reports useful as a check on their internal accounting procedures,
this is not the sole or even the primary purpose for which most corporate businesses now obtain
audit reports. As the majority itself acknowledges, “audit reports are very frequently (if not almost
universally) used by businesses to establish the financial credibility of their enterprises in the
perceptions of outside persons, e.g., existing and prospective investors, financial institutions, and
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others who extend credit to an enterprise or make risk-oriented decisions based on its economic
viability.” (Maj. opn., ante, p. 382.)


Defendant in this case does not plead ignorance of the common uses for the audit reports it
prepares. As one of the nation's largest accounting firms, and a prominent member of the business
community in its own right, defendant knows that its work product gives the client's financial
statements an essential measure of credibility in the eyes of those individuals and entities who,
in dealings with the client, must make business decisions based on an assessment of the client's
financial position. Defendant knows, in brief, that audit reports invite and produce reliance, and
that injury results when reliance proves unjustified. Because the normal and common uses of audit
reports are well known throughout the business community, an accountant can readily foresee that
negligence in the conduct of the audit or the preparation of the audit report will result in harm to
individuals and corporations that receive the report and rely on it in their business dealings with
the client.


As neither the majority nor defendant disputes the foreseeability of harm to relying third parties,
this point need not be belabored. But neither should it be slighted. As this court has stressed,
foreseeability of harm is the “most important” of the policy considerations governing negligence
liability. (Tarasoff v. Regents of University of California, supra, 17 Cal.3d 425, 434; see also J'Aire
Corp. v. Gregory (1979) 24 Cal.3d 799, 806 [157 Cal.Rptr. 407, 598 P.2d 60] [“... this court has
focused on foreseeability as the key component necessary to establish liability ....”].) *421


B. Economic Injury to Third Persons Is Certain
Courts have expressed concern that recognizing tort liability in some situations would encourage
false claims based on feigned injuries. This concern has been noted primarily, if not exclusively,
when the only claimed injury is an intangible harm such as emotional distress. (See Burgess v.
Superior Court, supra, 2 Cal.4th 1064, 1073, fn. 6; Molien v. Kaiser Foundation Hospitals (1980)
27 Cal.3d 916, 925 [167 Cal.Rptr. 831, 616 P.2d 813, 16 A.L.R.4th 518]; Quesada v. Oak Hill
Improvement Co. (1989) 213 Cal.App.3d 596, 609 [261 Cal.Rptr. 769].)


Unlike emotional distress, economic loss is not readily simulated. When a corporation has become
bankrupt, and shares of its stock are worthless, the resulting injury to the corporation's shareholders
is unquestionably genuine. If no funds remain to repay loans and accounts payable, the injury to
suppliers and lenders is likewise incontestable. “No one has suggested any difficulty in proving
the fact of injury when an accountant's negligence is involved.” (Wiener, Common Law Liability
of the Certified Public Accountant for Negligent Misrepresentation (1983) 20 San Diego L.Rev.
233, 256.) Nor has the majority suggested that the plaintiffs' losses in this case could be other than
real. The certainty of the injury must be counted as a factor that favors continuing recognition of
accountants' liability to relying third parties for negligent auditing.
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C. The Accountant's Conduct Is Closely Connected to the Injury Suffered
To recover damages for an accountant's negligence in rendering an unqualified audit opinion, a
plaintiff must prove both reliance on the audit opinion and a factual nexus between the plaintiff's
loss and the undisclosed defects in the audited financial statements. To establish reliance, the third
party must prove that it reviewed the client's financial statements, that the statements contained
material errors or omissions, that it would not have entered into a business transaction with the
client (as investor, lender, supplier, etc.) had the financial statements revealed the true facts, and
that it would not have accepted the client's financial statements at face value had the accountant
not endorsed them with an unqualified audit opinion. To establish the required factual nexus, the
plaintiff must show that the loss was a foreseeable result of the fact or condition that the financial
statements misrepresented or concealed. (See Restat.2d Torts (1977) § 548A, com. b.)


When the third party has demonstrated causation in this manner, showing that the accountant's
opinion played an essential role in the third party's business decision and its resulting loss, the
connection between the auditor's *422  negligence and the third party's injury must be judged
close by any reasonable measure.


The majority does not dispute that when reliance exists, the accountant's negligence is closely
connected to the third party's resulting injury. Rather, the majority implies that reliance is easily
feigned, and that false claims of reliance are difficult to disprove. (Maj. opn., ante, pp. 400-401.)
Thus, the majority asserts that juries will be deceived into awarding substantial damages to
plaintiffs who did not rely at all on the audit report, or for whom the audit report was only a minor
and insignificant factor in the decision to lend to or invest in the client. The majority's concern
is unwarranted.


As noted, an independent auditor's report invites and produces reliance. Businesses retain
accountants to audit their financial statements because they know that audit reports are effective
in inducing investors to invest and lenders to lend. If audit reports were not a substantial factor in
the decisions of investors and lenders, businesses would have little need for independent auditing
services. Thus, accountants can hardly argue that third party reliance is anything other than a
routine and predictable response. Claims of actual reliance are more likely to be genuine than
feigned.


Because the plaintiff must show that reliance was reasonable, an accountant is not defenseless
when faced with a claim of reliance that is dubious under the circumstances of the particular case.
By means of expert testimony that a reasonable investor or lender would not have relied on the
accountant's opinion under the same circumstances, the accountant can rebut the claim of reliance.


The supposed problem of feigned reliance claims differs neither in degree nor in kind from the
many other credibility issues routinely resolved by triers of fact in civil litigation. It cannot justify
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a blanket rule of nonliability that would preclude compensation for genuine injuries caused by
negligence in auditing. Some words of the United States Supreme Court are appropriately recalled
here. Rejecting an argument similar to that made by the majority, the court said: “Petitioner's entire
argument ... is founded on the premise that the jury will not be able to separate the wheat from the
chaff. We do not share in this low evaluation of the adversary process.” (Barefoot v. Estelle (1983)
463 U.S. 880, 901, fn. 7 [77 L.Ed.2d 1090, 103 S.Ct. 3383].)


D. Moral Blame Is Comparable to Other Actionable Professional Negligence
As independent auditor of a business's financial statements, an accountant assumes a moral
responsibility to third parties who may be expected to rely *423  on the audit report. Courts
and commentators have long recognized this moral obligation: “ 'The certified public accountant
acknowledges a moral responsibility (and under the Securities Act this is made a legal and financial
responsibility) to be as mindful of the interests of strangers who may rely on his [or her] opinion
as of the interests of the client who pays his [or her] fee. [¶] ... The certified public accountant,
therefore, in providing accounting statements which all concerned may accept as disinterested
expressions, based on technically sound procedures and experienced judgment, may serve as a kind
of arbiter, interpreter, and umpire among all the varied interests. Thereby he [or she] can eliminate
the necessity for costly separate investigations by each party at interest, as well as endless doubts,
delays, misunderstandings, and controversies which are so much sand in the economic machine.'
” (Rosenblum v. Adler (1983) 93 N.J. 324 [461 A.2d 138, 150, 35 A.L.R. 4th 199], quoting Carey,
Professional Ethics of Public Accounting (1946) pp. 13-14.)


The United States Supreme Court, in refusing to recognize an accountant-client privilege for tax
accrual workpapers, described the accountant's responsibility in these terms: “By certifying the
public reports that collectively depict a corporation's financial status, the independent auditor
assumes a public responsibility transcending any employment relationship with the client. The
independent public accountant performing this special function owes ultimate allegiance to the
corporation's creditors and stockholders, as well as to the investing public. This 'public watchdog'
function demands that the accountant maintain total independence from the client at all times and
requires complete fidelity to the public trust.” (United States v. Arthur Young & Co. (1984) 465
U.S. 805, 817- 818 [79 L.Ed.2d 826, 835-837, 104 S.Ct. 1495], italics in original.)


The Securities and Exchange Commission expressed the same view some 35 years ago: “ 'The
responsibility of a public accountant is not only to the client who pays his [or her] fee, but also to
investors, creditors and others who may rely on the financial statements which he [or she] certifies.'
” (Rosenblum v. Adler, supra, 93 N.J. 324 [461 A.2d 138, 149], quoting In re Touche, Niven, Bailey
& Smart (1957) 37 S.E.C. 629, 670.)


Accountants themselves do not dispute or disclaim their ethical obligation to third party users
of audit opinions: “A distinguishing mark of a profession is acceptance of its responsibility to
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the public. The accounting profession's public consists of clients, credit grantors, governments,
employers, investors, the business and financial community, and others who rely on the objectivity
and integrity of certified public accountants to maintain the orderly functioning of commerce.
This reliance imposes a public interest responsibility on *424  certified public accountants.” (2
American Institute of Certified Public Accountants, Prof. Standards (CCH 1988) § 53.01.)


Because an accountant's moral, ethical, and professional responsibilities extend to foreseeable
users of audit opinions, such as lenders and investors, an accountant whose carelessness causes
economic loss to a foreseeable user is as morally blameworthy as an attorney who negligently
drafts a will or contract, or a broker or escrow holder who negligently mishandles important
documents in a real estate transaction. In each instance, the breach of a professional responsibility
through lack of due care should result in liability to those to whom the professional owes an
established moral and ethical obligation. Although defendant and the majority advance various
arguments against this conclusion, none is persuasive.


Defendant argues that accounting is more art than science, that it requires the exercise of
professional judgment, and that even the most carefully performed audit cannot guarantee that
the audited financial statements are entirely free of error. From this, defendant would have this
court conclude that little if any moral blame attaches when an accountant fails to detect errors in
a client's financial statements.


Defendant's argument proceeds from a faulty premise. It incorrectly assumes that an accountant
will be liable for negligence whenever an audit fails to uncover a material mistake in a financial
statement. No such strict liability is at issue. On the contrary, accountants are held only to the
standards of their profession: “The auditor is neither required to investigate every supporting
document, nor deemed to have the training or skills of a lawyer or criminal investigator.”
(Rosenblum v. Adler, supra, 93 N.J. 324 [461 A.2d 138, 148].)


The law fully recognizes that, just as an attorney does not guarantee a client's success in litigation,
nor a doctor a patient's complete recovery from sickness or injury, an accountant performing an
audit does not guarantee the accuracy of the client's financial statements. (International Mortgage
Co. v. John P. Butler Accountancy Corp., supra, 177 Cal.App.3d 806, 818.) Negligence liability
results only when the accountant has failed to meet the standards of the accounting profession.
More specifically, an accountant performing an audit is subjected to negligence liability only upon
proof of a failure to perform a reasonably careful audit according to generally accepted auditing
standards. When such a breach of due care has been proven, the accountant's conduct is morally
blameworthy to the same extent as other forms of professional malpractice for which negligence
liability is routinely imposed. (See, e.g., Burgess v. Superior Court, supra, 2 Cal.4th 1064, 1081.)
*425
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The majority maintains that in cases like this one it is wrong to impose liability on an accountant
for failing to detect errors in financial statements, because the accountant's wrongdoing is slight
when compared to that of the client who committed the errors in the first instance. If the client is
more at fault than the accountant, this greater fault is relevant in an action by the accountant against
the client for indemnity, but it provides no reason to absolve the negligent accountant from liability
to third parties. When the client is not a party to the lawsuit, and the only question is whether a
loss should fall on the negligent accountant or on a third party who reasonably and foreseeably
relied on the accountant's integrity and professional skill, considerations of relative moral fault
necessarily require placing the loss on the party whose use of care could have prevented it, rather
than on a wholly innocent victim. (See Iselin- Jefferson Financial Co. v. United California Bank
(1976) 16 Cal.3d 886, 890-892 [129 Cal.Rptr. 670, 549 P.2d 142] [holding notary public who
negligently acknowledged a forged signature on a guarantee agreement liable to a purchaser of
accounts receivable who relied on the notarization]; see also, Civ. Code, § 3543 [“Where one of
two innocent persons must suffer by the act of a third, he [or she], by whose negligence it happened,
must be the sufferer.”].)


The majority asserts that holding negligent accountants liable to foreseeable users of audit opinions
will subject accountants to “a claim for all sums of money ever loaned to or invested in the
client” (maj. opn., ante, p. 400), and result in “vast numbers of suits and limitless financial
exposure” (ibid.). The majority uses such assertions to justify its claim that liability to foreseeable
users of audit opinions would be out of proportion to fault.


The majority's characterizations of the scope of the liability that until now has existed in this
state are gross exaggerations, yet typical of the hyperbole that seems to infect any debate of
accountants' negligence liability to third parties. Such liability is indeterminate (like virtually
all other forms of tort liability), but it is not limitless. Because liability has extended only to
those business transactions conducted in reliance on the audited financial statements, and because
audited financial statements become obsolete within a few years at most, the accountant's liability
exposure has been finite and reasonably predictable in duration. Liability continues only so long
as the audited financial statements reasonably influence business decisions. The amount of the
potential liability is also measurable. Because it depends on the client's investment and borrowing
potential, the scope of liability is necessarily proportional to the size and growth rate of the audited
business.


These boundaries of time and amount mark the outer limits of accountant liability for negligence in
auditing. Within those limits, a negligent accountant will be liable for only a fraction of the money
invested in or lent to the *426  client. No liability ensues absent reliance, and, as the majority
states, “the ultimate decision to lend or invest is often based on numerous business factors that
have little to do with the audit report.” (Maj. opn., ante, p. 401.) A bank's decision to make a fully
secured loan, for instance, may be little influenced by financial statement inaccuracies having no
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bearing on the security's value. In such cases, the necessary element of causation will be lacking,
and the accountant will not be liable.


The factor of moral blame, I conclude, supports a rule that makes a negligent accountant liable to an
innocent third party for economic losses resulting from the third party's reasonable and foreseeable
reliance on the negligent accountant's audit opinion.


E. Liability Prevents Future Harm
Civil Code section 3274 declares that in this state money damages are not only the prescribed
remedy “for the violation of private rights,” but also “the means of securing their observance.” As
a particular application of this broad principle, it is generally recognized that tort liability prevents
harm by deterring negligent conduct. (See, e.g., Burgess v. Superior Court, supra, 2 Cal.4th 1081-
1082.) The majority fails to explain why this is not as true for independent audits of financial
statements as for other professional activities. In my view, the deterrent effect of tort liability is
especially important in this area.


In capital markets, accurate financial reporting is indispensable for sound decisions and thus for
the efficient allocation of resources. To ensure that the financial data they receive is accurate,
lenders and investors insist that financial statements in all substantial transactions be verified by
the unqualified opinion of a certified public accountant. In risking their capital on the basis of
financial data thus verified, lenders and investors depend on the integrity and expertise of the
certified public accountant in deciphering the complexities of modern financial information.


When the trust of lenders and investors proves misplaced, the loss may extend well beyond the
particular lenders and investors involved. Lenders who suffer substantial losses will pass the costs
on to their customers and society at large through higher interest charges, tighter lending controls,
higher loan application costs, and, too often, the massive costs associated with failed financial
institutions. Investors who suffer losses through investment in failing businesses that appeared
sound on paper will not be able to use the funds thus wasted to foster the growth of other, more
deserving companies. Having suffered losses due to unreliable financial information, *427  both
lenders and investors may concentrate their funds in the most well-established businesses, to the
detriment of young, start-up companies with innovative products or services. Finally, the losses
resulting from misallocation of funds and the sudden collapse of reportedly sound companies have
economy-wide consequences in terms of loss of employment and failure of investor confidence
in the stock market.


Does the rule holding negligent accountants liable to persons who reasonably and foreseeably rely
on their audit reports of financial statements serve to avert these many forms of harm? I submit it
does. As one commentator has put it: “Negligent auditing will be deterred as accountants, realizing
that their mistake will involve potentially greater financial consequences, will use even greater
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care to avoid them.” (Paschall, Liability to Non-clients: The Accountant's Role and Responsibility
(1988) 53 Mo. L.Rev. 693, 729.) This reasoning is supported by both common sense and judicial
authority. (See International Mortgage Co. v. John P. Butler Accountancy Corp., supra, 177
Cal.App.3d 806, 820 [liability “provides a financial disincentive for negligent conduct and will
heighten the profession's cautionary techniques”]; Citizens State Bank v. Timm, Schmidt & Co.
(1983) 113 Wis.2d 376 [335 N.W.2d 361, 365] [“Unless an accountant can be held liable to a
relying third party, this negligence will go undeterred.”]; Rosenblum v. Adler, supra, 93 N.J. 324
[461 A.2d 138, 152] [liability will “cause accounting firms to engage in more thorough reviews,”
which will “reduce the number of instances in which liability would ensue”].)


Customer demand is not sufficient to ensure the quality of independent audits. What clients
of auditing services want above all is not a careful audit but an unqualified opinion to satisfy
investors, lenders, and others concerned with the clients' financial health. Indeed, defendant itself
acknowledges that a client “may, for reasons of its own, actively seek to publish less than accurate
financial information.” Accountants are strongly motivated to satisfy their clients because it is they
who pay the accountants' fees and provide future business. The accountant is thus caught between
client pressure to produce an unqualified opinion and the moral and ethical obligation to maintain
high standards of care and thoroughness. It is vital that accountants resolve this conflict in favor
of careful auditing. The threat of liability to third parties reinforces the accountant's independence
from the client, thereby helping to prevent loyalty to the client from consciously or unconsciously
interfering with the accountant's professional judgment.


To deter negligent conduct, it is not necessary that negligent parties be held liable for each and
every injury resulting from their negligent acts. Liability to a limited class of victims may suffice.
And in fact, most of this *428  court's recent decisions limiting or precluding negligence liability
have involved claims by secondary victims seeking recovery for collateral effects of the wrongful
conduct. For example, when a defendant has negligently caused physical injury to another, this
court has carefully limited the defendant's liability to third parties for emotional distress occasioned
by the injury to the primary victim. (Thing v. La Chusa (1989) 48 Cal.3d 644, 667-668 [257
Cal.Rptr. 865, 771 P.2d 814].) We have also denied recovery for loss of consortium to a child,
parent, or unmarried cohabitant of a person physically injured by a defendant's negligence. (See
Elden v. Sheldon (1988) 46 Cal.3d 267 [250 Cal.Rptr. 254, 758 P.2d 582]; Baxter v. Superior Court
(1977) 19 Cal.3d 461 [138 Cal.Rptr. 315, 563 P.2d 871]; Borer v. American Airlines, Inc. (1977) 19
Cal.3d 441 [138 Cal.Rptr. 302, 563 P.2d 858].) In each of these situations, the defendant's liability
to the primary victim, the person physically injured by the defendant's negligent conduct, provided
an adequate deterrent.


This case is different. The losses for which plaintiffs seek recovery are not a mere ripple effect of
some primary wrong to a different party. In cases such as this one, the accountant's client is not a
primary victim, for the client has not been harmed by the accountant's failure to detect mistakes
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in the client's own financial statements. Although the majority makes accountants liable to third
parties for negligent misrepresentation when the accountants intended to influence a transaction
between the third party and the client, these situations are exceptional. The net effect of the
majority's holding, then, is that in the usual case, in which the accountant lacks specific knowledge
of the client's intended dealings with third parties, the accountant can perform the audit and issue
the audit report with virtual assurance that no liability will ensue no matter how negligently the job
is done. With no liability deterrent, the incentive for care is reduced, the incidence of negligence
rises, and harm to third parties multiplies.


F. Burden to Accountants and Consequences to Community of Imposing Liability
How heavy is the burden to accountants and what are the consequences to the community when the
law makes accountants liable to foreseeable users of audit opinions? These are serious questions,
deserving serious consideration. They should be answered on the basis of facts, not speculation.
Yet the record before this court includes no competent evidence that would be helpful in addressing
these issues. Absent a reliable and satisfactory basis for decision, this court can make no informed
judgment on these issues and should not invoke these considerations in support of a rule that
denies liability in derogation of the fundamental principle making persons liable for all foreseeable
consequences of their negligence. *429


This evidentiary void cannot be excused by a lack of experience with the liability rule in question.
For several years now, accountants have been liable to foreseeable users of audit opinions in this
state, as well as in New Jersey, Mississippi, and Wisconsin. (See International Mortgage Co. v.
John P. Butler Accountancy Corp., supra, 177 Cal.App.3d 806; Rosenblum v. Adler, supra, 93 N.J.
324 [461 A.2d 138]; Touche Ross v. Commercial Union Ins. (Miss. 1987) 514 So.2d 315, 322;
Citizens State Bank v. Timm. Schmidt & Co., supra, 113 Wis.2d 376 [335 N.W.2d 361]; see also,
Blue Bell v. Peat, Marwick, Mitchell & Co. (Tex.Ct.App. 1986) 715 S.W.2d 408, 412 [“we find the
reasoning of the cases and commentators urging adoption of the foreseeability test persuasive”].)
The federal securities laws have an even stricter rule. An accountant who has certified any part of
a registration statement containing an untrue statement of material fact is liable to any purchaser
of the registered security. (15 U.S.C. § 77k(a)(4).) In an action under this federal law, the plaintiff
need not prove that the accountant was negligent, although the accountant may escape liability by
proving due diligence. (Id., § 77k(b)(3); see Herman & MacLean v. Huddleston (1983) 459 U.S.
375, 382 [74 L.Ed.2d 548, 555-556, 103 S.Ct. 683].)


Has the strict rule of liability under the federal securities laws caused accountants to refuse to
certify financial data in registration statements? Is liability insurance available to accountants who
engage in this work? Are accounting services more costly or less available in New Jersey than in
New York? How have the different liability rules affected the incidence of accountant malpractice
in New York and New Jersey? We simply do not know. It is reasonable to assume, however, that
if serious adverse consequences had resulted from the rule of liability under the federal securities
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laws, or from the rule existing in New Jersey, Mississippi, and Wisconsin, those rules would have
succumbed to legislative abrogation. Their continued existence is itself eloquent testimony that a
rule of liability to foreseeable users of audit opinions does not destroy the accounting profession
or otherwise have consequences demonstrably inimical to public welfare.


Were it to be demonstrated that the burden of the existing liability rule is excessive, the proper
solution would not be the severe and arbitrary curtailment of duty adopted by the majority. Rather,
liability could be capped in a variety of less extreme and more evenhanded ways. For example,
an accountant's maximum exposure for negligence in an independent audit could be fixed at a
percentage of the reported net worth of the audited company. Or the accountant's opinion in the
audit report could be backed by a surety bond in a similar amount, with recovery on the bond being
a third party's sole recourse in cases of proven negligence. These approaches would preserve most
of the benefits of the existing tort liability rule-especially the incentive for due care-while at the
same time making less indeterminate the *430  accountant's liability exposure for auditing work.
To be sure, solutions like these would require legislation, but this is inherently a legislative problem
because it requires thorough investigation and debate, followed by compromise, a certain amount
of experimentation, and fine tuning of the law based on practical experience with its operation.


G. Availability, Cost and Prevalence of Insurance
The availability and cost of liability insurance is significant in strict liability cases because in
those cases the defendant's superior ability to spread the victim's loss, through insurance or price
adjustments, is a major justification for imposing liability. This factor has much less significance
when liability is based on fault, as it is in negligence cases like this one. In any event, there
is no competent evidence before this court establishing that liability insurance is unavailable or
prohibitively expensive for accountants who perform audits. Finally, even if such evidence were
to be presented, the proper means of addressing the problem would be carefully crafted legislation
such as I have previously discussed.


H. Summary and Conclusion
The foreseeability standard “provides a logical and just limit to an accountant's liability.” (Imark
Industries v. Arthur Young & Co. (1987) 141 Wis.2d 114 [414 N.W.2d 57, 66].) Holding negligent
accountants liable to those who reasonably and foreseeably rely to their detriment on defective
audit reports compensates innocent victims, encourages greater care in the performance of audits,
reinforces the independence of accountants from their clients, and avoids misallocation of capital
resources, all to the benefit of the accounting profession, those who rely on its services, and
the public at large. I find no public policy considerations sufficient to warrant an exception to
California's well- established general principles of tort liability.
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II
For the tort of negligence, the majority resurrects in its strictest form the “anachronistic privity
barrier.” (Note, The Enlarging Scope of Auditors' Liability to Relying Third Parties (1983) 59
Notre Dame L.Rev. 281, 282.) Thus, under the rule the majority adopts, only the client can recover
for the accountant's negligence in performing audit services. To my knowledge, no decision from
any jurisdiction in recent times has so restrictively defined the scope of an accountant's liability for
professional malpractice. Even New York, in which the privity rule was first applied to negligence
in auditing, has relaxed the harsh privity rule to permit recovery by persons other than *431  the
accountant's immediate client. (See Credit Alliance v. Arthur Andersen & Co. (1985) 65 N.Y.2d
536 [493 N.Y.S.2d 435, 483 N.E.2d 110, 118].)


The majority justifies its retrograde restriction by offering the prospect that some few third parties
may recover under the rubric of negligent misrepresentation. The majority explains that any third
party recovery should be under this legal theory, rather than simple negligence, because it “more
precisely captures the gravamen of the cause of action.” (Maj. opn, ante, p. 413.) For the tort of
negligent misrepresentation, the majority adopts the test articulated in the Restatement Second of
Torts. Under the Restatement rule, a person who negligently supplies false information is liable
for a loss suffered “(a) by the person or one of a limited group of persons for whose benefit and
guidance he [or she] intends to supply the information or knows that the recipient intends to supply
it; and (b) through reliance upon it in a transaction that he [or she] intends the information to
influence or knows that the recipient so intends or in a substantially similar transaction.” (Rest.2d
Torts (1977) § 552, subd. (2), italics added.)


When applied to the audit opinions of independent accountants, the Restatement rule imposes
liability only when the negligent accountant has specific knowledge of the client's intended use
of the audit report, and not when the intended use, although not specifically revealed, is perfectly
obvious to the accountant by virtue of the client's financial situation and common business
practices. The arbitrariness of this distinction has been justly condemned: “There is apparently no
reason for preferring a foreseen user over a foreseeable one. Neither party pays for the audit, and
neither party is owed a greater duty of care from the accountant. Since modern auditors fully expect
third parties to rely on their opinions, the distinction is simply indefensible.” (Note, The Enlarging
Scope of Auditors' Liability to Relying Third Parties, supra, 59 Notre Dame L.Rev. 281, 287; see
also Blue Bell v. Peat, Marwick, Mitchell & Co., supra, 715 S.W.2d 408, 412 [“To allow liability to
turn on the fortuitous occurrence that the accountant's client specifically mentions a person or class
of persons who are to receive the reports, when the accountant may have that same knowledge as
a matter of business practice, is too tenuous a distinction for us to adopt as a rule of law.”].)


By permitting recovery only by those persons, or limited groups of persons, that the accountant
actually knows will receive and rely upon the audit report, the Restatement rule penalizes
knowledge and rewards ignorance. To avoid liability, the accountant need only agree with the
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client to remain blissfully unaware of the report's proposed distribution and the uses to which it
will be put. (See Note, The Enlarging Scope of Auditors' Liability *432  to Relying Third Parties,
supra, 59 Notre Dame L.Rev. 281, 287 [“... a clever accountant could circumvent the Restatement
provision by asking his [or her] client not to reveal the intended users of the statements.”].)


Here, for example, defendant gave the client corporation 100 printed copies of a booklet containing
the audited financial statements and its audit report, thereby demonstrating (if such demonstration
were even necessary) that it knew the client would widely distribute the report. Although defendant
must necessarily have realized from its review of the client's records that the client was in need
of additional capital, and indeed had discussed a proposed public stock offering with the client,
it apparently was never told of the specific plans by which the client later obtained capital from
plaintiffs. Under these circumstances, it is arbitrary and unfair to make liability turn on defendant's
knowledge of the precise use of the audit report. That this defendant's knowledge did not extend to
the details of proposed transactions-with whom, when, how much, and so forth-should be legally
irrelevant.


The majority insists that it is unnecessary to extend liability beyond specifically known users
because other victims of negligent auditing, those who reasonably and foreseeably rely on a
professionally deficient audit opinion, can minimize their losses by diversifying their investment
and loan portfolios. There are several problems with this argument. First, it is based on the principle
of caveat emptor (“buyer beware”), which in this context conflicts with the moral and ethical
responsibility of accountants to exercise due care to avoid harm to foreseeable users. Second, it
ignores the general principle that the risk of loss should be placed on the party best able to prevent
its occurrence. (See Escola v. Coca Cola Bottling Co. (1944) 24 Cal.2d 453, 462 [150 P.2d 436]
(conc. opn. of Traynor, J.).) Finally, it affords the least protection to those most in need of it. This is
so because the ability to diversify is proportional to the funds available. Diversification is easy for
large institutional investors and lenders, but it is difficult or impossible for lenders and investors
of modest means, who may have no choice but to concentrate their funds in one or a few loans
or investments.


In a similar vein, the majority argues that lenders and investors may conduct their own audits
of the client's financial statements or negotiate a separate opinion directly from the independent
auditor retained by the client. But separate audits by each lender and investor, although no doubt
a boon to the accounting profession, will result in a socially wasteful duplication of effort and
expense, resulting in disruption and delay of business activity, together with higher transaction
costs, leading to higher interest charges and demands for higher investment returns.


Moreover, as with the majority's previous argument, those most in need of protection are least
able to avail themselves of these protective measures. *433  Small investors and lenders may find
separate audits prohibitively expensive, and they may lack the sophistication to request separate
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opinions. 1  In short, the majority's rule is one that protects the wealthy and financially savvy at
the expense of those innocent investors and lenders whose only faults are their modest means and
their willingness to place their trust in independent audit reports.


1 Contrary to the majority's assertion, ordering a separate opinion from an auditor requires a level of business acumen and sophistication
significantly above that needed merely to comprehend and rely upon an accountant's unqualified opinion in an audit report.


The jury's verdict in this case stands against the majority's assertion that plaintiffs should have
taken additional steps to protect themselves. This assertion constitutes a charge that plaintiffs acted
negligently when they invested their funds in reliance on the audit report. Yet the jury expressly
found no comparative negligence on plaintiffs' part.


The majority imposes no duty on accountants to take their own protective measures in high
risk situations. Accountants can limit their liability through agreements with the client restricting
distribution of their audit reports. (See Paschall, Liability to Non-clients: The Accountant's
Role and Responsibility, supra, 53 Mo. L.Rev. 693, 726-729.) In addition, “The auditors could
in some circumstances, such as when auditing a privately owned company, expressly limit
in their certificates the persons or class of persons who would be entitled to rely upon the
audit.” (Rosenblum v. Adler, supra, 93 N.J. 324 [461 A.2d 138, 152].) Such disclaimers give fair
notice to all potential report users and prevent third parties' reliance from being reasonable.


Naturally, accountants would prefer not to limit distribution of audit reports or to put disclaimers in
their opinions because the value of the audit to the client would then be reduced. But accountants
should not be permitted to have it both ways: they should not profit from the value produced by
anticipated third party reliance and yet escape all responsibility when their negligence results in
injury to relying third parties. Those accountants who are unable or unwilling to accept the burden
of negligence liability to foreseeable third party users of their audit opinions should bear the burden
of notice through liability disclaimers. Absent liability disclaimers, the law ought to protect the
reasonable expectations of third parties who rely on an accountant's statement of professional
opinion in a document obviously prepared for general business use.


Conclusion
The majority recognizes that accountants acknowledge a responsibility to third parties who
foreseeably rely on audit reports in their business dealings *434  with the audited company. Yet
the majority adopts a rule that betrays the expectations of third party users whose reliance makes
the audit report valuable to the audited company. Under the majority's rule, the audit report is made
a trap for the unwary, because only the most legally sophisticated and well advised will understand
that the report will not deliver what on its face it seems to promise: a qualified professional's actual
assurance that the financial statement fairly states the financial situation of the audited company.
An assurance with no legal recourse is essentially a hoax. Under the rule the majority adopts, any
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value that third parties place on the unqualified opinion is mistaken, because the law now insists
that reliance upon the opinion, no matter how reasonable and foreseeable, is unjustified.


Finally, and perhaps most important, the majority pays too little attention to the importance of
negligence liability as a means of preventing bad financial data from entering and polluting the
waters of commerce. Without a liability rule that enforces the reasonable expectations of third
party users of audit reports and provides an adequate incentive for due care, we may expect less
careful audits, inefficient allocation of capital resources, increased transaction costs for loans and
investments, and delay and disruption in the processes of lending and investing.


Existing law should be preserved. Negligent accountants should be held accountable for reasonably
foreseeable injuries caused by the faulty performance of their professional duties in auditing
financial statements. I would affirm the judgment of the Court of Appeal.


Mosk, J., concurred.
The petitions of respondent Robert R. Bily and appellants J. F. Shea Co., Inc., et al., for a rehearing
were denied November 12, 1992, and the opinion was modified to read as printed above. Mosk,
J., and Kennard, J., were of the opinion that the petition should be granted. *435
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West's Annotated California Codes
Code of Civil Procedure (Refs & Annos)


Part 2. Of Civil Actions (Refs & Annos)
Title 9. Enforcement of Judgments (Refs & Annos)


Division 2. Enforcement of Money Judgments (Refs & Annos)
Chapter 4. Exemptions (Refs & Annos)


Article 4. Homestead Exemption (Refs & Annos)


West's Ann.Cal.C.C.P. § 704.730


§ 704.730. Amount of homestead exemption


Effective: January 1, 2013
Currentness


(a) The amount of the homestead exemption is one of the following:


(1) Seventy-five thousand dollars ($75,000) unless the judgment debtor or spouse of the judgment
debtor who resides in the homestead is a person described in paragraph (2) or (3).


(2) One hundred thousand dollars ($100,000) if the judgment debtor or spouse of the judgment
debtor who resides in the homestead is at the time of the attempted sale of the homestead a member
of a family unit, and there is at least one member of the family unit who owns no interest in
the homestead or whose only interest in the homestead is a community property interest with the
judgment debtor.


(3) One hundred seventy-five thousand dollars ($175,000) if the judgment debtor or spouse of the
judgment debtor who resides in the homestead is at the time of the attempted sale of the homestead
any one of the following:


(A) A person 65 years of age or older.


(B) A person physically or mentally disabled who as a result of that disability is unable to engage
in substantial gainful employment. There is a rebuttable presumption affecting the burden of proof
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that a person receiving disability insurance benefit payments under Title II or supplemental security
income payments under Title XVI of the federal Social Security Act satisfies the requirements of
this paragraph as to his or her inability to engage in substantial gainful employment.


(C) A person 55 years of age or older with a gross annual income of not more than twenty-five
thousand dollars ($25,000) or, if the judgment debtor is married, a gross annual income, including
the gross annual income of the judgment debtor's spouse, of not more than thirty-five thousand
dollars ($35,000) and the sale is an involuntary sale.


(b) Notwithstanding any other provision of this section, the combined homestead exemptions of
spouses on the same judgment shall not exceed the amount specified in paragraph (2) or (3),
whichever is applicable, of subdivision (a), regardless of whether the spouses are jointly obligated
on the judgment and regardless of whether the homestead consists of community or separate
property or both. Notwithstanding any other provision of this article, if both spouses are entitled to
a homestead exemption, the exemption of proceeds of the homestead shall be apportioned between
the spouses on the basis of their proportionate interests in the homestead.


Credits
(Added by Stats.1982, c. 1364, p. 5165, § 2, operative July 1, 1983. Amended by Stats.1984, c.
454, § 1; Stats.1986, c. 1000, § 1; Stats.1986, c. 1001, § 1; Stats.1988, c. 1168, § 1; Stats.1990, c.
155 (A.B.2562), § 1; Stats.1997, c. 82 (A.B.451), § 1; Stats.2003, c. 64 (S.B.804), § 1; Stats.2009,
c. 499 (A.B.1046), § 2; Stats.2012, c. 678 (A.B.929), § 3.)


West's Ann. Cal. C.C.P. § 704.730, CA CIV PRO § 704.730
Current with urgency legislation through Ch. 27 of 2020 Reg.Sess. Some statute sections may be
more current, see credits for details.
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West's Annotated California Codes
Code of Civil Procedure (Refs & Annos)


Part 2. Of Civil Actions (Refs & Annos)
Title 13. Appeals in Civil Actions (Refs & Annos)


Chapter 1. Appeals in General (Refs & Annos)


West's Ann.Cal.C.C.P. § 904.1


§ 904.1. Appealable judgments and orders


Effective: January 1, 2018
Currentness


(a) An appeal, other than in a limited civil case, is to the court of appeal. An appeal, other than in
a limited civil case, may be taken from any of the following:


(1) From a judgment, except an interlocutory judgment, other than as provided in paragraphs (8),
(9), and (11), or a judgment of contempt that is made final and conclusive by Section 1222.


(2) From an order made after a judgment made appealable by paragraph (1).


(3) From an order granting a motion to quash service of summons or granting a motion to stay the
action on the ground of inconvenient forum, or from a written order of dismissal under Section
581d following an order granting a motion to dismiss the action on the ground of inconvenient
forum.


(4) From an order granting a new trial or denying a motion for judgment notwithstanding the
verdict.


(5) From an order discharging or refusing to discharge an attachment or granting a right to attach
order.


(6) From an order granting or dissolving an injunction, or refusing to grant or dissolve an
injunction.
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(7) From an order appointing a receiver.


(8) From an interlocutory judgment, order, or decree, made or entered in an action to redeem real
or personal property from a mortgage thereof, or a lien thereon, determining the right to redeem
and directing an accounting.


(9) From an interlocutory judgment in an action for partition determining the rights and interests
of the respective parties and directing partition to be made.


(10) From an order made appealable by the Probate Code or the Family Code.


(11) From an interlocutory judgment directing payment of monetary sanctions by a party or an
attorney for a party if the amount exceeds five thousand dollars ($5,000).


(12) From an order directing payment of monetary sanctions by a party or an attorney for a party
if the amount exceeds five thousand dollars ($5,000).


(13) From an order granting or denying a special motion to strike under Section 425.16.


(14) From a final order or judgment in a bifurcated proceeding regarding child custody or visitation
rights.


(b) Sanction orders or judgments of five thousand dollars ($5,000) or less against a party or an
attorney for a party may be reviewed on an appeal by that party after entry of final judgment in
the main action, or, at the discretion of the court of appeal, may be reviewed upon petition for an
extraordinary writ.


Credits
(Added by Stats.1968, c. 385, p. 812, § 2. Amended by Stats.1969, c. 1611, p. 3394, § 21, operative
July 1, 1970; Stats.1971, c. 1210, p. 2328, § 8; Stats.1978, c. 395, § 1, eff. July 11, 1978; Stats.1982,
c. 931, p. 3387, § 1; Stats.1982, c. 1198, p. 4323, § 63.2, operative July 1, 1983; Stats.1983, c. 1159,
§ 12, operative July 1, 1984; Stats.1984, c. 29, § 2; Stats.1988, c. 678, § 2; Stats.1988, c. 1199, § 7;
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Stats.1988, c. 1447, § 1; Stats.1989, c. 1416, § 25; Stats.1992, c. 163 (A.B.2641), § 54, operative
Jan. 1, 1994; Stats.1993, c. 456 (A.B.58), § 12; Stats.1998, c. 931 (S.B.2139), § 100, eff. Sept. 28,
1998; Stats.1999, c. 960 (A.B.1675), § 2, eff. Oct. 10, 1999; Stats.2006, c. 567 (A.B.2303), § 8;
Stats.2007, c. 43 (S.B.649), § 9; Stats.2017, c. 41 (A.B.369), § 1, eff. Jan. 1, 2018.)


West's Ann. Cal. C.C.P. § 904.1, CA CIV PRO § 904.1
Current with urgency legislation through Ch. 27 of 2020 Reg.Sess. Some statute sections may be
more current, see credits for details.


End of Document © 2020 Thomson Reuters. No claim to original U.S. Government Works.



http://www.westlaw.com/Link/Document/FullText?findType=l&pubNum=1077005&cite=UUID(IB91A36148F-AA42D2A5376-4E5862A63F8)&originatingDoc=N6BD3CF20975F11E7A0BDF604276717F5&refType=SL&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=l&pubNum=1077005&cite=UUID(I4325B347C3-5F4B1792A20-0CC37E30C45)&originatingDoc=N6BD3CF20975F11E7A0BDF604276717F5&refType=SL&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=l&pubNum=1077005&cite=UUID(I9C9A90AED0-7E4F4090305-68893B83DBC)&originatingDoc=N6BD3CF20975F11E7A0BDF604276717F5&refType=SL&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=l&pubNum=1077005&cite=UUID(I9C9A90AED0-7E4F4090305-68893B83DBC)&originatingDoc=N6BD3CF20975F11E7A0BDF604276717F5&refType=SL&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=l&pubNum=1077005&cite=UUID(IE9597D4575-AE4A66A1F29-7A47280D761)&originatingDoc=N6BD3CF20975F11E7A0BDF604276717F5&refType=SL&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=l&pubNum=1077005&cite=UUID(I43AE11A679-B948EBAEAB0-E053F84FBE1)&originatingDoc=N6BD3CF20975F11E7A0BDF604276717F5&refType=SL&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=l&pubNum=1077005&cite=UUID(I43AE11A679-B948EBAEAB0-E053F84FBE1)&originatingDoc=N6BD3CF20975F11E7A0BDF604276717F5&refType=SL&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=l&pubNum=1077005&cite=UUID(I4F5C4523A0-CE4C20AB341-029EB74EB9A)&originatingDoc=N6BD3CF20975F11E7A0BDF604276717F5&refType=SL&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=l&pubNum=1077005&cite=UUID(I98246EA051-B011DB98EBE-835B6944BDC)&originatingDoc=N6BD3CF20975F11E7A0BDF604276717F5&refType=SL&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=l&pubNum=1077005&cite=UUID(I4ECB063033-F311DC8C07B-64FF0B17683)&originatingDoc=N6BD3CF20975F11E7A0BDF604276717F5&refType=SL&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=l&pubNum=1077005&cite=UUID(I94AC2FC05B-DA11E786559-19F263E977E)&originatingDoc=N6BD3CF20975F11E7A0BDF604276717F5&refType=SL&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)



		Return to brief (Ctrl+W)

		CA CIV PRO s 904.1






§ 3439.01. Definitions, CA CIVIL § 3439.01


 © 2020 Thomson Reuters. No claim to original U.S. Government Works. 1


West's Annotated California Codes
Civil Code (Refs & Annos)


Division 4. General Provisions (Refs & Annos)
Part 2. Special Relations of Debtor and Creditor


Title 2. Void and Voidable Transfers and Undertakings (Refs & Annos)
Chapter 1. Uniform Voidable Transactions Act (Refs & Annos)


West's Ann.Cal.Civ.Code § 3439.01


§ 3439.01. Definitions


Effective: January 1, 2016
Currentness


As used in this chapter the following definitions are applicable:


(a) “Asset” means property of a debtor, but the term does not include the following:


(1) Property to the extent it is encumbered by a valid lien.


(2) Property to the extent it is generally exempt under nonbankruptcy law.


(3) An interest in property held in tenancy by the entireties to the extent it is not subject to process
by a creditor holding a claim against only one tenant.


(b) “Claim,” except as used in “claim for relief,” means a right to payment, whether or not the right
is reduced to judgment, liquidated, unliquidated, fixed, contingent, matured, unmatured, disputed,
undisputed, legal, equitable, secured, or unsecured.


(c) “Creditor” means a person that has a claim, and includes an assignee of a general assignment for
the benefit of creditors, as defined in Section 493.010 of the Code of Civil Procedure, of a debtor.


(d) “Debt” means liability on a claim.
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(e) “Debtor” means a person that is liable on a claim.


(f) “Electronic” means relating to technology having electrical, digital, magnetic, wireless, optical,
electromagnetic, or similar capabilities.


(g) “Lien” means a charge against or an interest in property to secure payment of a debt or
performance of an obligation, and includes a security interest created by agreement, a judicial lien
obtained by legal or equitable process or proceedings, a common-law lien, or a statutory lien.


(h) “Organization” means a person other than an individual.


(i) “Person” means an individual, partnership, corporation, limited liability company, association,
government or governmental subdivision, instrumentality or agency, business trust, estate, trust,
business or nonprofit entity, or other legal entity.


(j) “Property” means anything that may be the subject of ownership.


(k) “Record” means information that is inscribed on a tangible medium or that is stored in an
electronic or other medium and is retrievable in perceivable form.


(l) “Sign” means, with present intent to authenticate or adopt a record, to either (1) execute or
adopt a tangible symbol, or (2) attach to or logically associate with the record an electronic symbol,
sound, or process.


(m) “Transfer” means every mode, direct or indirect, absolute or conditional, voluntary or
involuntary, of disposing of or parting with an asset or an interest in an asset, and includes payment
of money, release, lease, license, and creation of a lien or other encumbrance.


(n) “Valid lien” means a lien that is effective against the holder of a judicial lien subsequently
obtained by legal or equitable process or proceedings.
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Credits
(Added by Stats.1986, c. 383, § 2. Amended by Stats.1994, c. 1010 (S.B.2053), § 55; Stats.2015,
c. 44 (S.B.161), § 4, eff. Jan. 1, 2016.)
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West's Annotated California Codes
Civil Code (Refs & Annos)


Division 4. General Provisions (Refs & Annos)
Part 2. Special Relations of Debtor and Creditor


Title 2. Void and Voidable Transfers and Undertakings (Refs & Annos)
Chapter 1. Uniform Voidable Transactions Act (Refs & Annos)


West's Ann.Cal.Civ.Code § 3439.04


§ 3439.04. Transfers voidable as to present and
future creditors; factors to determining intent


Effective: January 1, 2016
Currentness


(a) A transfer made or obligation incurred by a debtor is voidable 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 as follows:


(1) With actual intent to hinder, delay, or defraud any creditor of the debtor.


(2) Without receiving a reasonably equivalent value in exchange for the transfer or obligation, and
the debtor 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 the debtor would incur,
debts beyond the debtor's ability to pay as they became due.


(b) In determining actual intent under paragraph (1) of subdivision (a), consideration may be given,
among other factors, to any or all of the following:


(1) Whether the transfer or obligation was to an insider.
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(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.


(11) Whether the debtor transferred the essential assets of the business to a lienor that transferred
the assets to an insider of the debtor.


(c) A creditor making a claim for relief under subdivision (a) has the burden of proving the elements
of the claim for relief by a preponderance of the evidence.


Credits
(Added by Stats.1986, c. 383, § 2. Amended by Stats.2004, c. 50 (S.B.1408), § 1; Stats.2015, c.
44 (S.B.161), § 6, eff. Jan. 1, 2016.)
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West's Ann. Cal. Civ. Code § 3439.04, CA CIVIL § 3439.04
Current with urgency legislation through Ch. 27 of 2020 Reg.Sess. Some statute sections may be
more current, see credits for details.
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West's Annotated California Codes
Civil Code (Refs & Annos)


Division 4. General Provisions (Refs & Annos)
Part 2. Special Relations of Debtor and Creditor


Title 2. Void and Voidable Transfers and Undertakings (Refs & Annos)
Chapter 1. Uniform Voidable Transactions Act (Refs & Annos)


West's Ann.Cal.Civ.Code § 3439.08


§ 3439.08. Defenses, liability, and protection of transferee; burden of proof


Effective: January 1, 2016
Currentness


(a) A transfer or obligation is not voidable under paragraph (1) of subdivision (a) of Section
3439.04, against a person that took in good faith and for a reasonably equivalent value given the
debtor or against any subsequent transferee or obligee.


(b) To the extent a transfer is avoidable in an action by a creditor under paragraph (1) of subdivision
(a) of Section 3439.07, the following rules apply:


(1) Except as otherwise provided in this section, the creditor may recover judgment for the value
of the asset transferred, as adjusted under subdivision (c), or the amount necessary to satisfy the
creditor's claim, whichever is less. The judgment may be entered against the following:


(A) The first transferee of the asset or the person for whose benefit the transfer was made.


(B) An immediate or mediate transferee of the first transferee, other than either of the following:


(i) A good faith transferee that took for value.


(ii) An immediate or mediate good faith transferee of a person described in clause (i).
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(2) Recovery pursuant to paragraph (1) of subdivision (a), or subdivision (b), or subdivision (c) of
Section 3439.07 of or from the asset transferred or its proceeds, or other property of the transferee,
as applicable, by levy or otherwise, is available only against a person described in subparagraph
(A) or (B) of paragraph (1).


(c) If the judgment under subdivision (b) is based upon the value of the asset transferred, the
judgment shall be for an amount equal to the value of the asset at the time of the transfer, subject
to adjustment as the equities may require.


(d) Notwithstanding voidability of a transfer or an obligation under this chapter, a good faith
transferee or obligee is entitled, to the extent of the value given the debtor for the transfer or
obligation, to the following:


(1) A lien on or a right to retain an interest in the asset transferred.


(2) Enforcement of an obligation incurred.


(3) A reduction in the amount of the liability on the judgment.


(e) A transfer is not voidable under paragraph (2) of subdivision (a) of Section 3439.04 or Section
3439.05 if the transfer results from either of the following:


(1) Termination of a lease upon default by the debtor when the termination is pursuant to the lease
and applicable law.


(2) Enforcement of a lien in a noncollusive manner and in compliance with applicable law,
including Division 9 (commencing with Section 9101) of the Commercial Code, other than a
retention of collateral under Sections 9620 and 9621 of the Commercial Code and other than a
voluntary transfer of the collateral by the debtor to the lienor in satisfaction of all or part of the
secured obligation.


(f) The following rules determine the burden of proving matters referred to in this section:
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(1) A party that seeks to invoke subdivision (a), (d), or (e) has the burden of proving the
applicability of that subdivision.


(2) Except as otherwise provided in paragraph (3) or (4), the creditor has the burden of proving
each applicable element of subdivision (b) or (c).


(3) The transferee has the burden of proving the applicability to the transferee of subparagraph
(B) of paragraph (1) of subdivision (b).


(4) A party that seeks adjustment under subdivision (c) has the burden of proving the adjustment.


(g) The standard of proof required to establish matters referred to in this section is preponderance
of the evidence.


Credits
(Added by Stats.1986, c. 383, § 2. Amended by Stats.1987, c. 40, § 1, eff. June 8, 1987; Stats.1999,
c. 991 (S.B.45), § 9, operative July 1, 2001; Stats.2005, c. 34 (A.B.248), § 1, eff. July 7, 2005;
Stats.2015, c. 44 (S.B.161), § 10, eff. Jan. 1, 2016.)


West's Ann. Cal. Civ. Code § 3439.08, CA CIVIL § 3439.08
Current with urgency legislation through Ch. 27 of 2020 Reg.Sess. Some statute sections may be
more current, see credits for details.


End of Document © 2020 Thomson Reuters. No claim to original U.S. Government Works.
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West's Annotated California Codes
Family Code (Refs & Annos)


Division 4. Rights and Obligations During Marriage (Refs & Annos)
Part 2. Characterization of Marital Property (Refs & Annos)


Chapter 5. Transmutation of Property (Refs & Annos)


West's Ann.Cal.Fam.Code § 851


§ 851. Transmutation subject to fraudulent transfer laws


Currentness


A transmutation is subject to the laws governing fraudulent transfers.


Credits
(Stats.1992, c. 162 (A.B.2650), § 10, operative Jan. 1, 1994.)


West's Ann. Cal. Fam. Code § 851, CA FAM § 851
Current with urgency legislation through Ch. 27 of 2020 Reg.Sess. Some statute sections may be
more current, see credits for details.


End of Document © 2020 Thomson Reuters. No claim to original U.S. Government Works.
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West's Annotated California Codes
Penal Code (Refs & Annos)


Part 1. Of Crimes and Punishments (Refs & Annos)
Title 7. Of Crimes Against Public Justice (Refs & Annos)


Chapter 7. Other Offenses Against Public Justice (Refs & Annos)


West's Ann.Cal.Penal Code § 154


§ 154. Debtor fraudulently removing, conveying, or concealing property; punishment


Effective: January 25, 2010
Currentness


(a) Every debtor who fraudulently removes his or her property or effects out of this state, or who
fraudulently sells, conveys, assigns or conceals his or her property with intent to defraud, hinder
or delay his or her creditors of their rights, claims, or demands, is punishable by imprisonment in
the county jail not exceeding one year, or by fine not exceeding one thousand dollars ($1,000), or
by both that fine and imprisonment.


(b) Where the property so removed, sold, conveyed, assigned, or concealed consists of a stock in
trade, or a part thereof, of a value exceeding two hundred fifty dollars ($250), the offense shall
be a felony and punishable as such.


Credits
(Enacted in 1872. Amended by Stats.1921, c. 49, p. 58, § 1; Stats.1983, c. 1092, § 245, eff. Sept. 27,
1983, operative Jan. 1, 1984; Stats.1990, c. 350 (S.B.2084), § 14; Stats.2009-2010, 3rd Ex.Sess.,
c. 28 (S.B.18), § 6, eff. Jan. 25, 2010.)


West's Ann. Cal. Penal Code § 154, CA PENAL § 154
Current with urgency legislation through Ch. 27 of 2020 Reg.Sess. Some statute sections may be
more current, see credits for details.


End of Document © 2020 Thomson Reuters. No claim to original U.S. Government Works.
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West's Annotated California Codes
Penal Code (Refs & Annos)


Part 1. Of Crimes and Punishments (Refs & Annos)
Title 7. Of Crimes Against Public Justice (Refs & Annos)


Chapter 7. Other Offenses Against Public Justice (Refs & Annos)


West's Ann.Cal.Penal Code § 155


§ 155. Defendant or judgment debtor fraudulently removing,
concealing, or disposing of personal property sought to be recovered


Effective: January 25, 2010
Currentness


(a) Every person against whom an action is pending, or against whom a judgment has been rendered
for the recovery of any personal property, who fraudulently conceals, sells, or disposes of that
property, with intent to hinder, delay, or defraud the person bringing the action or recovering the
judgment, or with such intent removes that property beyond the limits of the county in which it may
be at the time of the commencement of the action or the rendering of the judgment, is punishable
by imprisonment in a county jail not exceeding one year, or by fine not exceeding one thousand
dollars ($1,000), or by both that fine and imprisonment.


(b) Where the property so concealed, sold, disposed of, or removed consists of a stock in trade,
or a part thereof, of a value exceeding two hundred fifty dollars ($250), the offenses shall be a
felony and punishable as such.


Credits
(Enacted in 1872. Amended by Stats.1990, c. 350 (S.B.2084), § 15; Stats.2009-2010, 3rd Ex.Sess.,
c. 28 (S.B.18), § 7, eff. Jan. 25, 2010.)


West's Ann. Cal. Penal Code § 155, CA PENAL § 155
Current with urgency legislation through Ch. 27 of 2020 Reg.Sess. Some statute sections may be
more current, see credits for details.


End of Document © 2020 Thomson Reuters. No claim to original U.S. Government Works.
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West's Annotated California Codes
Penal Code (Refs & Annos)


Part 1. Of Crimes and Punishments (Refs & Annos)
Title 13. Of Crimes Against Property (Refs & Annos)


Chapter 8. False Personation and Cheats (Refs & Annos)


West's Ann.Cal.Penal Code § 531


§ 531. Fraudulent conveyances; defense of conveyance
by party; sale or assignment of property conveyed


Currentness


Every person who is a party to any fraudulent conveyance of any lands, tenements, or
hereditaments, goods or chattels, or any right or interest issuing out of the same, or to any bond,
suit, judgment, or execution, contract or conveyance, had, made, or contrived with intent to deceive
and defraud others, or to defeat, hinder, or delay creditors or others of their just debts, damages,
or demands; or who, being a party as aforesaid, at any time wittingly and willingly puts in, uses,
avows, maintains, justifies, or defends the same, or any of them, as true, and done, had, or made
in good faith, or upon good consideration, or aliens, assigns, or sells any of the lands, tenements,
hereditaments, goods, chattels, or other things before mentioned, to him or them conveyed as
aforesaid, or any part thereof, is guilty of a misdemeanor.


Credits
(Enacted in 1872.)


West's Ann. Cal. Penal Code § 531, CA PENAL § 531
Current with urgency legislation through Ch. 27 of 2020 Reg.Sess. Some statute sections may be
more current, see credits for details.


End of Document © 2020 Thomson Reuters. No claim to original U.S. Government Works.



http://www.westlaw.com/Browse/Home/StatutesCourtRules/CaliforniaStatutesCourtRules?transitionType=DocumentItem&contextData=(sc.Default)&rs=clbt1.0&vr=3.0

http://www.westlaw.com/Browse/Home/StatutesCourtRules/CaliforniaStatutesCourtRules?guid=ND29CE602BD2A4EDABEC6CE13DEA8112A&transitionType=DocumentItem&contextData=(sc.Default)&rs=clbt1.0&vr=3.0

http://www.westlaw.com/Link/Document/FullText?findType=l&cite=lk(CASTERR)&originatingDoc=N24D32D708D7111D8A8ACD145B11214D7&refType=CM&sourceCite=West%27s+Ann.Cal.Penal+Code+%c2%a7+531&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&pubNum=1000217&contextData=(sc.Default)

http://www.westlaw.com/Browse/Home/StatutesCourtRules/CaliforniaStatutesCourtRules?guid=N32555B9DF66545AAB43E4EEEBA37B899&transitionType=DocumentItem&contextData=(sc.Default)&rs=clbt1.0&vr=3.0

http://www.westlaw.com/Link/Document/FullText?findType=l&cite=lk(CAPEPT1R)&originatingDoc=N24D32D708D7111D8A8ACD145B11214D7&refType=CM&sourceCite=West%27s+Ann.Cal.Penal+Code+%c2%a7+531&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&pubNum=1000217&contextData=(sc.Default)

http://www.westlaw.com/Browse/Home/StatutesCourtRules/CaliforniaStatutesCourtRules?guid=N0A119803661343F9976C3C1D4979223E&transitionType=DocumentItem&contextData=(sc.Default)&rs=clbt1.0&vr=3.0

http://www.westlaw.com/Link/Document/FullText?findType=l&cite=lk(CAPEPT1T13R)&originatingDoc=N24D32D708D7111D8A8ACD145B11214D7&refType=CM&sourceCite=West%27s+Ann.Cal.Penal+Code+%c2%a7+531&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&pubNum=1000217&contextData=(sc.Default)

http://www.westlaw.com/Browse/Home/StatutesCourtRules/CaliforniaStatutesCourtRules?guid=N3C75F17B33F14856B7992CB2A7EB0894&transitionType=DocumentItem&contextData=(sc.Default)&rs=clbt1.0&vr=3.0

http://www.westlaw.com/Link/Document/FullText?findType=l&cite=lk(CAPEPT1T13C8R)&originatingDoc=N24D32D708D7111D8A8ACD145B11214D7&refType=CM&sourceCite=West%27s+Ann.Cal.Penal+Code+%c2%a7+531&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&pubNum=1000217&contextData=(sc.Default)



		Return to brief (Ctrl+W)

		CA PENAL s 531






Rule 8.204. Contents and form of briefs, CA ST APPELLATE Rule 8.204


 © 2014 Thomson Reuters. No claim to original U.S. Government Works. 1


West's Annotated California Codes
California Rules of Court (Refs & Annos)


Title 8. Appellate Rules (Refs & Annos)
Division 1. Rules Relating to the Supreme Court and Courts of Appeal (Refs &
Annos)


Chapter 2. Civil Appeals (Refs & Annos)
Article 3. Briefs in the Court of Appeal (Refs & Annos)


Cal.Rules of Court, Rule 8.204
Formerly cited as CA ST A Rule 14


Rule 8.204. Contents and form of briefs


Currentness


(a) Contents


(1) Each brief must:


(A) Begin with a table of contents and a table of authorities separately listing cases,
constitutions, statutes, court rules, and other authorities cited;


(B) State each point under a separate heading or subheading summarizing the point, and support
each point by argument and, if possible, by citation of authority; and


(C) Support any reference to a matter in the record by a citation to the volume and page number
of the record where the matter appears. If any part of the record is submitted in an electronic
format, citations to that part must identify, with the same specificity required for the printed
record, the place in the record where the matter appears.


(2) An appellant's opening brief must:


(A) State the nature of the action, the relief sought in the trial court, and the judgment or order
appealed from;
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(B) State that the judgment appealed from is final, or explain why the order appealed from is
appealable; and


(C) Provide a summary of the significant facts limited to matters in the record.


(b) Form


(1) A brief may be reproduced by any process that produces a clear, black image of letter quality.
The paper must be white or unbleached, 8 ½ by 11 inches, and of at least 20-pound weight.


(2) Any conventional typeface may be used. The typeface may be either proportionally spaced
or monospaced.


(3) The type style must be roman; but for emphasis, italics or boldface may be used or the text
may be underscored. Case names must be italicized or underscored. Headings may be in uppercase
letters.


(4) Except as provided in (11), the type size, including footnotes, must not be smaller than 13-
point, and both sides of the paper may be used.


(5) The lines of text must be unnumbered and at least one-and-a-half-spaced. Headings and
footnotes may be single-spaced. Quotations may be block-indented and single-spaced. Single-
spaced means six lines to a vertical inch.


(6) The margins must be at least 1 ½ inches on the left and right and 1 inch on the top and bottom.


(7) The pages must be consecutively numbered. The tables and the body of the brief may have
different numbering systems.


(8) The brief must be bound on the left margin. If the brief is stapled, the bound edge and staples
must be covered with tape.
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(9) The brief need not be signed.


(10) The cover must be in the color prescribed by rule 8.40(b) and, in addition to providing the
cover information required by rule 8.40(c), must state:


(A) The title of the brief;


(B) The title, trial court number, and Court of Appeal number of the case;


(C) The names of the trial court and each participating trial judge;


(D) The name of the party that each attorney on the brief represents.


(11) If the brief is produced on a typewriter:


(A) A typewritten original and carbon copies may be filed only with the presiding justice's
permission, which will ordinarily be given only to unrepresented parties proceeding in forma
pauperis. All other typewritten briefs must be filed as photocopies.


(B) Both sides of the paper may be used if a photocopy is filed; only one side may be used if
a typewritten original and carbon copies are filed.


(C) The type size, including footnotes, must not be smaller than standard pica, 10 characters
per inch. Unrepresented incarcerated litigants may use elite type, 12 characters per inch, if they
lack access to a typewriter with larger characters.


(c) Length


(1) A brief produced on a computer must not exceed 14,000 words, including footnotes. Such a
brief must include a certificate by appellate counsel or an unrepresented party stating the number
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of words in the brief. The person certifying may rely on the word count of the computer program
used to prepare the brief.


(2) A brief produced on a typewriter must not exceed 50 pages.


(3) The tables required under (a)(1), the cover information required under (b)(10), the Certificate
of Interested Entities or Persons required under rule 8.208, a certificate under (1), any signature
block, and any attachment under (d) are excluded from the limits stated in (1) or (2).


(4) A combined brief in an appeal governed by rule 8.216 must not exceed double the limits stated
in (1) or (2).


(5) On application, the presiding justice may permit a longer brief for good cause.


(d) Attachments to briefs


A party filing a brief may attach copies of exhibits or other materials in the appellate record
or copies of relevant local, state, or federal regulations or rules, out-of-state statutes, or other
similar citable materials that are not readily accessible. These attachments must not exceed a
combined total of 10 pages, but on application the presiding justice may permit additional pages
of attachments for good cause. A copy of an opinion required to be attached to the brief under rule
8.1115(c) does not count toward this 10-page limit.


(e) Noncomplying briefs


If a brief does not comply with this rule:


(1) The reviewing court clerk may decline to file it, but must mark it “received but not filed” and
return it to the party; or


(2) If the brief is filed, the reviewing court may, on its own or a party's motion, with or without
notice:



http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1085232&cite=CASTAPPLLR8.208&originatingDoc=NA3F43330ED9E11DF914ADAADDD5DB19D&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1085232&cite=CASTAPPLLR8.216&originatingDoc=NA3F43330ED9E11DF914ADAADDD5DB19D&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1085232&cite=CASTAPPLLR8.1115&originatingDoc=NA3F43330ED9E11DF914ADAADDD5DB19D&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1085232&cite=CASTAPPLLR8.1115&originatingDoc=NA3F43330ED9E11DF914ADAADDD5DB19D&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)





Rule 8.204. Contents and form of briefs, CA ST APPELLATE Rule 8.204


 © 2014 Thomson Reuters. No claim to original U.S. Government Works. 5


(A) Order the brief returned for corrections and refiling within a specified time;


(B) Strike the brief with leave to file a new brief within a specified time; or


(C) Disregard the noncompliance.


Credits
(Formerly Rule 14, adopted, eff. Jan. 1, 2002. As amended, eff. Jan. 1, 2004; July 1, 2004; Jan.
1, 2006. Renumbered Rule 8.204 and amended, eff. Jan. 1, 2007. As amended, eff. Jan. 1, 2011;
Jan. 1, 2013; Jan. 1, 2014.)


Editors' Notes


ADVISORY COMMITTEE COMMENT
Subdivision (b). The first sentence of subdivision (b)(1) confirms that any method of
reproduction is acceptable provided it results in a clear black image of letter quality. The
provision is derived from subdivision (a)(1) of rule 32 of the Federal Rules of Appellate
Procedure (28 U.S.C.) (FRAP 32).


Paragraphs (2), (3), and (4) of subdivision (b) state requirements of typeface, type style,
and type size (see also subd. (b)(11)(C)). The first two terms are defined in The Chicago
Manual of Style (15th ed., 2003) p. 839. Note that computer programs often refer to
typeface as “font.”


Subdivision (b)(2) allows the use of any conventional typeface--e.g., Times New
Roman, Courier, Arial, Helvetica, etc.--and permits the typeface to be either
proportionally spaced or monospaced.


Subdivision (b)(3) requires the type style to be roman, but permits the use of italics,
boldface, or underscoring for emphasis; it also requires case names to be italicized or
underscored. These provisions are derived from FRAP 32(a)(6).


Subdivision (b)(5) allows headings to be single-spaced; it is derived from FRAP 32(a)
(4). The provision also permits quotations of any length to be block-indented and single-
spaced at the discretion of the brief writer.
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See also rule 1.200 concerning the format of citations. Brief writers are encouraged to
follow the citation form of the California Style Manual (4th ed., 2000).


Subdivision (c). Subdivision (c) governs the maximum permissible length of a brief.
It is derived from the federal procedure of measuring the length of a brief produced on
a computer by the number of words in the brief. (FRAP 32(a)(7).) Subdivision (c)(1),
like FRAP 32(a)(7)(B)(i), imposes a limit of 14,000 words if the brief is produced on a
computer. Subdivision (c)(1) implements this provision by requiring the writer of a brief
produced on a computer to include a certificate stating the number of words in the brief,
but allows the writer to rely on the word count of the computer program used to prepare
the brief. This requirement, too, is adapted from the federal rule. (FRAP 32(a)(7)(C).)
For purposes of this rule, a “brief produced on a computer” includes a commercially
printed brief.


Subdivision (c)(3) specifies certain items that are not counted toward the maximum brief
length. Signature blocks, as referenced in this provision, include not only the signatures,
but also the printed names, titles, and affiliations of any attorneys filing or joining in the
brief, which may accompany the signature.


Subdivision (c)(5) clarifies that a party seeking permission to exceed the page or word
limits stated in subdivision (c)(1) and (2) must proceed by application under rule 8.50
rather than by motion under rule 8.54, and must show good cause.


Subdivision (d). Subdivision (d) permits a party filing a brief to attach copies of exhibits
or other materials, provided they are part of the record on appeal and do not exceed a total
of 10 pages. If the brief writer attaches, under rule 8.1115(c), a copy of an unpublished
opinion or an opinion available only in computerized form, that opinion does not count
toward the 10-page limit stated in rule 8.204(d).


Subdivision (e). Subdivision (e) states the consequences of submitting briefs that do
not comply with this rule: (e)(1) recognizes the power of the reviewing court clerk to
decline to file such a brief, and (e)(2) recognizes steps the reviewing court may take
to obtain a brief that does comply with the rule. Subdivision (e)(2) does not purport
to limit the inherent power of the reviewing court to fashion other sanctions for such
noncompliance.


Notes of Decisions (503)


Cal. Rules of Court, Rule 8.204, CA ST APPELLATE Rule 8.204
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164 Cal.App.2d 636, 331 P.2d 89


FRED S. CLAR et al., Plaintiffs and Appellants,
v.


BOARD OF TRADE OF SAN FRANCISCO (a Voluntary
Association) et al., Defendants and Appellants.


Civ. No. 17740.
District Court of Appeal, First District, Division 1, California.


Oct. 29, 1958.


HEADNOTES


(1)
Fraud § 2--Acts Constituting.
Fraud includes not only intentional misrepresentation, but may also consist of a negligent
misrepresentation.


See Cal.Jur.2d, Fraud and Deceit, § 3; Am.Jur., Fraud and Deceit, § 4 et seq.


(2)
Fraud § 19--Intent.
Under Civ. Code, § 1572, defining actual fraud, and § 1710, subd. 2, defining deceit, intent to
deceive is not necessarily a part of the cause of action for fraud, and a negligent misrepresentation
made with intent to induce the other party to enter into the contract, if the other elements of fraud
exist, is actionable.


(3)
Fraud § 58(1)--Pleading.
In an action for fraudulent misrepresentations, plaintiff must plead and prove that defendant made
a representation of a material fact, that such fact was false, that defendant knew it to be false or
negligently or recklessly made the assertion as a fact without reasonable grounds to believe it to
be true, that such representation was made with intent to induce the other party to act on it, and
that it was relied on by the other party to his damage.


(4)
Fraud § 9(6)--Statements of Fact and Opinion--Value.
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Generally, representations of opinion are not actionable, but, although representations of value are
usually considered matters of opinion, if value is represented as a fact it may be actionable.


(5)
Fraud § 91--Questions of Fact.
Whether a particular representation of value is one of fact or opinion is a question of fact.


(6)
Fraud § 87--Damages.
There are, in general, two different measures of damages for actionable fraud, whether intentional
or negligent-the so-called “benefit of the bargain” rule and the “out of pocket” rule.


(7)
Fraud § 87.1--Damages--Out of Pocket Loss Rule.
With the enactment of Civ. Code, § 3343, this state joined the minority of jurisdictions *637
limiting damages in fraud cases to the amount plaintiff is “out of pocket.”


“Out of pocket” or “benefit of bargain” as proper rule of damages for fraudulent representations
inducing contract, note, 124 A.L.R. 37. See also Cal.Jur.2d, Fraud and Deceit, § 89.


(8)
Fraud § 87.1--Damages--Out of Pocket Loss Rule.
Civ. Code, § 3343, provides the exclusive measure of recovery in a fraud action, and is not merely
alternative.


(9)
Fraud § 87.1--Damages--Out of Pocket Loss Rule.
The rule limiting damages to the difference between the actual value and the amount paid in fraud
cases (Civ. Code, § 3343) does not prevent an additional award, in a proper case, for punitive
damages, nor would it prohibit, in a proper case, an award for breach of warranty.


(10)
Fraud § 58(9)--Pleading--Damages.
In an action for fraudulent representations in the sale of goods to plaintiffs who were buying for
resale, any defect in the allegations of the complaint as to damages was cured by evidence that the
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amount paid for the goods by plaintiffs was more than the amount realized by them on a reasonably
conducted resale.


(11)
Fraud § 77(1)--Evidence.
The evidence supported a finding that defendants misrepresented the “average manufacturer's
cost” of goods sold to plaintiffs where it showed that defendants made a mistake of $14,000 in
computing the wholesale prices, since such prices were reflected in a price book on which they
were to be based, and that the “average manufacturer's cost” was computed as 30 per cent less than
wholesale so that the error necessarily carried over into the computation to arrive at that cost.


(12)
Fraud § 83--Evidence.
A finding that plaintiffs reasonably relied on defendants' misrepresentation as to value in
purchasing certain goods was supported by evidence that the stock of goods was a large and varied
one, consisting of hundreds of items, that bids had to be submitted in a short time, that plaintiffs
had dealt with defendants before and had always found the inventories to be accurate and reliable,
that the inspection was devoted to determining the nature and extent of the stock, its condition and
saleability, and that a spot check of some of the items listed on the first nine pages of the inventory
was made and the representations of their value was found to be accurate.


(13)
Fraud § 28--Reliance on Representations--Effect of Investigation.
An independent investigation or an examination of property does not preclude reliance on
representations where the falsity thereof is not apparent from an inspection, where the person
making the representations has a superior knowledge, or where the person relying thereon is not
competent to judge the facts without expert assistance.


(14)
Fraud § 87.1--Damages--Out of Pocket Loss Rule.
In an action for negligent misrepresentations regarding the value of a stock *638  of goods
purchased for resale by plaintiffs from defendants, the plaintiffs were entitled as damages to an
amount equal to the difference between what they paid for the goods and what they were able to
sell them for plus the amount they had to expend, necessarily and reasonably, for rent, advertising,
utilities, wages and salaries in connection with the resale, since plaintiffs were “out of pocket”
such amounts due to defendants' representations.
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SUMMARY


APPEALS from a judgment of the Superior Court of the City and County of San Francisco. Theresa
Meikle, Judge. Modified and affirmed.


Action for damages arising out of fraudulent misrepresentations in connection with the sale of the
assets of a business. Judgment for plaintiffs modified and affirmed.


COUNSEL
Lawrence Livingston, Leo E. Borregard and Livingston & Feldman for Plaintiffs and Appellants.
James M. Conners and Vernon D. Stokes for Defendants and Appellants.


PETERS, P. J.


In a complaint charging, in the first count, intentional fraudulent misrepresentation in the sale of
the assets of a plumbing house, and in the second negligent misrepresentations made to induce
such sale, Fred and Harvey Clar brought this action against the Board of Trade of San Francisco
and W. J. Hempy, individually, as trustee, and as assignee for the benefit of the creditors of Smith
Pipe and Supply Company. The trial court dismissed the first count, but found for the plaintiffs
on the second count, fixing damages at $2,823.74. From the judgment entered in this amount both
sides appeal.


At all times here relevant the two plaintiffs were engaged in the business of purchasing the assets
of insolvent businesses and reselling them. Harvey Clar had had at least four years' experience in
this field, while Fred Clar had been in the business for but five months prior to the transaction
here involved. During this five-month period the Clars had purchased four stocks of merchandise
from the Board of Trade. On these occasions they found the board's cost and price figures, and its
methods of pricing merchandise, to be fair and accurate.


In July of 1954, the board, through its secretary Hempy, *639  was the assignee and trustee for
the creditors of Smith Pipe and Supply Company, a jobber of plumbing supplies. The board, in
this capacity, caused an inventory of the fixtures and stock in trade of the Smith Pipe and Supply
Company to be prepared, and, based on this inventory, offered these assets for sale under sealed
bids. The invitation to bid requested prospective bidders to see the inventory and to inspect the
property on July 20th or July 21st, 1954. Bids had to be submitted by 2 p.m. on July 22, 1954.


The two plaintiffs on July 21st visited the Smith premises where the property was located. They
were given a copy of the inventory by Greyson, an employee of the Board of Trade. This inventory
had been prepared by Greyson and his assistant, a Mr. Johnson. The plaintiffs spent about two
hours looking over the property. The inventory represented that the “wholesale value” of the
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merchandise to be sold was $53,181.62. “Wholesale value” is synonymous with “wholesale price.”
The inventory represented that the “average manufacturer's cost” was $37,227.14. To this figure
was added supplies and miscellaneous articles valued at $1,885.09, making a total of $39,112.23.
The “average manufacturer's cost” was arrived at by taking 30 per cent off of the “wholesale
value.” The manufacturer's cost is the price paid by the wholesaler to the manufacturer.


When the plaintiffs arrived to inspect the property they inquired about the basis used to determine
“manufacturer's cost.” Greyson replied that he had taken the “wholesale price” and deducted 30 per
cent to establish the estimated cost of the property to Smith. Greyson also stated that the inventory
figures had been arrived at by using the figures contained in the Current Price Book, a standard
book for pricing plumbing materials, and from the figures found in Smith's inventories and in
Smith's invoices. There was no copy of the Current Price Book at the Smith premises, and plaintiffs
did not have a copy.


Plaintiffs looked over the stock and determined that it was a well- rounded stock of new
merchandise in excellent condition. They checked the inventory price of certain brass items with
which they were familiar and spot-checked a few of these items. They found them to be correct.
The plaintiffs determined that, if they were successful bidders, they would resell the property at
a flat sale, that is, at a sale where the items would be individually resold, and not try to resell the
stock in bulk. *640


The plaintiffs then computed their bid. They relied upon the inventory figures showing the average
manufacturer's cost, and bid approximately 60 per cent of that cost as represented. They expected
that if they could secure the property at that figure, they could resell at a profit. Their written
bid was $22,696.99. This was the highest bid submitted and was accepted by the defendants.
Thereafter, the property was checked against the inventory as to quantity, and delivered to
plaintiffs.


Plaintiffs arranged to rent the Smith premises so that the property could be sold there. They then
sent advertisements to prospective customers informing them that starting on August 5, 1954, the
property would be sold at prices ranging from 30 per cent to 60 per cent less than wholesale.
Prospective customers arrived at the premises as early as August 2nd, and plaintiffs began selling
items. In determining the wholesale price from which to compute the advertised discounts plaintiffs
used the figures as set forth in the Board of Trade inventory. During the course of these early sales
plaintiffs were informed by their customers that the wholesale prices upon which the deductions
were being computed were incorrect and were too high. On August 4th plaintiffs secured a copy
of the Current Price Book and checked several items against the board's inventory. They found
several errors and then proceeded to make a more complete check. They found that many items
were inventoried higher than the price book. They discovered that as to many items the wholesale
price listed on the inventory was actually the manufacturer's list price.
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Upon discovering these errors the plaintiffs complained to the Board of Trade. They first talked
with a Mr. Ryan who was in charge of administering the Smith assignment and who had caused
the inventory and notice of sale to be prepared. Ryan, on behalf of defendants, had received the
bids and had notified the plaintiffs that they were the high bidders.


On August 10th a meeting was held which was attended by Greyson and Ryan and by the two
plaintiffs. Plaintiffs testified that they showed Greyson and Ryan some of the mistakes, and pointed
out how they thought they had occurred, and that then “Greyson looked at the inventory that the
Board of Trade had originally made up and looked at the corrections that Fred showed him, and
said to this extent, that he just couldn't understand how the mistake was made, either Mr. Johnson,
who was helping him at that time, might have made *641  the mistake, or he was aside himself
to explain how the mistake was made.” It was agreed that Greyson would go to Smith Pipe and
Supply Company and retake the inventory so that a corrected wholesale price could be obtained.
When plaintiffs asked Ryan if they should continue their sale “we were told that for the best of
everyone concerned that we should go on with the sale and corrections would be made.”


Plaintiffs then had the inventory checked against the prices in the Current Price Book. This check
revealed that the wholesale prices of the merchandise aggregated $38,987.65, as compared with
the sum of $53,181.62 as set forth in the Board of Trade inventory. Thus, there was a difference
of $14,193.97.


Greyson testified that the inventory he had prepared tried to arrive at the wholesale prices of the
stock as near as possible by using the figures in the Current Price Book, and by using Smith's
inventory and invoices where available. That was how the $53,181.62 figure was computed. Then
the cost to Smith was estimated, that is, the manufacturer's cost was estimated, by deducting
30 per cent from the estimated wholesale figure. These figures were contained in the inventory
submitted to plaintiffs. Thus, the inventory represented that the wholesale value or price of the
goods was $53,181.62, and that the “average manufacturer's cost” was $37,227.14, plus $1,885.09,
the estimated cost of certain miscellaneous articles.


After the conversation at the Board of Trade the plaintiffs continued with their sale, which lasted
for about five weeks, six days a week. The amount received from the sale was $19,407.37. There
were unsold items of a stipulated value of $465.88. Thus, the amount received at the sale and the
value of the unsold items totaled $19,873.25 or $2,823.74 less than plaintiffs had paid the Board
of Trade for the merchandise. At this sale plaintiffs sold the items at between 30 per cent to 60
per cent less than wholesale, as advertised, averaging about 50 per cent of the wholesale price as
set forth in the Current Price Book. They had expected to make a 15 per cent to 20 per cent profit
on the resale. At this sale the plaintiffs incurred certain expenses for rent, salaries, advertising and
utilities, totaling $1,130.45.
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As already pointed out, plaintiffs' complaint was in two counts. The first charged intentional fraud,
and the second negligent misrepresentation. The trial judge dismissed the first count on intentional
misrepresentation and directed that a finding be prepared on this issue, which was done. Then,
*642  on the negligent misrepresentation count, the court found in favor of the plaintiffs, and fixed
plaintiffs' damages at $2,823.74, the difference between the amount plaintiffs paid for the stock
and the gross amount received on the resale. The court specifically refused to make any allowance
to plaintiffs for the $1,130.45 expenses incurred on the resale.


The defendants appeal from the judgment, and the plaintiffs appeal from that portion of the
judgment awarding them $2,823.74, claiming they are entitled to $3,954.19.


The complaint as to the second cause of action alleges, among other things, that defendants invited
plaintiffs and others to bid on the merchandise involved and in connection therewith delivered to
prospective bidders, including plaintiffs, a written inventory of the merchandise to be sold; that
the inventory stated and represented that the average manufacturer's cost of the merchandise was
$37,227.14, and that the total inventory was of the value of $39,112.23; that these statements were
untrue; that defendants had no reasonable grounds for believing that these representations were
true and such representations were negligently made; that the statements were made with the intent
to induce plaintiffs to bid on the merchandise and with knowledge that the offer by plaintiffs would
be made in reliance thereon; that the true average manufacturer's cost, computed by deducting
30 per cent from the wholesale price, was $29,176.45; that plaintiffs believed the representations
to be true and relied upon them and would not have entered into the transaction were it not for
such belief and reliance; that plaintiffs, based on such reliance, offered to buy the merchandise and
equipment for $22,696.99; that this was the highest offer made and was accepted by defendants,
and said sum was paid to defendants by plaintiffs; that plaintiffs resold the merchandise in the
general course of their business (plus the value of unsold items) for $19,873.25. Plaintiffs prayed
for a judgment for an amount almost double the amount of the award.


The evidence has already been generally summarized. The findings are generally responsive to
the issues presented by the complaint, but are much more detailed, and, in some respects, more
comprehensive.


The court first found that plaintiffs were in the business of buying and reselling liquidated stocks of
merchandise, and defendants knew that this was so. The court then found the facts in reference to
the invitation to bid made by defendants, and the delivery to plaintiffs of the inventory of the stock
to *643  be sold substantially as such facts are alleged in the complaint. It is then found that in this
inventory defendants represented that the “wholesale value” of the merchandise was $53,181.62;
that by deducting 30 per cent therefrom the “average manufacturer's cost” was represented to be
$37,227.14, and that such amount was also represented to be the “total inventory value” of the
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goods to be sold, plus an additional $1,885.09 as the value of certain furniture and supplies, making
a total of $39,112.23; that defendants at the time of delivery of the inventory to plaintiffs also
represented that the “wholesale value” of the goods had been computed from the Current Price
Book, a generally accepted trade cost book, and by the inventories of the Smith Pipe and Supply
Company and from some invoices of that company; that these statements, except those specifically
found to be true, were false and untrue, and were asserted positively by defendants in a manner
not warranted by the information defendants then had; that defendants did not have reasonable
grounds for believing such false statements were true; that such false statements were negligently
made with intent to induce plaintiffs, and others, to bid on such property; that defendants knew
that any bid by plaintiffs would be based on such statements. It is specifically found to be untrue
that plaintiffs were long experienced in the business of buying and selling distressed stocks, or
that plaintiffs possessed information with respect to the value of the stock of merchandise equal
or superior to that of defendants. It is found that plaintiffs viewed the property prior to making
their bid, but such inspection was a limited one; that defendants did not furnish to plaintiffs,
prior to the latter's bid, the source of the information upon which the inventory was based, and
plaintiffs did not possess equal knowledge with defendants as to the value of the property. It is
found that plaintiffs believed the representations of value to be true and relied upon them; that
the representations as to the wholesale value and the average manufacturer's cost were false and
untrue in that the wholesale value of the goods as determined by the Current Price Book was
$38,987.65 and the average manufacturer's cost, determined by deducting 30 per cent from the
wholesale value, was $27,291.36, and that when the cost of furniture and supplies were added,
the total real average manufacturer's cost was $29,176.45. The court specifically found that the
false statements above referred to were statements and representations of fact and not *644  of
opinion; that plaintiffs believed and relied upon such statements; that the statements were material
and plaintiff's reliance thereon was justified; that in reliance on such statements plaintiffs bid, and
subsequently purchased, the property from defendants for a total sum of $22,696.99, and paid such
sum to defendants; that prior to making their bid plaintiffs looked at the property but inspected and
examined only certain of the items made of brass, and that as to the inspection of the other articles
it was a general inspection to determine quantity and condition and not to determine value; that the
plaintiffs resold the property at a liquidation sale, as defendants knew that they intended to do, so
that the purchase from defendants and resale by plaintiffs was made in the same type of depressed
market; that plaintiffs resold the items purchased at prices which were 30 per cent to 60 per cent
below wholesale prices; plaintiffs resold most of the items for $19,407.37; that such sale was fairly
made, and $19,407.37 was the gross value of the merchandise sold without any allowance for the
cost of selling; that certain items unsold were of the stipulated value of $465.88, so that the gross
value of what plaintiffs received was $19,873.25; that the difference between the amount which
plaintiffs paid to defendants and the gross value of what they received is $2,823.74. The court
then found that plaintiffs expended $1,130.45 in making the resale; that such expenditures were
necessarily incurred in order to make the sale and were reasonable in amount, but such expenditures
were not proximately caused by the fraud of defendant and are not additional damages arising out
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of the transaction here involved. It is then found and concluded that plaintiffs have been damaged
in the sum of $2,823.74.


(1) Fraud in this state includes not only intentional misrepresentation, but may also consist of a
negligent misrepresentation. Section 1572 of the Civil Code includes in its definitions of “actual
fraud” the “positive assertion, in a manner not warranted by the information of the person making
it, of that which is not true, though he believes it to be true.” Section 1710, subdivision 2, of the
same code defines “deceit” as “The assertion, as a fact, of that which is not true, by one who has
no reasonable grounds for believing it to be true.” ( 2) Under these sections intent to deceive is
not necessarily a part of the cause of action, and a negligent misrepresentation made with intent to
induce the other party to enter into the contract, if the other elements of fraud exist, is actionable.
(Gagne v. Bertran, 43 Cal.2d 481 [ *645  275 P.2d 15]; Gonsalves v. Hodgson, 38 Cal.2d 91 [237
P.2d 656]; Spreckels v. Gorrill, 152 Cal. 383 [92 P. 1011]; McMahon v. Grimes, 206 Cal. 526 [275
P. 440]; Richard v. Baker, 141 Cal.App.2d 857 [297 P.2d 674].)


(3) The basic elements of a fraud action of this type that must be pleaded and proved, are well
settled. The plaintiff must plead and prove that defendant made a representation of a material fact;
that such fact was false; that defendant knew it to be false or negligently or recklessly made the
assertion as a fact without reasonable grounds to believe it to be true; that such representation was
made with intent to induce the other party to act upon it; that it was relied upon by the other party
to his damage. (Cox v. Westling, 96 Cal.App.2d 225 [215 P.2d 52].)


(4) Representations of opinion are not generally actionable. Generally, the representation must be
of a material fact. Representations of value are usually considered matters of opinion, but may be
a representation of fact. If value is represented as a fact and not given as a mere opinion, it may
be actionable. (Stumpf v. Lawrence, 4 Cal.App.2d 373 [40 P.2d 920].) ( 5) Whether a particular
representation of value is one of fact or opinion is a question of fact. (French v. Freeman, 191
Cal. 579 [217 P. 515].)


(6) In the United States there are, in general, two different measures of damages for actionable
fraud whether intentional or negligent. One, adopted in the majority of states, is the so-called
“benefit of the bargain” rule, the other, the “out of pocket rule.” For many years the California
courts applied the “benefit of the bargain” rule. (See Evans v. Gibson, 220 Cal. 476 [31 P.2d 389];
George Cople Co. v. Hindes, 34 Cal.App. 576 [170 P. 155].) But in 1935 the Legislature enacted
section 3343 of the Civil Code. It provides:


“One defrauded in the purchase, sale or exchange of property is entitled to recover the difference
between the actual value of that with which the defrauded person parted and the actual value of that
which he received, together with any additional damage arising from the particular transaction.
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“Nothing herein contained shall be deemed to deny to any person having a cause of action for
fraud or deceit any legal or equitable remedies to which such person may be entitled.”


(7) With the enactment of this code section California joined the minority of jurisdictions limiting
damages in such cases to the amount the plaintiff is “out of pocket.” (See *646  Prosser on Torts
(2d ed.) 568, note 82.) ( 8) The Supreme Court has held that the code provision provides the
exclusive measure of recovery, and is not merely alternative. (Bagdasarian v. Gragnon, 31 Cal.2d
744 [192 P.2d 935]; see also Feckenscher v. Gamble, 12 Cal.2d 482 [85 P.2d 885]; Zinn v. Ex-
Cell-O Corp., 24 Cal.2d 290 [149 P.2d 177]; Herzog v. Capital Co., 27 Cal.2d 349 [164 P.2d 8];
Gonsalves v. Hodgson, 38 Cal.2d 91 [237 P.2d 656]; Hartwigsen v. Ditto, 156 Cal.App.2d 811 [320
P.2d 114].) ( 9) Of course, this rule limiting damages to the difference between the actual value
and the amount paid does not prevent an additional award, in a proper case, for punitive damages
(Bagdasarian v. Gragnon, 31 Cal.2d 744 [192 P.2d 935]; Lawson v. Town & Country Shops, Inc.,
159 Cal.App.2d 196 [323 P.2d 843]), nor would it prohibit, in a proper case, an award for breach of
warranty. (Bagdasarian v. Gragnon, 31 Cal.2d 744 [192 P.2d 935]; Prosser on Torts (2d ed.) 569.)


There is no serious dispute about these principles of law. We turn now to the specific contentions
of appellants.


(10) One of their basic contentions is that the complaint alleges that the total inventory was
represented to be of the value of $39,000 plus; that the true value of the inventory was $29,000
plus, for which the plaintiffs paid $22,000 plus. It is therefore urged that, under the “out of pocket”
rule, since plaintiffs received property of the pleaded value of $29,000 plus for which they paid but
$22,000 plus, they were not damaged under the “out of pocket” rule. The complaint is somewhat
ambiguous in this respect. It makes the allegations upon which appellants rely, but also alleges
that the property was resold in the general course of business for $19,000 plus. In the absence of
a special demurrer, and none appears in the record, that may be tantamount to an allegation that
the property was worth but $19,000, less the expenses of sale. But even if it be assumed that the
complaint was subject to a special demurrer, or even a general demurrer, because legal damage
was not properly pleaded, no such demurrer appears in the record. The defect, if it be a defect,
was supplied by the evidence. That such a defect, even the failure to plead an essential element of
the cause of action, may be cured by evidence at the trial is well settled. (Slaughter v. Goldberg,
Bowen & Co., 26 Cal.App. 318 [147 P. 90]; Priebe v. Sinclair, 90 Cal.App.2d 79 [202 P.2d 577];
Randolph v. Hunt, 41 Cal.App. 739 [183 P. 358]; Noakes v. City of Los Angeles, 179 Cal. 38 [175
P. 409]; Bridges v. Price, 95 Cal.App. 394 [ *647  273 P. 72]; Hedlund v. Sutter Med. Serv. Co.,
51 Cal.App.2d 327 [124 P.2d 878].)


The evidence shows that the defendants represented that the “wholesale value” of the goods was
$53,000 plus, and that the average manufacturer's cost was $39,000 plus. The evidence shows
that the manufacturer's cost, computed by deducting 30 per cent from wholesale, a formula used
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by defendants, was $29,000 plus. The plaintiffs bid $22,000 plus for the property and in the
normal course of business resold the property for $19,000 plus, less costs of the resale. The only
real question involved on this appeal is whether plaintiffs have shown damage. Admittedly, they
received property of the wholesale value of $29,000 plus for which they paid $22,000 plus. At
first blush it would appear, therefore, that they could not have been damaged under the “out of
pocket” rule. This is the basic argument of defendants. But this argument overlooks the realities
of the situation, and the evidence. Defendants were selling in a depressed market. They were
selling as trustees for the benefit of creditors. Obviously, the wholesale price or value of the goods
was not the then true value of the goods. No one would pay the defendants the wholesale price
because at that price they could buy the goods from a wholesaler and secure the normal benefits
of such a sale. Defendants, of course, knew that they were selling in a depressed market. They
also knew that plaintiffs were liquidators and intended to resell in this same depressed market. The
only evidence of value is that the manufacturer's price was $29,000 plus, and that the goods were
resold for $19,000 plus. The question presented is whether the evidence supports a finding that as
of the date of sale to plaintiffs the value of the goods was $19,000 plus. The answer is obvious.
The resale by plaintiffs occurred within a short time of the date of purchase. For the purpose of
computing damages under section 3343 of the Civil Code, the price received on the resale was
evidence sufficient to support the finding of the actual value of the property on the date of sale to
plaintiffs. It has been held that evidence of the price paid the defrauded party at a subsequent sale
is admissible and will support a finding of the actual value of the property as of the time the fraud
was perpetrated. In Bagdasarian v. Gragnon, 31 Cal.2d 744, 755 [192 P.2d 935], the court stated:


“The next question, therefore, is whether the trial court acted properly in accepting as evidence
of market value the actual price per ton obtained upon sales made by respondents *648  from
the identical crops involved in this litigation. Market value of personal property may, of course,
be established by testimony of expert witnesses, but this is not the only method, and it has been
generally held that the reasonable value of marketable personal property may be shown by market
prices or actual specific sales of other similar property, provided such sales are bona fide and not
too remote in time or place. [Citations.]


“Similarly it has been held that market value of personal property may be shown by the price paid
for that identical property or by the price obtained for it at a subsequent sale. [Citations.] ...


“... As stated in McCormick on Damages [1935], page 177: 'In case of ordinary personal property,
where market value is sought, of course the most obvious resort is to evidence of what other
similar property, whether wheat, shoes, horses, or what not, currently sold for on the market at
that place. ...' ... This reasoning is particularly applicable to cases like the present one where the
evidence consists of the price obtained at a sale of the identical property in question, because in
such a situation the only problem as to similarity arises from the possibility that the character or
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value of the property may have changed between the time of the sale and the time as of which
it is to be valued. ...


“It is claimed that the price actually obtained is not sufficient evidence of value because
respondents may not have followed proper marketing practices. ...


“... The matters urged by appellant to show that this evidence was untrustworthy go merely to the
weight of the evidence and, under the circumstances of this case, do not compel its rejection.” (See
also Eatwell v. Beck, 41 Cal.2d 128 [257 P.2d 643]; Nelson v. Marks, 126 Cal.App.2d 261 [271 P.2d
900]; Fleischer v. Cosgrove, 145 Cal.App.2d 14 [301 P.2d 911]; Goren v. Griffin, 152 Cal.App.2d
35 [312 P.2d 743].)


The court has found, and the finding is supported, that the purchase and resale were in the same
type of distressed market. That resale has been found to have been reasonably conducted. That
finding is supported. The resale was at between 30 per cent to 60 per cent less than wholesale.
While there is no evidence that this is a fair deduction to make in such a sale in such a market,
if such were not a fair resale price, that was a matter of defense. Plaintiffs established a prima
facie case by showing that the resale was made at a fair sale and *649  that but $19,000 plus was
received at such sale. If defendants had any evidence that the resale price was not the fair value
of the property they should have produced such evidence. This they did not do. In the absence
of contrary evidence, the amount received at the resale of the property must be accepted as the
reasonable value of the property as of the date of sale.


(11) This disposes of defendants' major contention on this appeal. Other contentions are made, but
they are without merit. Thus, it is contended that defendants are charged with misrepresenting the
“average manufacturer's cost,” and it is claimed that plaintiffs did not offer evidence on this issue.
It is pointed out that plaintiffs were informed that the inventory in this respect was not only based
on the prices contained in the Current Price Book, but on the plumbing company's invoices and
inventories, where available. Plaintiffs proved that the manufacturer's cost computed solely from
the Current Price Book was $29,000 plus. The invoices and other inventories were in possession of
defendants. They had represented the “average manufacturer's cost” as $39,000 plus. They knew
that prospective purchasers were not particularly interested in what Smith Plumbing and Supply
Company had paid for the goods, but in their present value. The inventory was furnished to assist
prospective bidders to bid on the goods based on present manufacturer's price. If the invoices
and inventories, in possession of defendants, would have shown that the average manufacturer's
price was different from the wholesale price less 30 per cent as reflected in the Current Price
Book, this was a matter of defense. The fact that defendants made a mistake of $14,000 plus in
computing the wholesale prices as such wholesale prices were reflected in the Current Price Book,
was demonstrated. The “average manufacturer's price” was computed as 30 per cent less than
wholesale, so that the error was necessarily carried over to this computation. Demonstrably, except
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for the first nine pages of the 47-page inventory, practically all the figures were incorrect. Thus,
there was a negligent misrepresentation of a material fact. Any evidence, if such existed, to the
contrary, was a matter of defense.


(12) The finding that plaintiffs reasonably relied on the misrepresentations is amply supported.
Defendants point out that plaintiffs were in the business of buying liquidated stocks of merchandise
and in reselling them, and that they were permitted to and did examine the merchandise before
they bid. *650  One of the plaintiffs had been engaged in this business for four years, and the
other for five months. Of course, the issue of reasonable reliance was one of fact (Blackman v.
Howes, 82 Cal.App.2d 275 [185 P.2d 1019, 174 A.L.R. 1004]; Lerner v. Riverside Citrus Assn.,
115 Cal.App.2d 544 [252 P.2d 744]) and the court has found that plaintiffs reasonably relied on
this misrepresentation. The evidence supports the findings. The stock of merchandise involved
was a large and varied one, consisting of hundreds of items. The bids had to be submitted in a short
time. Plaintiffs had dealt with the Board of Trade before and had always found the inventories
furnished to be accurate and reliable. The inspection was devoted to determining the nature and
extent of the stock, its condition and saleability. A spot check as to value was made of some of
the items on the first nine pages of the inventory and these were found to be accurate. Plaintiffs
relied on the representation as to wholesale value contained in the inventory furnished them in
making their bid. ( 13) As was said in Bagdasarian v. Gragnon, 31 Cal.2d 744, 748 [192 P.2d
935]: “An independent investigation or an examination of property does not preclude reliance on
representations where the falsity of the statement is not apparent from an inspection, or the person
making the representations has a superior knowledge, or the party relying thereon is not competent
to judge the facts without expert assistance.” Thus, the challenged findings are amply supported.
The other contentions raised on defendants' appeal do not require discussion.


(14) This brings us to plaintiffs' appeal. The plaintiffs contend that under the “out of pocket” rule
of damages, the award to them should have been computed on the net amount received by them
at the resale rather than on the gross amount received on the resale.


The evidence shows that the gross amount received by the plaintiffs on their resale was $19,873.25.
The trial court also found that plaintiffs spent a total of $1,130.45 for rent, advertising, utilities,
wages and salaries in connection with the resale. The court specifically found that these expenses
were necessary to the sale and were reasonable in amount, but refused to include these figures in
the computation of damages because, so it found, “the paying and incurring of said expenses of
sale were not proximately caused or occasioned by the facts heretofore found in these findings.”


The quoted finding is unsupported and contrary to law. Section 3343 of the Civil Code provides
that the defrauded *651  party is entitled “to recover the difference between the actual value of
that with which the defrauded person parted and the actual value of that which he received.” This
means that the defrauded party is limited to the difference between what he paid and the actual
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value of what he received-the so-called “out of pocket” rule of damages. It seems to have been
the theory of the trial court that since plaintiffs paid $22,696.99 for the property and subsequently
resold it for a gross of $19,873.25, and since resale price is evidence of actual value as of the
date of the original sale, expenses incurred after the original sale are not recoverable because not
proximately caused by the fraud.


The reasoning is unrealistic and unsound. It is true that plaintiffs are limited to the difference
between the amount paid and the actual value of what they received computed as of the day of
original sale. It is equally true that the amount received on the resale is evidence of actual value as
of the date of sale. But the fallacy in the reasoning is that the amount received on the resale was not
the gross amount received, but the net amount received. Thus, plaintiffs proved that they grossed
$19,873.25, but that in order to gross that amount they had to expend, necessarily and reasonably,
$1,130.45. Thus, their proof was that the net amount received on the resale was $18,742.80. Thus,
they were “out of pocket” not the amount of $2,823.74, but were also “out of pocket” an additional
$1,130.45, making a total of $3,954.19.


It must be remembered that when plaintiffs purchased the goods from defendants everyone
concerned knew that plaintiffs were purchasing for the purposes of resale. Everyone concerned
knew that to hold a resale of the goods plaintiffs would have to incur expenses on such resale. The
goods were of no value to plaintiffs unless resold. Therefore, the actual value to the plaintiffs of
the goods on the day they received them was the amount they could get on a resale less cost of
expenses of such resale, that is, the net amount received on such resale. Any other rule just would
not make sense. The “out of pocket” rule seriously limits the defrauded party in the amount of
damages he may recover. In most jurisdictions the defrauded party is entitled to damages measured
by the value as represented-here $29,000 plus, and the actual value-here $18,000 plus-the so-called
“benefit of the bargain” rule. California has seen fit to limit damages to the “out of pocket” rule.
This is a matter of legislative policy and should, of course, be enforced by the courts. But *652
in enforcing that policy the courts should be careful to see that the plaintiff is awarded all of his
“out of pocket” losses. The Legislature has said that plaintiff should not suffer a loss because of
the defendant's fraud. Obviously, if plaintiff paid $22,000 plus for goods, for which he received
$19,000 plus on a resale, and the resale, reasonably, cost him $1,000 plus, he is “out of pocket”
$4,000 and not $3,000. If this were not the rule plaintiffs would have suffered an $1,130.45 loss-
would have been “out of pocket” that much-for which they have not received reimbursement. That
is contrary to the mandate of the code section.


There is no need to send this case back to the trial court to recompute the damages. There is no
dispute over the material figures. It is therefore ordered that finding Number 12 is amended and
corrected to provide that the value of the goods received from defendants was and is $18,742.80
and not $19,873.25, and that the damages suffered by plaintiffs were and are $3,954.19 and not
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$2,823.74. The conclusions and judgment are also amended and corrected to so provide. As so
amended and corrected the judgment is affirmed, plaintiffs to recover their costs on both appeals.


Bray, J., and St. Clair, J. pro tem., *  concurred.
* Assigned by Chairman of Judicial Council.


A petition for a rehearing was denied November 28, 1958, and the petition of defendants and
appellants Board of Trade of San Francisco and W. J. Hempy for a hearing by the Supreme Court
was denied December 23, 1958. *653


End of Document © 2020 Thomson Reuters. No claim to original U.S. Government Works.
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149 Cal.App.4th 1384
Court of Appeal, Third District, California.


CONDON–JOHNSON & ASSOCIATES, INC., Plaintiff and Respondent,
v.


SACRAMENTO MUNICIPAL UTILITY DISTRICT, Defendant and Appellant.


No. C050715.
|


April 19, 2007.
|


As Modified on Denial of Rehearing May 8, 2007.
|


Review Denied July 25, 2007. *


* Werdegar, J., did not participate therein. Kennard, J., dissented.


Synopsis
Background: Contractor on public project to construct concrete foundations for piers to relieve
pressure caused by moving hillside behind utility powerhouse brought action, alleging breach of
contract and other causes of action, against municipal utility district after district refused to allow
change order when contractor encountered rock that increased cost of drilling. The Superior Court,
Sacramento County, No. 03AS03269, Steven H. Rodda, J., entered judgment on jury's verdict for
contractor. District appealed.


Holdings: The Court of Appeal, Blease, Acting P.J., held that:


[1] excavation statute placed risk of unknown conditions on public entity, and


[2] disclaimers in contract violated statute.


Affirmed.


Robie, J., filed a dissenting opinion.
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West Headnotes (6)


[1] Appeal and Error Motions in limine
Review of trial court's ruling on public contractor's in limine motion, to exclude
disclaimers in contract with municipal utility district as violating public contracts statute,
would be de novo; validity of rulings turned on question of statutory construction, a
question of law. West's Ann.Cal.Pub.Con.Code § 7104.


7 Cases that cite this headnote


[2] Pretrial Procedure Motions in limine;  preclusion of evidence, argument, or
reference
A motion in limine is made to exclude evidence before the evidence is offered at trial, on
grounds that would be sufficient to object to or move to strike the evidence.


7 Cases that cite this headnote


[3] Pretrial Procedure Motions in limine;  preclusion of evidence, argument, or
reference
The purpose of a motion in limine is to avoid the obviously futile attempt to “unring the
bell” in the event a motion to strike evidence is granted in the proceedings before the jury.


4 Cases that cite this headnote


[4] Appeal and Error Motions in limine
Generally, a trial court's ruling on an in limine motion is reviewed for abuse of discretion,
but when the issue is one of law, the appellate court exercises de novo review.


16 Cases that cite this headnote


[5] Public Contracts Changed or unexpected conditions
Under public contracts statute governing excavations, providing that public entity
must issue change order increasing payments to contractor when subsurface conditions
materially differ from those indicated in contract, term “indicated” allows contractor to
draw reasonable deductions on subsurface conditions from public entity's indications in
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contract beyond entity's positive assertions of fact, thereby placing risk of unknown and
unusual conditions upon public entity. West's Ann.Cal.Pub.Con.Code § 7104.


See 1 Witkin, Summary of Cal. Law (10th ed. 2005) Contracts, § 997 et seq.; Cal. Jur. 3d,
Public Works and Contracts, § 15.


[6] Municipal Corporations Order for or consent to extra work
Public Contracts Unauthorized or Illegal Contracts
Disclaimers in contract between municipal utility district and contractor for boring holes
in hillside to foundational piers, which provided that contractor had sole responsibility for
determining subsurface conditions, violated public contracts statute requiring change order
when subsurface conditions at excavation site materially differed from those “indicated”
in contract, since contract included soil boring information that was intended to make
bidder acquainted with information for purpose of assessing costs, thereby “indicating”
subsurface conditions. West's Ann.Cal.Pub.Con.Code § 7104.


Attorneys and Law Firms


**850  Downey Brand, Arthur G. Woodward, Rhonda Cate Canby, Kenneth Gino Zanotto,
Michael J. Kuzmich, Sacramento, for Defendant and Appellant.


Watt, Tieder, Hoffar & Fitzgerald, Michael G. Long, Christopher M. Rogers, Irvine, for Plaintiff
and Respondent.


Opinion


BLEASE, Acting P.J.


*1386  Public Contract Code section 7104 1  requires that a local public entity that has contracted
for public work involving an **851  excavation deeper than four feet issue a change order
altering the contractor's cost of performing the work when the subsurface conditions at the jobsite
materially differ from those “indicated” in the contract. (§ 7104, subds. (a)(2) & (b).)


1 All further statutory references are to the Public Contracts Code unless otherwise indicted.


Plaintiff Condon–Johnson & Associates (Condon–Johnson) was the low bidder on a contract with
defendant Sacramento Municipal Utility District (SMUD) to construct 13 concrete foundations
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for piers to relieve the pressure caused by the moving hillside behind a powerhouse owned by the
utility. The contract required Condon–Johnson to bore holes through the hillside to the site of the
pier foundations. The contract contains a changed conditions clause incorporating the requirements
of section 7104.


The contract sets forth soil boring information for the “p[ur]pose of determining what type of rock
may be encountered ....” The information includes the boring logs from two test borings by SMUD
adjacent to the jobsite and the results of compression testing of two rock samples selected by
SMUD from one of the borings. The contract represents the samples as “the most competent core
samples” recovered from the borings and asserts the results of the compression tests are provided
“to give additional information as to what may be expected in the pier drilling.”


The contract also contained general disclaimers that inter alia provided “[i]t is the sole
responsibility of the Contractor to evaluate the jobsite and make his own technical assessment of
subsurface soil conditions for determining the proposed drilling process, equipment and make his
own financial impact assessment prior to bidding.”


*1387  When Condon–Johnson encountered a type of rock during drilling materially different
(harder) than the test samples, which increased the cost of drilling, it sought a change order, SMUD
refused and Condon–Johnson brought this action. Before trial, the court granted in limine motions
excluding the disclaimers from jury consideration, reasoning they were in conflict with section
7104. The jury awarded Condon–Johnson the sum of $1,265,166 on the basis of the remaining
contract provisions.


The sole issue on appeal is whether the trial court properly excluded the disclaimers from jury
consideration. Resolution of the issue turns on the meaning of the term “indicated” in section 7104
and incorporated in the changed conditions clause of the contract.


We will conclude that “indicated” refers to contract information provided prospective bidders
from which an inference reasonably might be drawn as to the actual subsurface conditions at
the work site. In this case the contract set forth the soil boring information for a purpose that
invited Condon–Johnson to infer that the type of rock in the test samples would be the type of rock
that may be “expected” or “encountered” in performing the work. Since the disclaimers wholly
denied responsibility for the subsurface conditions indicated, in violation of section 7104, they
were properly excluded from jury consideration.


We will affirm the judgment.
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FACTUAL AND PROCEDURAL BACKGROUND


In the 1960's, Sacramento Municipal Utility District (SMUD) constructed the Camino powerhouse
on the South Fork of the American River as a source of hydroelectric power. After its completion,
SMUD noticed the hillside on which the powerhouse was built was moving and exerting pressure
on the back wall of the powerhouse. SMUD designed a system to relieve the pressure caused by the
moving **852  hillside, which included the construction of 13 concrete pier foundations behind
the powerhouse.


Originally, SMUD solicited contractors to bid on the project through a process known as an
“invitation to bid.” SMUD received only one bid, which was deemed nonresponsive. The lack of
bids was due to SMUD's requirement that the winning contractor use an oscillator/rotator drill for
the project, which few contractors had.


In April 2002, SMUD again solicited bids for the project, this time through a “request for proposal.”
The requirement of an oscillator was removed, and bidding contractors were required to propose
the means and method for completing the project.


*1388  The initial version of the contract contained a clause that provided: “The District has
performed soil boring along the penstock, adjacent to the jobsite. The subsurface description and
boring logs are provided in Appendix D. 2  The core samples taken from these borings ... are
actually closer to the powerhouse than the proposed pier locations. Based on the historical photo,
included in the Technical Conditions, the District expects much less backfill at pier locations as
compared to the sample locations. It is the inten[t]ion of the District to provide the soil boring
information for the p[ur]pose of determining what type rock may be encountered and not for
determining the profile of backfill to rock.”


2 The actual boring logs appear in Appendix C.


During a meeting with potential bidding contractors, a contractor asked to take pieces of rock
from one of SMUD's core boxes and have compression tests run on them. Rather than have the
contractor take the samples, SMUD allowed the contractor to select samples from its core boxes
on which SMUD would run the tests, and the results would be published in an addendum to the
request for proposal to be distributed to all potential bidding contractors. Later that month, SMUD
published addendum No. 1 and incorporated it into the contract. The addendum provided: “The
District has completed compression testing on two samples from the M–2 boring, at 20.0 and 25.7
feet. These tests were completed to give additional information as to what may be expected in the
pier drilling. These samples were selected, by the District, on the basis of visually appearing to be
the most competent core samples in the M–1 and M–2 recovery.”
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Ultimately, SMUD received bids from four or five contractors, and in July 2002 awarded the
contract to Condon–Johnson & Associates (Condon–Johnson).


The contract required Condon–Johnson to install 13 reinforced concrete pier foundations behind
the powerhouse two meters in diameter and between 62 and 82 feet in depth. As is relevant here, the
contract included the following clauses: (1) “GC–35 Changed Conditions At The Jobsite,” which
entitled Condon–Johnson to equitable adjustments if “[s]ubsurface ... conditions at the jobsite
differ[ed] materially from those indicated in th[e] Contract” (changed conditions clause); 3  (2)
“SC–2 **853  Location,” which, in *1389  addition to specifying the location of the powerhouse,
informed Condon–Johnson that SMUD would not make extra payment if the contractor failed
to determine existing conditions and that SMUD made no guarantee concerning information not
included in the plans and specifications and information provided by others, including SMUD
personnel, about the conditions which may impact the work and/or costs; 4  and (3) “SC–10
Subsurface Soil Conditions” (which was also addendum No. 1), the beginning paragraphs of which
informed Condon–Johnson that compression tests of two boring samples “adjacent to the jobsite”
taken “for the p[ur]pose of determining what type [of] rock may be encountered” measured 7,300
pounds per square inch (psi) from a depth of 20 feet and 3,600 psi from a depth of 25.7 feet, 5  and
the final paragraph of which informed Condon–Johnson it was solely responsible for evaluating
the jobsite and assessing the subsurface soil conditions and that SMUD did not guarantee the soil
report's accuracy and would make no *1390  additional payments or accept any clams if the soil
conditions were different from that assumed by Condon–Johnson. 6


3 “GC–35 Changed Conditions At The Jobsite,” as required by section 7104, reads as follows: “The Contractor shall immediately,
and before the conditions are disturbed, notify the Field Representative of the Engineer in writing, with a copy to the Engineer
of: (1) Subsurface or latent physical conditions at the jobsite differing materially from those indicated in this Contract, or (2)
unknown physical conditions at the jobsite, of an unusual nature, differing materially from those ordinarily encountered and generally
recognized as inherent in work of the character provided for in this Contract. The Field Representative of the Engineer will promptly
investigate the conditions and notify the Engineer of the findings. If the Engineer determines that, in accordance with the Contract
Documents, such conditions are unusual and materially different and cause an increase or decrease in the cost of the work or time
required for the performance of this Contract, an equitable adjustment shall be made as provided under GC–30 CHANGES IN WORK.
Time or cost adjustments will not be allowed unless the Contractor has given proper notice as specified above.”


4 “SC–2 Location,” reads as follows: “[¶] ... [¶] Failure of the Contractor to acquaint themselves with all available information regarding
any applicable conditions will not relieve them from the responsibility for properly assessing either the difficulties or the costs of
successfully performing the work. No extra payment will be made for the Contractor's failure to determine existing conditions.
The District assumes no responsibility and makes no guarantee concerning information not included in the plans and specifications
or information provided by others, including District personnel, about the general and local conditions which may impact the work
and/or costs.”


5 The beginning paragraphs of “SC–10 Subsurface Soil Conditions” read as follows: “[¶] ... [¶] Subsurface Investigation: The District
has performed soil boring along the penstock, adjacent to the jobsite. The boring logs are provided in Appendix C. The core samples
taken from these borings will be available for viewing during the pre-bid site visit. Note that these bore locations are actually closer
to the powerhouse than the proposed pier locations. Based on the historical photo, included in the Technical Conditions, the District
expects much less backfill at pier locations as compared to the sample locations. It is the inten[t]ion of the District to provide the
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soil boring information for the p[ur]pose of determining what type [of] rock may be encountered and not for determining the profile
of the backfill to rock.
The District has completed compression testing on two samples from the M–2 boring, at 20.0 and 25.7 feet. These tests were completed
to give additional information as to what may be expected in the pier drilling. These samples were selected, by the District, on the
basis of visually appearing to be the most competent core samples in the M–1 and M–2 recovery. Visually these samples were free
of fractures and the geotech's physical description is as recorded for 20.0 and 25.7 foot depths of the M–2 core log. The compression
test results are as follows:
M–2 @ 20.0 ft—7300 psi;
M–2 @ 25.7 ft—3600 psi
The District monitors a well behind the powerhouse for ground water elevation. In the spring the ground water elevation behind the
powerhouse tends to be about 40 feet below existing grade. By autumn, as runoff recedes, the ground water typically drops close to
river elevation approximately 50 feet below the existing grade behind the powerhouse.”


6 The final paragraph of “SC–10 Subsurfac[e] Soil Conditions” reads as follows:
“It is the sole responsibility of the Contractor to evaluate the jobsite and make his own technical assessment of subsurface soil
conditions for determining the proposed drilling process, equipment and make his own financial impact assessment prior to bidding.
The District makes no guarantee for the soil report[']s accuracy, findings or recommendations. The District will make no additional
compensation or payments, nor will it accept any claims if the subsurface soil conditions are different from that assumed by the
Contractor.”


**854  Not included in the contract, request for proposal, or addenda to the contract were five
prior reports regarding the Camino powerhouse, at least one of which reported seismic velocities
between 9,000 and 12,000 feet per second.


In August 2002, Condon–Johnson began work on the project. In the early stages of drilling,
Condon–Johnson encountered rocks it suspected were harder than 3,500 to 7,300 psi, and tests
confirmed the rock strength was 13,070 psi. Condon–Johnson informed SMUD it had encountered
changed conditions and made a claim for additional money pursuant to the changed conditions
clause. SMUD denied the claim based on its determination the contract did not represent a
condition so there was no changed condition.


Condon–Johnson filed suit against SMUD alleging breach of contract, negligent
misrepresentation, and negligent concealment arising out of SMUD's refusal to pay for the changed
conditions and misrepresentation and concealment of the actual conditions at the jobsite. 7


7 SMUD filed a cross-complaint under the False Claims Act and filed an appeal from an adverse judgment. For reasons set forth in
the text the SMUD claims are rendered moot.


Prior to trial, Condon–Johnson filed two motions in limine to exclude evidence of the disclaimers
in the contract. The first motion sought to exclude the final paragraph of SC–10 because it was
inconsistent with the rock strength representations and the changed conditions clause required by
section 7104. The second motion sought to exclude the disclaimers because they could not be relied
on to rebut claims that a public entity negligently misrepresented and concealed the subsurface
conditions.


The trial court granted both motions “for reasons set forth in the moving papers, the authorities
cited in those papers, the discussions ... on the record, and all related matters.” The court's
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comments during these discussions *1391  reflected its belief that section 7104 and the changed
conditions clause were “patently incompatible,” and the disclaimers were unenforceable because
the contract also provided that state law prevailed over any conflicting contract clause. The trial
court's comments also seemed to say that if the disclaimers were excluded on the contract claim,
they would also be excluded on the noncontract claims, even if relevant, to avoid confusing the
jury.


At trial, the disclaimers in the contract and reference to the disclaimers in correspondence between
SMUD and Condon–Johnson were excised from the exhibits, including: (1) the language in SC–2
that SMUD would not make extra payment if the contractor failed to determine existing conditions
and that SMUD made no guarantee concerning information provided by SMUD personnel about
the conditions which may impact the work and/or costs; (2) the final paragraph in SC–10 that
Condon–Johnson was solely responsible for evaluating the jobsite, assessing the subsurface soil
conditions, and SMUD did not guarantee the soil report's accuracy and would make no additional
payments or accept any claims if the soil conditions were different from those assumed by
Condon–Johnson; (3) SMUD's quotation of the final **855  paragraph in SC–10 in a letter to
Condon–Johnson dated October 11, 2002, in response to Condon–Johnson's request for equitable
adjustment to the contract based on changed conditions; and (4) SMUD's reference to Condon–
Johnson's failure to adequately investigate the subsurface soil conditions in letters to Condon–
Johnson dated November 1, 2002, and November 7, 2002.


With this information excised from the exhibits, Condon–Johnson prevailed at trial and obtained a
jury verdict of $1,265,166. The court awarded Condon–Johnson $265,165 in prejudgment interest
and $105,190.79 in costs on the contract, negligent misrepresentation and negligent failure to
disclose claims, and entered judgment in favor of Condon–Johnson for $1,635,421.79.


SMUD filed a timely notice of appeal from the judgment and on appeal argues the trial court erred
as a matter of law in interpreting section 7104 to preclude evidence of the disclaimers. We will
affirm the judgment.


DISCUSSION


The sole issue on appeal is whether the trial court abused its discretion in granting the motions
in limine and in excluding evidence of the disclaimers in the contract regarding the subsurface
conditions at the jobsite.


*1392  SMUD does not claim the judgment otherwise is in error. In particular SMUD does not
claim that Condon–Johnson did not draw a fair inference from the representations and soil boring
information in the contract as to the actual subsurface conditions at the jobsite.
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So framed the case turns on the meaning of the term “indicated” in section 7104, as incorporated
in the changed conditions provisions of the contract, and on the construction of the contract in the
light of that meaning. 8


8 As noted above, the trial court excluded the disclaimers on the contract claim on the ground they were in violation of section 7104
and excluded the disclaimers on the noncontract claims to avoid confusing the jury. In view of our resolution of the case under section
7104 we have no occasion to consider the noncontract claims separately.


I


Standard Of Review


[1]  At the outset SMUD argues we should review the court's rulings on the in limine motions
pursuant to a de novo standard of review, while Condon–Johnson argues for an abuse of discretion
standard. On this point we agree with SMUD.


[2]  [3]  [4]  “A motion in limine is made to exclude evidence before the evidence is offered at
trial, on grounds that would be sufficient to object to or move to strike the evidence. The purpose
of a motion in limine is ‘to avoid the obviously futile attempt to “unring the bell” in the event a
motion to strike is granted in the proceedings before the jury.’ ” (Edwards v. Centex Real Estate
Corp. (1997) 53 Cal.App.4th 15, 26, 61 Cal.Rptr.2d 518.) Generally, a trial court's ruling on an in
limine motion is reviewed for abuse of discretion. (Piedra v. Dugan (2004) 123 Cal.App.4th 1483,
1493, 21 Cal.Rptr.3d 36.) However, when the issue is one of law, we exercise de novo review.
(Siegel v. Anderson Homes, Inc. (2004) 118 Cal.App.4th 994, 1000, 13 Cal.Rptr.3d 462.)


Condon–Johnson's first in limine motion sought to exclude evidence of the disclaimers on
the breach of contract claim because the disclaimers violated section 7104. The second in
limine motion sought to exclude the same evidence on the alternative claims of negligent
misrepresentation **856  and negligent concealment based on an argument the disclaimers could
not be relied on to rebut these claims.


Since the validity of the in limine motions turns on the meaning of “indicated” in section 7104,
subdivision (a)(2), a question of statutory construction, it tenders a question of law to be reviewed
by us de novo. (See fn. 8, supra.)


*1393  II
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Section 7104


[5]  SMUD claims the disclaimers must be read together with the substantive provisions of the
contract in order to determine what was indicated. The answer turns on the meaning of the term
“indicated” in section 7104. 9


9 Section 7104 currently provides in full:
“Any public works contract of a local public entity which involves digging trenches or other excavations that extend deeper than four
feet below the surface shall contain a clause which provides the following:
“(a) That the contractor shall promptly, and before the following conditions are disturbed, notify the local public entity, in writing,
of any:
“(1) Material that the contractor believes may be material that is hazardous waste, as defined in Section 25117 of the Health and Safety
Code, that is required to be removed to a Class I, Class II, or Class III disposal site in accordance with provisions of existing law.
“(2) Subsurface or latent physical conditions at the site differing from those indicated by information about the site made available
to bidders prior to the deadline for submitting bids.
“(3) Unknown physical conditions at the site of any unusual nature, different materially from those ordinarily encountered and
generally recognized as inherent in work of the character provided for in the contract.
“(b) That the local public entity shall promptly investigate the conditions, and if it finds that the conditions do materially so differ,
or do involve hazardous waste, and cause a decrease or increase in the contractor's cost of, or the time required for, performance of
any part of the work shall issue a change order under the procedures described in the contract.
“(c) That, in the event that a dispute arises between the local public entity and the contractor whether the conditions materially differ,
or involve hazardous waste, or cause a decrease or increase in the contractor's cost of, or time required for, performance of any part
of the work, the contractor shall not be excused from any scheduled completion date provided for by the contract, but shall proceed
with all work to be performed under the contract. The contractor shall retain any and all rights provided either by contract or by law
which pertain to the resolution of disputes and protests between the contracting parties.”


Under section 7104, subdivision (b), SMUD was required to issue a change order increasing
the payments to Condon–Johnson when the subsurface conditions materially differed from those
“indicated” in the contract. (§ 7104, subds. (a)(2) & (b).) The section was enacted in 1989 and
was preceded in 1967 by two California Supreme Court cases that addressed the standard for
determining what representations concerning subsurface conditions in a public works contract may
be relied upon by the contractor in making a bid. (Stats.1989, ch. 330, § 1; E.H. Morrill Co. v.
State of California (1967) 65 Cal.2d 787, 56 Cal.Rptr. 479, 423 P.2d 551; Wunderlich v. State of
California (1967) 65 Cal.2d 777, 56 Cal.Rptr. 473, 423 P.2d 545.)


In Wunderlich the state was made liable in the trial court for breach of an implied warranty
regarding the quantity of gravel that could be obtained from *1394  a gravel pit for use in the
construction of a highway, predicated upon inferences as to the quantity of the gravel drawn from
averaging two test borings of the pit by the state. The Supreme Court reversed the judgment saying
that, while the test borings accurately stated the proportion of sand to gravel found, the state made
“no representation **857  as to quantities [of gravel] in the source, or that a consistent proportion
of materials would be found throughout the source.” (65 Cal.2d at p. 783, 56 Cal.Rptr. 473, 423
P.2d 545; see also Warner Const. Corp. v. City of Los Angeles (1970) 2 Cal.3d 285, 291–292,
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85 Cal.Rptr. 444, 466 P.2d 996.) The contract expressly disclaimed “any representation as to the
quantity of materials” in the source. (Wunderlich, supra, at p. 785, 56 Cal.Rptr. 473, 423 P.2d 545.)


E.H. Morrill, decided on the same day by the Wunderlich author, said of that case “that the
state is not liable for conclusions drawn by a bidder when the state has done little more than
represent the results of its investigations and the bidder knew or should have known of the factual
bases of the representations.... [T]here was no positive assertion of fact as to [the subsurface]
condition; in addition, the very section in which the statement was made was prefaced by a
reference to disclaimer provisions that clearly sought to avoid the state's responsibility for the
factual conclusion which the contractor chose to deduce from the statement.” (65 Cal.2d at p. 791,
56 Cal.Rptr. 479, 423 P.2d 551.)


Of significance for the meaning of “indicated” in section 7104, the court in Wunderlich said “
‘[t]he borings were merely indications ... from which deductions might be drawn as to actual
conditions....' ” (65 Cal.2d at p. 784, 56 Cal.Rptr. 473, 423 P.2d 545, citation omitted.) The court
said an implied warranty extended only to the accuracy of the borings and not to deductions drawn
from them. (Id. at p. 785, 56 Cal.Rptr. 473, 423 P.2d 545.)


By contrast, in E.H. Morrill Co. the contract provided that “[b]oulders which may be encountered
in the site grading and other excavation work on the site vary in size from one foot to four feet
in diameter. The dispersion of boulders varies from approximately six feet to twelve feet in all
directions, including the vertical.” (65 Cal.2d at pp. 789–790, 56 Cal.Rptr. 479, 423 P.2d 551.)
The court said these were “positive assertion[s] of fact” from which the contractor could calculate
the quantity of material and “ ‘[are] not overcome by the general clauses requiring the contractor,
to examine the site ... [and] to assume responsibility for the work.’ ” (Id. at p. 793, 56 Cal.Rptr.
479, 423 P.2d 551, citation omitted.)


*1395  Wunderlich and Morrill thus distinguished between “positive assertion[s] of fact” and
“indications,” information from which an inference of the actual subsurface conditions may be
drawn. Thus, when the Legislature enacted section 7104 in 1989 and used the word “indicated,”
the past tense of “indications,” rather than “positive assertions” it selected a term recognized
in the cases as referring to information “from which deductions might be drawn as to actual
conditions....” It follows that section 7104 establishes, as the public policy of California, that a
contractor may draw reasonable deductions from the “indications” in a contract of the subsurface
conditions that might be found at the site.


“The crucial question is ... one of justified reliance.” (Wunderlich, supra, 65 Cal.2d at p. 783, 56
Cal.Rptr. 473, 423 P.2d 545.) Upon what information provided by a public entity can a contractor
bidding on a local public works project rely in making a bid? The nature and accuracy of the
information provided by the public entity manifestly bears on the risks to be undertaken by the
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bidder. To that extent the risk affects the amount of the bid. The more risk the greater the bid.
Accordingly, it is to a public entities' advantage to provide information upon which the bidder can
rely in order to obtain the lowest qualified bid. (See Gibbs & Hunt, California **858  Construction
Law (16th ed.2000) § 6.11, p. 240.)


It is apparent that the Legislature has allocated the risks between public entity and contractor in
enacting section 7104, subdivision (a)(2) as a matter of public policy. That is manifest not only
in determining the measure of reliability as that “indicated” in the contract but also in placing the
risk of unknown and unusual conditions upon the public entity in subdivision (a)(3).


III


The Subsurface Conditions Indicated


[6]  The question is whether the SMUD contract “indicated” the subsurface conditions from which
the contractor might draw a reasonable deduction of the actual conditions at the site of the work,
thereby requiring SMUD to comply with section 7104, subdivision (b).


Determining whether the contract and related documents indicated the subsurface conditions at the
jobsite, within the meaning of section 7104, subdivision (b), is a matter of contract interpretation
and thus presents a question of law which may be decided by this court for itself. (See Parsons
v. Bristol Development Co. (1965) 62 Cal.2d 861, 865, 44 Cal.Rptr. 767, 402 P.2d 839 [it is
“solely a judicial function to interpret a written instrument unless the interpretation turns upon the
credibility of extrinsic evidence”].) *1396  However, since the changed conditions clause of the
contract incorporates the provisions of section 7104, subdivision (b), the ultimate question is one
of statutory construction.


As noted the contract provided that “[t]he District has completed compression testing on two
samples from the M–2 boring, at 20.0 and 25.7 feet. These tests were completed to give additional
information as to what may be expected in the pier drilling. These samples were selected, by the
District, on the basis of visually appearing to be the most competent core samples in the M–1 and
M–2 recovery.” The contract explained the purpose of providing the compression testing results.
“It is the inten[t]ion of the District to provide the soil boring information for the p[ur]pose of
determining what type [of] rock may be encountered and not for determining the profile of backfill
to rock.” The references to the “type [of] rock [that] may be encountered” and “information as to
what may be expected in the pier drilling” obviously mean the type of rock to be encountered in
the performance of the work, i.e., the type of rock at the jobsite.
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Although the test borings were made “adjacent to the jobsite,” the representations made in the
contract justified Condon–Johnson in inferring that such rock would also be found at the jobsite
and could be relied upon in making its bid.


SMUD's argument is that the disclaimers should be taken into account in reading the contract.
While that may be true if the disclaimer aids in the construction of that indicated regarding the test
borings, it does not if the disclaimer conflicts with that indicated.


SMUD argues, in effect, that the disclaimers trump what the contract asserts the contractor may
encounter or may expect to find at the jobsite, that what is “indicated” should not be taken into
account in the bidding. SMUD says that “under the Contract, the successful bidder, Condon–
Johnson, had the sole responsibility for determining the subsurface conditions at the specific
location of the Project” no matter what the contract otherwise provided. That is also the point made
by our dissenting colleague.


However, even under the law preceding the adoption of section 7104, a general **859  disclaimer
could not overcome positive assertions of fact regarding subsurface conditions upon which the
contractor was entitled to rely. (See E.H. Morrill Co., supra, 65 Cal.2d at p. 793, 56 Cal.Rptr.
479, 423 P.2d 551.) Adjusting the Morrill analysis to substitute the required statutory standard
of “indicated” for positive assertions of fact, the disclaimer in this case is precisely the kind of
general disclaimer condemned in the Morrill case.


*1397  The contract provides that “[i]t is the sole responsibility of the Contractor to evaluate
the jobsite and make his own technical assessment of subsurface soil conditions for determining
the proposed drilling process, equipment and make his own financial impact assessment
prior to bidding. The District makes no guarantees for the soil reports accuracy, findings or
recommendations. The District will make no additional compensation or payments, nor will
it accept any claims if the subsurface soil conditions are different than that assumed by the
Contractor.”


This language says that contractors cannot rely upon the soil boring information contrary to
the stated purpose of the contract “to provide the soil boring information for the p[ur]pose of
determining what type [of] rock may be encountered” and contrary to the implication that they may
“acquaint themselves” with the information for the purpose of assessing the costs of the project.
But, of course, it is the very purpose of the information provided, or in the language of section
7104—“indicated,” to assist the contractor in making a bid.


To disclaim what is “indicated” runs counter to the requirements of section 7104 and its
embodiment in the changed conditions provision of the contract, that if the subsurface physical
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conditions materially differ from that indicated in the contract, the public entity shall issue a change
order effecting a change in the bid price.


Lastly, SMUD argues that the contract provides that contractors must “acquaint themselves with all
available information” and the failure to do so will not relieve them of the responsibility of properly
assessing the costs of the work. However, this does not rule out Condon–Johnson's reliance on the
boring information since that is part of the information which it must consider in making a bid. It
is only the failure to do so that does not relieve the contractor of responsibility.


DISPOSITION


The judgment is affirmed. Condon–Johnson shall recover its costs on appeal. (Cal. Rules of Court,
rule 8.276.)


CANTIL–SAKAUYE, J., concurs.


ROBIE, J.
With regard to part III of the Discussion in the majority opinion and the disposition, I respectfully
dissent.


*1398  As the majority recognizes, the crucial question here in determining whether Sacramento
Municipal Utility District (SMUD) breached its contract with Condon–Johnson & Associates Inc.
(Condon–Johnson) is whether the subsurface conditions Condon–Johnson encountered at the job
site were different than those “indicated” by SMUD, which, of course, requires a determination
of whether SMUD “indicated” anything at all in its contract about subsurface conditions at the
site. SMUD contends the disclaimers are essential to determining what, if anything, the contract
“indicated” about subsurface conditions at the site. I agree.


One of the most fundamental principles of contract interpretation is that “[t]he whole of a contract
is to be taken together, so as to give effect to every part, if reasonably practicable, each clause
helping to interpret the other.” (Civ.Code, § 1641; see also id., § 3541 [“An interpretation **860
which gives effect is preferred to one which makes void”].) Thus, in construing the SMUD contract
to determine what, if anything, it “indicated” about subsurface conditions at the site, we are
required to make every effort reasonably possible to give meaning and effect to every clause in the
contract. (See Bank of Stockton v. Diamond Walnut Growers, Inc. (1988) 199 Cal.App.3d 144, 158,
244 Cal.Rptr. 744 [“We read the contract as a whole, giving effect, if reasonably practicable, to
every part.... Apparent repugnancy must be reconciled, if possible, by an interpretation that gives
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some effect to the repugnant clauses, subordinate to the general intent and purpose of the whole
contract” (citations omitted).].)


Unfortunately, the trial court failed to heed that rule (hence this appeal), and the majority in this
court now follows suit. Essentially, in determining what the contract “indicated” about subsurface
conditions at the site, the majority reads what SMUD communicated in the contract about the
results of its subsurface investigation 10  in isolation from the surrounding contract language. Only
after satisfying itself that SMUD's test results were intended to “indicate” the type of rock at the job
site does the majority consider the disclaimer language that follows only two paragraphs later, at
the end of the very same section (headed “Subsurface Investigation ”), beginning on the very same
page. Of course, having already decided what the contract “indicated” about subsurface conditions,
it is a foregone conclusion that the majority will reject the disclaimer as being in conflict with
those “indications.”


10 SMUD obtained two core samples (M–1 and M–2) from locations “along the penstock, adjacent [to] the jobsite,” but “closer to the
powerhouse than the proposed pier locations.” SMUD then performed compression tests on two samples from the M–2 boring and
communicated those test results to potential bidders in the contract. The core samples themselves were also to be made available
for viewing during the prebid site visit.


*1399  In my view, what the law requires us to do is attempt to reconcile the paragraph setting
forth the test results and the disclaimer language that follows, if possible, in determining what
the contract “indicated” about subsurface conditions. In doing this, it is important to understand
the impact of the changed conditions provisions required by Public Contract Code section 7104.
Essentially, those provisions require the public entity to guarantee the existence of whatever
subsurface conditions are “indicated” in the contract. If the conditions encountered are materially
different from those “indicated,” resulting in an increase in the cost of the work, then the public
entity must pay that increased cost.


It seems self-evident to me that the very purpose of a disclaimer like the one contained in the
“Subsurface Investigation” section of the SMUD contract is to protect the public entity from the
risk of having to pay any such increased cost by ensuring that the contract does not “indicate”
anything about subsurface conditions at the site. Thus, while disclosing what information it has
about the subsurface conditions that may be found at the site, the public entity goes on to disclaim
any intent to actually “indicate” what subsurface conditions will, in fact, be found there. This is
not inconsistent with Public Contract Code section 7104, because the contract still contains the
changed circumstances provision required by that statute; the public entity has simply ensured that
provision will not be triggered because the public entity is not “indicating” what the subsurface
conditions are at the site.


**861  In my view, that is the only reasonable reading of the SMUD contract under the
circumstances, if we are (as required by law) to read the contract as a whole. Although the
“Subsurface Investigation” section of the contract provides “soil boring information [drawn from
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locations near, but not at, the job site] for the p[ur]pose of determining what type [of] rock may
be encountered,” that section also makes clear that “[i]t is the sole responsibility of the Contractor
to evaluate the jobsite and make his own technical assessment of subsurface soil conditions
for determining the proposed drilling process, equipment and make his own financial impact
assessment prior to bidding.” The same section of the contract goes on to make clear that “[t]he
District makes no guarantees for the soil reports accuracy, findings or recommendations” and “will
make no additional compensation or payments, nor will it accept any claims if the subsurface soil
conditions are different from that assumed by the Contractor.” Read together, these provisions
provide the bidders information about what subsurface conditions may exist at the site, but do
not “indicate” the actual conditions for purposes of the changed conditions provision required by
Public Contract Code section 7104.


*1400  This conclusion is consistent with prior California law on the subject. (See Wunderlich
v. State of California (1967) 65 Cal.2d 777, 784–786, 56 Cal.Rptr. 473, 423 P.2d 545 [where a
section of the contract suggested that samples taken from a pit contained suitable materials, but
the same section contained direct references to disclaimer paragraphs and to a specific disclaimer
of the attributes of the source allegedly warranted, the disclaimer provisions controlled and there
was no positive representation on which the contractor could justifiably rely].)


Relying on E.H. Morrill Co. v. State of California (1967) 65 Cal.2d 787, 56 Cal.Rptr. 479, 423 P.2d
551—a case decided the same day as Wunderlich—the majority contends “a general disclaimer
[cannot] overcome assertions regarding subsurface conditions upon which the contractor [i]s
entitled to rely.” However, the facts of E.H. Morrill Co. are readily distinguishable from the facts
here, and the distinction only serves to prove why the majority's interpretation of SMUD's contract
is incorrect.


The contract at issue in E.H. Morrill Co. contained a “SPECIAL SITE CONDITIONS” clause
that informed the contractor in relevant part as follows: “Boulders which may be encountered
in the site grading and other excavation work on the site vary in size from one foot to four feet
in diameter. The dispersion of boulders varies from approximately six feet to twelve feet in all
directions, including the vertical.” (E.H. Morrill Co. v. State of California, supra, 65 Cal.2d at pp.
789–790, 56 Cal.Rptr. 479, 423 P.2d 551, italics omitted.) There was also a general disclaimer in
another part of the contract purporting to disclaim liability for “ ‘additional compensation for any
obstacles or difficulties due to surface or subsurface conditions actually encountered.’ ” (Id. at p.
790, 56 Cal.Rptr. 479, 423 P.2d 551.)


The trial court sustained “the state's demurrer to a complaint for damages for the costs of
performing additional subsurface rock excavation pursuant to the contract” on the ground that,
because of the disclaimer, “the state as a matter of law could not be deemed to have warranted the
condition of the job site by its representations in [the ‘SPECIAL SITE CONDITIONS' clause].”
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(E.H. Morrill Co. v. State of California, supra, 65 Cal.2d at pp. 789–790, 56 Cal.Rptr. 479, 423 P.2d
551.) On review, the Supreme Court determined **862  that the trial court erred in construing the
general disclaimer provision “to be as a matter of law an effective disclaimer of the representation
of site conditions in [the ‘SPECIAL SITE CONDITIONS' clause].” (Id. at p. 791, 56 Cal.Rptr.
479, 423 P.2d 551.) The court distinguished Wunderlich by noting that in that case “there was
no positive assertion of fact as to condition; in addition, the very section in which the statement
[of condition] was made was prefaced by a reference to disclaimer provisions *1401  that clearly
sought to avoid the state's responsibility for the factual conclusion which the contractor chose to
deduce from the statement.” (E.H. Morrill Co. v. State of California, supra, 65 Cal.2d at p. 791,
56 Cal.Rptr. 479, 423 P.2d 551.)


Later, the court emphasized this point, as follows: “It appears from the opinion in Wunderlich
that disclamatory provisions may be considered in determining whether the statement alleged
to constitute a warranty of condition is so in fact, especially when the statement is not cast in
the form of a positive assertion of fact. [Citation.] In the instant case, however, nothing in [the
‘SPECIAL SITE CONDITIONS' clause], which purports to make a positive assertion of fact as
distinguished from Wunderlich, in any way draws the attention of the bidder to the purported
disclaimer [elsewhere in the contract]. Although, of course, the contract must be read as a whole,
the absence of any cross-reference may be of significance in a determination by the finder of
fact whether [the general disclaimer] would justify the bidder in relying upon the unqualified
representation of specified site conditions. It ‘would be going quite too far to interpret the general
language of the other [sections of the contract] as requiring independent investigation of facts
which the specifications furnished by the government as basis of the contract left in no doubt.... In
its positive assertion of the nature of this much of the work [the government] made a representation
upon which the claimants had a right to rely without an investigation to prove its falsity.’ ... [¶] ...
Accordingly, the language in [the general disclaimer provision] requiring the bidder to ‘satisfy
himself as to the character ... of the surface and subsurface materials or obstacles to be encountered’
cannot be relied upon to overcome those representations as to materials and obstacles which the
state positively affirms in [the ‘SPECIAL SITE CONDITIONS' clause] not to exist....” (E.H.
Morrill Co. v. State of California, supra, 65 Cal.2d at pp. 792–793, 56 Cal.Rptr. 479, 423 P.2d
551, italics omitted.)


In my view, the facts of this case are comparable to those in Wunderlich and not to those in E.H.
Morrill Co. The soil boring information in the “Subsurface Investigation” section of the SMUD
contract did not amount to a “positive assertion of fact” as to the subsurface conditions to be
encountered at the job site, like the state's representations about the size and dispersion of boulders
in E.H. Morrill Co. Indeed, the SMUD contract specifically noted that the core samples SMUD
tested were from a location “adjacent to the jobsite” and that those samples were tested “to give
additional information as to what may be expected in the pier drilling.” (Italics added.) Moreover,
unlike the state in E.H. Morrill Co., SMUD does not rely on a general disclaimer contained in an
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entirely different part of the contract to escape liability for additional costs, but instead relies on a
specific disclaimer contained in the very same provision as the representations about its subsurface
investigation, similar to the situation in Wunderlich.


*1402  Based on the foregoing analysis, I conclude that to give effect to every part of the contract,
it must be read as a matter of **863  law as not “indicating” any particular subsurface conditions
at the job site. Thus, I would reverse the judgment in favor of Condon–Johnson.


All Citations


149 Cal.App.4th 1384, 57 Cal.Rptr.3d 849, 07 Cal. Daily Op. Serv. 4293, 2007 Daily Journal
D.A.R. 5419
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115 N.M. 590
Supreme Court of New Mexico.


DONA ANA SAVINGS AND LOAN ASSOCIATION, F.A., a federally
chartered savings and loan association, Plaintiff–Appellant,


v.
James DOFFLEMEYER, a single man, et al., Defendants–Appellees.


No. 20561.
|


June 22, 1993.


Synopsis
Judgment creditor sought to garnish debtor's funds and two annuities which were purchased with
nonexempt assets in contemplation of debtor's bankruptcy. The District Court, Dona Ana County,
Robert E. Robles, J., held that funds were exempt and dismissed creditor's writ of garnishment.
Creditor appealed. The Supreme Court, Frost, J., held that: (1) Uniform Fraudulent Transfer
Act and exemption statutes should be construed together; (2) whether debtor's conversion of
nonexempt funds were fraudulent conveyances was fact question; and (3) purposeful conversion
of nonexempt into exempt funds immediately prior to threatened execution by creditor is not
fraudulent per se.


Reversed and remanded.


Ransom, C.J., dissented and filed opinion.


West Headnotes (10)


[1] Statutes Language and intent, will, purpose, or policy
Statutes Plain Language;  Plain, Ordinary, or Common Meaning
In interpreting statute, court not only looks to plain meaning of language employed, but
also to object of legislation.


8 Cases that cite this headnote


[2] Statutes Construction in View of Effects, Consequences, or Results
Statutes Unintended or unreasonable results;  absurdity
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Interpretation of statutes must be consistent with legislative intent, and construction must
not render statute's application absurd, unreasonable, or unjust.


7 Cases that cite this headnote


[3] Fraudulent Conveyances Purchase of exempt property or homestead
Object of statutes exempting pension or retirement fund and cash surrender value of life
policy or annuity contract from judgment creditor is not to allow judgment debtor to find
shelter in statutes by perpetrating fraud upon creditors. NMSA 1978, §§ 42–10–2, 42–
10–3.


2 Cases that cite this headnote


[4] Fraudulent Conveyances Purchase of exempt property or homestead
Noninclusive enumeration of factors contained in Uniform Fraudulent Transfer Act are to
be considered when determining whether pension or retirement funds or cash surrender
value of life policy or annuities which would otherwise be exempt from attachment should
be set aside as result of voidable transfer. NMSA 1978, §§ 42–10–2, 42–10–3, 56–10–
18, 56–10–19.


3 Cases that cite this headnote


[5] Statutes Other Statutes
Statutes are not meant to be construed in isolation, but in conjunction with general body
of law as whole.


1 Cases that cite this headnote


[6] Statutes Other Statutes
When two statutes can be construed together to preserve purposes sought to be obtained
by both, statutes should be so construed as long as no contradiction would result.


1 Cases that cite this headnote


[7] Judgment Tort cases in general
Whether judgment debtor's conversion of nonexempt funds to purchase exempt annuities
was done with intent to defraud creditor in violation of Uniform Fraudulent Transfer Act
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was fact question precluding summary judgment. NMSA 1978, §§ 42–10–2, 42–10–3,
56–10–18, 56–10–19.


7 Cases that cite this headnote


[8] Exemptions Pension and retirement funds and accounts
Funds to purchase annuity and life policies exempt from attachment by judgment creditor
as retirement or pension funds need not originate from designated employment-related
retirement or pension fund to qualify for exemption. NMSA 1978, §§ 42–10–2, 42–10–3.


1 Cases that cite this headnote


[9] Fraudulent Conveyances Purchase of exempt property or homestead
Purposeful conversion of nonexempt funds into exempt funds immediately prior to
bankruptcy or threatened execution by judgment creditor is not fraudulent per se; it is only
one indication of fraud. NMSA 1978, §§ 42–10–2, 42–10–3, 56–10–18, 56–10–19.


2 Cases that cite this headnote


[10] Fraudulent Conveyances Intent to Defraud Pre-Existing Creditors
To defeat exemptions from attachment by judgment creditor for retirement funds, there
must be showing of intent to defraud creditors consistent with Uniform Fraudulent
Transfer Act. NMSA 1978, §§ 42–10–2, 42–10–3, 56–10–18, 56–10–19.


2 Cases that cite this headnote


Attorneys and Law Firms


**1055  *591  Miller, Stratvert, Torgerson & Schlenker, Joel T. Newton, Las Cruces, for plaintiff-
appellant.


Lloyd O. Bates, Jr. Law Firm, Kyle W. Gesswein, Las Cruces, for defendants-appellees.
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FROST, Justice.


{1} This matter comes before us on appeal from an order granting summary judgment in
favor of the defendants/appellees and against the plaintiff/appellant Dona Ana Savings & Loan
Association (“DASL”). DASL held deficiency judgments against James Dofflemeyer, and it
attempted to execute on the judgments by garnishing his funds in two annuities. In the district
court, Dofflemeyer claimed that the annuity funds were exempt from attachment under NMSA
1978, Sections 42–10–2 and –3 (Cum.Supp.1992). The district court found that the funds were
exempt and dismissed DASL's writ of garnishment. DASL appeals, and we reverse and remand
with instructions.


FACTS


{2} In the return of DASL's initial writ of execution, Dofflemeyer attached a Claim of Exemptions
form listing a certificate of deposit in the amount of $54,000.00. Before DASL could garnish
this asset, however, Dofflemeyer liquidated it and used the proceeds to purchase one of his two
annuities. In addition, he sold certain real estate to his sister and used the proceeds to purchase
the other annuity. The record shows that Dofflemeyer purchased the annuities in contemplation of
bankruptcy and in furtherance of his need for an immediate source of monthly income. He listed
his sister, who was also his business partner, as beneficiary under both annuities.


**1056  *592  ISSUES


{3} While he expressed concern about whether Dofflemeyer's claim of exemption on the annuities
was legitimate, the trial judge found that the clear language and plain meaning of the statutes
compelled him to allow the exemptions and to dismiss DASL's writ of garnishment with regard
to the two annuities. On appeal, DASL claims that the annuities are not exempt from garnishment
under Sections 42–10–2 and –3. DASL argues that the district court erred by not going beyond the
face of the statutes to construe their purpose. A strict or literal reading of the statute, according to
DASL, defeats the intended object of the legislation and operates an injustice. DASL claims that
going beyond a cursory review of the statute, it is apparent that the statutes do not allow a debtor
to shield funds from creditors on the eve of execution.


{4} Dofflemeyer, on the other hand, claims that he simply was providing himself with retirement
funds as a self-employed person, which is proper under the statutes. According to Dofflemeyer, the
statutes clearly provide exemptions for annuities and retirement funds, and thus it is unnecessary
to look beyond the plain meaning of the statute.
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{5} In addition to the annuities, DASL notes that it filed a writ of garnishment against monies
owed to Dofflemeyer by a third party to which he also claimed exemption. While pointing this
out, however, DASL does not allege any error in this claimed exemption, nor does it request any
relief as to this claim by Dofflemeyer. In addition, the district court did not address this issue in
its decision to allow the exemptions. Accordingly, we will consider only the issue of whether the
annuity funds are exempt under Sections 42–10–2 and –3.


DISCUSSION


{6} Section 42–10–2 states that:


any interest in or proceeds from a pension or retirement fund of every person
supporting only himself is exempt from ... attachment, execution or foreclosure
by a judgment creditor.


NMSA 1978, § 42–10–2 (Cum.Supp.1992). Section 42–10–3 states:


The cash surrender value of any life insurance policy, the withdrawal value
of any optional settlement, annuity contract or deposit with any life insurance
company, all weekly, monthly, quarterly, semiannual or annual annuities,
indemnities or payments of every kind from any life, accident or health insurance
policy, annuity contract or deposit heretofore or hereafter issued upon the life of
a citizen or resident of the state of New Mexico, or made by any such insurance
company with such citizen, upon whatever form and whether the insured or the
person protected thereby has the right to change the beneficiary therein or not,
shall in no case be liable to attachment, garnishment or legal process in favor
of any creditor of the person whose life is so insured or who is protected by
said contract, or who receives or is to receive the benefit thereof, nor shall it be
subject in any other manner to the debts of the person whose life is so insured,
or who is protected by said contract or who receives or is to receive the benefit
thereof, unless such policy, contract or deposit be taken out, made or assigned
in writing for the benefit of such creditor.
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Section 42–10–3. In this case, DASL claims that Dofflemeyer essentially transmuted one form
of nonexempt funds into another form of nonexempt funds, or that he fraudulently converted
nonexempt funds into exempt funds. Dofflemeyer asserts that the district court found that there
was no evidence of abuse or fraud on his part and that the plain meaning of the statutes allows
for the exemptions.


[1]  [2]  {7}In interpreting a statute, a court not only looks to the plain meaning of the language
employed, but also to the object of the legislation. See Miller v. New Mexico Dep't of Transp.,
106 N.M. 253, 254, 741 P.2d 1374, 1375 (1987); see also D'Avignon v. Graham, 113 N.M. 129,
131, 823 P.2d 929, 931 (Ct.App.1991) (noting that formalistic and mechanistic interpretations of
statutes have been rejected). Our interpretation of statutes must be consistent with **1057  *593
legislative intent, and our construction must not render a statute's application absurd, unreasonable,
or unjust. City of Las Cruces v. Garcia, 102 N.M. 25, 26–27, 690 P.2d 1019, 1020–21 (1984).


[3]  {8}We hold that the object of the exemption statutes quoted above is to allow for exemptions
in certain funds, but that it does not allow a debtor to find shelter in these statutes by perpetrating
a fraud upon his or her creditors. On their face, the statutes allow for unlimited exemptions for life
insurance, annuities, and pension and retirement funds. At least one judge, however, has noted the
potential for abuse of the legitimate exemptions under the statutes. See In re Zouhar, 10 B.R. 154,
157 (Bankr.D.N.M.1981). The legislature did not intend “that these generous provisions should be
prostituted to the encouragement of extravagance, and the evasion of just indebtedness....” New
Mexico Nat'l Bank v. Brooks, 9 N.M. 113, 129, 49 P. 947, 952 (1897). We believe, and the record
shows, that DASL presented evidence that demonstrates the possibility of abuse and which at least
escapes dismissal on summary judgment. See SCRA 1986, 1–056 (Repl.Pamp.1992); Koenig v.
Perez, 104 N.M. 664, 665, 726 P.2d 341, 342 (1986) (summary judgment is proper only if there is
no genuine issue of material fact and moving party is entitled to judgment as a matter of law).


[4]  {9}To determine whether a debtor fraudulently converted nonexempt assets into exempt
assets, we turn to the Uniform Fraudulent Transfer Act. See NMSA 1978, §§ 56–10–14 to –25
(Cum.Supp.1992). The Uniform Fraudulent Transfer Act is a revision of the Uniform Fraudulent
Conveyance Act 1  with “conveyance” being replaced with “transfer” in recognition of the Act's
applicability to transfers of personal property as well as real property. See 7A Uniform Laws
Ann., Business & Financial Laws at 640 (1985) ( “ULA”). Sections 56–10–18 and –19 of our
Uniform Fraudulent Transfer Act 2  are essentially a recodification of Sections 56–10–7 and –4
of our Uniform Fraudulent Conveyance Act, which voided transfers made as a result of either
constructive or actual fraud. See Western Prod. Credit Ass'n v. Kear, 104 N.M. 494, 495, 723
P.2d 965, 966 (1986) (construing Uniform Fraudulent Conveyance Act); First Nat'l Bank in
Albuquerque v. Abraham, 97 N.M. 288, 292, 639 P.2d 575, 579 (1982) (same). Accordingly, the
noninclusive enumeration of factors contained in Sections 56–10–18 and –19 are to be considered
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when determining whether the funds that ordinarily would be exempt from attachment under
Sections 42–10–2 and –3 should be set aside as the result of a voidable transfer.


1 See NMSA §§ 56–10–1 to –13 (Repl.Pamp.1986) (the old Uniform Fraudulent Conveyance Act).


2 Sections 4 and 5 of the Uniform Act were codified as Sections 56–10–18 and –19 in our Code. See ULA at 652–58.


[5]  [6]  {10}Our statutes were not meant to be construed in isolation, but in conjunction with the
general body of the law as a whole. Reese v. Dempsey, 48 N.M. 417, 423, 152 P.2d 157, 161 (1944).
The fact that different statutes are found in different parts of our New Mexico Statutes Annotated
does not mean that they cannot or should not be construed together. When two statutes can be
construed together to preserve the purposes to be obtained by both, they should be so construed as
long as no contradiction would result. State ex rel. State Park & Recreation Comm'n v. New Mexico
State Auth., 76 N.M. 1, 29, 411 P.2d 984, 1004 (1966). We believe that the Uniform Fraudulent
Transfer Act and the exemption statutes should be construed together to obtain the purposes of
both.


[7]  {11}Dofflemeyer's purchase of the annuities when his creditors were in “hot pursuit,” his
apparent admission to his broker that the purchase was a preliminary step into bankruptcy, and his
request for an immediate source of income from his threatened nonexempt funds all raise a genuine
issue of material fact as to whether his conversion of nonexempt funds, which were in imminent
danger of attachment, was done with the intent to defraud **1058  *594  DASL. On the other
hand, it may very well be true that Dofflemeyer legitimately sought a source for retirement funds
or life insurance. In any event, it is our holding today that the conversion of nonexempt funds into
funds that are ordinarily exempt under Sections 42–10–2 and –3 are not automatically protected
from attachment by creditors without an analysis of whether the transfer served the underlying
purpose of the exemption statutes and was not in furtherance of an intent to defraud creditors.


{12} DASL makes two additional arguments against Dofflemeyer's claim of exemption. First,
DASL claims that Dofflemeyer created what amounts to a self-settled spendthrift trust, which is
contrary to the common law governing trusts. As noted above, however, the legislature provided
for virtually unlimited exemptions for funds qualifying under Sections 42–10–2 and –3. We decline
to incorporate the common law on trusts into the exemption statutes as that would effectively
amount to rewriting the statutes, thus usurping the legislature's function. “Courts will not add
words except where necessary to make the statute conform to the obvious intent of the legislature,
or to prevent its being absurd.” State v. Nance, 77 N.M. 39, 46, 419 P.2d 242, 247 (1966), cert.
denied, 386 U.S. 1039, 87 S.Ct. 1495, 18 L.Ed.2d 605 (1967); see also State ex rel. Barela v. Board
of Educ., 80 N.M. 220, 222, 453 P.2d 583, 585 (1969) (courts not permitted to read into statute
language that is not there, especially when statute makes sense as written).


[8]  {13}Second, DASL claims that the exemptions fail because Dofflemeyer's annuities did not
originate from a recognized retirement or pension fund. DASL asserts that only an “interest in
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or proceeds from a pension or retirement fund ... is exempt from ... attachment, execution or
foreclosure by a judgment creditor.” Section 42–10–2. Simply calling the annuities “retirement
funds,” DASL argues, does not entitle them to protection under the exemption statutes. We do
not adopt DASL's restrictive view that Dofflemeyer's annuity funds must originate from some
designated employment-related retirement or pension fund to qualify for exemption under Section
42–10–2.


CONCLUSION


[9]  [10]  {14}A debtor may buy annuities and claim that they are exempt, but a debtor may not
claim an exemption that is a result of fraud and thus avoid creditors' claims by using Sections 42–
10–2 and –3 as a guise or ruse. To hold that a debtor automatically may find refuge in these statutes
on the eve of execution would render the statutes' application absurd, unreasonable, and unjust.
We emphasize, however, that the purposeful conversion of nonexempt funds into exempt funds
immediately prior to bankruptcy or threatened execution by a creditor is not fraudulent per se; it
is only one indicium of fraud and does not necessarily by itself make out a claim of fraudulent
conversion. See Zouhar, 10 B.R. at 156. To defeat the exemptions under the statutes here, there
must be a showing of an intent to defraud creditors and that showing must be consistent with the
provisions of the Uniform Fraudulent Transfer Act.


{15} We conclude that the district court's interpretation of the exemption statutes is consistent
with their plain meaning, but that a genuine issue of material fact exists as to whether Dofflemeyer
engaged in acts of fraudulent conversion under the Uniform Fraudulent Transfer Act. Accordingly,
we reverse the summary judgment and remand this case to the district court for a determination
consistent with this opinion of whether Dofflemeyer fraudulently converted his annuity funds from
nonexempt to exempt status.


{16} IT IS SO ORDERED.


BACA, MONTGOMERY and FRANCHINI, JJ., concur.


RANSOM, C.J., dissenting.


RANSOM, Chief Justice (dissenting).
{17} I respectfully dissent. Upon careful study of Dona Ana's briefs and exhibits supporting the
allegation of Dofflemeyer's intent to defraud, I fail to find sufficient **1059  *595  evidence to
raise a genuine issue of material fact. Clearly, in anticipation of Dona Ana's attempt to attach the
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nonexempt funds, Dofflemeyer simply transferred assets into exempt annuities for no purpose
other than retirement. In re Mueller, 71 B.R. 165 (D.Kan.1987), aff'd, 867 F.2d 568 (10th Cir.1989),
is instructive as to whether such a transfer of assets was fraudulent as to Dona Ana. There, the
court alluded to the common-law judicial exemption (developed before the bankruptcy act) that
was applied whenever a creditor challenged a transfer as a fraudulent conveyance. The exception
arose only for a creditor who had a “peculiar equity” in the assets converted to exempt property.
“Peculiar equities” exist either when converted funds are fraudulently procured from the creditor
or when the creditor has a lien on the assets used to procure the exempt property. Id. at 167. Dona
Ana has provided no evidence that the funds were fraudulently procured or that the annuities were
procured directly or indirectly by the sale of property on which it held a lien.


{18} It is now true that any creditor may challenge a transfer of assets under the Fraudulent
Transfer Act, but in determining intent to defraud, consideration must be given to the status of
the creditor seeking to challenge the transfer. If the creditor does not have a peculiar equity or
the transferor does not have an ulterior fraudulent purpose, more is required than just the fact that
the debtor acquired exempt retirement annuities in anticipation of a lien. See, e.g., In re Reed,
700 F.2d 986, 991 (5th Cir.1983) (noting that converting nonexempt assets into exempt assets is
frequently motivated by the intent to put those assets beyond the reach of the creditors (which is
the function of an exemption) and giving as an example of actual intent to defraud, a debtor who
on the eve of bankruptcy borrows money that he then immediately converts into exempt assets); In
re Barash, 69 B.R. 231 (Bankr.D.Kan.1986) (holding that because none of the nonexempt assets
used to reduce exempt homestead mortgage were obtained with funds procured from or secured
to a creditor and no other extrinsic evidence was shown of actual intent to defraud, transfer was
not fraudulent even though made just prior to filing of bankruptcy). But see In re Schwingle, 15
B.R. 291 (W.D.Wis.1981) (holding that actual intent to place property beyond reach of creditors
is fraudulent).


{19} The trial court already has made several uncontroverted findings that support Dofflemeyer's
claim that his transfer of non-exempt assets into exempt retirement annuities was legitimate and
with the intent to provide for his retirement rather than for some ulterior purpose:


5. Defendant Dofflemeyer is 77 years old and retired.


6. Dofflemeyer was self-employed and put aside for his retirement the funds that Dona Ana
seeks to garnish.


7. Dofflemeyer derives his income from Social Security and the annuities that Dona Ana seeks
to garnish.


8. Dofflemeyer's Social Security income is $700 per month and is not sufficient to pay his
medical expenses, taxes, auto expenses, food, clothing and utility expenses.
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9. Dofflemeyer receives $710 per month from the annuities that Dona Ana seeks to garnish.


10. Without the income from the retirement fund/annuities, Dofflemeyer would lack the
resources to continue his independent living existence.


11. Without the income from the retirement fund/annuities, Dofflemeyer would either be forced
on the public dole or would increase the likelihood of his becoming a public charge.


{20} The Legislature has expressed clearly its intent to protect the retirement income of
individuals. This Court has long held that exemption statutes are to be liberally construed in
favor of the debtor. See In re Spitz Bros., 8 N.M. 622, 635, 45 P. 1122, 1125 (1896). Like the
homestead exemption statute, the retirement exemption statute “was adopted as a humane policy
to prevent families from becoming destitute as the result of misfortune through common debts
which generally are unforeseen.” See  **1060  *596  Hewatt v. Clark, 44 N.M. 453, 457, 103
P.2d 646, 649 (1940). “By permitting the debtor to keep those assets necessary for his economic
survival, state exemption laws fulfill important social policies which must be balanced against the
need for creditor protection.” Alan N. Resnick, Prudent Planning or Fraudulent Transfer? The
Use of Nonexempt Assets to Purchase or Improve Exempt Property on the Eve of Bankruptcy, 31
Rutgers L.Rev. 615, 615 (1978). “[I]t is consistent to permit the debtor to ... purchase new exempt
property on the eve of bankruptcy, so long as the items ... purchased will at least partially relieve
the debtor of the need for governmental assistance.” Id. at 627.


{21} The trial court had before it evidence that Dofflemeyer's intent in transferring his assets from
certificates of deposit to retirement annuities was to provide retirement income in order to pay for
necessities. There was no extrinsic evidence that Dofflemeyer's intent was to defraud his creditors.
“Fraud can never be predicated on an act which the law permits.” In re Tveten, 402 N.W.2d 551,
553 (Minn.1987). Therefore, I would affirm the trial court.


All Citations


115 N.M. 590, 855 P.2d 1054, 1993 -NMSC- 031
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HEADNOTES


(1)
Debtor and Creditor--Creditors' Bill--Transfer of Assets--Alter Ego-- Findings.
In this action in the nature of a creditors' bill, it is held that the findings of the trial court that a
certain corporation organized by the original debtor, and to which he transferred certain of his
assets, was the alter ego of the debtor, and that a second corporation organized by them, to which
they transferred certain assets, was the alter ego of the debtor and the first corporation, were amply
supported by the evidence.


Disregard of corporate entity, note, 34 A. L. R. 597. See, also, 6A Cal. Jur. 75.


(2)
Debtor and Creditor--Fraudulent Conveyances--Evidence--Findings.
In such action, it is held that the evidence sustained the findings of the trial court that the
conveyances and transfers to the defendants were made to delay and defraud creditors of the
original debtor and the first company; and that the findings of the trial court that the transfers were
not accompanied by an immediate delivery and followed by an actual and continued change of
possession as to a large part of the personal property were supported by the evidence.


(3)
Debtor and Creditor--Insolvency--Findings--Evidence.
It is held that the findings in this case that at the time the transfers in question were made the
transferors were insolvent and in contemplation of insolvency, and that the transfers were made
voluntarily and without any valuable consideration, were supported by the evidence.


(4)
Debtor and Creditor--Transfers to Attorney--Value of Legal Services-- Consideration.
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Where transfers were made to an attorney for the transferors of properties of great value for
the consideration of services rendered and to be rendered, which attorney had already been
paid large sums, the trial court had the power to place the value on such services, and on the
evidence introduced the trial court was justified in finding that the transfers were made without
any consideration.


(5)
Debtor and Creditor--Transfers When Insolvent--Evidence--Findings.
The fact that after the transfers in such case had been made the debtor and the first company were
insolvent was sustained by letters written to the defendant bank, the sheriff's return to writs of
execution endorsed “nulla bona”, and the admission of defendants that all their remaining assets
consisted of claims for damages *692  against the bank, the court having the power to determine
said claims were a myth and of negligible value, if they had any value whatever; and the findings
based on other allegations supported the judgment even though the findings of insolvency were
wholly unsupported.


(6)
Debtor and Creditor--Execution Sales--Purchase of Stock of Defendant-- Ratification--Estoppel.
The contention, in such case, that because the plaintiff levied on and purchased on execution sale
corporate stock of the second corporation, it confirmed and ratified acts of the defendants and is
estopped to set forth and enforce the facts pleaded in the action, cannot be maintained, plaintiff
having had no knowledge at the time of the purchase of the stock that it had no voting power, that
dividends were not cumulative, that shareholders had no right to inspect the books, that the entire
control of a certain number of shares of common stock was held by the debtor or his agents for
which had been paid only a certain sum, and plaintiff during the trial having tendered back the
stock and deposited it with the clerk of the trial court for the account of the former owner.


(7)
Debtor and Creditor--Fraudulent Transfers--Ratification--Estoppel.
Transfers made in fraud of creditors are void and not merely voidable, being in contravention of
the statute and public policy, and as to such transfers there cannot be a legal ratification, and such
facts do not give rise to an estoppel.


See 12 Cal. Jur. 957; 12 R. C. L. 473 (5 Perm. Supp., p. 3128).


(8)
Debtor and Creditor--Motion for Nonsuit--Prima Facie Case.
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Where the plaintiff made a prima facie case, there was no error in denying motions for nonsuit,
in such action.


(9)
Debtor and Creditor--Continuance--Other Actions.
The trial and determination of the instant case, it is held, did not in any manner prejudice any
rights which the defendants have in other actions pending in the court of another county against
plaintiff's assignor and others, in which actions actual damages and punitive damages were sought,
based upon charges of fraud and deceit in reference to the transfer of stock of another corporation.


(10)
Debtor and Creditor--Depositions--Failure to Sign--Denial of Continuance.
There was no error in denying a continuance, in such case, until the deposition of an attorney for
the defendants, which had been taken but not signed, could be signed, where no facts were shown
to the trial court or to the appellate court from which it could be ascertained that said deposition
contained a word that was material in the trial of the instant case.


(11)
Debtor and Creditor--Fraudulent Intent--Evidence.
The plaintiff was entitled, in such case, to prove any fact showing or tending to show the fraudulent
intent of the defendants in making the transfers which *693  were under attack, and for that
purpose evidence was admissible to show other transfers made by the second corporation of other
assets to other persons.


(12)
Debtor and Creditor--Appeal--Record--Points and Authorities.
Where defendants cited certain points, but no part of the record was quoted, no authority cited,
and no argument set forth in support of any one of said points, the court of review will not search
the record for the purpose of finding something on which to base an order of reversal.


(13)
Debtor and Creditor--Offers of Proof--Opinion Evidence.
Where offers of opinion evidence shown on the record were on matters not capable of proof by
such evidence, there was no error in refusing them.


SUMMARY
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APPEAL from a judgment of the Superior Court of Imperial County. G. R. Freeman, Judge
Presiding. Affirmed.


The facts are stated in the opinion of the court.


COUNSEL
Jud R. Rush and Don C. Bitler for Appellants.
Louis Ferrari, A. S. Goldflan, E. S. Layman, Hickcox & Provence, Cullinan, Hickey & Sweigert,
Cushing & Cushing and Clarke & Bowker for Respondent.


STURTEVANT, J., pro tem.


In an action in the nature of a creditor's bill the trial court caused a judgment to be entered in favor
of the plaintiff as assignee of the Bank of America. The defendants appealed and have brought
up typewritten transcripts. After all briefs had been filed the plaintiff served and filed a notice of
motion to dismiss or affirm. His motion was duly presented and it was submitted together with
the appeal on its merits. The motion so made was prepared with much care and skill and it should
have been granted because the record on appeal was, by the defendants, made in violation of the
provisions of certain statutes and of several rules of this court of long standing governing the
preparation of records on appeal. But, in view of the conclusion we have reached as to the appeal
on its merits, we will not have occasion to consider the motion.


The complaint was very full and complete. The answers put in issue nearly all the allegations
contained in the complaint and set forth several separate and additional defenses. The trial court
with meticulous care found on each and all *694  of the issues. All of the allegations contained in
the complaint were found in favor of the plaintiff. The points made by the defendants include many
attacks on those findings claiming they are not sustained by the evidence. Before taking up each
one of the points made by the defendants we will state a general outline of the controversy. Some
years prior to the commencement of this action Will S. Fawcett, hereinafter referred to as Fawcett,
commenced farming operations in the Imperial Valley. Later he caused a corporation, the Will S.
Fawcett Co., hereinafter referred to as the Fawcett Co., to be formed and transferred to it many of
his assets and thereafter he did business through said corporation. He was the president thereof.
The Fawcett Co. was a stock corporation and nearly all of the stock was held and controlled by
Fawcett. Affairs so progressed that on December 31, 1930, Fawcett held assets which he valued at
$972,522.68. The Fawcett Co. held assets which Fawcett valued at $691,887.45. The said assets
of Fawcett included his holdings in the Fawcett Co. Fawcett and the Fawcett Co. each held a
large block of stock in the Transamerica Corporation. At the same time Fawcett owed the Bank
of America, the assignor of this plaintiff, on several notes $250,000 and the Fawcett Co. owed
sums aggregating over $690,000. Later matters so developed that Fawcett and the Fawcett Co.
became aggrieved of and concerning certain financial transactions had with the Bank of America
over and concerning the purchase by the former of shares of stock in the Transamerica Corporation
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and formed the opinion that they had a cause or causes of action against the Bank of America. At
about the same time the Bank of America was demanding that the notes it held should be taken
up. When affairs so stood Fawcett and the Fawcett Co. caused to be formed Sunset Farms, Inc.,
and conveyed to the latter some of their assets, and conveyed or assigned to others nearly all of
the rest of their assets. The Bank of America assigned to plaintiff its notes. He sued thereon in
actions 15387 and 15388 and recovered judgment against the makers. He then took out writs of
execution, caused them to be levied on the assets of Fawcett and the Fawcett Co. Having applied
the proceeds obtained from such levies the plaintiff took out alias writs of execution, caused them
to be levied, and they were returned endorsed nulla bona. There was then owing by the Fawcett
Co. $135,116.23 and by Fawcett $266,527.87. The *695  plaintiff then commenced this action
against the Sunset Farms, Inc., Will S. Fawcett, Warren Currier, and Don C. Bitler. Said individuals
constitute the board of directors of said corporation.


In what follows we have not attempted to set forth all of the evidence in a transcript containing
1500 typewritten pages. But, in support of the judgment, we have set forth some of the salient facts
contained in the record and we may add there are other facts reinforcing the facts we have set forth.


(1) 1. The trial court made findings that the Fawcett Co. was the alter ego of Fawcett, and that
the Sunset Farms, Inc., was the alter ego of the Fawcett Co. and of Fawcett. The defendants claim
those findings are not supported by the evidence. They quote no evidence, cite no authority, and
make no argument in support of the point. An examination of the record discloses there was ample
evidence to support said findings, and if the findings had been otherwise they would have been
against the clear weight of the evidence.


2. The plaintiff alleged and the trial court found that the transfers made by the defendants were
not followed by an immediate and continued change of possession, were made to delay and to
defraud their creditors, and were made when the defendants were insolvent and in contemplation
of insolvency. He pleaded, not a part of, but all of the provisions of sections 3439, 3442, and the
first paragraph of section 3440 of the Civil Code. Conservatively he claims his complaint pleaded
four different causes of action. We think it pleaded more. He proved each element of each of the
several causes of action so alleged. The defendants contend that he did not prove some of those
causes of action. That claim is not well founded. On the evidence quoted by the defendants, their
claim has some support. But they do not set forth the evidence which is against them.


(2) 3. The plaintiff alleged and the trial court found that the conveyances and transfers to the
defendants were made to delay and to defraud the creditors of Fawcett and the Fawcett Co. and
the defendants attack those findings as not being supported by the evidence. We find no merit in
the attack. The plaintiff alleged that the transfers were made with intent to delay the creditors of
the transferors. (Civ. Code, sec. 3439.) When Fawcett was examined as a witness *696  he, in
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effect, testified that such was the fact. Furthermore, there were numerous facts developed which
clearly showed such to be the truth.


4. That the transfers were made to defraud the creditors of the defendants is shown by the record.
The defendants do not set up all of the evidence and they cannot expect this court to do so. We
think it is sufficient to state that a most complete camouflage was set up. That was done by creating
the Sunset Farms, Inc. It was so created, organized, and operated that no one who did not hold
common stock could see inside. Inside, all was under cover. Even its cash was not banked, but
certificates of deposit were bought and held for surrender at such times and for such purposes as the
owner saw fit. Holdings were misnamed. Holdings in the Transamerica Corporation (itself solely
a holding corporation), were entered on the records of Sunset Farms, Inc., as “Street stock”. The
facts recited in this paragraph, read in connection with the other facts recited by us in this opinion,
clearly show the transfers were made with the intent to defraud the creditors of the transferors,
and, in particular, to defraud this plaintiff and his assignor.


5. The plaintiff alleged and the trial court found that the transfers to the defendants were not
accompanied by an immediate delivery and followed by an actual and continued change of
possession. As to a large part of the personal property, the evidence clearly showed no change of
possession whatsoever. The defendants do not specially call our attention to any exceptions.


(3) 6. Again the plaintiff alleged and the trial court found that at the time the transfers were made
the transferors were insolvent and in contemplation of insolvency and that the transfers were made
voluntarily and without a valuable consideration. The defendants attack the entire finding. We
find no merit in the attack. It is an admitted and uncontroverted fact that the transfers were made
voluntarily. It is an admitted and uncontroverted fact that the transfers of farm equipment to the
Sunset Farms, Inc., were in exchange for shares of stock in that corporation. Therefore Fawcett
merely transferred his money from one pocket to another. The Fawcett Co. leased its lands to the
Sunset Farms, Inc. The leases contained such covenants that qualified witnesses, familiar with
the agricultural industry in the neighborhood where the lands were located, testified that *697
to the lessor said leases were of no value. Moreover, each lease was, in legal effect, a lease from
Fawcett to himself. A block of 44,435 shares of stock of Rainbow Oil Co., valued by Fawcett at
$190,240, was transferred to him by the Fawcett Co. for $15,000 and the release of his claim for
$131,000 against the Fawcett Co. He then sold the stock to his son-in-law at $1 per share and took
the note of the latter. The note, Fawcett testified, was paid but he could not state what he did with
the money. He said he did not bank it. ( 4) Transfers to the attorney for the transferors were made
of properties of the value of $170,000 for a consideration of services rendered and to be rendered.
The attorney had already been paid large sums. The trial court had the power to place a value
on such services. On the evidence introduced the trial court was justified in finding that the two
transfers just mentioned were made without any consideration.
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(5) 7. That, after the transfers had been made, both Fawcett and the Fawcett Co. were insolvent
is evidenced by letters written to the Bank of America and by the fact that the sheriff returned
to the plaintiff his writs of execution with a return endorsed thereon “nulla bona”. That such
return squared with other facts is evidenced by the admission of the defendants that all of their
remaining assets consisted of claims for damages against the Bank of America et al., which we
have mentioned and will later consider in greater detail. In conclusion on this point it is sufficient
to state that on the record before it the trial court had the power to determine said claims were a
myth and of negligible value, if they had any value whatever. Finally, as we have shown above, the
findings based on other allegations support the judgment even though the findings on insolvency
were wholly unsupported.


(6) 8. In attempting to collect the judgments rendered in his favor in the actions based on the
promissory notes assigned to him, the plaintiff levied on 5,884 shares of the preferred stock of
Sunset Farms, Inc., held by the Fawcett Co. Later a sale was had and the plaintiff purchased and
became the owner. In their answers the defendants set up such facts and claimed, and now claim,
that the plaintiff confirmed and ratified the acts of the defendants and is estopped to set forth
and enforce the facts pleaded in the instant action. As to the nature of said stock the plaintiff
*698  had no knowledge at the time of his purchase. Later he learned that the Sunset Farms was
incorporated under the laws of the state of Nevada; that under the laws of said state and the terms
of the certificates said stock had no voting power; that the dividends on the preferred shares were
not cumulative; that such shareholders had no right to inspect the books of the corporation; that
the entire control of the 2,100 shares of common stock was held by Fawcett or his agents and for
which only $2,100 had been paid. However, he later learned each of said facts to be the truth and
that Sunset Farms, Inc., was but the alter ego of Fawcett and the Fawcett Co. During the trial he
tendered back the stock and deposited it with the clerk of the trial court for the account of the
former owner. ( 7) Furthermore, as we have already shown above, the transfers were in fraud of
creditors. They were void and not merely voidable. (Scholle v. Finnell, 166 Cal. 546 [137 Pac.
241].) They were in contravention of the statute and public policy (Civ. Code, secs. 3439 and 3442;
Pen. Code, sec. 531), and, as to such transfers, there cannot be a legal ratification and such facts do
not give rise to an estoppel. (Reno v. American Ice Machine Co., 72 Cal. App. 409 [237 Pac. 784].)


(8) 9. After the plaintiff had introduced evidence sustaining the allegations contained in his
complaint he rested. The defendants made motions for a nonsuit. Asked if they cared to argue the
motions they stated they did not. The trial court denied the motions. At this time the defendants
assign those rulings as error. As will appear from what has been said above, in our opinion the
plaintiff had made a prima facie case. The court did not err in denying the motions.


(9) 10. The defendant Fawcett had commenced two actions against the Bank of America et al.,
and the Fawcett Co. had commenced two other actions against the same defendants. All of said
actions had been brought and, at the time of the trial in the instant case, they were pending in the
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Superior Court in and for the County of Los Angeles. Each action named many defendants. In
each action the plaintiff sought actual damages and punitive damages. At different times during
the trial the defendants asked that the trial be continued until said actions in Los Angeles had been
determined. The motions were denied. The record shows that action 357726 purported to be a claim
for damages for *699  fraud and deceit perpetrated by many defendants inducing Fawcett Co. to
refrain from selling Transamerica stock. Action 357725 was the same except it alleged Fawcett
was so induced. Action 359699 was based on a claim that Transamerica stock was fraudulently
transferred to Fawcett Co. Action 359700 was the same except the alleged fraud was practiced on
Fawcett. Before the trial of this case two of said actions had been dismissed. (Code Civ. Proc.,
sec. 581a.) Which actions had been dismissed this record does not show. Nor does it show a single
issue in common between this action and the two actions that had not been dismissed. No cause
is shown why said last-mentioned actions cannot be fully tried and determined without reference
to the trial in the instant case. The defendants claim error was committed. They cite and rely on
Robinson v. El Centro Grain Co., 123 Cal. App. 567, 573 [24 Pac. (2d) 554]; Eckert v. Graham,
131 Cal. App. 718, 721 [22 Pac. (2d) 44]; 5 Cal. Jur. 985. Those authorities are not in point. They
deal with actions having at least some issues in common. Fawcett and Fawcett Co. can proceed
with the trial of the Los Angeles cases, recover any judgments to which they are entitled, and
enforce them. The trial and determination of the instant case did not in any manner prejudice any
rights which the defendants have in said Los Angeles actions. The trial court did not err in denying
the motions for a continuance.


(10) 11. The plaintiff took the deposition of the attorney for the defendants, but he did not sign it.
The defendants called these facts to the attention of the trial court and asked a continuance until
the deposition could be signed and then offered in evidence by the defendants. Their request for a
continuance was denied and they assert that ruling was error. We think it was not. They showed no
facts to the trial court and have shown no facts to this court from which it can be ascertained said
deposition contained a word that was material in the trial of this case. It is patent the trial court
did not commit error in refusing a continuance.


(11) 12. During the course of the trial, for the purpose of showing the fraudulent intent of the
defendants in making transfers to Sunset Farms, Inc., the plaintiff introduced evidence of other
transfers made by defendants of its other assets to other persons. Claiming such evidence was on
*700  issues not presented by the pleadings, the defendants asked a continuance for the purpose
of enabling them to gather and present evidence meeting the evidence above mentioned. That
motion was also denied and the ruling is assigned as error. But we see no error in the ruling. The
plaintiff was clearly entitled to prove any fact showing or tending to show the fraudulent intent
of the defendants in making the transfers which were under attack and the plaintiff's complaint
clearly advised them of his contentions. The defendants should have gone to trial duly prepared
to meet the issue so tendered.
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(12) 13. The defendants' points 8, 9, 10 and 11 are stated, but no part of the record is quoted, no
authorities are cited, and no argument is set forth in support of any one of said points. Under such
circumstances a court of review will not search a record for the purpose of finding something on
which to base an order of reversal.


(13) 14. The defendants state that the trial court erred in denying certain offers of proof. They
quote the record showing the offers. Every one was an offer of opinion evidence on matters not
capable of proof by such evidence. We have read each offer. We find no error in the refusal of
each and all of them.


15. As stated above, we find no error in defendants' assignments numbered by us 10, 11, 12 and
14. Conceding, solely for the purposes of this decision, that we are mistaken as to any one of said
assignments, still the judgment may not be reversed because the defendants have not shown any
one of said rulings so attacked by them was prejudicial in any respect, or that anything has been
done or omitted that purports to show a miscarriage of justice.


The judgment appealed from is affirmed.


Waste, C. J., Curtis, J., Edmonds, J., and Nourse, J., pro tem., concurred. *701


End of Document © 2020 Thomson Reuters. No claim to original U.S. Government Works.
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129 Cal.App.4th 825
Court of Appeal, Third District, California.


Fivia FILIP, as Special Administrator, etc., Plaintiff and Respondent,
v.


Marioara BUCURENCIU, et al., Defendants and Appellants.


No. C046460.
|


May 24, 2005.
|


Certified for Partial Publication. *


* Pursuant to California Rules of Court, rule 976.1, this opinion is certified for publication with the exception of Parts I
and II of the Discussion.


Synopsis
Background: Judgment creditor filed action under the Uniform Fraudulent Transfer Act (UFTA)
against judgment creditor, his former wife and her daughter, alleging that they conspired to transfer
property to prevent creditor from collecting on the judgment. The Superior Court of Placer County,
No. SCV12244, James D. Garbolino, J., in a bench trial, entered judgment for creditor. Defendants
appealed.


Holdings: The Court of Appeal, Hull, J., held that:


[1] there was substantial evidence that the transfers were made with fraudulent intent under the
UFTA, and


[2] the UFTA can be applied to a property settlement agreement.


Affirmed.


West Headnotes (17)


[1] Fraudulent Conveyances Elements of Fraud as to Creditors
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A “fraudulent conveyance” under the Uniform Fraudulent Transfer Act (UFTA), involves
a transfer by the debtor of property to a third person undertaken with the intent to prevent
a creditor from reaching that interest to satisfy its claim. West's Ann.Cal.Civ.Code § 3439
et seq.


63 Cases that cite this headnote


[2] Appeal and Error Entire record
Appeal and Error Verdict, Findings, and Sufficiency of Evidence
On judicial review, court may not confine its consideration to isolated bits of evidence,
but must view the whole record in a light most favorable to the judgment, resolving all
evidentiary conflicts and drawing all reasonable inferences in favor of the decision of the
trial court, and may not substitute its view of the correct findings for those of the trial
court, but must accept any reasonable interpretation of the evidence which supports the
trial court's decision.


7 Cases that cite this headnote


[3] Evidence Sufficiency to support verdict or finding
The term “substantial evidence'' clearly implies that such evidence must be of ponderable
legal significance, and cannot be deemed synonymous with “any” evidence; it must be
reasonable in nature, credible, and of solid value and actually be “substantial” proof of the
essentials which the law requires in a particular case.


1 Cases that cite this headnote


[4] Fraudulent Conveyances Intent
Fraudulent Conveyances Questions for Jury;  Questions of Law and Fact
Whether a conveyance was made with fraudulent intent under the Uniform Fraudulent
Transfer Act (UFTA) is a question of fact, and proof often consists of inferences from the
circumstances surrounding the transfer. West's Ann.Cal.Civ.Code § 3439.04(a)(1).


30 Cases that cite this headnote


[5] Fraudulent Conveyances Intent
The factors courts consider in determining if a conveyance was made with fraudulent intent
under the Uniform Fraudulent Transfer Act (UFTA) do not create a mathematical formula
to establish actual intent, and there is no minimum number of factors that must be present
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before the scales tip in favor of finding of actual intent to defraud; the list of factors is
meant to provide guidance to the trial court, not compel a finding one way or the other.
West's Ann.Cal.Civ.Code § 3439.04(a)(1–3).


57 Cases that cite this headnote


[6] Fraudulent Conveyances Intent to defraud pre-existing creditors
In an action under the Uniform Fraudulent Transfer Act (UFTA), evidence that judgment
debtor, his former wife and her daughter worked together to hide assets from judgment
creditor by numerous transfers of property in which debtor had an interest to prevent
creditor from collecting on the judgment, was substantial evidence that transfers were
made with fraudulent intent under the UFTA. West's Ann.Cal.Civ.Code § 3439.04(a)(1–3).


See 8 Witkin, Cal. Procedure (4th ed. (1997) Enforcement of Judgment, § 467; Ahart,
Cal. Practice Guide: Enforcing Judgments and Debts (The Rutter Group 2003) § 3:313
(CADEBT Ch. 3-C).


55 Cases that cite this headnote


[7] Fraudulent Conveyances Property Subject to Claims of Creditors in General
Provision of the Uniform Fraudulent Transfer Act (UFTA) excluding from the definition of
“asset” under the UFTA the property of a debtor “to the extent it is encumbered by a valid
lien” did not preclude finding that certain encumbered property was an asset; property
was appraised at $530,000 and transferred, together with equipment valued at $75,000, in
exchange for a promissory note of $400,000, leading to the inference that transferor was
more interested in transferring the property than in obtaining its fair market value. West's
Ann.Cal.Civ.Code § 3439.01(a)(1).


2 Cases that cite this headnote


[8] Evidence Uncontroverted evidence
So long as the trier of fact does not act arbitrarily and has a rational ground for doing so,
it may reject the testimony of a witness even though the witness is uncontradicted.


1 Cases that cite this headnote


[9] Conspiracy Damage caused
Damages are an essential element of a cause of action for conspiracy.
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3 Cases that cite this headnote


[10] Conspiracy Conspiracy to defraud
In action under the Uniform Fraudulent Transfer Act (UFTA), trial court's express finding
that defendants engaged in a conspiracy to defraud plaintiff, “causing Plaintiff damages
in the amount of his attorney's fees and costs,” supported damages element of conspiracy
action, even though the court subsequently struck the declaration of plaintiff's attorney in
support of a motion for fees and costs and did not award them.


3 Cases that cite this headnote


[11] Conspiracy Nature and Elements in General
“Conspiracy” is not a cause of action, but a legal doctrine that imposes liability on
persons who, although not actually committing a tort themselves, share with the immediate
tortfeasors a common plan or design in its perpetration; by participation in a civil
conspiracy, a coconspirator effectively adopts as his or her own the torts of other
coconspirators within the ambit of the conspiracy.


3 Cases that cite this headnote


[12] Fraudulent Conveyances Nature of fraud in transfers of property
A claim under the Uniform Fraudulent Transfer Act (UFTA) involves tortious conduct.
West's Ann.Cal.Civ.Code § 3439 et seq.


24 Cases that cite this headnote


[13] Judgment Adjudications operative in other states;  full faith and credit
Full faith and credit clause of the United States Constitution applies to give judgments
within the jurisdiction of the rendering state the same faith and credit in sister states as
they have in the state of the original forum. U.S.C.A. Const. Art. 4, § 1.


[14] Divorce Full faith and credit
Divorce Persons Concluded
By virtue of the full faith and credit clause of the United States Constitution, a state must
give full faith and credit to an out-of-state divorce by barring either party to that divorce
who has been personally served or who has entered a personal appearance from collaterally
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attacking the decree, where the party attacking would not be permitted to make a collateral
attack in the courts of the granting state. U.S.C.A. Const. Art. 4, § 1.


[15] Fraudulent Conveyances Transactions Subject to Attack by Creditors
The Uniform Fraudulent Transfer Act (UFTA) can be applied to a property settlement
agreement, and a transfer before dissolution of marriage can be set aside as a fraudulent
conveyance, as can a transfer after dissolution. West's Ann.Cal.Civ.Code § 3439 et seq.


[16] Divorce Validity of agreement
Because a fraudulent marital settlement agreement made in Nevada may be attacked in
Nevada under the Uniform Fraudulent Transfer Act (UFTA), it could also be attacked
in California without violating the full faith and credit clause of the United States
Constitution. U.S.C.A. Const. Art. 4, § 1; West's Ann.Cal.Civ.Code § 3439 et seq.


[17] Fraudulent Conveyances Setting aside conveyance
Fraudulent Conveyances Ordering sale of property
Under the Uniform Fraudulent Transfer Act (UFTA), the trial court had authority to
set aside fraudulent real property transfers and authorize creditor to foreclose on those
properties, in view of statutory provision empowering the court to award any other relief
the circumstances may require. West's Ann.Cal.Civ.Code § 3439.07(a)(3)(C).


13 Cases that cite this headnote


Attorneys and Law Firms


**886  E. John Vodonick, Roseville, for Defendants and Appellants.


Philip Cozens, Sacramento, for Plaintiff and Respondent.


Opinion


HULL, J.


*829  The Uniform Fraudulent Transfer Act (UFTA), codified in Civil Code section 3439 et seq.,
“permits defrauded creditors to reach property in the hands of a transferee.” (Mejia v. Reed (2003)
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31 Cal.4th 657, 663, 3 Cal.Rptr.3d 390, 74 P.3d 166; unspecified statutory references that follow
are to the Civil Code.) In this case, the court concluded that Marioara (also known as Mary)
Bucurenciu and her daughter Roxanne conspired with Mary's former husband Petru (also known
as Peter) Bucurenciu to transfer property to prevent plaintiff from collecting on a judgment owed
by Peter. Part of this scheme involved transferring property to Loomis Land, Inc. (LLI), a business
in which Mary and Roxanne were the sole shareholders. In their appeal from a judgment in favor
of plaintiff, defendants Mary and LLI challenge the basis for liability under the UFTA and raise
related issues. In the published portion of this opinion, we conclude that the UFTA applies to
property transactions associated with a marital dissolution and property settlement agreement. We
affirm the judgment.


UFTA PROVISIONS


A very brief overview of the UFTA is in order before we set forth the facts of this case.


[1]  A fraudulent conveyance under the UFTA involves “ ‘a transfer by the debtor of property to a
third person undertaken with the intent to prevent a creditor from reaching that interest to satisfy its
claim.’ ” (Kirkeby v. Superior Court (2004) 33 Cal.4th 642, 648, 15 Cal.Rptr.3d 805, 93 P.3d 395.)
“A transfer made ... by a **887  debtor is fraudulent as to a creditor, whether the creditor's claim
arose before or after the transfer was made ..., if the debtor made the transfer ... as follows: [¶] (1)
With actual intent to hinder, delay, or defraud any creditor of the debtor ....” (§ 3439.04, subd. (a).)


*830  Section 3439.07, subdivision (a) sets forth creditors' remedies, which include avoidance of
a transfer, attachment, and the equitable remedies of injunction and receivership as well as “[a]ny
other relief the circumstances may require.” (§ 3439.07, subd. (a)(3)(C).) A transfer is not voidable
against a person “who took in good faith and for a reasonably equivalent value or against any
subsequent transferee ....” (§ 3439.08, subd. (a).)


FACTS AND PROCEEDINGS


The transactions forming the basis for this appeal are numerous and convoluted, and we do our
best to set them out in a coherent manner.


In 1997, Marin Filip filed a complaint for fraud against Peter. A court trial ensued and, in February
1999, judgment was entered against Peter for $249,000 in damages plus interest, for a total of
$366,388.77. This court affirmed the judgment in a nonpublished opinion. (Filip v. Bucurenciu
(Feb. 21, 2001, C032347).)
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In trying to collect on that judgment, Filip learned that Peter had transferred property in which he
had an interest to a trust and to LLI. In September 2001, Filip filed a complaint that included causes
of action for conspiracy and relief under the UFTA, naming as defendants Peter, Mary, Roxanne,
the Bucurenciu Family Trust, and LLI. Filip also asserted a cause of action for constructive trust
over property subsequently acquired by defendants Titus and Silvia Bujdei.


During the course of this litigation, Filip died and plaintiff was named in his stead. For ease of
discussion, we use the term “plaintiff” to refer to both Marin Filip and his estate.


At trial, plaintiff introduced evidence relating to transfers of a number of properties in which Peter
had originally had an interest. Briefly, this evidence demonstrated the following:


In 1997, soon after plaintiff filed his complaint against Peter, Mary and Peter created the
Petru Bucurenciu Family Trust to hold four parcels of real estate. In keeping with the parties'
nomenclature, we refer to these properties by their street addresses: 3380 Chisom Trail, 3400
Chisom Trail, 2011 North Cirby, and 2013 North Cirby. Mary ran a residential care facility at the
3380 Chisom property.


On November 13, 1998, after the trial court had announced its tentative decision to award plaintiff
$249,000 in damages, plaintiff submitted a proposed judgment for signature.


*831  Events were transpiring at the same time in Peter and Mary's personal lives. On December
2, 1998, they entered into a “Settlement of Agreed Separation of Property for Divorce.” This
document stated that Peter and Mary “have separated and are living separately and apart since May
1998.” The agreement added that “[t]he parties have no community property and no community
debt” and it set forth a division of property. Mary was to receive the Chisom Trail properties and
Peter received the properties on Cirby Way. The agreement also stated that Peter “who resides in
Oregon received the $200,000 provided from refinancing” of the 3380 Chisom Trail property. It
continued: “At a later date, [Peter] will receive an additional $200,000 from [Mary]. This payment
will be the last dollar exchange between [Peter **888  and Mary] concerning assets accumulated
in the past during marriage.”


According to the settlement agreement and Mary's testimony at trial, Mary intended to build and
operate a residential care home at the 3400 Chisom Trail property.


Only weeks later, on December 9, 1998, Mary formed LLI, a company in which she and Roxanne
were the sole stockholders. On December 15, the Petru Bucurenciu Family Trust transferred the
3400 Chisom Trail property to LLI.
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Despite the representation in Peter and Mary's settlement agreement that Mary owned the property
at 3400 Chisom Trail and that there were no community debts, the construction loan application
for the care facility at this site was in both Peter and Mary's names. Financing statements were
signed by both Peter and Mary, even after the date of the settlement agreement, and some of these
statements showed the Chisom Way address as Peter's mailing address.


Although the property at 2013 North Cirby was allocated to Peter in the property agreement, this
property was also transferred to LLI on December 15, 1998. At trial, Mary insisted this transfer
was an innocent mistake, but the evidence also established that she continued to pay the tax bills
for Cirby Way properties.


In August 2001, LLI transferred the property at 3380 Chisom to defendants Titus and Sylvia Bujdei
in exchange for a promissory note for $400,000. The Bujdeis apparently also received equipment
worth $75,000 as part of this transaction.


Plaintiff argued that the timing and nature of these transactions evidenced efforts to hide assets and
avoid the judgment. Mary countered that these transfers were legitimate and reflected a division
of property pursuant to the *832  settlement agreement reached in her divorce from Peter. That
agreement was incorporated in their Nevada divorce decree.


The trial court entered judgment in favor of plaintiff. The judgment provided: “Plaintiff has met
the burden of proof with regard to each of the elements necessary to sustain a cause of action to
set aside the fraudulent transfers in this case. Plaintiff shall be entitled to the following relief: 1)
That Defendants [Peter], [Mary], Roxanna Bucurenciu, the Petru Bucurenciu Family Trust, [LLI],
Sylvia Bujdei and Titus Bujdei and each of them engaged in a conspiracy to defraud Plaintiff as
defined in [the UFTA] causing Plaintiff damages in the amount of his attorney's fees and costs;
2) that the transfer of 3400 Chisom Trail from the Petru Bucurenciu Family Trust to Defendant
[LLI] was fraudulent as to Plaintiff and the court will set aside that transfer; 3) that Plaintiff may
foreclose on 3400 Chisom Trail for partial satisfaction of his judgment against [Peter] in [the prior
litigation] and all Defendants in this case; 4) that transfer of 2013 North Cirby Way from Defendant
Petru Bucurenciu Family Trust to Defendant [LLI] was fraudulent as to Plaintiff; 5) the subsequent
sale of 2013 North Cirby Way by Defendant [LLI] and [Mary] was fraudulent as to Plaintiff; 6)
the transfer of 3380 Chisom Trail from Defendant Petru Bucurenciu Family Trust to Defendant
[LLI] was fraudulent as to Plaintiff; 7) the transfer of 3380 from Defendant [LLI] to Defendant
Titus and Sylvia Bujdei was fraudulent and the court will set aside that transfer; 8) that Plaintiff
may foreclose on 3380 Chisom Trail for partial satisfaction of his judgment against [Peter] in [the
prior litigation] and all Defendants in this case; and 9) that Plaintiff may seize or foreclose on any
assets owned by any Defendant for satisfaction of Plaintiff's judgment in [the prior litigation] or
this case.”
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**889  The court did not award plaintiff punitive damages, attorney fees, or costs.


The court added: “[Mary's] affirmative defense that she [is] divorced from [Peter] does not bar
Plaintiff from recovery in this case. Although the Nevada divorce decree is valid insofar as it
dissolves the marriage, the property transfers integral to the divorce were not perfected pursuant to
Nevada law and therefore not valid as to third persons pursuant to Nevada law. [¶] As a separate and
independent ground on the denial of this defense, [Mary] was not an innocent spouse in this matter,
the court finding that she knew of the existence of Plaintiff's claim prior to the transfers complained
of by Plaintiff, and the property ... transfers in which she participated with her husband and
daughter (Co–Defendants [Peter] and Roxanna Bucurenciu) were in furtherance of her scheme to
prevent Plaintiff from foreclosing on such properties to satisfy Plaintiff's claim and/or judgment.”


Defendants Mary and LLI appeal.


*833  DISCUSSION


I-II **


** See footnote *, ante.


III


Relief Awarded Under the UFTA


Defendants offer a variety of contentions in asserting that the court erred in granting relief under
the UFTA. None is persuasive.


Initially, we note that defendants present a skewed view of the facts by reiterating that the
challenged transactions were simply part of Peter and Mary's property settlement agreement and
part of Mary's financial planning needs, not evidence of a plot to bilk plaintiff out of his judgment.
The court, however, concluded otherwise, stating explicitly in its judgment that Mary “was not
an innocent spouse in this matter, the court finding that she knew of the existence of Plaintiff's
claim prior to the transfers complained of by Plaintiff, and the property transfers ... in which she
participated with her husband and daughter ... were in furtherance of her scheme to prevent Plaintiff
from foreclosing on such properties to satisfy Plaintiff's claim and/or judgment.” While defendants
no doubt wish this language would go away, wishing does not make it so. As we explain, the
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court's characterization of defendants' motives dooms many of defendants' claims. The substantial
evidence rule dooms the rest.


[2]  [3]  “[W]e may not confine our consideration to isolated bits of evidence, but must view
the whole record in a light most favorable to the judgment, resolving all evidentiary conflicts and
drawing all reasonable inferences in favor of the decision of the trial court. [Citation.] We may
not substitute our view of the correct findings for those of the trial court; rather we must accept
any reasonable interpretation of the evidence which supports the trial court's decision. However,
we may not defer to that decision entirely. ‘[I]f the word “substantial” means anything at all, it
clearly implies that such evidence must be of ponderable legal significance. Obviously the word
cannot be deemed synonymous with “any” evidence. It must be reasonable in nature, credible,
and of solid value; it must actually be “substantial” proof of the essentials which the law requires
in a particular case.’ ” (Beck Development Co. v. Southern Pacific Transportation Co. (1996) 44
Cal.App.4th 1160, 1203–1204, 52 Cal.Rptr.2d 518.)


*834  We turn to each of defendants' claims.


**890  A. Evidence of actual fraud.
Despite the evidence outlined above, defendants nonetheless assert that there was no evidence of
actual fraud to support relief. Defendants' claim is plainly unmeritorious.


[4]  As we have already noted, a transfer made by a debtor is fraudulent under the UFTA if
the debtor made the transfer with the “actual intent to hinder, delay, or defraud any creditor of
the debtor.” (§ 3439.04, subd. (a)(1).) Whether a conveyance was made with fraudulent intent
is a question of fact, and proof often consists of inferences from the circumstances surrounding
the transfer. (Annod Corp. v. Hamilton & Samuels (2002) 100 Cal.App.4th 1286, 1294, 123
Cal.Rptr.2d 924.) Over the years, courts have considered a number of factors, the “badges of
fraud” (id. at p. 1298, 123 Cal.Rptr.2d 924) described in a Legislative Committee comment to
section 3439.04, in determining actual intent. (See Annod Corp. v. Hamilton & Samuels, supra, at
pp. 2198–1299, 123 Cal.Rptr.2d 924.) Effective January 1, 2005, those factors are now codified
at section 3439.04, subdivision (b) and include considerations such as whether the transfer was
made to an insider (§ 3439.04, subd. (b)(1)), whether the transferee retained possession or control
after the property was transferred (§ 3439.04, subd. (b)(2)), whether the transfer was disclosed (§
3439.04, subd. (b)(3)), whether the debtor had been sued or threatened with suit before the transfer
was made (§ 3439.04, subd. (b)(4)), whether the value received by the debtor was reasonably
equivalent to the value of the transferred asset (§ 3439.04, subd. (b)(8)), and similar concerns.
According to section 3439.04, subdivision (c), this amendment “does not constitute a change in,
but is declaratory of, existing law.”
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[5]  In defendants' mind, only two factors are present here, namely, that the transfer was made to an
insider and was made after plaintiff sued Peter, and therefore cannot establish actual intent. Setting
aside the question of whether defendants properly count the number of factors present, we note a
more fundamental problem with defendants' approach: these factors do not create a mathematical
formula to establish actual intent. There is no minimum number of factors that must be present
before the scales tip in favor of finding of actual intent to defraud. This list of factors is meant to
provide guidance to the trial court, not compel a finding one way or the other. (See Annod Corp.
v. Hamilton & Samuels, supra, 100 Cal.App.4th at pp. 1298–1299, 123 Cal.Rptr.2d 924.)


[6]  Here, abundant evidence was presented that defendants worked together to hide assets from
plaintiff. A finding of actual intent was virtually compelled. Defendants' claims to the contrary
are belied by the record.


*835  B. Value of 3380 Chisom Trail.
Defendants assert that the property at 3380 Chisom Trail was not an asset for purposes of the UFTA
because it was encumbered for more than its fair market value. However, the evidence reflects that
the property's fair market value was more than defendants claim.


Section 3439.01, subdivision (a)(1) excludes from the definition of “asset” under the UFTA the
property of a debtor “to the extent it is encumbered by a valid lien.” The property at 3380 Chisom
Trail was encumbered with a loan of approximately $400,000. Defendants note that LLI transferred
this property to the Bujdeis in 2001 for no money down and a promissory note for $400,000; under
these circumstances, they argue, the encumbrances and **891  fair market value were equivalent
and the property was not an asset for purposes of the UFTA.


While the record reflects that the property was transferred in exchange for a note equivalent to
the encumbrance amount, the evidence also suggested this transaction was less than aboveboard.
In March 1999, Mary had estimated the value of this property at $500,000 and estimated the
equipment on site at $75,000. An appraiser subsequently valued the property at $530,000. When
the title company preparing the title report for this transaction uncovered the pending judgment
against Peter, the parties decided not to use an escrow company. Instead, LLI transferred the
property to the Bujdeis in exchange for a promissory note for $400,000. The Bujdeis apparently
also received $75,000 worth of equipment used in operating the residential care facility on the site.


[7]  The evidence leads to the inference that Mary was more interested in transferring the property
to the Bujdeis than in obtaining its fair market value. The Bujdeis acquired the property for far
less than its appraised worth. The fact that the amount promised by the Bujdeis did not exceed
the encumbrance amount is irrelevant under these circumstances. The court properly concluded
that the property at 3380 Chisom was worth more than it was sold for, and was therefore an asset
for purposes of the UFTA.
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C. Equalizing payments
Defendants assert the court erred in granting relief because Mary transferred the property in good
faith and for value. The evidence supports the trial court's decision.


Section 3439.08, subdivision (a), provides: “A transfer or an obligation is not voidable [under the
UFTA] against a person who took in good faith and for a reasonably equivalent value or against
any subsequent transferee or oblige.”


*836  Mary asserts that since she did not learn of plaintiff's judgment against Peter until 1999, she
could not have been acting in bad faith when she transferred the properties in 1998. That ignores
the fact that plaintiff filed suit against Peter in 1997 for acts that occurred in 1995 and 1996. Mary
was apparently aware of the underlying financial dealings between plaintiff and Peter and admitted
that she knew in January 1997 that plaintiff had filed suit against Peter for more than $200,000. The
transfers occurred after Mary knew that a judgment against Peter might be forthcoming. Transfers
made under those circumstances do not evidence good faith.


[8]  Mary also insists that she paid Peter $400,000 to compensate him for the Chisom Trail
properties. The fact that Mary testified to such payments did not obligate the court to accept that
testimony. No evidence to support this claim was introduced. “[S]o long as the trier of fact does not
act arbitrarily and has a rational ground for doing so, it may reject the testimony of a witness even
though the witness is uncontradicted.” (Beck Development Co. v. Southern Pacific Transportation
Co., supra, 44 Cal.App.4th at p. 1204, 52 Cal.Rptr.2d 518.)


Mary raises related issues concerning the nature of the community property available to satisfy the
judgment. Her argument is predicated on her insistence that she and Petru “had been living separate
and apart since 1995.” Evidence adduced at trial, however, demonstrated otherwise. The settlement
agreement states the parties separated in 1998, but Peter and Mary showed a joint address on loan
documents and financial statements beyond that date. Under these circumstances, **892  the court
properly concluded that the entire value of each asset was community in nature.


D. Transfer of 2013 Cirby
Defendants contend there was no fraudulent transfer of the property at 2013 Cirby. Although this
property was assigned to Peter in the property settlement agreement, it was transferred to LLI,
Mary's company. Defendants insist that the transfer to LLI was done by mistake, and they contend
that when the property was sold to a third party for $40,000, those proceeds were given to Peter
as required by the property settlement agreement. Again, defendants present a distorted view of
the evidence.
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The trial court specifically stated in its judgment that “the transfer of 2013 North Cirby Way from
Defendant Petru Bucurenciu Family Trust to Defendant [LLI] was fraudulent as to Plaintiff” and
“the subsequent sale of 2013 North Cirby Way by Defendant [LLI] and [Mary] was fraudulent
as to Plaintiff.” The court discounted Mary's claim that the transfer to LLI was a mistake and
unintentional, and instead determined that this was part of *837  defendants' plan to hide assets
from plaintiff. The court's conclusion that Mary was actively involved in fraudulently transferring
property effectively puts an end to any claim of innocent mistake and good faith transfer.


E. Evidence of Conspiracy
Defendants raise several contentions challenging the court's determination that defendants
conspired with each other. None has merit.


[9]  [10]  First, defendants contend that there can be no conspiracy because there were no
damages. “Damages are an essential element of a cause of action for conspiracy.” (Lyons v.
Security Pacific Nat. Bank (1995) 40 Cal.App.4th 1001, 1022, 48 Cal.Rptr.2d 174.) Here, the court
expressly found that defendants engaged in a conspiracy to defraud plaintiff, “causing Plaintiff
damages in the amount of his attorney's fees and costs.” The fact that the court subsequently struck
the declaration of plaintiff's attorney in support of a motion for fees and costs and did not award
those expenses to plaintiff does not mean that they were not incurred.


[11]  Second, citing Applied Equipment Corp. v. Litton Saudi Arabia Ltd. (1994) 7 Cal.4th 503,
510–514, 28 Cal.Rptr.2d 475, 869 P.2d 454 (Applied Equipment ), defendants contend there can be
no conspiracy because there is no underlying tort. “Conspiracy is not a cause of action, but a legal
doctrine that imposes liability on persons who, although not actually committing a tort themselves,
share with the immediate tortfeasors a common plan or design in its perpetration. [Citation.] By
participation in a civil conspiracy, a coconspirator effectively adopts as his or her own the torts
of other coconspirators within the ambit of the conspiracy.” (Id. at pp. 510–511, 28 Cal.Rptr.2d
475, 869 P.2d 454.)


[12]  At issue in Applied Equipment was whether a contracting party could be held liable in tort
for conspiracy to interfere with its own contract. The Supreme Court answered that question in the
negative. (Applied Equipment, supra, 7 Cal.4th at pp. 507–508, 28 Cal.Rptr.2d 475, 869 P.2d 454.)
The case before us, however, is not based in contract. Defendants fail to recognize that a claim
under the UFTA in fact involves tortious conduct. In fraudulently transferring property, tortious
conduct occurred.


Third, defendants contend that conspiracy cannot be established because communications
between defendants were privileged under section 47, subdivision (c), **893  which protects
communications between interested parties. But evidence of a conspiracy was not predicated on
communications between defendants but on their actions. It was the timing of transfers and the
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circumstances relating to those transfers that led the court to conclude that defendants conspired
to defraud plaintiff. This case is not based on potentially privileged communications.


*838  On a more fundamental level, defendants overemphasize the role the conspiracy cause of
action played in this case. The conspiracy allegations served to bolster and explain plaintiff's claims
under the UFTA. Plaintiff asserted that defendants fraudulently transferred property, and presented
abundant evidence to support that claim. Whether defendants conspired to do so has no effect on
the judgment: the transfers were fraudulent and plaintiff was entitled to relief.


F. Full Faith and Credit
Defendants contend the court's judgment fails to give full and faith and credit to Peter and Mary's
Nevada divorce decree, which incorporated the property settlement agreement. Citing various
provisions of Nevada law, defendants contend the property settlement agreement was valid and
binding on California courts. We assume for purposes of argument that the settlement agreement
is valid. Nonetheless, defendants claim fails because it is predicated on a misunderstanding of the
full faith and credit doctrine.


[13]  [14]  Article 4, section 1 of the United States Constitution provides in relevant part: “Full
faith and credit shall be given in each state to the public acts, records, and judicial proceedings
of every other state.” This provision applies to give “judgments within the jurisdiction of the
rendering state the same faith and credit in sister states as they have in the state of the original
forum.” (Johnson v. Muelberger (1951) 340 U.S. 581, 584, 71 S.Ct. 474, 95 L.Ed. 552, 556.)
By virtue of this clause, a state “must give full faith and credit to an out-of-state divorce by
barring either party to that divorce who has been personally served or who has entered a personal
appearance from collaterally attacking the decree. Such an attack is barred where the party
attacking would not be permitted to make a collateral attack in the courts of the granting state.”
(Id. at p. 587, 71 S.Ct. at pp. 477–478, 95 L.Ed. at p. 557.)


Here, of course, there is no attack on the divorce judgment itself. Instead, defendants assert
that plaintiff cannot attack the property settlement without violating principles of full faith and
credit. We disagree. Contrary to defendants' claim, the Nevada judgment is not “unassailable.” A
fraudulent property settlement may in fact be challenged.


[15]  Under California law, the UFTA can be applied to a property settlement agreement. (Mejia
v. Reed, supra, 31 Cal.4th at p. 669, 3 Cal.Rptr.3d 390, 74 P.3d 166, disapproving Gagan v. Gouyd
(1999) 73 Cal.App.4th 835, 86 Cal.Rptr.2d 733.) “A transfer before dissolution can be set aside as
a fraudulent conveyance. [Citations.] A transfer after dissolution can be set aside under the clear
terms of the UFTA. When the court divides the marital property in the absence of an agreement by
the parties, it must divide the property equally [citation], *839  which provides some protection for
a creditor of one spouse only. In view of this overall policy of protecting creditors, it is unlikely that
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the Legislature intended to grant married couples a one-time-only opportunity to defraud creditors
by including the fraudulent transfer in [a property settlement agreement].” (Mejia v. Reed, supra,
at p. 668, 3 Cal.Rptr.3d 390, 74 P.3d 166.)


**894  Nevada has also enacted the UFTA (Nev. Rev. Stat., § 112.140 et seq.) “to further the
substantive social policy of assuring that the efforts of judgment creditors and others to satisfy
their claims will not be defeated by fraudulent transfers....” (Casentini v. Ninth Judicial Dist. Court
(1994) 110 Nev. 721, 877 P.2d 535, 540.) As part of that statutory scheme, Nevada Revised Statutes
section 112.250 provides that the UFTA “must be applied and construed to effectuate its general
purpose to make uniform the law with respect to the subject of this chapter among states enacting
it.”


[16]  Nevada courts grant relief from fraudulent property settlement agreements. (See, e.g.,
Carlson v. Carlson (1992) 108 Nev. 358, 832 P.2d 380, 382–383.) Given its enactment of the
UFTA, we have no doubt that Nevada would reach the same conclusion as California and find
the UFTA applicable to property settlement agreements. The full faith and credit clause requires a
court to give a judgment the same deference it would be accorded in the rendering state. Because a
fraudulent settlement agreement may be attacked in Nevada, it may also be attacked in California.
There is no constitutional violation under these circumstances.


G. Court's Power to Fashion Remedy
Defendants contend the court exceeded its jurisdiction in entering a money judgment against
all defendants for the full amount necessary to satisfy the underlying judgment, $547,574.94.
Defendants' claim is meritless.


[17]  As already noted, section 3439.07 outlines the remedies under the UFTA, which include
voiding a transfer “to the extent necessary to satisfy the creditor's claim.” (§ 3439.07, subd. (a)(1).)
Here, the trial court set aside the transfers of 3380 and 3400 Chisom Trail and authorized plaintiff
to foreclose on those properties. In arguing that the court's order exceeded the *840  limits of
this provision, defendants ignore a critical statutory provision. Section 3439.07, subdivision (a)(3)
(C), empowers the court to award “[a]ny other relief the circumstances may require.” The court
acted well within its discretion in fashioning relief to remedy defendants' fraudulent conduct. (See
Kirkeby v. Superior Court, supra, 33 Cal.4th at p. 652, 15 Cal.Rptr.3d 805, 93 P.3d 395.) There
was no error.


DISPOSITION


The judgment is affirmed. Plaintiff is awarded costs on appeal.
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We concur: BLEASE, Acting P.J., and RAYE, J.


All Citations


129 Cal.App.4th 825, 28 Cal.Rptr.3d 884, 05 Cal. Daily Op. Serv. 4418, 2005 Daily Journal D.A.R.
6030
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143 Cal.App.4th 131
Court of Appeal, Second District, Division 1, California.


FOUNDATION FOR TAXPAYER AND
CONSUMER RIGHTS, Plaintiff and Appellant,


v.
NEXTEL COMMUNICATIONS, INC. et al., Defendants and Respondents.


No. B185992.
|


Sept. 21, 2006.


Synopsis
Background: Taxpayer and consumer rights foundation brought action against communications
company, alleging billing practices violated unfair competition law (UCL). The Superior Court,
Los Angeles County, No. BC304559, David A. Workman, J., granted company judgment on
pleadings based on foundation's lack of standing. Foundation appealed.


Holdings: The Court of Appeal, Rothschild, J., held that:


[1] Proposition 64's modification of standing requirements for UCL actions applied to pending
cases, but


[2] foundation was entitled to amend its complaint to substitute plaintiff.


Reversed and remanded with directions.


West Headnotes (8)


[1] Appeal and Error Judgment on the pleadings
Review of a judgment on the pleadings requires the appellate court to determine, de novo
and as a matter of law, whether the complaint states a cause of action.


4 Cases that cite this headnote
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[2] Appeal and Error Judgment on the pleadings
On review of a judgment on the pleadings, the appellate court accepts as true all material
facts alleged in the complaint.


4 Cases that cite this headnote


[3] Appeal and Error Amended and Supplemental Pleadings
Denial of leave to amend after granting a motion for judgment on the pleadings is reviewed
for abuse of discretion.


10 Cases that cite this headnote


[4] Appeal and Error Amended and Supplemental Pleadings
To show an abuse of discretion from the trial court's denial of leave to amend after granting
a motion for judgment on the pleadings, the plaintiff has the burden of demonstrating that
there is a reasonable possibility the plaintiff could cure the defect with an amendment.


13 Cases that cite this headnote


[5] Antitrust and Trade Regulation Retroactive operation
Proposition 64's modification of the standing requirements for actions under the unfair
competition law (UCL) applies to cases that were already pending when Proposition 64
became effective. West's Ann.Cal.Bus. & Prof.Code §§ 17203, 17204.


1 Cases that cite this headnote


[6] Parties Change as to character or right in which party sues or is sued
Parties Mode of making substitution
Taxpayer and consumer rights foundation, that brought unfair competition law (UCL)
action against communications company in connection with billing practices, was entitled
to amend its complaint to substitute plaintiffs who met modified standing requirements
for UCL actions of Proposition 64, which was enacted after filing of complaint; company
would not be required to answer wholly different legal liability from that originally alleged.
West's Ann.Cal.Bus. & Prof.Code §§ 17203, 17204; West's Ann.Cal.C.C.P. § 473.


See 13 Witkin, Summary of Cal. Law (10th ed. 2005) Equity, § 124; 5 Witkin, Cal.
Procedure (4th ed. 1997) Pleading, § 1155 et seq.; Weil & Brown, Cal. Practice Guide:
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Civil Procedure Before Trial (The Rutter Group 2006) ¶ 14:226.1 et seq. (CACIVP Ch.
14-D); Cal. Jur. 3d, Unfair Competition, § 26; Cal. Civil Practice (Thomson/West 2003)
Business Litigation, § 60:12.


6 Cases that cite this headnote


[7] Parties Persons Entitled to Be Substituted and Grounds Therefor
Parties Mode of making substitution
In general, courts liberally allow amendments for the purpose of permitting plaintiffs who
lack or have lost standing to substitute as plaintiffs the true real parties in interest. West's
Ann.Cal.C.C.P. § 473.


7 Cases that cite this headnote


[8] Parties Persons Entitled to Be Substituted and Grounds Therefor
A plaintiff proposed to be substituted by amendment to a pleading may not state facts
which give rise to a wholly distinct and different legal obligation against the defendant.
West's Ann.Cal.C.C.P. § 473.


3 Cases that cite this headnote


Attorneys and Law Firms


**837  Weiss & Lurie, Jordan L. Lurie and Leigh A. Parker, Los Angeles; The Foundation for
Taxpayer and Consumer Rights, Harvey Rosenfield, Santa Monica, and Pamela M. Pressley, for
Plaintiff and Appellant.


Quinn Emanuel Urquhart Oliver & Hedges, Dominic Surprenant and A. Brooks Gresham, Los
Angeles, for Defendants and Respondents.


Opinion


ROTHSCHILD, J.


*133  The Foundation for Taxpayer and Consumer Rights (FTCR) appeals from the judgment
on the pleadings entered in favor of Nextel Communications, Inc. and Nextel of California, Inc.
(collectively Nextel). The FTCR sued Nextel for violation of California's unfair competition
law, Business and Professions Code section 17200 et seq. (hereafter UCL). 1  Nextel moved for
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judgment on the pleadings on the grounds that the standing requirements for claims under the UCL
were modified by Proposition 64 and that the FTCR did not meet the modified requirements. The
trial court granted Nextel's motion without leave to amend. We reverse, because the FTCR should
have been permitted to amend its complaint in order to add or substitute a plaintiff who meets the
modified standing requirements.


1 All further statutory citations are to the Business and Professions Code, except as noted.


BACKGROUND


The FTCR filed its complaint against Nextel in 2003, alleging a single claim for violation of the
UCL. The complaint alleged that Nextel had damaged thousands of its customers through various
“unfair and illegal” billing policies and practices. But the complaint did not allege that the FTCR
itself had been damaged by Nextel's conduct. Rather, the FTCR sued Nextel “in a representative
capacity on behalf of the general public pursuant to the [p]rivate [a]ttorney [g]eneral provisions
of the [UCL.]”


*134  The trial court overruled Nextel's demurrer to the complaint. The FTCR then moved for
a preliminary injunction and supported the motion with a declaration from Marlon Campbell, a
Nextel subscriber who stated that he had been harmed by the conduct alleged in the complaint.
Copies of relevant billing statements were attached to Campbell's declaration. The trial court
denied the FTCR's motion on March 3, 2004.


On November 2, 2004, California voters approved Proposition 64, which took effect the following
day. (See Cal. Const., art. II, § 10, subd. (a).) Before passage of Proposition 64, section 17204
authorized any person “acting for the interests of itself, its members or the general public” to file a
civil action for relief under the UCL. Standing to bring such an action did not depend on a showing
of injury or damage. **838  (See Committee on Children's Television, Inc. v. General Foods Corp.
(1983) 35 Cal.3d 197, 211, 197 Cal.Rptr. 783, 673 P.2d 660.) Proposition 64 amended section
17204 by deleting the language quoted above and replacing it with the phrase, “who has suffered
injury in fact and has lost money or property as a result of unfair competition.” Proposition 64
also amended section 17203, which authorizes courts to enjoin unfair competition, by adding the
following words: “Any person may pursue representative claims or relief on behalf of others only
if the claimant meets the standing requirements of Section 17204 and complies with Section 382
of the Code of Civil Procedure, but these limitations do not apply to claims brought under this
chapter by the Attorney General, or any district attorney, county counsel, city attorney, or city
prosecutor in this state.” (§ 17203.)


On April 22, 2005, Nextel moved for judgment on the pleadings, arguing that Proposition 64's
modification of the standing requirements under the UCL applies to pending cases and that the
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FTCR does not meet those modified standing requirements. In opposition to the motion, the FTCR
argued that the modified standing requirements do not apply to pending cases. In the alternative,
the FTCR argued that it should be granted leave to amend in order to add plaintiffs “who meet
the newly imposed standing requirements of [the UCL].” And a few days before the hearing on
Nextel's motion, the FTCR filed an ex parte application for leave to file an amended complaint to
add a plaintiff, Campbell, who meets the new standing requirements. Nextel had deposed Campbell
in August 2004.


The trial court granted Nextel's motion for judgment on the pleadings without leave to amend. The
court entered judgment in favor of Nextel on July 15, 2005, and the FTCR timely appealed.


*135  STANDARD OF REVIEW


[1]  [2]  [3]  [4]  “Review of a judgment on the pleadings requires the appellate court to
determine, de novo and as a matter of law, whether the complaint states a cause of action. [Citation.]
For purposes of this review, we accept as true all material facts alleged in the complaint. [Citation.]
Denial of leave to amend after granting a motion for judgment on the pleadings is reviewed for
abuse of discretion. [Citation.]” (Ott v. Alfa–Laval Agri, Inc. (1995) 31 Cal.App.4th 1439, 1448,
37 Cal.Rptr.2d 790.) To show an abuse of discretion, the plaintiff has the burden of demonstrating
that “there is a reasonable possibility the plaintiff could cure the defect with an amendment.”
(Schifando v. City of Los Angeles (2003) 31 Cal.4th 1074, 1081, 6 Cal.Rptr.3d 457, 79 P.3d 569.)


DISCUSSION


I. Proposition 64 Applies to Pending Cases


[5]  On appeal, the FTCR renews its argument that Proposition 64's modification of the standing
requirements under the UCL does not apply to cases that were already pending when Proposition
64 became effective. The argument fails because, in an opinion filed after briefing in this appeal
was complete, the Supreme Court has held that the modified standing requirements do apply to
pending cases. (Californians for Disability Rights v. Mervyn's, LLC (2006) 39 Cal.4th 223, 227,
46 Cal.Rptr.3d 57, 138 P.3d 207.)


II. The Denial of Leave to Amend Was an Abuse of Discretion
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[6]  The FTCR further argues that the trial court abused its discretion when it **839  denied the
FTCR leave to amend the complaint. We agree.


The Supreme Court has held that Proposition 64 does not itself prohibit the amendment of
complaints in pending cases to substitute plaintiffs who meet the modified standing requirements.
(Branick v. Downey Savings and Loan Association (2006) 39 Cal.4th 235, 239, 46 Cal.Rptr.3d 66,
138 P.3d 214.) Rather, plaintiffs in such cases may seek leave to amend, and trial courts are to
grant or deny those requests in accordance with the general standards for amendment of pleadings.
(Ibid.) Code of Civil Procedure section 473, subdivision (a)(1) states the governing rule: “The
court may, in furtherance of justice, and on any terms as may be proper, allow a party to amend
*136  any pleading or proceeding by adding or striking out the name of any party....”


[7]  [8]  In general, courts liberally allow amendments for the purpose of permitting plaintiffs
who lack or have lost standing to substitute as plaintiffs the true real parties in interest. (Branick
v. Downey Savings and Loan Association, supra, 39 Cal.4th at p. 243, 46 Cal.Rptr.3d 66, 138
P.3d 214; Klopstock v. Superior Court (1941) 17 Cal.2d 13, 19–21, 108 P.2d 906.) “The important
limitation on the rule just mentioned is that the plaintiff proposed to be substituted may not ‘state
facts which give rise to a wholly distinct and different legal obligation against the defendant.’
(Klopstock v. Superior Court, supra, 17 Cal.2d 13, 20[, 108 P.2d 906].)” (Branick v. Downey
Savings and Loan Association, supra, 39 Cal.4th at p. 243, 46 Cal.Rptr.3d 66, 138 P.3d 214.) But
“nothing more is meant [by that limitation] than that the defendant not be required to answer a
wholly different legal liability or obligation from that originally stated.” (Klopstock v. Superior
Court, supra, 17 Cal.2d at p. 20, 108 P.2d 906.)


Applying these standards, we conclude that it was an abuse of discretion to deny the FTCR leave
to amend. The proposed amendment would not have required Nextel to answer a wholly different
legal liability or obligation from that originally stated. On the contrary, the FTCR sought to add a
plaintiff, Campbell, who is allegedly a member of the group of injured persons whom the FTCR
originally sought to represent, and who alleges the same misconduct originally alleged by the
FTCR. Amendments of this kind are liberally permitted, and there was no reason to prohibit the
amendment in this case.


Nextel's arguments to the contrary are without merit. First, Nextel argues that the FTCR
“inexcusably delayed seeking permission to amend its complaint until the eve of trial....” The
argument fails because the FTCR had no reason to amend its complaint until Nextel sought to apply
Proposition 64 to this case. Nextel delayed bringing its motion for judgment on the pleadings until
nearly six months after Proposition 64 went into effect, and the FTCR promptly raised the issue
of leave to amend in its opposition to Nextel's motion. The FTCR is not responsible for delays
occasioned by Nextel's conduct.
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Second, Nextel points out that the FTCR did not file a proposed amended complaint when it first
requested leave to amend, and Nextel argues that “[i]t is hornbook law in California that where the
plaintiff fails to submit a proposed amended complaint with its request for leave to amend, ‘it is
*137  almost impossible to show an abuse of discretion in denying the motion.’ 5[ ] Witkin, Cal.
Procedure, § 1132, p. 587 (4th ed. 1996)....” (Emphasis omitted.) The argument fails because it
misrepresents the proposition of “hornbook law” at issue. In fact, Witkin states (and cites cases that
confirm) that “[t]he party seeking leave to amend should submit **840  a copy of the proposed
amendment or make a clear statement of its nature. If this is not done it is almost impossible
to show an abuse of discretion in denying the motion.” (5 Witkin, Cal. Procedure (4th ed. 1997)
Pleading, § 1132, p. 587, italics added.) The FTCR satisfied that requirement by stating, in its
opposition to Nextel's motion for judgment on the pleadings, that the FTCR should be granted
leave to amend in order to add plaintiffs “who meet the newly imposed standing requirements of
[the UCL].”


Third, Nextel argues that the FTCR did not carry its burden of showing a reasonable possibility that
it could cure the standing defect through amendment. The argument lacks merit because the FTCR
has shown that it could add Campbell as a plaintiff, and the record actually contains evidence—
not mere allegations—that Campbell meets the modified standing requirements under the UCL.
Nextel also argues that the proposed amended complaint that was attached to the FTCR's ex parte
application for leave to amend did not sufficiently allege the elements of a class action, e.g., the
existence of predominant common issues of law or fact. The argument fails because the original
complaint itself alleged that Nextel had damaged thousands of its customers through various
“unfair and illegal” billing policies and practices. Given the nature of the claims against Nextel,
we conclude that it is reasonably possible that the FTCR (or Campbell) can properly allege the
elements of a class action.


Finally, Nextel argues that the trial court could not have granted the FTCR's ex parte application for
leave to amend because such leave must be sought by a noticed motion, not by ex parte application.
The argument fails because, regardless of the procedural propriety of an ex parte application for
leave to amend in these circumstances, the trial court did have authority to grant a motion for
judgment on the pleadings with leave to amend. (Code Civ. Proc., § 438, subd. (h)(1).) No noticed
motion or other application was necessary.


For all of the foregoing reasons, we conclude that the trial court abused its discretion when it denied
the FTCR leave to amend in order to meet the modified standing requirements under the UCL. 2


2 Our resolution of this issue makes it unnecessary for us to address Nextel's argument that the FTCR failed to meet the standing
requirements under the UCL even without Proposition 64's modifications.
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*138  DISPOSITION


The judgment is reversed, and the case is remanded with instructions to grant the FTCR leave to
amend. Appellant shall recover its costs on appeal.


MALLANO, Acting P.J., and VOGEL, J., concur.


All Citations


143 Cal.App.4th 131, 48 Cal.Rptr.3d 836, 06 Cal. Daily Op. Serv. 8995, 2006 Daily Journal D.A.R.
12,891


End of Document © 2020 Thomson Reuters. No claim to original U.S. Government Works.
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Supreme Court of New Jersey.


Lea GILCHINSKY, Plaintiff–Respondent,
v.


NATIONAL WESTMINSTER BANK N.J., the Estate of Richard Rodgers, the
Estate of Dorothy Rodgers, the Estate of Oscar Hammerstein II, Jack Terhune,


Sheriff of Bergen County and John Does 1–10 (whose identities are not yet known),
Defendants, and the Rodgers and Hammerstein Organization, Defendant–Appellant.


The Rodgers and Hammerstein Organization, Plaintiff–Appellant,
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Lea Gilchinsky, Defendant–Respondent.
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|
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Synopsis
Employer filed complaint on foreign judgment, seeking writ of attachment and domestication of
New York judgment against employee who had embezzled funds from employer. The Superior
Court, Law Division, Bergen County, entered judgment against employee, domesticating New
York judgment and directing turnover of all property levied upon under writ of attachment,
including employee's individual retirement account (IRA). Appeal was taken. Employee initiated
separate action, seeking determination that her IRA was immune from levy. The Superior Court,
Law Division, dismissed employee's complaint, and appeal was taken. Appeals were consolidated.
The Superior Court, Appellate Division, 311 N.J.Super. 339, 709 A.2d 1347, Wallace, J.A.D.,
reversed. Employer's petition for certification was granted, and the Supreme Court, Garibaldi, J.,
held that employee's transfer of her pension funds into her IRA was a “fraudulent conveyance,”
and as such, employee's IRA was not exempt from levy by employer.


Reversed.


West Headnotes (21)


[1] Labor and Employment Anti-alienation
Funds located in a pension plan established pursuant to the Employee Retirement Income
Security Act (ERISA) would be exempt from attachment by judgment creditor. Employee
Retirement Income Security Act of 1974, § 206(d)(1), 29 U.S.C.A. § 1056(d)(1).



http://www.westlaw.com/Search/Results.html?query=advanced%3a+OAID(5022890850)&saveJuris=False&contentType=BUSINESS-INVESTIGATOR&startIndex=1&contextData=(sc.Default)&categoryPageUrl=Home%2fCompanyInvestigator&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem

http://www.westlaw.com/Search/Results.html?query=advanced%3a+OAID(4298118742)&saveJuris=False&contentType=BUSINESS-INVESTIGATOR&startIndex=1&contextData=(sc.Default)&categoryPageUrl=Home%2fCompanyInvestigator&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem

http://www.westlaw.com/Search/Results.html?query=advanced%3a+OAID(4298118742)&saveJuris=False&contentType=BUSINESS-INVESTIGATOR&startIndex=1&contextData=(sc.Default)&categoryPageUrl=Home%2fCompanyInvestigator&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1998105528&pubNum=0000590&originatingDoc=Ic8e35e24372211d98b61a35269fc5f88&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1998105528&pubNum=0000590&originatingDoc=Ic8e35e24372211d98b61a35269fc5f88&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=h&pubNum=176284&cite=0255548401&originatingDoc=Ic8e35e24372211d98b61a35269fc5f88&refType=RQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Browse/Home/KeyNumber/231H/View.html?docGuid=Ic8e35e24372211d98b61a35269fc5f88&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Browse/Home/KeyNumber/231Hk592/View.html?docGuid=Ic8e35e24372211d98b61a35269fc5f88&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=29USCAS1056&originatingDoc=Ic8e35e24372211d98b61a35269fc5f88&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_e07e0000a9f57





Gilchinsky v. National Westminster Bank N.J., 159 N.J. 463 (1999)
732 A.2d 482, 23 Employee Benefits Cas. 1382


 © 2020 Thomson Reuters. No claim to original U.S. Government Works. 2


[2] Exemptions What law governs
The issue of the validity of attachment of individual retirement account (IRA) funds is
governed by state law.


[3] Exemptions Pension and retirement funds and accounts
Judgment debtor's individual retirement account (IRA) was a “qualifying trust,” for
purposes of statute governing the rights of creditors to attach such funds. 26 U.S.C.A. §
408(d)(3); N.J.S.A. 25:2–1.


2 Cases that cite this headnote


[4] Fraudulent Conveyances Protection of creditors
The purpose of the Fraudulent Transfer Act is to prevent a debtor from placing his or her
property beyond a creditor's reach. N.J.S.A. 25:2–20 to 25:2–34.


46 Cases that cite this headnote


[5] Fraudulent Conveyances Protection of creditors
Underlying the Fraudulent Transfer Act is the notion that a debtor cannot deliberately
cheat a creditor by removing his property from the jaws of execution. N.J.S.A. 25:2–20
to 25:2–34.


21 Cases that cite this headnote


[6] Fraudulent Conveyances Nature and Form of Remedy
Fraudulent conveyance claims allow a creditor to undo a debtor's wrongful transaction so
as to bring the property within the ambit of collection.


15 Cases that cite this headnote


[7] Fraudulent Conveyances Elements of Fraud as to Creditors
In determining whether a transfer constitutes a “fraudulent conveyance,” a court must
determine whether the debtor or person making the conveyance has put some asset beyond
the reach of creditors which would have been available to them at some point in time but
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for the conveyance, and whether the debtor transferred property with an intent to defraud,
delay, or hinder the creditor. N.J.S.A. 25:2–25.


48 Cases that cite this headnote


[8] Fraudulent Conveyances Effect of transaction to delay, hinder, or defraud
Transfers calculated to hinder, delay, or defeat collection of a known debt are deemed
fraudulent because of the debtor's intent to withdraw the assets from the reach of process.
N.J.S.A. 25:2–25.


5 Cases that cite this headnote


[9] Fraudulent Conveyances Elements of Fraud as to Creditors
Determination of whether a conveyance is fraudulent is fact-specific and must be resolved
on a case-by-case basis. N.J.S.A. 25:2–25.


1 Cases that cite this headnote


[10] Fraudulent Conveyances Intent of grantor in general
The person seeking to set aside a conveyance as fraudulent bears the burden of proving
actual intent to defraud, delay, or hinder the creditor. N.J.S.A. 25:2–25.


8 Cases that cite this headnote


[11] Fraudulent Conveyances Badges of Fraud
In determining whether the circumstances of a particular transaction give rise to the
conclusion that the transferor intended to thwart or evade creditors, so as to render it
fraudulent, courts generally look to “badges of fraud,” which represent circumstances that
so frequently accompany fraudulent transfers that their presence gives rise to an inference
of intent. N.J.S.A. 25:2–25, 25:2–26.


17 Cases that cite this headnote


[12] Fraudulent Conveyances Conclusiveness and effect
When determining whether judgment debtor's transfer of her pension plan funds to an
individual retirement account (IRA) constituted a fraudulent conveyance, the intermediate
appellate court should not have given controlling weight to the absence of two “badges of
fraud” in a list of eleven. N.J.S.A. 25:2–25, 25:2–26.
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2 Cases that cite this headnote


[13] Fraudulent Conveyances Badges of Fraud
In determining whether a conveyance is fraudulent, the proper inquiry is whether the
“badges of fraud” are present, not whether some of the factors used to determine fraudulent
intent are absent. N.J.S.A. 25:2–25, 25:2–26.


8 Cases that cite this headnote


[14] Fraudulent Conveyances Conclusiveness and effect
Although the presence of a single “badge of fraud” may cast suspicion on the transferor's
intent, the confluence of several “badges of fraud” in one transaction generally provides
conclusive evidence of an actual intent to defraud, as required to conclude that the transfer
was fraudulent. N.J.S.A. 25:2–25, 25:2–26.


35 Cases that cite this headnote


[15] Fraudulent Conveyances Intent of Grantor
Fraudulent intent, by its very nature, is rarely susceptible to direct proof, and actual intent
to defraud creditors often must be established through inferential reasoning, deduced from
the circumstances surrounding the allegedly fraudulent act. N.J.S.A. 25:2–25, 25:2–26.


6 Cases that cite this headnote


[16] Fraudulent Conveyances Particular facts and circumstances
Judgment debtor's transfer of her pension funds into an individual retirement account
(IRA) was a “fraudulent conveyance,” and IRA was therefore not exempt from levy
by judgment creditor; it could be inferred that transfer was made with actual intent to
defraud creditor, since transfer was to an insider, debtor transferred money to account over
which she retained control, transfer was made after debtor was sued, debtor transferred
substantially all of her assets, transfer effectively prevented assets from being attached by
creditor, transfer occurred after debtor incurred a substantial debt to creditor, and debtor
was insolvent. N.J.S.A. 25:2–1, 25:2–25, 25:2–26(a, b, d, e, g, i, j).


40 Cases that cite this headnote


[17] Fraudulent Conveyances Element or evidence of fraud
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Judgment debtor, herself, qualified as an “insider,” for purposes of statute governing
factors to consider when determining whether a conveyance is fraudulent. N.J.S.A. 25:2–
26(a).


2 Cases that cite this headnote


[18] Fraudulent Conveyances Intent
The openness and veracity of the transaction is irrelevant to a determination that a
conveyance is fraudulent, where other factors establish the debtor's intent to impede
exaction. N.J.S.A. 25:2–25.


[19] Labor and Employment Anti-alienation
Judgment debtor's withdrawals from her employee pension plan would be subject to
attachment by judgment creditor, since anti-alienability provision of Employee Retirement
Income Security Act (ERISA) did not protect distributed pension funds. Employee
Retirement Income Security Act of 1974, § 206(d)(1), 29 U.S.C.A. § 1056(d)(1).


[20] Exemptions Fraudulent conveyance or concealment
Funds transferred by judgment debtor into an individual retirement account (IRA) in
New York would not be exempt from attachment by judgment creditor; funds secreted
into an IRA in an attempt to avoid paying a money judgment were not exempt from
attachment under New York law, and any conveyance made by a defendant after a
judgment had been docketed was void under New York law. N.Y.McKinney's CPLR
5205(c) 5; N.Y.McKinney's Debtor and Creditor Law § 273–a.


2 Cases that cite this headnote


[21] Exemptions Fraudulent conveyance or concealment
Although New York law generally exempts individual retirement account (IRA) funds
from attachment by creditors seeking to enforce money judgments, that exemption is
unavailable where the debtor secretes funds into an IRA in an attempt to avoid paying a
money judgment. N.Y.McKinney's CPLR 5205(c) 5.
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Attorneys and Law Firms


**484  *468  Charles C. Abut, Fort Lee, for appellant.


Merrill M. O'Brien, Rochelle Park, for respondent (Dollinger & Dollinger, attorneys; Howard B.
Leopold, of counsel and on the brief).


Opinion
The opinion of the Court was delivered by


GARIBALDI, J.


N.J.S.A. 25:2–1 generally exempts property held in an individual retirement account (“IRA”)
from attachment by creditors. Although providing a safe harbor for retirement assets, N.J.S.A.
25:2–1(b)(1) specifically states that assets fraudulently conveyed in violation of the Uniform
Fraudulent Transfer Act are not immune from attachment. The question raised in this appeal is
whether defendant's transfer of funds from her New York pension plan, established pursuant to
the Employee Retirement Income Security Act of 1974 (“ERISA”), 29 U.S.C. §§ 1001 to–1461,
into a New Jersey IRA constituted a fraudulent conveyance, thereby removing the funds from the
exemption under N.J.S.A. 25:2–1(a).


**485  I.


Lea Gilchinsky was employed as a bookkeeper by Rodgers and Hammerstein Organization (“R
& H”) from 1987 through 1991. 1  During that period, she embezzled over $700,000 from the
company. In August 1991, Gilchinsky was indicted for second-degree *469  grand larceny 2  by
a New York grand jury. In May 1992, she pled guilty to attempted second-degree grand larceny
and was sentenced to one year in prison.


1 Gilchinsky was employed by R & H in various positions from 1980 through 1991.


2 Second-degree grand larceny is defined as stealing property in excess of $50,000. It is a class C felony. N.Y. Penal Law § 155.40(1)
(McKinney 1990).


In July 1992, R & H filed a civil action against Gilchinsky in New York to recover $935,643,
consisting of the amount embezzled plus the $204,474 R & H had paid Gilchinsky in salary and
bonuses during the period of the theft. In January 1993, the New York Supreme Court issued
a temporary restraining order prohibiting “any sale, assignment, transfer, or interference with
any” interest of defendant in personal and/or real property located in the State of New York. On
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December 29, 1994, a final restraining order was issued prohibiting defendant from making “any
sale, assignment or transfer of, interference with any property, in which you have an interest.”


In February 1993, the New York Supreme Court awarded R & H a money judgment against
defendant in the amount of $226,455.93, for partial damages suffered as a result of the
embezzlement. A Special Master was appointed to determine the remainder of the award. The
court also finalized the Order of Attachment, placing a lien on all of defendant's property located
in the State of New York.


Throughout the next year and a half, R & H attempted to negotiate with defendant to resolve the
lawsuit. Defendant's only admitted asset was $84,280.55, vested in R & H's ERISA Profit Sharing
Plan. In June 1994, defendant requested that R & H roll that money over to an IRA account she had
opened in the Fort Lee, New Jersey branch of National Westminster Bank (“NatWest”). R & H did
not comply immediately with her request. Instead, the company pursued settlement discussions
with defendant regarding the ERISA funds throughout the summer and fall of 1994.


*470  At a deposition in October 1994, defendant testified that she had one demand checking
account in the Fort Lee branch of NatWest bank that she had opened in 1991. She stated that
her brother deposited money into that account so she could pay her rent and credit card debts.
She further testified that she had no individual retirement accounts and no personal property of
substantial value. She admitted that she had closed out all of her New York bank accounts and
withdrew all the money she had accrued in a New York IRA after the judgment had been entered
against her. She claimed that she was currently insolvent, having spent all of her money in Atlantic
City to fuel her gambling addiction. The R & H pension was the only money defendant allegedly
had.


R & H continued to negotiate with defendant regarding the pension until November 1994, when
the discussions fell through. In a letter to R & H's General Counsel, defendant demanded that her
share of the Rodgers and Hammerstein Profit Sharing Plan be transferred immediately in one lump-
sum payment into an IRA account opened in her name at NatWest Bank in Fort Lee, New Jersey.
Under federal law, R & H had no choice but to comply with the request. 29 U.S.C. § 1056(d). On
December 30, 1994, R & H transferred defendant's ERISA pension to the New Jersey IRA.


R & H immediately filed suit in New Jersey to domesticate the New York judgment and place a
lien on the funds. On January 9, 1995, the Superior Court issued **486  an Order to Show Cause.
On January 10, 1995, the court issued a Writ of Attachment, placing a lien on all of defendant's
personal property located in the State of New Jersey.


Defendant never answered the Order to Show Cause and did not oppose the order attaching her
IRA. Instead, her attorney filed a separate lawsuit collaterally attacking the orders. Ruling that
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defendant's action was barred by the entire controversy doctrine, the court dismissed her claims.
On February 2, 1995, the court entered an Order domesticating the foreign judgment and directing
the turnover of all property levied upon by the *471  January 10 Writ of Attachment. On April 4,
1995, NatWest delivered the funds contained in defendant's New Jersey IRA to R & H.


In June 1996, over sixteen months later, defendant moved for relief from the February 2, 1995
Order. Defendant contended that the funds in the IRA were immune from attachment under
N.J.S.A. 25:2–1(a). The court granted defendant's motion for reconsideration, limited to the
question of whether R & H's attachment of the funds in the New Jersey IRA violated N.J.S.A.
25:2–1.


Both parties agreed that the facts were not in dispute and the matter was ripe for summary
judgment. After oral argument, the trial court concluded that given the timing of the transfer, the
New York restraining order, defendant's lack of contacts with New Jersey, and the fact that she was
otherwise insolvent, “[n]o rational fact finder ... objectively could come to any conclusion but that
the purpose of this across the Hudson transfer was for no other purpose than to evade, thwart, [and]
hinder creditors and to preclude, or at least make [collection] extremely difficult....” Accordingly, it
held the money was not exempt from attachment under N.J.S.A. 25:2–1. See N.J.S.A. 25:2–1(b)(1).


The Appellate Division reversed, finding that the “motion judge considered only a few of the
factors under N.J.S.A. 25:2–26 in reaching his decision [.]” Gilchinsky v. Westminster Bank, 311
N.J.Super. 339, 349, 709 A.2d 1347 (1998). Giving controlling weight to the absence of three
factors enumerated in N.J.S.A. 25:2–26, the Appellate Division concluded that defendant did not
have an actual intent to defraud her creditors. According to the panel, the “controlling factors”
indicating the transfer was not a fraudulent conveyance were: “that the transfer was not concealed;
the creditor, R & H, participated in the transfer; and the funds continued to be held in a trust account
after the transfer.” The panel reasoned that the funds were protected from attachment in both New
York and New Jersey. Therefore, defendant gained no advantage by the transfer. The Appellate
Division also did not *472  believe that the transfer violated any New York restraining order.
Accordingly, it held that the money in the NatWest IRA was “entitled to the safe harbor protection
the Legislature created for pension funds” and was immune from attachment under N.J.S.A. 25:2–
1(a). Gilchinsky, supra, 311 N.J.Super. at 350, 709 A.2d 1347. We granted R & H's petition for
certification, 156 N.J. 427, 719 A.2d 1025 (1998), and now reverse.


II.


[1]  [2]  ERISA contains an anti-alienation provision prohibiting the assignment or garnishment
of pension benefits. 29 U.S.C. § 1056(d)(1). Had defendant left her money in the R & H Profit
Sharing Plan, there is no doubt that it would have been exempt from attachment. Guidry v. Sheet
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Metal Workers Nat'l Pension Fund, 493 U.S. 365, 376, 110 S.Ct. 680, 687, 107 L.Ed.2d 782, 795
(1990) (refusing to carve out equitable exception to Section 1056(d) even where employee engaged
in malfeasance and/or criminal misconduct), appeal after remand, 10 F.3d 700 (10th Cir.1993),
reh'g 39 F.3d 1078 (10th Cir.1994), cert. denied, 514 U.S. 1063, 115 S.Ct. 1691, 131 L.Ed.2d 556
(1995); see also State v. Pulasty, 136 N.J. 356, 361, 642 A.2d 1392 (refusing to attach funds while
in ERISA **487  account but allowing attachment once funds in pensioner's possession), cert.
denied, 513 U.S. 1017, 115 S.Ct. 579, 130 L.Ed.2d 494 (1994). Unlike ERISA, however, the tax
code contains no anti-alienation provision. Nor does it address the validity of attachment of IRA
funds. Therefore, that issue is governed by State law. C.P. v. Township of Piscataway Bd. of Educ.,
293 N.J.Super. 421, 437, 681 A.2d 105 (App.Div.1996); Halliburton Co. v. Mor, 231 N.J.Super.
197, 199, 555 A.2d 55 (Law Div.1988); In re Yuhas, 104 F.3d 612 (3d Cir.), cert. denied, Orr v.
Yuhas, 521 U.S. 1105, 117 S.Ct. 2481, 138 L.Ed.2d 990 (1997). Accordingly, by transferring the
money to a New Jersey IRA, the money lost the blanket protection afforded by ERISA and became
subject to New Jersey law.


*473  A.


[3]  N.J.S.A. 25:2–1 governs the rights of creditors to attach funds in an IRA. N.J.S.A. 25:2–1
provides in part:


a. Except as provided in subsection b. of this section, every deed of gift and every conveyance,
transfer and assignment of goods, chattels or things in action, made in trust for the use of the
person making the same, shall be void as against creditors.


b. Notwithstanding the provisions of any other law to the contrary, any property held in a
qualifying trust and any distributions from a qualifying trust, regardless of the distribution plan
elected for the qualifying trust, shall be exempt from all claims of creditors and shall be excluded
from an estate in bankruptcy, except that:


(1) no exemption shall be allowed for any preferences or fraudulent conveyances made in
violation of the “Uniform Fraudulent Transfer Act,” R.S. 25:2–20 et seq., or any other State
or federal law; ...


....


For purposes of this section, a “qualifying trust” means a trust created or qualified and
maintained pursuant to federal law, including, but not limited to, section 401, 403, 408, or section
409 of the federal Internal Revenue Code of 1986 (26 U.S.C. § 401, 403, 408 or 409).


[N.J.S.A. 25:2–1, as amended by L.1993, c. 177.]
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An IRA is created pursuant to Internal Revenue Code section 408. 26 U.S.C. § 408(d)(3)(governing
IRAs created from rollover contribution from employee retirement plan). Thus, it is a “qualifying
trust” under New Jersey law. C.P., supra, 293 N.J.Super. at 437, 681 A.2d 105; In re Yuhas, supra,
104 F.3d at 613.


N.J.S.A. 25:2–1 provides a “qualified immunity” for funds deposited in a New Jersey IRA. The
purpose behind such expansive protection is to prevent creditors from attaching money earmarked
for retirement. That immunity, however, is not absolute. N.J.S.A. 25:2–1(b). Creditors can attach
funds transferred into an IRA in “preference” of other creditors, as a “fraudulent conveyance,” or if
the money is subject to a support order. N.J.S.A. 25:2–1(b); C.P., supra, 293 N.J.Super. at 437–38,
681 A.2d 105; Assembly Financial Institutions Comm. Statement to Assembly Comm. Substitute
for Assembly, Nos. 288 and 1462 (Sept. 14, 1992). In exempting fraudulent conveyances from the
otherwise broad-based immunity, the Legislature clearly intended to prevent debtors from using
New Jersey law to shield their assets from creditors. This case requires the Court to determine
whether *474  defendant's transfer constituted a fraudulent conveyance, thereby removing her
IRA from the general exemption in N.J.S.A. 25:2–1.


B.


R & H alleges that defendant transferred the assets in her ERISA fund to place them beyond
the reach of her creditors. By rolling over the money into a New Jersey IRA, defendant was
able to circumvent the New York restraining order **488  and prevent collection of the New
York judgment. As evidence of defendant's fraudulent intent, R & H argues that defendant never
would have realized the benefit of the funds had she rolled them over to a New York IRA. The
money would have been subject to seizure the moment defendant attempted a withdrawal. In
transferring the money to New Jersey, defendant placed it beyond the reach of the New York
judgment. Defendant could take an early withdrawal without hindrance. The fact that defendant
was otherwise insolvent and had absolutely no contacts with New Jersey, R & H contends, is further
evidence of her fraudulent intent. Moreover, R & H argues, transferring the funds in violation of
the New York restraining order is, by itself, a fraudulent conveyance, thereby placing the funds
outside the protection of N.J.S.A. 25:2–1(a).


Defendant, on the other hand, argues that her intentions were entirely proper. She contends that
the money would have been exempt from levy in New York whether it was deposited in an ERISA
or IRA account. The funds also were exempt from attachment in New Jersey, pursuant to N.J.S.A.
25:2–1(a). Because the funds were transferred from one protected account to another, and the roll-
over did not affect the creditor's ability to access the funds, the creditor cannot complain that the
transfer hindered or delayed its ability to satisfy its judgment. Defendant further argues that the
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timing of the rollover was not relevant. Defendant asserts that the transfer was not a fraudulent
conveyance and is protected from attachment by N.J.S.A. 25:2–1(a).


*475  C.


N.J.S.A. 25:2–25 defines fraudulent conveyance. It provides that:


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:


a. With actual intent to hinder, delay, or defraud any creditor of the debtor....


[N.J.S.A. 25:2–25.]


[4]  [5]  [6]  The purpose of the Fraudulent Transfer Act, N.J.S.A. 25:2–20 to –34 3 , is to prevent
a debtor from placing his or her property beyond a creditor's reach. In re Wintz Companies, 230
B.R. 848, 859 (8th Cir.1999). Underlying the Act is the notion that a debtor cannot deliberately
cheat a creditor by removing his property from “the jaws of execution.” See Klein v. Rossi, 251
F.Supp. 1, 2 (E.D.N.Y.1966). Fraudulent conveyance claims thus allow the creditor to undo the
wrongful transaction so as to bring the property within the ambit of collection. Hearn 45 St. Corp.
v. Jano, 283 N.Y. 139, 142, 27 N.E.2d 814, 816 (N.Y.1940).


3 The Uniform Fraudulent Conveyances Law, N.J.S.A. 25:2–7 to –19, was repealed by the Uniform Fraudulent Transfer Act, effective
January 1, 1989. Flood v. Caro Corp., 272 N.J.Super. 398, 403, 640 A.2d 306 (App.Div.1994).


[7]  [8]  [9]  [10]  In determining whether a transfer constitutes a fraudulent conveyance, there
are two relevant inquiries. The first is “whether the debtor [or person making the conveyance] has
put some asset beyond the reach of creditors which would have been available to them” at some
point in time “but for the conveyance.” In re Wolensky's Ltd. Partnership, 163 B.R. 615, 626–27
(Bankr.D.C.1993); Grand Lab., Inc. v. Midcon Labs of Iowa, 32 F.3d 1277, 1282 (8th Cir.1994)
(requiring creditor to “show that [it] would have received something which has become lost to [it]
by reason of the conveyance.”); cf. In re Joel I. Kimmel, 131 B.R. 223, 229 (Bankr.S.D.Fla.1991)
(finding no fraudulent conveyance where defendant transferred funds from one form of exempt
account to another since creditor could not have looked to account *476  assets to satisfy **489
claim). The second is whether the debtor transferred property with an intent to defraud, delay, or
hinder the creditor. Transfers calculated to hinder, delay, or defeat collection of a known debt are
deemed fraudulent because of the debtor's intent to withdraw the assets from the reach of process.
Klein, supra, 251 F.Supp. at 2; In re Joel Kimmel, supra, 131 B.R. at 229. Both inquiries involve
fact-specific determinations that must be resolved on a case-by-case basis. The person seeking to
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set aside the conveyance bears the burden of proving actual intent. United States v. McCombs, 30
F.3d 310, 328 (2d Cir.1994); Hassett v. Goetzmann, 10 F.Supp.2d 181, 188 (N.D.N.Y.1998).


[11]  In determining whether the circumstances of a particular transaction give rise to the
conclusion that the transferor intended to thwart or evade creditors, courts generally look to factors
commonly referred to as “badges of fraud.” “Badges of fraud” represent circumstances that so
frequently accompany fraudulent transfers that their presence gives rise to an inference of intent.
Hassett, supra, 10 F.Supp.2d at 188. As one court has stated, “badges of fraud”


are said to be facts which throw suspicion on a transaction, and which call for an explanation....
More simply stated, they are signs or marks of fraud. They do not of themselves or per se
constitute fraud, but they are facts having a tendency to show the existence of fraud [....] “Often a
single one of them may establish and stamp a transaction as fraudulent. When, however, several
are found in the same transaction, strong, clear evidence will be required to repel the conclusion
of fraudulent intent.... ”


[Schall v. Anderson's Implement, Inc., 240 Neb. 658, 484 N.W.2d 86, 91 (1992) (emphasis
added) (citations omitted).]


N.J.S.A. 25:2–26 lists the “badges of fraud” that New Jersey courts are to consider in determining
whether a debtor conveyed property with the actual intent to place it beyond the reach of creditors.
That section provides:


In determining actual intent under subsection a. of R.S. 25:2–25 consideration may be given,
among other factors, to whether:


a. The transfer or obligation was to an insider;


*477  b. The debtor retained possession or control of the property transferred after the transfer;


c. The transfer or obligation was disclosed or concealed;


d. Before the transfer was made or obligation was incurred, the debtor had been sued or
threatened with suit;


e. The transfer was of substantially all the debtor's assets;


f. The debtor absconded;


g. The debtor removed or concealed assets;


h. 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;
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i. The debtor was insolvent or became insolvent shortly after the transfer was made or the
obligation was incurred;


j. The transfer occurred shortly before or shortly after a substantial debt was incurred; and


k. The debtor transferred the essential assets of the business to a lienor who transferred the assets
to an insider of the debtor.


[N.J.S.A. 25:2–26.]


[12]  [13]  [14]  In determining actual intent to defraud, courts should balance the factors
enumerated in N.J.S.A. 25:2–26, as well as any other factors relevant to the transaction.
Accordingly, the Appellate Division made a critical error by giving controlling weight to the
absence of two factors in a list of eleven. The proper inquiry is whether the badges of fraud are
present, **490  not whether some factors are absent. Although the presence of a single factor,
i.e. badge of fraud, may cast suspicion on the transferor's intent, the confluence of several in one
transaction generally provides conclusive evidence of an actual intent to defraud. Max Sugarman
Funeral Home, Inc. v. A.D.B. Investors, 926 F.2d 1248, 1254–55 (1st Cir.1991) (“Max Sugarman
”).


[15]  “[F]raudulent intent, by its very nature, is rarely susceptible to direct proof....” Marine
Midland Bank v. Murkoff, 120 A.D.2d 122, 508 N.Y.S.2d 17, 21 (1986), appeal dismissed, 69
N.Y.2d 875, 514 N.Y.S.2d 1029, 507 N.E.2d 322 (N.Y.1987). A defendant rarely will acknowledge
that she transferred funds to place them beyond the reach of creditors. Actual intent often must
be established through inferential reasoning, deduced from the circumstances surrounding the
allegedly fraudulent act. *478  Max Sugarman, supra, 926 F.2d at 1254; Hassett, supra, 10
F.Supp.2d at 188; Palmer v. Murphy, 42 Mass.App.Ct. 334, 677 N.E.2d 247, 255, review denied,
425 Mass. 1103, 680 N.E.2d 102 (1997); Marine Midland, supra, 508 N.Y.S.2d at 20.


[16]  In this case, the transfer was laced with at least seven of the “badges of fraud” enumerated in
N.J.S.A. 25:2–26. 4  First, the transfer was to an “insider.” Although defendant technically does not
fall within the definition of “insider” contained in N.J.S.A. 25:2–22(a) 5 , an analysis of the purpose
underlying the “insider” factor and fraudulent conveyance law in general undoubtedly supports
the conclusion that she qualifies as an insider under the unusual facts of this case.


4 We need not address the question of whether the transfer of funds from the ERISA account to the IRA constituted a conveyance.
Courts in this state already have answered that question in the affirmative. E.g., Hawxhurst v. Hawxhurst, 318 N.J.Super. 72, 723
A.2d 58 (App.Div.1998).


5 N.J.S.A. 25:2–22(a) defines insider to include: a relative or debtor of the individual; a partnership in which the debtor is a general
partner; another general partner in the debtor's partnership; a corporation in which the debtor is a person in control.
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Simply stated, the list of “insiders” contained in N.J.S.A. 25:2–22(a) describes the relationship
between the transferor and transferee. The unifying theme among the enumerated persons is that
they stand in such close relation to the debtor as to give rise to the inference that they have the
ability to influence or control the debtor's actions. Norton Bankruptcy Law and Practice 2d § 57:31
(1999) (defining insider). Concluding that defendant is not an “insider” because the list does not
specifically refer to transfers made to one's self elevates the technical over the substantive We
refuse to give the statute such an unreasonable construction.


[17]  If a relative or business entity controlled by the debtor is an “insider,” it follows that the
debtor herself is an insider. Transactions with those entities allow the debtor to take the assets out
of her name and place them beyond the reach of creditors. *479  Since that is essentially what
defendant did in this case, we conclude that she is an “insider” within the meaning of N.J.S.A.
25:2–26(a).


Second, defendant transferred the money to an account of which she was the beneficiary and
over which she retained control. Had the money remained in the ERISA plan, the fund's trustee
technically would have been in charge of it. By rolling the money over to an IRA, defendant gained
greater control over the sums. Because defendant clearly retained possession and control of the
property after the transfer, we find that factor (b) has been met. N.J.S.A. 25:2–26(b).


Third, indisputably, this transfer was made after the debtor had been sued or threatened with suit.
N.J.S.A. 25:2–26(d). In fact, not only had defendant been sued, but R & H already had recovered
a judgment against her.


**491  Fourth, defendant confessed to transferring “substantially all” of her assets. N.J.S.A. 25:2–
26(e). Defendant testified at her deposition that she had lost all of her money gambling. She
claimed to have no assets other than the money vested in R & H's Profit Sharing Plan. She testified
that she had closed out all of her New York bank accounts and her New York IRA, spending the
money to fuel her gambling addiction. Although she admitted to owning a few pieces of jewelry
and some furniture, they were of minimal value. She is unemployed, has no salary and no other
source of income. Because defendant's only admitted asset is the money in the New Jersey IRA,
we find that factor (e) has been met.


Fifth, in transferring the assets from New York to New Jersey, defendant effectively prevented
them from being attached by R & H pursuant to the New York restraining order. See N.J.S.A. 25:2–
26(g) (“The debtor removed or concealed assets.”) Had R & H not been so quick to domesticate
its foreign judgment, defendant could have withdrawn all of the money from the New Jersey IRA,
leaving R & H with no remedy. The fact that defendant *480  transferred the money in violation
of the New York restraining order is further evidence of her fraudulent intent.
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Sixth, since defendant transferred the property after incurring a substantial debt to R & H, we find
that factor (j) has been met as well. N.J.S.A. 25:2–26(j) (applying to transfers occurring shortly
before or after a substantial debt is incurred.)


Seventh, defendant's own deposition testimony and affidavit of indigence establish that the sum
of her debts is greater than her assets. N.J.S.A. 25:2–26(i) (“The debtor was insolvent or became
insolvent shortly after the transfer was made or the obligation was incurred”). She claims that the
money in the IRA is her only remaining asset. Because defendant owes R & H $226,455.93 and
the value of the assets in her IRA is only $84,280.55, she is clearly insolvent within the meaning
of N.J.S.A. 25:2–23(a). (“A debtor is insolvent if the sum of the debtor's debts is greater than all
of the debtor's assets ...”). Accordingly we find that factor (i) has been met.


[18]  Because the record establishes that seven badges of fraud are present, we find that defendant
transferred the money to secure access to the funds with the intent to hinder or delay R & H's
ability to satisfy its New York judgment. By focusing on concealment, the Appellate Division
placed paramount weight on a factor that is only marginally relevant here. The panel reasoned that
there was no fraudulent conveyance because R & H knew about the transfer and was the one to
effectuate it. That analysis, however, ignores the critical fact that R & H had no choice but to make
the transfer. 29 U.S.C. § 1104 (requiring trustee to administer plan solely in interests of employees);
Frary v. Shorr Paper Products, Inc., 494 F.Supp. 565, 568–69 (N.D.Ill.1980) (holding that plan
trustee could not deny participant lump-sum payment). 6  Courts examining fraudulent transfers
uniformly have held that “the creditor need establish only that the transferor intended by *481
the conveyance to avoid payment of his obligation or to hinder its collection....” Reconstruction
Fin. Corp. v. United Distillers Prod. Corp., 229 F.2d 665, 667 (2d Cir.1956). The openness and
veracity of the transaction is irrelevant where other factors establish the debtor's intent to impede
exaction. Boston Trading Group, Inc. v. Burnazos, 835 F.2d 1504, 1508 (1st Cir.1987); United
States v. Tabor Court Realty Corp., 803 F.2d 1288, 1296–97 (3d Cir.1986), cert. denied, McClellan
Realty Co. v. United States, 483 U.S. 1005, 107 S.Ct. 3229, 97 L.Ed.2d 735 (1987). Accordingly,
we find that R & H's knowledge of the transfer is insufficient to counteract the **492  other badges
of fraud that accompanied this conveyance.


6 Because neither party disputes this contention, we assume that the terms of the Plan require the trustee to honor all beneficiary requests
to withdraw funds.


[19]  We also disagree with defendant's assertion that the funds are protected because they were
moved from one trust account to another. Missing from that analysis is consideration of the
benefit defendant reaped by transferring the funds out of New York into New Jersey. It is true
that R & H could not have reached the money while it remained in the ERISA plan. Guidry,
supra, 493 U.S. at 376, 110 S.Ct. at 687, 107 L.Ed.2d at 795. That, however, is where the inquiry
begins, not ends. Defendant never would have been able to use the money in that account.
Withdrawals would have been subject to attachment pursuant to the New York restraining order.
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National Bank of N. Am. v. International Bhd. of Elec. Workers Local # 3, 93 Misc.2d 590, 400
N.Y.S.2d 482 (N.Y.Sup.Ct.1977), aff'd, 69 A.D.2d 679, 419 N.Y.S.2d 127, appeal dismissed, 48
N.Y.2d 752, 422 N.Y.S.2d 666, 397 N.E.2d 1333 (1979). See also Pulasty, supra, 136 N.J. at 356,
642 A.2d 1392 (holding ERISA anti-alienation provision does not apply to funds in pensioner's
possession); Hawxhurst, supra, 318 N.J.Super. at 86, 723 A.2d 58; Velis v. Kardanis, 949 F.2d
78 (3d Cir.1991) (concluding pension benefits were includable asset of bankruptcy estate once
distributed); In re Houck, 181 B.R. 187, 189 (Bankr.E.D.Pa.1995) (concluding that ERISA's anti-
alienability provision does not protect pension funds once they are distributed); NCNB Fin. Servs.,
Inc. v. Shumate, 829 F.Supp. 178, 180 *482  W.D.Va.1993)(stating funds no longer protected from
alienation once in pensioner's possession), aff'd, 45 F.3d 427 (4th Cir.1994), cert. denied, 515 U.S.
1161, 115 S.Ct. 2616, 132 L.Ed.2d 859 (1995). By transferring the money to an account in New
Jersey, defendant bypassed the New York judgment and evaded her creditor.


[20]  [21]  We also disagree that the funds would have been protected had they been transferred
to a New York IRA. Although New York law generally exempts IRA funds from attachment by
creditors seeking to enforce money judgments, C.P.L.R. § 5205(c); Bank Leumi Trust Co. of New
York v. Dime Sav. Bank of New York, 85 N.Y.2d 925, 626 N.Y.S.2d 999, 650 N.E.2d 846 (1995),
that exemption is unavailable where the debtor secretes funds into an IRA in an attempt to avoid
paying a money judgment. C.P.L.R. § 5205(c)(5) 7 ; Pauk v. Pauk, 232 A.D.2d 392, 648 N.Y.S.2d
134, 135 (1996); Tompkins County Trust Co. v. Gowin, 163 Misc.2d 418, 621 N.Y.S.2d 476, 478
(N.Y.Sup.Ct.1994) (stating general exemption for IRAs not available where asset is transferred
within ninety days before action in which judgment is entered against defendant). Under New
York's Debtor and Creditor law, the conveyance also would be void since it was “made [by] a
defendant ... [during the pendency of an action] for money damages or [after] a judgment ... has
been docketed....” (N.Y. Debtor and Creditor Law § 273–a, McKinney 1990). Because the money
would not have been immune from attachment in New York, defendant effectuated the transfer in
hopes the money would be protected by N.J.S.A. 25:2–1. Attempting to place the money beyond her
creditor's reach is the essence of a fraudulent conveyance. We are certain that the Legislature did
not intend to allow debtors to funnel money into a *483  New Jersey IRA to thwart the judgments
of sister states. N.J.S.A. 25:2–1(b).


7 C.P.L.R. § 5205(c)(5) provides:
Additions to an [individual retirement account qualified under § 408 of the Internal Revenue Code] shall not be exempt from
application to the satisfaction of a money judgment if (i) made after the date that is ninety days before the interposition of the
claim on which such judgment was entered....


III.


In sum, the totality of the circumstances clearly and convincingly demonstrates that defendant
intended to hinder, delay, and defraud her creditor, R & H. Nearly all of **493  the classic indicia
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of fraud are present here. Defendant transferred her only remaining asset after a judgment had
been entered against her. N.J.S.A. 25:2–26(d),(e),(j). The transfer was in violation of a restraining
order. N.J.S.A. 25:2–26(g). She retained possession of the asset after the transfer. N.J.S.A. 25:2–
26(b). In fact, by transferring the asset, defendant gained greater control over it. Moreover, by
transferring the asset to New Jersey, defendant was able to evade enforcement of the New York
judgment. N.J.S.A. 25:2–26(g).


Coupling these “badges of fraud” with defendant's previous actions and admissions leads to the
inevitable conclusion that she was using the New Jersey IRA account to evade enforcement of the
New York judgment and restraining order. At a deposition in October 1994, defendant testified
that she had closed out her New York bank accounts and cashed in the money in her New York
IRA, despite the restraining order that prohibited her from spending any money. 8  Defendant's
own testimony further established that she opened a checking account at NatWest Bank in Fort
Lee, New Jersey because she could not get any money out of her New York accounts. In light of
defendant's previous actions, it is plain that defendant transferred her pension money out of New
York to shield it from her creditor.


8 One bank account remained open in New York because it had been frozen pursuant to the restraining order served on defendant in
September 1994.


We do not suggest that a court must find a specific number of factors before characterizing a
transaction as fraudulent. In some cases, the presence of a single factor may suffice. *484  In
re Ingersoll, 124 B.R. 116, 122 (M.D.Fla.1991). Where several badges of fraud accompany one
transaction, however, a strong inference of fraud arises. Ibid. Unless a sufficient explanation is
supplied, clearly rebutting the inference of actual fraudulent intent, the conclusion that the debtor
possessed the requisite intent is inescapable. In this case we have no doubt that defendant acted
with an actual intent to hinder, delay, and defraud her creditors.


The judgment of the Appellate Division, therefore, is reversed.


For reversal—Chief Justice PORITZ and Justices HANDLER, POLLOCK, O'HERN,
GARIBALDI, STEIN and COLEMAN—7.


Opposed—None.


All Citations


159 N.J. 463, 732 A.2d 482, 23 Employee Benefits Cas. 1382


End of Document © 2020 Thomson Reuters. No claim to original U.S. Government Works.
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168 Cal.App.4th 231
Court of Appeal, First District, Division 2, California.


Alexis GIRALDO, Plaintiff and Appellant,
v.


CALIFORNIA DEPARTMENT OF CORRECTIONS AND
REHABILITATION, et al., Defendants and Respondents.


No. A119046.
|


Nov. 14, 2008.
|


Review Denied Feb. 11, 2009. *


* George, C.J., did not participate therein.


Synopsis
Background: Male-to-female transgender inmate brought action against California Department
of Corrections and Rehabilitation (CDCR) and CDCR personnel for negligence, intentional
infliction of emotional distress, and violation of cruel or unusual punishment clause of California
Constitution, and requested declaratory and injunctive relief. The Superior Court, City and County
of San Francisco, No. CGC–07–461473, Ellen Chaitin and Peter J. Busch, JJ., sustained demurrer
to negligence cause of action in law and motion proceeding, dismissed constitutional claim, and
entered judgment upon jury verdict for defendants on emotional distress claim. Inmate appealed.


Holdings: The Court of Appeal, Richman, J., held that:


[1] on issue of first impression, jailers have a duty to protect inmate from foreseeable harm by
third parties;


[2] on issue of first impression, there is no private right of action for violation of state cruel or
unusual punishment clause; and


[3] prayer for declaratory and injunctive relief was rendered moot by inmate's parole.


Affirmed in part, reversed in part, and remanded.
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West Headnotes (25)


[1] Appeal and Error Prior determination not on merits
The Court of Appeal's previous denial of defendants' motion to dismiss the appeal, on the
same basis, did not preclude the Court of Appeal from revisiting the issue of whether it had
jurisdiction to consider plaintiff's appeal after plaintiff voluntarily dismissed a remaining
cause of action in order to facilitate appeal of previously dismissed causes of action. West's
Ann.Cal.C.C.P. §§ 581, 904.1.


4 Cases that cite this headnote


[2] Appeal and Error Determination of part of controversy
The Court of Appeal had jurisdiction to consider plaintiff's appeal after plaintiff voluntarily
dismissed a remaining cause of action in order to facilitate appeal of previously dismissed
causes of action. West's Ann.Cal.C.C.P. §§ 581, 904.1.


3 Cases that cite this headnote


[3] Negligence Foreseeability
The most important of the considerations in establishing a duty supporting negligence
liability is foreseeability.


3 Cases that cite this headnote


[4] Negligence Necessity and Existence of Duty
Negligence Foreseeability
As a general principle, a defendant owes a duty of care to all persons who are foreseeably
endangered by his conduct, with respect to all risks which make the conduct unreasonably
dangerous.


5 Cases that cite this headnote


[5] Negligence Protection against acts of third persons
As a general matter, there is no duty to act to protect others from the conduct of third
parties.
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3 Cases that cite this headnote


[6] Negligence Protection against acts of third persons
A defendant may owe an affirmative duty to protect another from the conduct of third
parties if he or she has a special relationship with the other person.


7 Cases that cite this headnote


[7] Negligence Protection against acts of third persons
A “special relationship” supporting a duty to protect another from the conduct of third
parties can arise when the defendant stands in some special relationship to either the person
whose conduct needs to be controlled or in a relationship to the foreseeable victim of that
conduct.


1 Cases that cite this headnote


[8] Prisons Care, Custody, Confinement, and Control
There exists a special relationship between a jailer and a prisoner giving rise to a duty of
care for the jailer to protect the prisoner from foreseeable harm inflicted by a third party,
for purposes of negligence liability. Restatement (Second) of Torts § 320.


See Cal. Jur. 3d, Negligence, §§ 18, 21; Annot., Comment note Private person's duty and
liability for failure to protect another against criminal attack by third person (1966) 10
A.L.R.3d 619; Annot., Liability for death or injury to prisoner (1929) 61 A.L.R. 569; 6
Witkin, Summary of Cal. Law (10th ed. 2005) Torts, § 1049.


51 Cases that cite this headnote


[9] Amicus Curiae Powers, functions, and proceedings
Amicus curiae did not improperly expand the issues on appeal by relying on Prison Rape
Elimination Act (PREA) and Sexual Abuse in Detention Elimination Act (SADEA) in
support of inmate's argument in negligence action that there existed a special relationship
between a jailer and a prisoner giving rise to a duty of care for the jailer to protect the
prisoner from foreseeable harm inflicted by a third party, even though inmate did not rely
on PREA or SADEA in arguing in the trial court that such a duty existed; amicus curiae
merely argued an alternative basis for finding the duty. Prison Rape Elination Act of 2003,
§ 2 et seq., 42 U.S.C.A. § 15601 et seq.; West's Ann.Cal.Penal Code § 2635 et seq.
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44 Cases that cite this headnote


[10] Appeal and Error Form and requisites in general
Appellate courts are not constrained by the authorities cited by the parties; they may
conduct independent research.


2 Cases that cite this headnote


[11] Appeal and Error Defects or errors on part of appellant
A plaintiff's failure to amend his or her complaint when the trial court grants a demurrer
with leave to amend does not require the reviewing court to affirm the dismissal on appeal.


2 Cases that cite this headnote


[12] Appeal and Error Amended and supplemental pleadings
Where a plaintiff declines to amend his or her complaint when the trial court grants a
demurrer with leave to amend, the appellate court will presume the plaintiff has stated
the strongest case possible, and all ambiguities and uncertainties will be resolved against
him or her.


4 Cases that cite this headnote


[13] Appeal and Error Mootness
It is not the proper function of the Court of Appeal to decide unripe issues, without the
benefit of adequate briefing, not involving an actual controversy, and unrelated to a specific
factual situation.


[14] Action Statutory rights of action
Civil Rights Existence of other remedies;  exclusivity
Civil Rights Right of Action;  Nature and Grounds
There is no private right of action for damages arising out of an alleged violation of the
cruel or unusual punishment clause of the California Constitution; even though the state
cruel or unusual punishment clause represents a significant right, alternative remedies are
available to inmates in the form of a negligence action or an action for damages under
the federal cruel and unusual punishment clause, and recognizing a cause of action under
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the state clause would change existing law. U.S.C.A. Const.Amend. 8; West's Ann.Cal.
Const. Art. 1, § 17.


42 Cases that cite this headnote


[15] Civil Rights Existence of other remedies;  exclusivity
Civil Rights Right of Action;  Nature and Grounds
The relative importance of a constitutional right is of little help in determining whether
a private right of action should be inferred for the violation of that right, absent the
applicability of other relevant factors such as whether there are adequate alternative
remedies available, and whether allowing private damages claims would change existing
law.


4 Cases that cite this headnote


[16] Civil Rights Right of Action;  Nature and Grounds
Even in the absence of a private right of action for damages, an individual may maintain
an action for equitable relief for ongoing violations of the California Constitution.


15 Cases that cite this headnote


[17] Civil Rights Injunction
Declaratory Judgment Weight and Sufficiency
Trial court's finding, that transgender former inmate's action against California Department
of Corrections and Rehabilitation (CDCR) and CDCR employees for declaratory and
injunctive relief challenging alleged violation of state cruel or unusual punishment clause
in defendants' practice of housing transgender inmates with male inmates was rendered
moot by inmate's parole, was supported by substantial evidence, including evidence that
after parole inmate was only within the legal rather than the physical custody of CDCR,
and that the challenged conduct by CDCR and its employees no longer applied to her.
West's Ann.Cal. Const. Art. 1, § 17; West's Ann.Cal.Penal Code § 3056.


4 Cases that cite this headnote


[18] Action Moot, hypothetical or abstract questions
An issue becomes moot when some event has occurred which deprives the controversy
of its life.
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10 Cases that cite this headnote


[19] Constitutional Law Advisory Opinions
Pretrial Procedure Vexatious or fictitious suit;  mootness
The policy behind a mootness dismissal is that courts decide justiciable controversies and
will normally not render advisory opinions.


4 Cases that cite this headnote


[20] Appeal and Error Mootness, ripeness, finality, and prematurity
A trial court's determination of mootness is reviewed for substantial evidence.


2 Cases that cite this headnote


[21] Prisons Right of action;  restrictions
The doctrine of “constructive custody,” which preserves the court's jurisdiction to resolve
a prisoner's prospective relief against the California Department of Corrections and
Rehabilitation (CDCR) in the context of habeas corpus petitions, did not apply to an
inmate's civil lawsuit seeking prospective relief after the inmate's parole.


[22] Action Moot, hypothetical or abstract questions
Under the “public importance” exception to the mootness doctrine, if an action involves
a matter of continuing public interest and the issue is likely to recur, a court may exercise
an inherent discretion to resolve that issue, even though an event occurring during its
pendency would normally render the matter moot.


7 Cases that cite this headnote


[23] Appeal and Error Want of Actual Controversy
Declaratory Judgment Appeal and Error
After transgender inmate's action for declaratory and injunctive relief was rendered moot
by her parole, the Court of Appeal would not exercise its discretion under the “public
importance” exception to the mootness doctrine to resolve the issue of whether California
Department of Corrections and Rehabilitation (CDCR) and CDCR employees violated the
state cruel or unusual punishment clause by their practice of housing transgender inmates
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with male inmates, since the issues presented were essentially factual, and the Court of
Appeal lacked an adequate record. West's Ann.Cal. Const. Art. 1, § 17.


6 Cases that cite this headnote


[24] Equity He Who Comes Into Equity Must Come with Clean Hands
California Department of Corrections and Rehabilitation (CDCR) and CDCR employees
were not barred under the doctrine of “unclean hands” from asserting that former inmate's
claims for declaratory and injunctive relief under state cruel or unusual punishment clause
were rendered moot by her parole, even if their tactic of removing the matter to federal
court after trial had commenced was intended to delay trial until after inmate's parole and
prevent inmate from asserting her equitable claims; even if inmate could assert the doctrine
of unclean hands even though she was not the defendant, the record was inadequate for the
Court of Appeal to determine pertinent factual issues. West's Ann.Cal. Const. Art. 1, § 17.


1 Cases that cite this headnote


[25] Equity He Who Comes Into Equity Must Come with Clean Hands
The unclean hands doctrine is an affirmative defense invoked by defendants to prevent a
plaintiff from obtaining relief.


2 Cases that cite this headnote


Attorneys and Law Firms


**375  The Walston Legal Group, Gregory S. Walston and Julie Zhalkovsky, San Francisco, for
Plaintiff and Appellant.


Edmund G. Brown, Jr., Attorney General, David S. Chaney, Chief Assistant Attorney General,
Frances T. Grunder, Chief Assistant Attorney General, Jonathan L. Wolff, Supervising Deputy
Attorney General, Jose A. Zelidon–Zepeda and Emily Brinkman, Deputy Attorneys General, for
Defendants and Respondents.


Melissa Rothstein and Serena Lin, as Amicus Curiae on behalf of Plaintiff and Appellant.


Opinion


RICHMAN, J.
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*237  Plaintiff's appeal presents two questions never before decided in California: (1) whether the
relationship between jailer and prisoner is a special relationship giving rise to a duty of care to the
prisoner; and (2) whether there is a private right of action for damages for violation of the cruel
or unusual punishment clause of the state Constitution, article I, section 17. We answer yes to the
first question, no to the second.


Plaintiff Alexis Giraldo, describing herself as a male-to-female transgender person, was an
inmate in the California prison system. Plaintiff filed an action against the California Department
of Corrections and Rehabilitation (CDCR) and various CDCR personnel (when referred to
collectively, defendants) “challeng[ing] prison policies that place transgender inmates, such as
[plaintiff], who have the physical appearance of women, in the male inmate population without
any meaningful precaution to the obvious risk of sexual assault to them.” The complaint made the
specific claim that defendants failed to take action on plaintiff's repeated complaints that she was
being beaten and raped by her cellmate at Folsom State Prison.


Plaintiff's complaint alleged three causes of action: (1) negligence; (2) intentional infliction of
emotional distress; and (3) violation of the cruel or unusual punishment clause of the California
Constitution. The law and motion judge sustained a demurrer to the first cause of action based on
a failure to allege a cognizable duty. The second cause of action was rejected by a jury. And the
trial judge dismissed the third cause of action on motion by defendants.


We hold that the trial court erred in sustaining the demurrer to plaintiff's negligence claim based on
a lack of duty, and thus reverse the ruling as to the first cause of action. We also hold that the trial
court properly dismissed plaintiff's claim for damages based on an alleged violation of the cruel or
unusual punishment clause, and that the trial court did not err in dismissing plaintiff's claims for
declaratory and injunctive relief, as the conclusion that these claims became moot upon plaintiff's
parole from prison was supported by substantial evidence. We thus affirm the dismissal of the third
cause of action and plaintiff's equitable claims.


I. BACKGROUND


A. The Facts
As noted, plaintiff's first claim for negligence was addressed via demurrer, which was sustained
by the law and motion department. The relevant facts, *238  therefore, are those contained in
plaintiff's complaint, and we begin with the standard of review applicable here, well **376
described in City of Morgan Hill v. Bay Area Air Quality Management Dist. (2004) 118
Cal.App.4th 861, 869–870, 13 Cal.Rptr.3d 420:
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“It is well established that a demurrer tests the legal sufficiency of the complaint. [Citations.] On
appeal from a dismissal entered after an order sustaining a demurrer, we review the order de novo,
exercising our independent judgment about whether the [complaint] states a cause of action as a
matter of law. [Citations.] We give the [complaint] a reasonable interpretation, reading it as a whole
and viewing its parts in context. [Citations.] We deem to be true all material facts that were properly
pled. [Citation.] We must also accept as true those facts that may be implied or inferred from those
expressly alleged. [Citation.] We may also consider matters that may be judicially noticed, but
do not accept contentions, deductions or conclusions of fact or law. [Citation.].” (Accord, Zelig v.
County of Los Angeles (2002) 27 Cal.4th 1112, 1126, 119 Cal.Rptr.2d 709, 45 P.3d 1171; Blank v.
Kirwan (1985) 39 Cal.3d 311, 318, 216 Cal.Rptr. 718, 703 P.2d 58.)


The operative complaint is the amended complaint. It is 34 pages long, with 175 paragraphs, and
contains extensive details of horrific sexual abuse plaintiff allegedly suffered at the hands of her
cellmate, abuse that, according to plaintiff, defendants were repeatedly told about and repeatedly
disregarded. Those details are not necessary to our analysis here, and we set forth the essential
facts alleged in the amended complaint, which are these:


On or about October 17, 2005, plaintiff was incarcerated at North Kern State Prison on a parole
violation. Plaintiff was a male-to-female transgender inmate who “has the physical appearance of
a woman, yet she [was] incarcerated with male inmates without any meaningful precaution to the
obvious risk of sexual assault stemming from being unprotected from the countless male inmates
she is housed with.”


In December 2005, plaintiff was classified as a Level III Inmate with 36 points, which resulted
in her having a primary placement recommendation for incarceration at either California Medical
Facility (CMF) or California Men's Colony (CMC). CMF and CMC have higher concentrations of
transgender inmates, and such inmates are relatively safer at both prisons than at other state prisons.


Contrary to that recommendation, however, plaintiff was in fact assigned to Folsom State Prison
(FSP), to which she was transferred on January 4, 2006. Within a week of her assignment to FSP, an
inmate employed as a lieutenant's clerk requested that plaintiff be assigned as his cellmate, which
request *239  was granted. Beginning almost immediately, and lasting through late January, the
cellmate “sexually harassed, assaulted, raped and threatened” plaintiff on a daily basis.


During the time plaintiff was housed in this cell, her cellmate introduced her to his friend, another
inmate, who in late January requested that plaintiff be transferred to his cell, which request was
also granted. One to two weeks after plaintiff moved into this cell, her new cellmate began raping
and beating her, again daily. Plaintiff reported the abuse to prison staff members, apparently on
numerous occasions, repeatedly requesting transfer to a different cell. Her reports were ignored,
and she was always returned to the same cell. 1  **377  After one final incident on March 12, 2006,
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in which her cellmate raped her and attacked her with a box-cutter, plaintiff was finally placed in
segregated housing.


As a result of these incidents, plaintiff suffered, and continued to suffer, “severe emotional distress
that has caused severe depression and anxiety.” Plaintiff was, at the time she filed her complaint,
housed in a unit for psychologically troubled inmates at CMF and expressed her fear that she
would “be released from the mental-health unit and into the general male-inmate population,
which [would] significantly increase the risk that she [would] be sexually assaulted once again.”
Plaintiff also alleged that “[u]pon her release from custody, her transition to civilian life will be
more difficult, which decreases her chances of successful rehabilitation. She will need to seek
professional mental-health care for the rest of her life, and her ability to work and earn income
will also be diminished for the rest of her life.”


B. The Pretrial Proceedings
Plaintiff's first cause of action was for negligence, and alleged in fundamental part that
“Defendants' custody of plaintiff created a situation of *240  dependency, which resulted in
detrimental reliance on them for protection. This, in turn, established a duty of care to protect
[plaintiff] under Williams v. State of California (1983) 34 Cal.3d 18, 192 Cal.Rptr. 233, 664 P.2d
137 [ (Williams ) ] and other applicable law discussing the doctrine of the ‘special relationship.’
” The second cause of action was for intentional infliction of emotional distress, and alleged that
plaintiff had on multiple occasions informed various prison staff members that her cellmate was
raping and beating her, yet they continued to place her back in the same cell with the knowledge
that she would continue to be assaulted. The third cause of action was for violation of the California
Constitution, article I, section 17, and alleged that defendants acted with “deliberate indifference”
to plaintiff's safety needs, and that defendants' conduct was “shocking to the conscience” in
violation of the cruel or unusual punishment clause of the California Constitution. (Cal. Const.,
art. I, § 17.)


The first and third causes of action named 13 defendants, CDCR and 12 individuals: Correctional
Officer Christopher Brozdounoff; Psychologist Louis Flohr; medical technical assistant Frederick
Potts; medical technical assistant Michael Ballard; Ignasiak; Psychologist Francis Gyorkey;
Holliday; Correctional Sergeant Darrel Ayers; Correctional Officer Mark Stites; FSP Warden
Matthew C. Kramer; former CDCR Secretary Jeanne S. Woodford; and CDCR Secretary James
E. Tilton. Brozdounoff, Flohr, Potts, Ballard, Ignasiak, Gyorkey, Holliday, Ayers, and Stites were
also named in the second cause **378  of action for infliction of emotional distress. As to all
defendants except Tilton and CDCR, plaintiff alleged they were not acting within their discretion
within the meaning of Code of Civil Procedure section 820.2, because they “were performing the
non-discretionary, ministerial function of implementing state policies governing the classification
and housing of inmates....” There were no such allegations as to Tilton and CDCR.
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Plaintiff's prayer sought general and special damages, punitive damages, a permanent injunction
prohibiting Tilton and CDCR from violating the rights of transgender inmates, and a declaratory
judgment that (1) the practice of housing transgender inmates with male inmates violates the
prohibition against cruel or unusual punishment, and (2) prison officials owe a duty to protect
inmates under the “special relationship” doctrine of tort law. Plaintiff also sought costs of suit and
attorneys' fees.


Contemporaneous with the filing of her original complaint, plaintiff filed a motion for trial
preference pursuant to Code of Civil Procedure section 36, subdivision (e), seeking a trial date
within 90 days of the hearing on the motion. Plaintiff asserted that the equitable portions of her
claims would arguably become moot upon her parole (then set to occur in August), and that the
interests of justice would be served by a trial date prior to her parole. *241  Over defendants'
opposition, on April 18, 2007, the trial court granted the motion, setting a jury trial for July 2, 2007.


On May 31, 2007, defendants filed a joint demurrer to plaintiff's amended complaint, asserting
nine separate arguments: (1) plaintiff failed to state facts constituting a cause of action against FSP;
(2) plaintiff failed to timely file a claim under the Tort Claims Act as to Brozdounoff and Flohr;
(3) plaintiff failed to exhaust her administrative remedies as to CDCR, FSP, Woodford, Tilton,
Kramer, Flohr, Ballard, Gyorkey, and Ayers; (4) CDCR was immune from liability; (5) plaintiff
failed to state facts constituting a cause of action for negligence against CDCR and Tilton; (6) all
defendants were immune for their discretionary acts which allegedly caused plaintiff's injuries; (7)
plaintiff failed to state facts constituting a cause of action for negligence; (8) plaintiff failed to state
a claim for infliction of emotional distress; and (9) plaintiff failed to state a claim for violation of
the California Constitution. 2


As to the seventh ground, failure to state a claim for negligence, defendants argued, without citation
to authority, that “the ‘special relationship’ doctrine is inapplicable in the context of prisoners,”
simply pointing out that plaintiff “provides no caselaw support for her claim that defendants owe
her a duty of care as a result of a ‘special relationship.’ ” Alternatively, defendants argued that they
were not liable to plaintiff for the injuries caused by a third party because their conduct was not
a “substantial factor” in bringing about plaintiff's injuries.


As to the claim for violation of the constitutional prohibition against the infliction of cruel or
unusual punishment, defendants argued that plaintiff alleged a “deliberately indifferent” standard,
which according to defendants failed to state a claim under the California Constitution because
the “deliberate indifference” test is “purely a creature of federal law.”


On June 5, 2007, plaintiff filed opposition to the demurrer. As is relevant here, plaintiff argued that
the demurrer to the negligence claim should be overruled “because **379  the complaint alleges
the prima facie elements of negligence.” According to plaintiff, the amended complaint alleged that
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defendants owed plaintiff a duty, they breached it, and their breach proximately and actually caused
plaintiff harm. And, she argued, the very nature of the prison environment—in which plaintiff was
forced to rely on defendants for protection—was a “special relationship,” which established a duty
on the prison employees to protect her. Plaintiff again cited Williams v. State of California, *242
supra, 34 Cal.3d 18, 192 Cal.Rptr. 233, 664 P.2d 137, but acknowledged that no California court
had found a “special relationship” duty in the prison context, further observing that no court had
rejected it either.


As to the cruel or unusual punishment claim, plaintiff explained that because “[n]o court has
clearly defined the standard for a violation of the California Constitution's cruel-or-unusual-
punishment clause,” she was “asking the Court to define the standard of review for such claims,”
and to do so using the federal “deliberate indifference” standard. Plaintiff closed her opposition
by “disavow[ing] her right to amend” in the event the court found any of her claims “incognizable
or improperly pled,” so that she could proceed on the remaining claims lest any equitable claims
become moot by her impending parole. 3


On June 15, 2007, the law and motion department heard brief argument on the demurrer, following
which it stated its rulings. As to the negligence claim, the court said, “I'm inclined to sustain
the demurrer to the negligence claims as to all defendants. I don't think that—it's premised on
there being a special relationship. I don't think the law of California creates such a relationship or
therefore a duty under these circumstances. To the extent the law speaks of it, I think it goes the
other way in fact, that there isn't such a special duty.”


As to the cruel or unusual punishment claim, the court ruled otherwise: “I'm inclined to overrule
the demurrer with respect to the constitutional claim as to the remaining defendants. I don't think
that it is fatal to the claim that it uses language from federal law, even if ultimately the State were
to adopt a different standard. I think it alleges facts which could state a claim for cruel and unusual
punishment, and that that's enough at this stage, whatever ultimately the law is that shakes out in
the application of it to these facts.”


That same day, the court entered the following order: “The demurrer is sustained as to Folsom
State Prison, [ 4 ]  Brozdounoff and Flohr as to all claims. The demurrer is sustained as to plaintiff's
negligence claims against all defendants for failure to plead cognizable duty. The demurrer is
sustained as to Kramer and Woodford because their acts were discretionary. The demurrer is
sustained as to Tilton in his individual capacity because his acts were discretionary. The demurrer
is otherwise overruled.” The remaining defendants were ordered to answer the amended complaint,
and the matter proceed to trial.


*243  In light of the court's ruling on the demurrer, the following claims remained: (1) plaintiff's
claim for infliction of emotional distress against Potts, Ballard, Gyorkey, Ignasiak, Holliday, Ayers,
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and **380  Stites; and (2) her claim for violation of the cruel or unusual punishment clause
against CDCR, Potts, Ballard, Gyorkey, Ignasiak, Holliday, Ayers, and Stites. While it is somewhat
ambiguous from the record, it appears that the court intended to dismiss the negligence and cruel or
unusual punishment claims against Tilton, but for him to remain in the case in his official capacity
because plaintiff's request for injunctive and declaratory relief against Tilton and CDCR survived
the demurrer.


On July 9, 2007, defendants filed a notice of removal to federal court. The case was remanded that
same day, but upon remand the jury trial (which had already been continued from July 2 to July
9) was again continued, to July 16, 2007.


On July 13, 2007, plaintiff was released from prison on parole. That same day, defendants filed a
motion to dismiss plaintiff's prayer for declaratory and injunctive relief, arguing that her claims for
equitable relief were moot due to her release from CDCR custody and that her claims did not fall
under the “general public interest” exception to the mootness doctrine. Additionally, defendants
sought dismissal of plaintiff's claim for damages under the California Constitution, arguing that
article I, section 17 does not support a private right of action for tort damages.


C. The Trial Proceedings
On July 16, 2007, trial began, which would include presentation of evidence until July 30.
Meanwhile, on July 23, defendants filed a supplemental brief in support of their motion to dismiss
plaintiff's claim for declaratory and injunctive relief. The brief was filed at the request of the court,
which had sought supplemental briefing on the issue of what impact plaintiff's parole had on her
custody status with CDCR and the mootness issue. In their supplemental brief, defendants argued
that plaintiff's “constructive custody” status did not affect the analysis and that the claims for
equitable relief were in fact moot.


On July 30, 2007, following the conclusion of testimony, the court addressed defendants' motion to
dismiss. As to defendants' argument that there is no private right of action for damages for violation
of California's cruel or unusual punishment clause, the court agreed: “It was the intent of the court
not to allow the plaintiff to request damages for this constitutional violation, because there was no
case law authorizing it.” The court also agreed with defendants' argument that plaintiff's equitable
claims were moot *244  in light of her parole. Consequently, the only issue submitted to the jury
was plaintiff's claim for intentional infliction of emotional distress against Potts, Ballard, Ignasiak,
Gyorkey, Holliday, Ayers, and Stites.


On August 2, 2007, the jury returned a defense verdict as to six of the defendants and deadlocked
on one. 5  That verdict is not an issue on appeal.
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On August 7, 2007, plaintiff filed a request for dismissal with prejudice of her complaint. In an
accompanying notice of voluntary dismissal, plaintiff explained that the “voluntary dismissal [was]
made in order to facilitate an appeal of the Court's adverse ruling of June 15, 2007 dismissing her
negligence claims as well as the Court's adverse ruling of July 30, 2007 dismissing her claims under
Article I, section 17 of the California Constitution. **381  Stewart v. Colonial Western Agency,
Inc. (2001) 87 Cal.App.4th 1006, 1012[, 105 Cal.Rptr.2d 115].”


That same day, plaintiff filed a notice of appeal.


II. DISCUSSION


A. Jurisdiction
[1]  [2]  We briefly address defendants' first argument, premised on Code of Civil Procedure
sections 904.1 and 581, that we lack jurisdiction to consider this appeal because neither plaintiff's
voluntary dismissal nor the subsequent dismissal entered by the clerk is an appealable order.
Defendants previously filed a motion to dismiss this appeal on the same ground, which we denied.
While that prior order does not preclude us from revisiting this issue (Kowis v. Howard (1992)
3 Cal.4th 888, 900, 12 Cal.Rptr.2d 728, 838 P.2d 250), we adhere to our prior determination
that defendants' argument is misplaced. (Stewart v. Colonial Western Agency, Inc., supra, 87
Cal.App.4th 1006, 1012, 105 Cal.Rptr.2d 115.) We therefore turn to the merits of plaintiff's claims,
beginning with her challenge to the trial court's ruling on the demurrer to her negligence claim,
which demurrer was sustained for “failure to plead cognizable duty.”


B. The General Principles
In Adams v. City of Fremont (1998) 68 Cal.App.4th 243, 80 Cal.Rptr.2d 196 (Adams ), we
began our analysis with an exposition of the principles pertinent to the question of duty as it
pertains to public employees, *245  first setting forth the fundamental rule that the right to recover
against public entities or their employees for injuries resulting from alleged negligent conduct has,
since 1963, been defined by statute. We then went on: “Public employees are liable for injuries
resulting from their acts or omissions to the same extent as private persons, except where otherwise
exempted or immunized by law. ( [Govt.Code,] § 820.) Public entities are correspondingly liable
for the negligent acts or omissions of their employees acting within the scope of their employment
except where either the employee or the public entity is immunized from liability by statute.
( [Govt.Code,] § 815.2.) However, ‘[t]he exclusive sway of statutory rules does not foreclose
the aid of common law tort doctrines and analogies in ascertaining and achieving imperfectly
expressed statutory objectives. [Citation.]’ [Citation.] Where a legal duty is not created by statute,
the question of whether a legal duty exists is analyzed under general principles of tort law.
[Citation.].” [¶]“ ‘A tort, ... involves a violation of a legal duty ... owed by the defendant to the
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person injured. Without such a duty, any injury is “damnum absque injuria ”—injury without
wrong. [Citations.]’ [Citation.]” (Adams, supra, 68 Cal.App.4th at pp. 264–265, 80 Cal.Rptr.2d
196, fn. omitted.)


[3]  [4]  “The most important of [the] considerations in establishing duty is forseeability. As a
general principle, a ‘defendant owes a duty of care to all persons who are foreseeably endangered
by his conduct, with respect to all risks which make the conduct unreasonably dangerous.’ ”
(Tarasoff v. Regents of University of California (1976) 17 Cal.3d 425, 434–435, 131 Cal.Rptr. 14,
551 P.2d 334 (Tarasoff ), quoting Rodriguez v. Bethlehem Steel Corp. (1974) 12 Cal.3d 382, 399,
115 Cal.Rptr. 765, 525 P.2d 669.)


[5]  [6]  [7]  Another general principle is “that, as a general matter, there is no duty to act to
protect others from the conduct of third parties. [Citations.]” (Delgado v. Trax Bar & Grill (2005)
36 Cal.4th 224, 235, 30 Cal.Rptr.3d 145, 113 P.3d 1159 (Delgado ); Williams, supra, 34 Cal.3d at
p. 23, 192 Cal.Rptr. 233, 664 P.2d 137.) **382  This general principle, however, is subject to a
significant qualification, as Delgado also confirmed: “A defendant may owe an affirmative duty
to protect another from the conduct of third parties if he or she has a ‘special relationship’ with
the other person. (See 6 Witkin, Summary of Cal. Law (9th ed. 1988) Torts, §§ 858–866, pp. 220–
233; 2 Dobbs, The Law of Torts (2001) §§ 317, 322–332 [citation].)” (Delgado, supra, 36 Cal.4th
at p. 235, 30 Cal.Rptr.3d 145, 113 P.3d 1159.) Such can arise when the “defendant stands in some
special relationship to either the person whose conduct needs to be controlled or in a relationship
to the foreseeable victim of that conduct (see Rest.2d Torts [ (1965) ] §§ 315–320.)” (Tarasoff,
supra, 17 Cal.3d at p. 435, 131 Cal.Rptr. 14, 551 P.2d 334.)


It has been observed that a typical setting for the recognition of a special relationship is where “the
plaintiff is particularly vulnerable and dependent *246  upon the defendant who, correspondingly,
has some control over the plaintiff's welfare.” (Kockelman v. Segal (1998) 61 Cal.App.4th 491,
499, 71 Cal.Rptr.2d 552, citing Prosser & Keeton, Torts (5th ed.1984) § 56, p. 374.) Thus, and
as our Supreme Court has noted, a special relationship has been found to exist between business
proprietors such as shopping centers, restaurants, and bars, and their tenants, patrons, or invitees,
and also between common carriers and passengers, innkeepers and their guests, and mental health
professionals and their patients. (Delgado, supra, 36 Cal.4th at pp. 235–236, 30 Cal.Rptr.3d 145,
113 P.3d 1159.)


C. There Exists A Special Relationship Between A Jailer And A Prisoner Giving Rise To
A Duty Of Care To Protect The Prisoner From Foreseeable Harm Inflicted By A Third
Party


Plaintiff's negligence claim was, as noted, premised on the existence of a special relationship
between the prison employees and herself which, she claimed, gave rise to a duty to protect her
from foreseeable harm—an issue that, surprisingly, no California court has apparently discussed,
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much less answered. But while California has not addressed the issue of whether the relationship
of jailer and prisoner imposes a duty of care, recognition of such a duty finds support in numerous,
if not all, pertinent authorities.


The Restatement Second of Torts, cited with approval by the California Supreme Court in Delgado,
supra, 36 Cal.4th at p. 236, 30 Cal.Rptr.3d 145, 113 P.3d 1159, says this in section 320: “Duty of
Person Having Custody of Another to Control Conduct of Third Persons. [¶] One who is required
by law to take or who voluntarily takes the custody of another under circumstances such as to
deprive the other of his normal power of self-protection or to subject him to association with
persons likely to harm him, is under a duty to exercise reasonable care so to control the conduct of
third persons as to prevent them from intentionally harming the other or so conducting themselves
as to create an unreasonable risk of harm to him, if the actor [¶] (a) knows or has reason to know
that he has the ability to control the conduct of the third persons, and [¶] (b) knows or should know
of the necessity and opportunity for exercising such control.”


The comment to section 320 begins as follows: “a. The rule stated in this Section is applicable to
a sheriff or peace officer, a jailer or warden of a penal institution....” The comments then go on, in
comment c., with observations particularly apt here: “c. Peculiar risks to which other exposed. The
custody of another may be taken under such circumstances as to associate the other with persons
who are peculiarly likely **383  to do him harm from which he cannot be expected to protect
himself. If so, the actor who has taken custody of the other is required to exercise reasonable care
to furnish the necessary protection. This is particularly true *247  where the custody not only
involves intimate association with persons of notoriously dangerous character, but also deprives
the person in custody of his normal ability to protect himself, as where a prisoner is put in a cell with
a man of known violent temper, or is required to work or take exercise with a group of notoriously
desperate characters. In such a case, the fact that the person in custody is a prisoner precludes the
possession of any self-defensive weapons, and thus makes him incapable of adequately protecting
himself.”


Professor Dobbs, likewise cited in Delgado, states the rule this way: “A person who has custody
of another owes a duty of reasonable care to protect the other from foreseeable harm. A custodian
may thus be held liable for failure to make reasonable efforts to protect a ward from a third person's
attack or molestation and even to protect the ward from his own self-destructive inclinations.... [¶]
Jailers. ... Custodians include those who actually exercise control over their charges or who have
legal authority to control them. One clear example is the jailer who holds prisoners in custody. By
reason of his custody, the jailer owes the prisoner a duty of reasonable protection from attack....” (2
Dobbs, The Law of Torts, supra, § 326, p. 884, fns. omitted.)


The Prosser and Keeton hornbook is similar: “The general duty which arises in many relations to
take reasonable precautions for the safety of others may include the obligation to exercise control
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over the conduct of third persons. Certain relationships are protective by nature, requiring the
defendant to guard his charge against harm from others. Thus, the duty of a carrier toward its
passengers may require it to maintain order in its trains and stations, and to use reasonable care to
prevent not only conduct which is merely negligent, but also physical attacks or thefts of property
on the part of other passengers or strangers. A similar obligation rests upon innkeepers towards
their guests, landlords toward their tenants, employers toward their employees, jailers toward their
prisoners, hospitals toward their patients, schools toward their pupils, business establishments
toward their customers, and landlords toward their tenants.” (Prosser and Keeton, Torts, supra,
Acts and Omissions, § 56, p. 383, italics added, fns. omitted.)


Such relationship, and its concomitant duty, is also the rule set forth in legal encyclopedias. (E.g.,
60 Am.Jur.2d, Penal and Correctional Institutions § 181 (2007) [“A jailer, whether he is a sheriff or
some other officer, owes a duty to the prisoner to keep him safe, to protect him from unnecessary
harm, and to exercise reasonable and ordinary care for the prisoner's life and health”].) And in
law review articles. (E.g., 24 U. Tol. L.Rev. 807, 826 [“[T]ort law has long recognized that special
*248  relationships override the ‘no duty to rescue’ rule. Some special relationships, such as master
and servant, arose from the benefit derived from another's services. Other special relationships
were created by virtue of one party becoming the caretaker of another, as occurs between passenger
and common carrier and jailer and inmate.” (Fns. omitted)].)


That this is the rule is confirmed by the fact that apparently all cases that have considered the issue
have recognized a duty owed by a jailer to a prisoner. Several cases hold that the duty arises because
there is a special relationship, such as **384  Wilson v. City of Kotzebue (Alaska 1981) 627 P.2d
623, where the Supreme Court of Alaska held: “We agree with the majority of courts which hold
that a jailer owes a duty to the prisoner to exercise reasonable care for the protection of his life and
health. [Citation.] This duty encompasses the duty to protect or assist a prisoner who is in danger,
and is comparable to that owed by a common carrier to its passengers, because prisoners, like
passengers, are confined and cannot avail them selves of normal opportunities for self-protection.”
(Id. at p. 628 [fns. omitted].) Reaching this conclusion, the court specifically recognized that the
relationship between a jailer and prisoner is a “special relationship.” (Ibid.)


Haworth v. State (1979) 60 Haw. 557, 592 P.2d 820, 824, is similar: “It is well settled that a state,
by reason of the special relationship created by its custody of a prisoner, is under a duty to the
prisoner to take reasonable action to protect the prisoner against unreasonable risk of physical
harm.” Likewise Thornton v. City of Flint (1972) 39 Mich.App. 260, 197 N.W.2d 485, 493, where
the court held, “The duty which defendant owed to plaintiff arose out of this special relationship in
which defendant was one ‘required by law to take or who voluntarily takes the custody of another
under circumstances such as to deprive the other of his normal opportunities for protection.’ ”
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In addition, an unbroken string of cases starting in 1935 has recognized a duty of care, though
not necessarily expressing it in terms of a special relationship. (See, e.g., Sanchez v. State
(N.Y.App.Div.2007) 36 A.D.3d 1065, 827 N.Y.S.2d 338, 339 [“ ‘Having assumed physical custody
of inmates, who cannot protect and defend themselves in the same way as those at liberty can,
[defendant] owes a duty of care to safeguard inmates, even from attacks by fellow inmates.’
”]; Kemp v. Waldron (N.Y.App.Div.1985) 115 A.D.2d 869, 497 N.Y.S.2d 158, 159 [“corrections
officials have ‘a duty to provide inmates with reasonable protection against foreseeable risks of
attack by other prisoners' ”]; Saunders v. State (R.I.1982) 446 A.2d 748, 750 [“prison officials owe
a duty of ordinary or reasonable care to safeguard prisoners in their custody or control from attack
by other prisoners”]; Pretty on Top v. City of Hardin (1979) 182 Mont. 311, 597 P.2d 58, 60 [“A
jailer owes a duty to the prisoner to keep him safe and to protect him from unnecessary harm.”];
*249  City of Belen v. Harrell (1979) 93 N.M. 601, 603 P.2d 711, 713 [“When one party is in the
custodial care of another, as in the case of a jailed prisoner, the custodian has the duty to exercise
reasonable and ordinary care for the protection of the life and health of the person in custody.”];
Breaux v. State (La.1976) 326 So.2d 481 [penal authorities have a duty to use reasonable care to
prevent foreseeable harm inflicted on one inmate by another]; Porter v. County of Cook (1976)
42 Ill.App.3d 287, 355 N.E.2d 561, 564 [jailers must exercise reasonable and ordinary care for
the life and health of prisoner]; Daniels v. Andersen (1975) 195 Neb. 95, 237 N.W.2d 397, 401
[duty of police officer to exercise reasonable and ordinary care and diligence to prevent injury to
a prisoner in his custody]; Barlow v. City of New Orleans (1970) 257 La. 91, 241 So.2d 501, 504
[“The duty of care owed one under arrest and in custody to keep him safe and protect him within
reasonable limits from injury not attributable to his own willful acts has been recognized by all
courts.”]; Blakey v. Boos (1967) 83 S.D. 1, 153 N.W.2d 305, 307[“[W]hile the officer is not an
insurer of the safety of his prisoners he has a duty to protect them from injury which he should have
reasonably foreseen or anticipated.”]; Thomas v. Williams (1962) 105 Ga.App. 321, 124 S.E.2d
409, 412–413 [sheriff owes **385  a duty to keep the prisoner safe and free from harm]; Smith
v. Miller (Iowa 1950) 241 Iowa 625, 40 N.W.2d 597, 598 [“Aside from statutory requirements a
sheriff owes a general duty to a prisoner to save him from harm and he is personally liable for
negligence or wrongful acts causing the prisoner's injury or death.”]; Taylor v. Slaughter (1935)
171 Okla. 152, 42 P.2d 235, 236–237 [duty of sheriff to use reasonable care in protecting inmate
from assault by other inmates].)


Federal law is in accord, as shown by Farmer v. Brennan (1994) 511 U.S. 825, 114 S.Ct. 1970,
128 L.Ed.2d 811. Plaintiff Farmer, a pre-operative transsexual with feminine characteristics, was
placed in the general male prison population at a federal penitentiary, where she was allegedly
beaten and raped by another inmate. (Id. at pp. 829–830, 114 S.Ct. 1970.) Farmer filed a complaint
against prison officials, alleging that by placing her in the general male population of a penitentiary
with a known violent environment and history of inmate assault, and despite knowledge that she
would be particularly vulnerable to sexual attack by other inmates, defendants acted with deliberate
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indifference to her safety in violation of the United States Constitution's Eighth Amendment's
prohibition against cruel and unusual punishment. (Id. at pp. 830–831, 114 S.Ct. 1970.)


The district court granted summary judgment for defendants, finding they did not act with
deliberate indifference toward plaintiff's safety. The Court of Appeals affirmed. (Farmer v.
Brennan, supra, 511 U.S. at pp. 831–832, 114 S.Ct. 1970.) Because different circuits had applied
different standards for “deliberate indifference” (id. at p. 832, 114 S.Ct. 1970), the United States
Supreme Court granted certiorari and then concluded that a subjective standard applies: “[A]s
*250  the lower courts have uniformly held, and as we have assumed, ‘prison officials' have a
duty ... to protect prisoners from violence at the hands of other prisoners.” (Id. at p. 833, 114 S.Ct.
1970.)


In addition to all the above, two recent statutes cited in the brief filed by amicus curiae Stop
Prisoner Rape instruct us. The first is the Prison Rape Elimination Act (PREA), 42 U.S.C. §
15601 et seq., enacted by the United States Congress in 2003, which expressly states its purposes
are to: “establish a zero-tolerance standard for the incidence of prison rape in prisons in the
United States,” (42 U.S.C. § 15602(1)), “increase the accountability of prison officials who fail to
detect, prevent, reduce, and punish prison rape,” (42 U.S.C. § 15602(6)), and “protect the Eighth
Amendment rights of Federal, State and local prisoners.” (42 U.S.C. § 15602(7).) The second
statute is the Sexual Abuse in Detention Elimination Act (SADEA). SADEA was enacted by the
California Legislature in 2005, and set forth practices to be instituted by CDCR concerning the
prevention of, and response to, sexual abuse in California prisons. (Pen.Code, §§ 2635–2643.)
Indeed, CDCR acted to ensure compliance with PREA and SADEA, and in 2006 developed a
Prison Rape Elimination Policy, memorialized in a manual detailing procedures for preventing,
detecting, responding to, investigating, or tracking sexual abuse in CDCR facilities. (Cal. Dept.
of Corr. & Rehab., Dept. Operations Manual (2006) Ch. 5, Art. 44 < http: //www.cdcr.ca. gov/
Regulations/Adult_Operations/docs/DOM/Ch_5_Printed_ Final_DOM.pdf.)


[8]  That, therefore, is the background against which we reach the issue before us: whether there
is a special relationship between jailer and prisoner, imposing on the former a duty of care to the
latter. We hold that there is.


**386  As quoted above, the most important consideration “in establishing duty is forseeability.”
(Tarasoff, supra, 17 Cal.3d at p. 434, 131 Cal.Rptr. 14, 551 P.2d 334.) 6  It is manifestly foreseeable
that an inmate may be at risk of harm, as the recently enacted PREA and SADEA show, recognizing
the serious problem presented by sexual abuse in the prison environment. As also noted, important
factors in determining whether a relationship is “special” include vulnerability and dependence.
Prisoners are vulnerable. And dependent. Moreover, the relationship between them is protective by
nature, such that the jailer has control over the prisoner, who is deprived of the normal opportunity
to protect himself from harm inflicted by others. This, we conclude, is the epitome of a *251
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special relationship, imposing a duty of care on a jailer owed to a prisoner, and we today add
California to the list of jurisdictions recognizing a special relationship between jailer and prisoner.


Defendants advance four arguments against plaintiff's position. None is persuasive.


[9]  First, defendants take exception to plaintiff's reliance on out-of-state authorities, complaining
that she did not present them to the trial court and therefore waived her right to argue them
on appeal. 7  Simply put, defendants are wrong. They confuse the concepts of new issues not
presented below—which generally cannot be raised for the first time on appeal (Eisenberg, et al.,
Cal. Practice Guide: Civil Appeals and Writs (The Rutter Group 2007) ¶ 8:229, p. 8–135)—with
new legal authority for the issue being appealed. We are aware of no prohibition against citation
of new authority in support of an issue that was in fact raised below, and Mokler v. County of
Orange (2007) 157 Cal.App.4th 121, 134, 68 Cal.Rptr.3d 568, the case cited by defendants, does
not support such proposition.


[10]  But whatever the rule as to a party, we are certainly not constrained by the authorities cited by
the parties, as noted by Witkin over 30 years ago. In his manual setting forth our role in the process,
in section 64, entitled “Independent Research By Court,” he begins with this: “More and more
appellate judges are beginning to agree with the assertion of the late Justice Peters of the California
Supreme Court that ‘independent research is indispensable to an efficient appellate system.’ (See
ABA, Committee Report, p. 23; on research programs for central staffs, see Meador, Appellate
Courts, p. 178 et seq .... ”) (Witkin, Manual on Appellate Court Opinions (1977) § 64, p. 106.)
Suffice to say, such independent research remains as “indispensable” today as it was in 1977. And
the parties should rest assured we will uncover the applicable law.


Defendants next submit that the existence of a “special relationship” between a **387  jailer and
prisoner is unsupported by the law, arguing that plaintiff premised her theory on Williams, supra,
34 Cal.3d 18, 192 Cal.Rptr. 233, 664 P.2d 137, which did not hold that prison personnel are in a
special relationship with prisoners. 8  Maybe not, but we fail to see how that impacts our analysis.


*252  Defendants next attempt to distinguish the four out-of-state authorities relied on by plaintiff
—Blakey v. Boos, supra, 83 S.D. 1, 153 N.W.2d 305, Pretty on Top v. City of Hardin, supra,
182 Mont. 311, 597 P.2d 58, Moore v. Murphy (Iowa 1963) 254 Iowa 969, 119 N.W.2d 759, and
Kemp v. Waldron, supra, 115 A.D.2d 869, 497 N.Y.S.2d 158. Defendants argue these cases are
factually different from the situation here, and urge that “[n]one of these cases hold [sic] that a
prison official is in a ‘special relationship’ with an inmate....” While the cases may not use that
term, such distinction does not undermine the point for which plaintiff cites them: court after court
after court has recognized that jailers owe prisoners a duty of care to protect them from foreseeable
harm, whether stated specifically in terms of a “special relationship” or otherwise.
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[11]  [12]  Defendants also urge us to affirm the dismissal of the negligence claim because plaintiff
elected not to amend her complaint after the trial court sustained their demurrer. The law does
not, however, mandate that a plaintiff amend his or her complaint simply because the trial court
granted leave to do so. Instead, where a plaintiff declines to amend, the appellate court will presume
the plaintiff has stated the strongest case possible, and all ambiguities and uncertainties will be
resolved against him or her. (Metzenbaum v. Metzenbaum (1948) 86 Cal.App.2d 750, 752, 195
P.2d 492.)


Defendants' final position is that, in the event we disagree with the trial court's basis for sustaining
the demurrer to the negligence claim, we affirm on the alternative grounds raised in the demurrer.
We decline defendants' invitation for a variety of reasons, and hold that the matter be remanded
for whatever further consideration is appropriate in light of our holding here.


We close our discussion with a caveat, necessary because of the manner in which the issue presents
itself. Defendants' demurrer was, as noted, filed jointly on behalf of all defendants, and made
the sweeping claim that no duty was owed by any defendant. Thus, no differentiation was made
between or among defendants, no focus put on the position any particular defendant held at FSP
or the role he or she was alleged to have played vis-à-vis plaintiff. It will also be recalled that the
order sustaining the demurrer to the negligence claim was for “failure to plead cognizable duty,”
which order also did not differentiate between or among defendants.


[13]  Against that background, we issue this express caveat as to what it is we hold: there is a
special relationship between jailer and prisoner which *253  imposes a duty of care on the jailer to
the prisoner. Who comes within the category of jailer is not before us, nor is the question of what
**388  law pertains to non-jailer defendants—questions that could not be decided on this record
in any event. As Justice Sullivan aptly confirmed with respect to the “same subject, ‘It is not the
proper function of this Court to decide unripe issues, without the benefit of adequate briefing, not
involving an actual controversy, and unrelated to a specific factual situation.’ [Citation.]” (Li v.
Yellow Cab Co. (1975) 13 Cal.3d 804, 826, 119 Cal.Rptr. 858, 532 P.2d 1226.) Any such issues
are left for another day.


D. There Is No Private Right Of Action For Damages Arising Out Of An Alleged
Violation Of The Cruel Or Unusual Punishment Clause Of The California Constitution


[14]  As noted, plaintiff's third cause of action sought damages for violation of article I, section 17
of the California Constitution, the prohibition against the infliction of cruel or unusual punishment.
As also noted, after the evidence was concluded, the trial court granted defendants' motion to
dismiss this claim, holding that “[i]t was the intent of the court not to allow the plaintiff to request
damages for this constitutional violation, because there was no case law authorizing it.” Plaintiff
contends this ruling was error. We disagree.



http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1948114791&pubNum=661&originatingDoc=I14047485b23511ddbc7bf97f340af743&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1948114791&pubNum=661&originatingDoc=I14047485b23511ddbc7bf97f340af743&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1975125675&pubNum=661&originatingDoc=I14047485b23511ddbc7bf97f340af743&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1975125675&pubNum=661&originatingDoc=I14047485b23511ddbc7bf97f340af743&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000203&cite=CACNART1S17&originatingDoc=I14047485b23511ddbc7bf97f340af743&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000203&cite=CACNART1S17&originatingDoc=I14047485b23511ddbc7bf97f340af743&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)





Giraldo v. Department of Corrections & Rehabilitation, 168 Cal.App.4th 231 (2008)
85 Cal.Rptr.3d 371, 08 Cal. Daily Op. Serv. 14,061, 2008 Daily Journal D.A.R. 16,971


 © 2020 Thomson Reuters. No claim to original U.S. Government Works. 22


We begin with discussion of Katzberg v. Regents of University of California (2002) 29 Cal.4th 300,
127 Cal.Rptr.2d 482, 58 P.3d 339 (Katzberg ), where our Supreme Court set forth the framework
for analyzing this issue, in the setting where plaintiff Katzberg sought monetary damages based
on defendant's alleged violation of his due process “liberty” interest under article I, section 7,
subdivision (a) of the California Constitution. (Id. at p. 303, 127 Cal.Rptr.2d 482, 58 P.3d 339.)
The court considered “whether an individual may bring an action for money damages on the
basis of an alleged violation of the provision of the California Constitution, in the absence of a
statutory provision or an established common law tort authorizing such a damage remedy for the
constitutional violation,” a question it ultimately answered in the negative. (Ibid.) Doing so, the
court set forth the detailed framework for analyzing whether a constitutional provision affords a
private right of action for damages:


“[W]e conclude it is appropriate to employ the following framework for determining the existence
of a damages action to remedy an asserted constitutional violation. First, we shall inquire whether
there is evidence from which we may find or infer, within the constitutional provision at issue,
an affirmative intent either to authorize or to withhold a damages action to remedy a violation. In
undertaking this inquiry we shall consider the language and history of the constitutional provision
at issue, including whether it contains guidelines, mechanisms, or procedures implying a monetary
remedy, as well as any pertinent common law history. If we find any *254  such intent, we shall
give it effect. ¶ Second, if no affirmative intent either to authorize or to withhold a damages remedy
is found, we shall undertake the ‘constitutional tort’ analysis adopted by Bivens [v. Six Unknown
Fed. Narcotics Agents (1971) 403 U.S. 388, 91 S.Ct. 1999, 29 L.Ed.2d 619] and its progeny.
Among the relevant factors in this analysis are whether an adequate remedy exists, the extent to
which a constitutional tort action would change established tort law, and the nature and significance
of the constitutional provision. If we find that these factors militate against recognizing the
constitutional tort, our inquiry ends. If, however, we find that these factors favor recognizing a
constitutional tort, we also shall consider the existence of any special factors counseling hesitation
in recognizing a damages **389  action, including deference to legislative judgment, avoidance
of adverse policy consequences, considerations of government fiscal policy, practical issues of
proof, and the competence of courts to assess particular types of damages.” (Katzberg, supra, 29
Cal.4th at p. 317, 127 Cal.Rptr.2d 482, 58 P.3d 339.)


With this framework in mind, we turn to the cruel or unusual punishment clause in the California
Constitution and, as directed by Katzberg, “begin our inquiry by asking whether, when the
constitutional provision at issue was adopted, the enactors intended that it include a damages
remedy for its violation” (Katzberg, supra, 29 Cal.4th at p. 317, 127 Cal.Rptr.2d 482, 58 P.3d 339),
a factor ignored in plaintiff's brief.


Article I, section 17 of the California Constitution provides in its entirety as follows: “Cruel or
unusual punishment may not be inflicted or excessive fines imposed.” This language discloses on
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its face no intent with respect to a claim for damages. This by itself is not surprising, for as the
Supreme Court noted, “with regard to most constitutional provisions, the words of the provision
do not on their own manifest any such intent.” (Katzberg, supra, at p. 318, 127 Cal.Rptr.2d 482,
58 P.3d 339.) So, we look for an implied right to seek damages which, as Katzberg observes, may
be found in the provision's drafting history, as well as any materials that were before the voters
when they adopted the measure. (Katzberg, supra, at p. 318, 127 Cal.Rptr.2d 482, 58 P.3d 339.)


The prohibition against cruel or unusual punishment was first contained in the California
Constitution of 1849, as section 6 of article I. It read as follows: “Excessive bail shall not
be required, nor excessive fines imposed; nor shall cruel or unusual punishments be inflicted
nor shall witnesses be unreasonably detained.” We have reviewed the pertinent portions of the
September and October 1849 debates in the Convention of California on the formation of the state
Constitution, and have found no indication of any intent to create a private right of action when
the prohibition became part of the original Declaration of Rights, as article I is known. (Browne,
Report of the Debates in the Convention of California on the Formation of the State Constitution
in September and October, 1849 (1850).)


*255  The 1849 Constitution was superseded by the Constitution of 1879, and the cruel or unusual
punishment clause survived without substantive changes. Review of the debates that preceded
adoption of the 1879 Constitution also reveals no intent to create a private right of action. (See
Willis & Stockton, Debates and Proceedings, Cal. Const. Convention 1878–1879, index, vols. 1–
3.)


On November 5, 1974, the California electorate passed Proposition 7, which amended the
Declaration of Rights by, among other things, adding the cruel or unusual punishment clause to
the state Constitution in its current incarnation, as article I, section 17. We have reviewed the
California Voters Pamphlet for the November 5, 1974 General Election, and again find nothing
to suggest that the voters of California intended to create a private right of action for violation
of the prohibition against cruel or unusual punishment. (Ballot Pamp., Gen. Elec. (Nov. 5, 1974)
text of Prop. 7, p. 70.)


Despite that, we must consider whether the provision “nevertheless contains ‘guidelines,
mechanisms, or procedures' from which a damages remedy could be inferred.” (Katzberg, supra,
29 Cal.4th at p. 321, 127 Cal.Rptr.2d 482, 58 P.3d 339.) We discern none, and instead understand
the provision to merely “ ‘reflect[ ] general principles “without laying down rules by **390  means
of which those principles may be given the force of law.” ’ ” (Ibid.) In sum, we have found no
indication—either on the face of the constitutional provision or in its history—that the enactors
intended article I, section 17 of the state Constitution confer a private right of action for damages
for a violation of the prohibition against the infliction of cruel or usual punishment.
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Katzberg further instructs that we must now analyze “whether a constitutional tort action for
damages to remedy the asserted constitutional violation should be recognized.” (Katzberg, supra,
29 Cal.4th at p. 324, 127 Cal.Rptr.2d 482, 58 P.3d 339.) Such question is to be considered in light
of the three factors identified as relevant to this question, the first of which is “adequacy of existing
remedies.” (Katzberg, supra, 29 Cal.4th at p. 325, 127 Cal.Rptr.2d 482, 58 P.3d 339.) As to this,
plaintiff contends she had no adequate remedies because (a) the trial court dismissed her negligence
claim, and (b) while injunctive and declaratory relief could protect her from future harm, they could
not compensate her for the physical and psychological trauma she already suffered. On the other
hand, defendants contend plaintiff had adequate remedies, suggesting, for example, that plaintiff
could pursue a claim for violation of the Eighth Amendment to the federal Constitution or seek
relief through the prison administrative process.


We conclude that there are adequate alternative remedies available for a claim such as that asserted
by plaintiff here. First, we have concluded that California law imposes on at least some prison
personnel a duty to protect *256  prisoners from foreseeable harm caused by other inmates, breach
of which could give rise to a claim for negligence. Additionally, and as defendants point out,
plaintiff had available a claim pursuant to 42 U.S.C. § 1983 for violation of the Eighth Amendment
to the federal Constitution. (Redman v. County of San Diego (9th Cir.1991) 942 F.2d 1435 [directed
verdict for defendants reversed; jury could find deliberate indifference in placement of pretrial
detainee in cell with homosexual with history of trying to coerce others into sexual favors when
detainee was later allegedly raped]; see also Farmer v. Brennan, supra, 511 U.S. at p. 833, 114 S.Ct.
1970.) The “availability of the adequate alternative remedies militates against judicial creation of
a tort cause of action for damages in the circumstances presented.” (Katzberg, supra, 29 Cal.4th
at p. 327, 127 Cal.Rptr.2d 482, 58 P.3d 339.)


The second Katzberg factor is whether allowing private damages claims for violation of California
Constitution article I, section 17 would change existing law. (Katzberg, supra, 29 Cal.4th at p. 327,
127 Cal.Rptr.2d 482, 58 P.3d 339.) Plaintiff fails to address this factor, while defendants argue
“this factor militates against inferring a claim for damages under the cruel-or-unusual punishment
clause because this would change existing tort law [since] no court has recognized a claim for
damages under this constitutional provision.” We agree with defendants.


[15]  The final factor we consider is the nature of the cruel or unusual punishment clause and
“the significance of the purpose that it seeks to effectuate.” (Katzberg, supra, 29 Cal.4th at p. 328,
127 Cal.Rptr.2d 482, 58 P.3d 339.) It is important to note, however, that courts have cautioned
against placing undue significance on this factor: “While this factor may be a proper consideration
in the overall analysis, it is not one upon which we place great significance. How does one rank
the importance of different constitutional provisions? ... [C]an we say a procedural due process
right should be accorded more or less dignity [than free speech or voting **391  rights]? We agree
that the due process right is fundamental. But absent the applicability of the other relevant factors
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discussed here, the relative importance of the constitutional right is of little help in determining the
availability of a damages remedy for a violation of that right.” (Carlsbad Aquafarm, Inc. v. State
Dept. of Health Services (2000) 83 Cal.App.4th 809, 823, 100 Cal.Rptr.2d 87; see also Katzberg,
supra, 29 Cal.4th at p. 328, 127 Cal.Rptr.2d 482, 58 P.3d 339.)


Undoubtedly, the prohibition against the infliction of cruel or unusual punishment is a significant
Constitutional right aimed at protecting, in plaintiff's words, “basic human dignity.” However,
when considered together with the other factors relevant to whether the claim for damages should
be recognized—most significantly, the availability of adequate remedies—we conclude there is no
basis to recognize a claim for damages under article I, section 17 of the California Constitution.
Accordingly, we affirm the trial *257  court's dismissal of plaintiff's claim for damages resulting
from defendants' alleged violation of the cruel or unusual punishment clause.


E. The Trial Court's Dismissal Of Plaintiff's Prayer For Injunctive And Declaratory
Relief As Moot Was Supported By Substantial Evidence


[16]  [17]  Even in the absence of a private right of action for damages, an individual may maintain
an action for equitable relief for ongoing violations of the Constitution. (Katzberg, supra, 29
Cal.4th at p. 307, 127 Cal.Rptr.2d 482, 58 P.3d 339.) Here, however, after plaintiff was paroled
the trial court granted defendants' motion and dismissed plaintiff's claims for injunctive and
declaratory relief on the ground these claims had become moot. Plaintiff contends this dismissal
was error. Again, we disagree.


[18]  [19]  An issue becomes moot when some event has occurred which “deprive[s] the
controversy of its life.” (Boccato v. City of Hermosa Beach (1984) 158 Cal.App.3d 804, 808,
204 Cal.Rptr. 727.) The policy behind a mootness dismissal is that “courts decide justiciable
controversies and will normally not render advisory opinions.” (Ebensteiner Co., Inc. v. Chadmar
Group (2006) 143 Cal.App.4th 1174, 1179, 49 Cal.Rptr.3d 825.)


[20]  We review a trial court's determination of mootness for substantial evidence (Boccato v. City
of Hermosa Beach, supra, at p. 808, 204 Cal.Rptr. 727.), and conclude that the determination here
was supported by substantial evidence. It is clear that upon plaintiff's parole she was no longer
under the physical control of CDCR, and the challenged conduct no longer applied to her. Thus,
any injunction or declaratory judgment would not impact her. Indeed, plaintiff's arguments in the
trial court acknowledged as much. For example, plaintiff's first motion, seeking trial preference,
moved for “trial preference in the interests of justice to prevent the injunction portions of this
action from arguably becoming moot. She is a prison inmate who is going to parole in August [sic
]. At that point, it the case [sic ] would arguably become moot.” Plaintiff's opposition to defendants'
motion to continue the trial was similar, asserting that “plaintiff's claims will become moot and
escape resolution on their merits if this case does not get to trial before [plaintiff] paroles on July
13, 2007.”
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Plaintiff seeks to avoid this conclusion by directing us to Penal Code section 3056, which provides
that “Prisoners on parole shall remain under the legal custody of the department and shall be
subject at any time to be taken back within the enclosure **392  of the prison.” Plaintiff fails to
explain, however, how CDCR's legal, as opposed to physical, custody of her would perpetuate
a controversy between her and defendants amenable to judicial resolution. The *258  question
was not whether plaintiff remained in CDCR custody, as she argues, but whether there remained
a controversy that could be resolved by the court in a manner that would affect her. And unless
plaintiff was still in the physical custody of CDCR—and subject to the challenged housing policies
—her requests for prospective relief could have no impact on her. Put another way, any ruling on
plaintiff's equitable claims would have amounted to an advisory opinion, rendering of which “falls
within neither the functions nor the jurisdiction of” the court. (Salazar v. Eastin (1995) 9 Cal.4th
836, 860, 39 Cal.Rptr.2d 21, 890 P.2d 43.)


[21]  Alternatively, plaintiff relies on the doctrine of “constructive custody” in the context
of habeas corpus petitions, arguing that such is sufficient to preserve the court's jurisdiction.
Citing In re Bandmann (1958) 51 Cal.2d 388, 333 P.2d 339, plaintiff observes that “[i]n habeas
corpus proceedings, the Court's jurisdiction to resolve a prisoner's prospective relief against the
Department of Corrections is not disrupted by the prisoner's release on parole,” which principle,
plaintiff goes on to note, applies to those released on bail (In re Petersen (1958) 51 Cal.2d 177, 331
P.2d 24) and those released from custody on their own recognizance. (In re Smiley (1967) 66 Cal.2d
606, 613, 58 Cal.Rptr. 579, 427 P.2d 179.) Critically—and as plaintiff herself acknowledges—no
California authority has extended the doctrine of constructive custody to a civil lawsuit seeking
prospective relief. We decline to do so here.


McQuillion v. Schwarzenegger (2004) 369 F.3d 1091 is persuasive. McQuillion, who was serving
a life sentence with the possibility of parole, filed a petition for a writ of habeas corpus alleging
that rescission of his parole date by the Board of Prison Terms (Board) violated his due process
rights. (Id. at p. 1094.) While his habeas corpus petition was pending, he (and others similarly
situated) filed a complaint under 42 U.S.C. section 1983, charging that the Board and the Governor
“administer[ed] California's parole statutes to achieve an unwritten, unconstitutional policy of
denying parole to inmates convicted of certain offenses.” (Id. at p. 1094.) McQuillion sought
monetary damages as well as injunctive and declaratory relief. (Ibid.) The district court dismissed
his claims, and he appealed. (Id. at pp. 1094–1095.)


Before his section 1983 claim was resolved on appeal, McQuillion prevailed on his habeas petition
and was released. (McQuillion, supra, 369 F.3d at p. 1094.) As a result, in the appeal of his
section 1983 claim, the Ninth Circuit considered whether his “successful habeas petition and
subsequent release render[ed] his § 1983 action moot.” (Id. at p. 1095.) And as to the injunctive
and declaratory relief claims, it concluded that it did, holding that: “McQuillion's *259  release
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extinguishes his legal interest in an injunction because it would have no effect on him.” (Ibid.) “A
judicial pronouncement, as it would relate to McQuillion, would be an advisory opinion, which
the [United States] Constitution prohibits.” (Ibid.) 9  (See also Preiser v. Newkirk (1975) 422 U.S.
395, 402–403, 95 S.Ct. 2330, 45 L.Ed.2d 272; Dilley v. Gunn (9th Cir.1995) 64 F.3d 1365, 1368
[“An inmate's release from prison while his claims are pending generally will moot any claims
for injunctive relief **393  relating to the prison's policies unless the suit has been certified as
a class action.”].)


[22]  [23]  Alternatively, plaintiff argues that in the event that we affirm the trial court's mootness
determination, her equitable claims fall under the “public importance” exception to the mootness
doctrine such that either the trial court or this court should nevertheless consider them. Under
that exception, “If an action involves a matter of continuing public interest and the issue is likely
to recur, a court may exercise an inherent discretion to resolve that issue, even though an event
occurring during its pendency would normally render the matter moot.” (Liberty Mut. Ins. Co. v.
Fales (1973) 8 Cal.3d 712, 715–716, 106 Cal.Rptr. 21, 505 P.2d 213; see also Mendoza v. County
of Tulare (1982) 128 Cal.App.3d 403, 413, 180 Cal.Rptr. 347.) We will not exercise any such
discretion here.


To begin with, the issues plaintiff presents are essentially factual, a recognized basis to refuse to
decide a moot case. (See MHC Operating Limited Partnership v. City of San Jose (2003) 106
Cal.App.4th 204, 215, 130 Cal.Rptr.2d 564.) Beyond that, we lack an adequate record to address
plaintiff's equitable claims. In short, nothing could come of our exercising our discretion to invoke
the exception.


[24]  [25]  Lastly, plaintiff contends that defendants' “unclean hands” should bar them from
asserting that her equitable claims are moot. According to plaintiff, despite the fact that she
had been granted trial preference, defendants “maliciously” removed the matter to federal court
after trial had commenced, just days before she was set to parole. This tactic, plaintiff submits,
effectively denied her the opportunity to present her equitable claims to the trial court, a tactic
that should not be rewarded. As defendants' point out, the unclean hands doctrine is an affirmative
defense invoked by defendants to prevent a plaintiff from obtaining relief. (Kendall–Jackson
Winery Ltd. v. Superior Court (1999) 76 Cal.App.4th 970, 974, 90 Cal.Rptr.2d 743.) But even if
the doctrine could be asserted by plaintiff, the record before us is inadequate for us to determine
the factual issues pertinent to the issue. (See Moriarty v. Carlson (1960) 184 Cal.App.2d 51, 57,
7 Cal.Rptr. 282.)


*260  III. Disposition
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The trial court's order sustaining defendants' demurrer to plaintiff's claim for negligence on the
ground that she failed to allege a cognizable duty is reversed. The order dismissing the claim for
violation of the cruel or unusual punishment clause and the prayers for injunctive and declaratory
relief is affirmed. The matter is remanded to the trial court for further proceedings consistent with
the above.


We concur: KLINE, P.J., and HAERLE, J.
1 Our disclaimer about detail notwithstanding, two specific allegations about this timeframe are illustrative. First, plaintiff alleged that


on March 8, 2006, she was able to get to the office of correctional counselor Jerry Ignasiak, and told him that “her cellmate had become
violent, was forcing her to have unwanted sex with him on a daily basis, would beat her if she refused to have sex with him, and was
physically abusing her.” In fear for her life, plaintiff pleaded with Ignasiak to move her from the cell, showing him her CMF and CMC
classification recommendations, and explaining that she was never supposed to be placed at FSP. Ignasiak told plaintiff to be “tough
and strong,” did nothing else, and “even discouraged [plaintiff] from taking any further action.” He then returned her to her cell.
Second, on March 10, 2006, plaintiff sought protection by speaking to Amy Holliday, a FSP medical employee, telling her that her
cellmate was raping and beating her daily. Holliday wrote the following entry in plaintiff's chronological interdisciplinary progress
notes: “Inmate has been dealing with an abusive cellie [cellmate] who has become sexually demanding and overly possessive. I/M
[inmate] would like transfer to transgendered [sic] unit but doesn't want to ‘lock it up.’ ‘I don't want to get him into trouble.’ ”


2 Defendants also filed a motion to strike. That motion, which was granted in part by the trial court, is not relevant to the issues on appeal.


3 Defendants apparently filed a reply memorandum, but it is not in the record before us.


4 FSP was not named as a defendant in the amended complaint. Plaintiff did allege, however, that FSP was liable for punitive damages.
In her opposition to defendants' demurrer, plaintiff acknowledged that the inclusion of FSP in the request for punitive damages was
an error and that she did not oppose the dismissal of FSP from the action with prejudice.


5 The name of that one defendant is not in the record. Likewise not in the record is any evidence supporting plaintiff's assertion that
a “majority of jurors favor[ed] a plaintiff's verdict” on the remaining defendant.


6 In expanding the law of duty in Tarasoff in the relationship there (psychotherapist/patient), the Supreme Court noted that “the courts
have increased the number of instances in which affirmative duties are imposed not by direct rejection of the common law rule, but
by expanding the list of special relationships which will justify departure from that rule. [Citation.]” (Tarasoff, supra, 17 Cal.3d at
p. 435, fn. 5, 131 Cal.Rptr. 14, 551 P.2d 334.)


7 Defendants raise the same argument in their response to Stop Prisoner Rape's amicus curiae brief, claiming it inappropriate to rely
on PREA or SADEA, since plaintiff did not rely on these authorities below. But amicus curiae is not seeking to expand the issues on
appeal, merely arguing an alternative basis for finding a duty of care owed by jailers to inmates. Strong v. State Bd. of Equalization
(2007) 155 Cal.App.4th 1182, 1191, fn. 6, 66 Cal.Rptr.3d 657, cited by defendants, is thus inapposite.


8 As defendants correctly explain, in Williams the court rejected plaintiff's argument that a highway patrol officer who “comes to
the aid of an injured or stranded motorist creates an affirmative duty to secure information or preserve evidence for civil litigation
between the motorist and third parties,” finding no special relationship between the motorist and the highway patrol officer under
such circumstances. (Williams, supra, 34 Cal.3d at pp. 21, 27, 192 Cal.Rptr. 233, 664 P.2d 137.) However, plaintiff cited Williams
for its general discussion on the special relationship doctrine, not because the court recognized a special relationship between jailer
and prisoner.


9 The court allowed McQuillion to proceed on his damages claim. (Id. at p. 1096.)
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Eighth Circuit.


In re Lance V. ADDISON, Debtor
Lance V. Addison, Appellant,
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Nos. 07-2064, 07-2727.
|
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|


Filed: Aug. 7, 2008.
|


Rehearing and Rehearing En Banc Denied Sept. 11, 2008.


Synopsis
Background: Chapter 7 trustee objected to debtor's homestead and individual retirement account
(IRA) exemptions, and asserted that tuition savings plan accounts that debtor had established
for his children were estate property. The United States Bankruptcy Court for the District of
Minnesota, Robert J. Kressel, J., ruled in trustee's favor, and debtor appealed. The Bankruptcy
Appellate Panel, Federman, J., 368 B.R. 791, affirmed, and debtor again appealed.


Holdings: The Court of Appeals, Smith, Circuit Judge, held that:


[1] bankruptcy court clearly erred in finding that debtor acted with intent to hinder, delay or defraud
creditors, of kind required to trigger federal and state law limitations of his exemption rights, when
he engaged in certain eve-of-bankruptcy planning;


[2] debtor retained sufficient legal and equitable interest in tuition savings accounts that he
purchased for benefit of his children prepetition, so that accounts were included in “property of
the estate”; and


[3] Minnesota statute providing that assets held in Minnesota college savings plan account shall not
be subject to claims by creditors of state protected such assets only from claims of state creditors,
not from claims of all creditors, and could not be used by debtor to exempt his interest in tuition
savings accounts.
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Affirmed in part, reversed in part and remanded.


West Headnotes (12)


[1] Bankruptcy Conclusions of Law;  De Novo Review
Bankruptcy Clear Error
On appeal in bankruptcy case, Court of Appeals reviews bankruptcy court's conclusions
of law de novo and its findings of facts for clear error. Fed.Rules Bankr.Proc.Rule 8013,
11 U.S.C.A.


7 Cases that cite this headnote


[2] Bankruptcy Waiver or Loss of Exemption
To determine whether debtor's prepetition conversion of nonexempt assets into exempt
homestead was effected with requisite “intent to hinder, delay, or defraud a creditor,” so
as to trigger reduction in debtor's state law homestead exemption under Code provision
added by the Bankruptcy Abuse Prevention and Consumer Protection Act (BAPCPA), it
is appropriate for bankruptcy court to employ a badges-of-fraud approach. 11 U.S.C.A.
§ 522(o).


26 Cases that cite this headnote


[3] Bankruptcy Proceedings
Exemptions Fraudulent Conveyance or Concealment
Fraudulent Conveyances Intent of Grantor
Homestead Fraudulent Conveyance
Bankruptcy court clearly erred in finding that debtor acted with intent to hinder, delay
or defraud creditors, of kind required to trigger federal and state law limitations of
his exemption rights, when he engaged in certain eve-of-bankruptcy planning by using
$4,000 in nonexempt funds to purchase a Roth individual retirement account (IRA) that
he claimed as exempt, and by using another $11,500 in nonexempt funds to pay down
mortgage on his exempt homestead, where, aside from fact that debtor was facing threat
of suit at time of his conversion of assets, there was no extrinsic evidence of any intent
to defraud creditors, such as debtor's conversion of substantially all of his nonexempt
property into exempt assets, debtor's borrowing of funds in order to purchase exempt
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assets, or debtor's concealment of these prebankruptcy attempts to reduce nonexempt
property available for payment of creditor claims. 11 U.S.C.A. § 522(o); M.S.A. § 513.44.


15 Cases that cite this headnote


[4] Bankruptcy Particular Cases and Issues
Question, for purpose of federal bankruptcy and Minnesota state law limitations on
debtor's exemption rights, of whether debtor acted with intent to defraud in converting
non-exempt property into exempt property is question of fact, on which bankruptcy court's
finding will not be reversed unless clearly erroneous. 11 U.S.C.A. § 522(o); M.S.A. §
513.44.


2 Cases that cite this headnote


[5] Exemptions Fraudulent Conveyance or Concealment
Mere conversion of non-exempt into exempt assets is not in itself fraudulent under
Minnesota law, so as to trigger statutory limitation on debtor's exemption rights;
nonetheless, where debtor has acted with actual intent to defraud creditors, his exemptions
will be denied. M.S.A. § 513.44.


8 Cases that cite this headnote


[6] Exemptions Fraudulent Conveyance or Concealment
Under Minnesota law, before actual fraudulent intent can be found, such as will permit
denial of claimed exemption under provision of Minnesota Uniform Fraudulent Transfers
Act (UFTA), there must appear in evidence some facts or circumstances which are
extrinsic to mere fact of conversion of nonexempt into exempt assets, and which are
indicative of such a fraudulent purpose. M.S.A. § 513.44.


6 Cases that cite this headnote


[7] Bankruptcy Waiver or Loss of Exemption
Exemptions Fraudulent Conveyance or Concealment
Debtor's mere conversion of nonexempt property into exempt property on eve of
bankruptcy filing for purpose of placing property beyond reach of creditors, without more,
will not deprive debtor of exemption to which he would otherwise be entitled; rather, for
fraudulent intent to be found, of kind triggering state and federal limitations on debtor's
exemption rights, there must appear in evidence some facts or circumstances which are
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extrinsic to mere fact of conversion, and which are indicative of such a fraudulent purpose.
11 U.S.C.A. § 522(o); M.S.A. § 513.44.


12 Cases that cite this headnote


[8] Bankruptcy Waiver or Loss of Exemption
Exemptions Fraudulent Conveyance or Concealment
Indicia of fraud extrinsic to debtor's prebankruptcy planning, in converting nonexempt to
exempt assets, such as may permit denial of exemption on fraudulent transfer grounds,
include the following: conduct intentionally designed to materially mislead or deceive
creditors about debtor's position, debtor's use of credit to buy exempt property, debtor's
conversion of a very great amount of property, or existence of conveyances for less than
adequate consideration. 11 U.S.C.A. § 522(o); M.S.A. § 513.44.


7 Cases that cite this headnote


[9] Bankruptcy Determination and Disposition;  Additional Findings
Upon reversal of bankruptcy court orders denying or reducing state law exemptions
claimed by debtor in Roth individual retirement account (IRA) and in homestead, based
upon debtor's eve-of-bankruptcy planning in using nonexempt funds to purchase the IRA
and to pay down mortgage on his homestead, Court of Appeals would also reverse order
denying debtor a discharge, based on preclusive effect of its exemption rulings, under
discharge exception for debtors who engage in fraudulent prepetition transfer of assets.
11 U.S.C.A. § 727(a)(2).


2 Cases that cite this headnote


[10] Bankruptcy Conclusions of Law;  De Novo Review
Whether certain accounts were included in property of the estate was legal conclusion by
bankruptcy court, that Court of Appeals would review de novo. 11 U.S.C.A. § 541(a).


8 Cases that cite this headnote


[11] Bankruptcy Particular Items and Interests
Debtor retained sufficient legal and equitable interest in tuition savings accounts that
he purchased for benefit of his children prepetition, so that accounts were included in
“property of the estate,” where debtor was listed as “owner” of accounts, with authority
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to change account beneficiary or to request immediate distribution from accounts. 11
U.S.C.A. § 541(a).


7 Cases that cite this headnote


[12] Exemptions Specific Exemptions in General
Exemptions Exceptions from Exemptions in General
Minnesota statute providing that assets held in Minnesota college savings plan account
shall not be subject to claims by creditors of state protected such assets only from claims of
state creditors, not from claims of all creditors, and could not be used by debtor to exempt
his interest in tuition savings accounts. M.S.A. § 136G.09(12).


3 Cases that cite this headnote


Attorneys and Law Firms


*807  Kenneth Corey-Edstrom, Minneapolis, MN, argued, for appellant.


Michael Sherwood Dove, New Ulm, MN, argued (Bridget L. Bailey, New Ulm, MN, on the brief),
for appellee.


Before BYE, SMITH, and COLLOTON, Circuit Judges.


Opinion


SMITH, Circuit Judge.


Shortly before Lance Addison filed his bankruptcy petition, he converted a portion of his
nonexempt assets into exempt assets. After the bankruptcy trustee (“Trustee”) filed an objection to
Addison's claimed exemptions, the bankruptcy court concluded that Addison converted the assets
with the intent to hinder, delay, or defraud a creditor. As a result, the bankruptcy court reduced
Addison's homestead exemption by $11,500, and denied the exemption claimed in his Roth IRA.
The bankruptcy court also ruled that two college tuition savings accounts Addison had *808
established for his children were property of his bankruptcy estate and not exemptible. Addison
appealed the bankruptcy court's decision, and the Bankruptcy Appellate Panel (BAP) affirmed.


Subsequently, the Trustee initiated an adversary proceeding objecting to Addison's discharge. The
bankruptcy court denied Addison's discharge, ruling as a matter of collateral estoppel that Addison
had acted with the intent to hinder, delay or defraud one or more creditors when he converted
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his nonexempt assets to exempt assets within one year prior to filing bankruptcy. Addison also
appealed this decision to the BAP and immediately requested that the BAP transfer the appeal to
this court. The BAP did so, and we now hear Addison's consolidated appeals. We affirm in part,
reverse in part, and remand for further proceedings.


I. Background


Addison, a part-owner of a cable company, had personally guaranteed some of his company's
debt. In early 2005 the business was unable to pay its debts, and JP Morgan Chase (“Chase”), a
company creditor, began to pursue Addison on a $1.3 million personal guarantee. Around June
2005, Addison first sought the advice of bankruptcy counsel in an effort to protect himself from
Chase's attempts to enforce the guarantee. On or about July 21, 2005, Addison used $4,000 of his
nonexempt funds to establish a Roth IRA for himself and used another $4,000 of the nonexempt
funds to establish a Roth IRA for his wife. The funds came from a brokerage account that contained
$45,476.71 in nonexempt funds prior to these transfers.


On October 14, 2005, Addison instructed his wife to use $11,500 in nonexempt funds to make a
voluntary principal payment on their home mortgage. Addison's wife transferred $9,000 of this
payment from the brokerage account mentioned above, and $2,500 came from a bank account at
U.S. Bank. Later that same day, Addison filed an individual Chapter 7 bankruptcy petition. He
chose the Minnesota state exemptions and claimed his Roth IRA 1  and the equity in the house
as exempt.


1 The Roth IRA opened in Addison's wife's name is not at issue in this case.


In May 2004, Addison had established a college tuition savings account, pursuant to 26 U.S.C.
§ 529 (“Section 529 accounts”), for each of his two children. Section 529 account balances
fluctuate with the equity markets, but on the date of his bankruptcy filing, the accounts were worth
approximately $22,000 combined. Addison listed the Section 529 accounts on his bankruptcy
schedules but claimed that the accounts were owned by his children and thus were not property
of his bankruptcy estate. To the extent that the Section 529 accounts were property of the estate,
however, Addison claimed them as exempt.


The Trustee objected to Addison's homestead and Roth IRA exemptions, and asserted that the
Section 529 accounts were property of the estate not subject to any exemption. The bankruptcy
court held an evidentiary hearing on the Trustee's objection and subsequently ruled in favor of the
Trustee on all three issues. The court found that Addison made the $11,500 house payment and the
$4,000 Roth IRA payment with the intent to hinder, delay, or defraud his creditors, and thus denied,
in full, Addison's claimed exemption in the Roth IRA and ordered that the homestead exemption
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be reduced by $11,500. The bankruptcy court also ruled that the Section 529 plans were property
of Addison's bankruptcy estate and that they were not subject to any applicable exemption.


The BAP affirmed, ruling that the bankruptcy court's finding that Addison had the intent to hinder,
delay, or defraud his *809  creditors when he converted the nonexempt assets into exempt assets
was not clearly erroneous. The BAP also affirmed the bankruptcy court's determination that the
Section 529 accounts were property of the estate and not subject to exemption. Addison timely
appealed to this court.


After the bankruptcy court found that Addison intended to hinder, delay, or defraud a creditor
when he converted his nonexempt assets into his homestead and Roth IRA, the Trustee initiated an
adversary proceeding to deny Addison's discharge under 11 U.S.C. § 727(a)(2). Because a debtor's
discharge can be denied under § 727(a)(2) if “the debtor, with intent to hinder, delay, or defraud a
creditor ... has transferred ... property of the debtor, within one year before” his bankruptcy filing,
and the bankruptcy court had already concluded that Addison transferred nonexempt property to
exempt property with the intent to hinder, delay, or defraud a creditor within a year before his
bankruptcy filing, the court denied Addison's discharge under § 727(a)(2) on collateral estoppel
grounds. Addison also appealed this ruling to the BAP, which certified the appeal directly to this
court. We now consider both of Addison's appeals.


II. Discussion


[1]  Addison argues that the bankruptcy court erroneously found that he converted nonexempt
assets to exempt assets with the intent to hinder, delay, or defraud one or more creditors. More
specifically, Addison contends that the bankruptcy court's disallowance of his Roth IRA exemption
claim and its reduction of his homestead exemption should be reversed along with the denial of his
discharge. Further, Addison asserts that the bankruptcy court erred in ruling that the Section 529
accounts that he established for his children are property of his bankruptcy estate and in ruling that
they are not subject to any exemption. Like the BAP, we review the bankruptcy court's conclusions
of law de novo and its findings of facts for clear error. Official Comm. of Unsecured Creditors v.
Farmland Indus., Inc. (In re Farmland Indus., Inc.), 397 F.3d 647, 650 (8th Cir.2005).


A. Disallowance of Claimed Exemptions


The bankruptcy court found that Addison acted with the intent to hinder, delay, or defraud one or
more of his creditors. Shortly before filing for bankruptcy, Addison converted nonexempt funds
from a brokerage account and a bank account to pay down the mortgage on his home thereby
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increasing his homestead exemption. Also, he converted nonexempt funds from his brokerage
account into an exemptible Roth IRA.


Under § 522(b) of the Bankruptcy Code, “a debtor can choose to exempt from property of the
bankruptcy estate that property which is exempt under the applicable state or federal law.” Sholdan
v. Dietz, 108 F.3d 886, 888 (8th Cir.1997) (“Sholdan I”); 11 U.S.C. § 522(b). Here, Addison
elected to use the Minnesota state exemptions, and claimed a homestead exemption of $91,250
under Minn.Stat. Ann. § 510.02 2  and claimed his $4,000 Roth IRA as exempt under Minn.Stat.
Ann. § 550.37(24). 3  These claimed exemptions were within the permissible amounts as *810
provided by Minnesota law. See In re Sholdan, 217 F.3d 1006, 1008 (8th Cir.2000) (“Sholdan
II”) (“The scope of a state-created exemption is determined by state law”). However, under
Minnesota's enactment of the Uniform Fraudulent Transfers Act (UFTA), a debtor may not claim
an exemption in property obtained through a transfer made by the debtor “with actual intent to
hinder, delay, or defraud any creditor of the debtor.” Minn.Stat. Ann. § 513.44; see also Sholdan
II, 217 F.3d at 1008 (“[U]nder section 513.44 of Minnesota's enactment of the Uniform Fraudulent
Transfer Act (UFTA), a debtor may not claim a homestead exemption when he or she transfers
the property ‘with actual intent to hinder, delay, or defraud’ creditors”); In re Tveten, 402 N.W.2d
551, 556 (Minn.1987) (“[I]t clearly appears that under Minnesota law a debtor in contemplation
of bankruptcy may convert nonexempt property into exempt property, so long as the conversion
does not violate the Uniform Fraudulent Conveyance Act”). Section 513.44(b) “contains a lengthy
list of factors or ‘badges of fraud’ which a court may look to for help in determining actual
intent.” Sholdan II, 217 F.3d at 1008 (citing Minn.Stat. Ann. § 513.44(b)). Thus, Addison's claimed
exemptions in his homestead and Roth IRA are not permitted if those assets were obtained by
transfers made “with actual intent to hinder, delay, or defraud any creditor.” Minn.Stat. Ann. §
513.44(a).


2 At the time of Addison's bankruptcy filing, Minnesota law provided for a homestead exemption (in a non-agricultural homestead) up
to $200,000 in value. Minn.Stat. § 510.02. Although it has no impact on this case, we note that the maximum homestead exemption
(for non-agricultural homesteads) was increased to $300,000 when § 510.02 was rewritten in 2007.


3 Minn.Stat. Ann. § 550.37(24) allows a debtor to exempt his “right to receive present or future payments, or payments received by
the debtor, under a ... Roth IRA ... up to a present value of $30,000....”


Additionally, when Congress passed the Bankruptcy Abuse Prevention and Consumer Protection
Act of 2005 (BAPCPA), 4  it added, among other things, subsection (o) to § 522 of the Bankruptcy
Code (“Code”). 5  Under § 522(o) of the Code, the amount of a state homestead exemption is
reduced to the extent that the value of the exemption is attributable to nonexempt property that the
debtor converted into the homestead within 10 years of filing for bankruptcy, if the conversion was
made “with the intent to hinder, delay, or defraud a creditor.” 11 U.S.C. § 522(o). 6  *811  Thus,
while the exemption Addison claimed in his Roth IRA is allowable unless it violates Minn.Stat.
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Ann. § 513.44(a), the claimed homestead exemption is subject to both 11 U.S.C. § 522(o) and
Minn.Stat. Ann. § 513.44(a).


4 On April 20, 2005, President Bush signed BAPCPA into law. While the majority of BAPCPA's provisions did not take effect until
October 17, 2005, § 1501(b) of the Act provided that certain amendments, including the provisions of 11 U.S.C. § 522(o), (p), and (q),
“shall apply with respect to cases commenced under Title 11, United States Code, on or after the date of the enactment of this Act.”
Pub.L. 109-8 § 1501(b) (2005). Because Addison filed his bankruptcy petition on October 14, 2005-after BAPCPA was enacted- §
522(o) applies to his case.


5 Section 522(o), in pertinent part, states that:
[T]he value of an interest in-
(1) real or personal property that the debtor or a dependent of the debtor uses as a residence; [or]


...
(4) real or personal property that the debtor or a dependent of the debtor claims as a homestead


...
shall be reduced to the extent that such value is attributable to any portion of any property that the debtor disposed of in the
10-year period ending on the date of the filing of the petition with the intent to hinder, delay, or defraud a creditor and that the
debtor could not exempt, or that portion that the debtor could not exempt, under subsection (b), if on such date the debtor had
held the property so disposed of.


11 U.S.C. § 522(o).


6 Addison asserts that § 522(o) should not reduce the amount of a state homestead exemption because the scope of state exemptions
have traditionally been determined by state law, see Sholdan II, 217 F.3d at 1008. We must reject this argument in light of the express
language in § 522. See 11 U.S.C. § 522(b)(3) (providing that debtors who use a state's exemptions do so “subject to subsection (o)
and (p)”) (emphasis added). “The Congressional purpose is clear: debtors seeking the protection of state exemptions must meet their
state exemption provision requirements as limited by § 522(o) and (p).” In re Maronde, 332 B.R. 593, 599 (Bankr.D.Minn.2005)
(emphasis added).


1. Homestead Exemption


The question here is whether the $91,250.00 that Addison claimed as his homestead exemption
must be reduced by $11,500, under either Minnesota law or § 522(o) of the Code, due to the
day-of-filing mortgage payment. For purposes of § 522(o), the issue turns on whether Addison
acted “with the intent to hinder, delay, or defraud a creditor” when he transferred nonexempt funds
to reduce the mortgage on his homestead. Congress did not provide any guidance regarding the
construction of the phrase “with the intent to hinder, delay, or defraud” when it enacted § 522(o),
but the statutory language is similar, if not identical, to the language used in § 548 and § 727 of
the Code, as well as Minn.Stat. Ann. § 513.44(a).


Section 548 of the Code provides that a trustee may avoid a pre-petition transfer of assets by the
debtor if the debtor made the transfer “with actual intent to hinder, delay, or defraud” any past
or future creditor. 11 U.S.C. § 548(a)(1)(A). Similarly, § 727(a)(2) bars a debtor's discharge if he
takes certain actions, including transferring, concealing, or removing property of the estate within
one year before filing, “with intent to hinder, delay, or defraud a creditor.” 11 U.S.C. § 727(a)
(2). Due to the similar wording of those statutes, numerous bankruptcy courts have looked to
the body of case law construing §§ 548(a)(1) and 727(a)(2) to determine the meaning of “with
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intent to hinder, delay, or defraud a creditor” in § 522(o). See Maronde, 332 B.R. at 599 (“It
is only logical to assume that Congress intended that by using essentially the same phrase in §
522(o), cases construing the fraudulent conveyance and discharge provisions also would apply to
add body to the bare words of this new Congressional language”); In re Fehmel, No. 07-60831,
2008 WL 2151797, at *7 (Bankr.W.D.Tex. May 22, 2008) (“The phrase ‘with the intent to hinder,
delay or defraud a creditor’ contained in § 522(o) is ... not defined in the Bankruptcy Code....
Therefore, in interpreting the meaning of the phrase as contained in § 522(o), it is appropriate to
look to case law interpreting [§ 727(a)(2) and § 548(a)(1)(A)]”); In re Agnew, 355 B.R. 276, 284
(Bankr.D.Kan.2006) (construing the meaning of “intent to hinder, delay, or defraud a creditor” in
§ 522(o) from cases construing the meaning of intent to hinder, delay, or defraud in §§ 722(a)(2)
and 548(a)(1)); In re Lacounte, 342 B.R. 809, 814 (Bankr.D.Mont.2005) (same); In re Sissom, 366
B.R. 677, 691-92 (Bankr.S.D.Tex.2007) (same).


[2]  Because direct evidence of fraudulent intent is rarely available, our cases have used the
inferential “badges of fraud” approach to determine whether a debtor acted with “intent to hinder,
delay, or defraud,” a creditor regardless of whether the intent language came from a state fraudulent
transfer statute or applicable bankruptcy law. See Sholdan II, 217 F.3d at 1009 (approving badges of
fraud approach to determine whether debtor acted with “actual intent to hinder, delay, or defraud”
under Minnesota fraudulent transfer statute in ruling on objection to *812  homestead exemption);
Jackson v. Star Sprinkler Corp. of Florida, 575 F.2d 1223, 1237 (8th Cir.1978) (using badges of
fraud analysis to determine whether debtor made transfers with intent to hinder, delay, or defraud
creditor under fraudulent transfer section of the then-applicable Bankruptcy Act); see also Graven
v. Fink (In re Graven), 936 F.2d 378, 383 (8th Cir.1991) (comparing § 548(a)'s “actual intent
to hinder, delay, or defraud” language with “intent to hinder, delay or defraud” in Missouri's
then-applicable state fraudulent conveyance statute, noting that the two statutes use the “same
standard”). Given the similarity of the language among these statutes, we conclude that the badges
of fraud approach should also apply to determine a debtor's intent under § 522(o). 7


7 We reject the Trustee's position that § 522(o) provides a new standard for determining what type of evidence establishes a debtor's
“intent to hinder, delay, or defraud” a creditor when the debtor converts nonexempt assets into his homestead. Rather, in our view,
§ 522(o) merely establishes a 10-year look-back period, from the date of the bankruptcy filing, from which such evidence may be
considered.


Although both § 522(o) and Minn.Stat. Ann. § 513.44, like §§ 548(a)(1) and 727(a)(2), use
the disjunctive “hinder, delay, or defraud,” our circuit has been reluctant to deny a homestead
exemption without a finding of intent to defraud. See Sholdan I, 108 F.3d at 888 (reversing
bankruptcy court's finding that debtor converted nonexempt property into exempt homestead with
intent to hinder or delay, and remanding for bankruptcy court to determine whether debtor acted
with intent to defraud); Panuska v. Johnson (In re Johnson), 880 F.2d 78, 80 n. 1 (8th Cir.1989)
(noting that courts “generally view” the phrase “hinder, delay, or defraud” as “a single test” and
refusing “to separate out the terms fraud, hinder and delay”). 8  In Sholdan I, a 90-year old debtor,
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who had been sued for injuries caused by an automobile accident, sold substantially all of his
nonexempt assets and used those proceeds to purchase a home with cash. Id. at 887. At all times
while living in his new home, Sholdan had the assistance of a nurse. Id. For approximately a year
prior to purchasing the house the debtor had been living in an assisted living facility, and on nights
when a nurse was not available to stay with him in his newly purchased home, the debtor would
return to the assisted living facility to spend the night. Id. Additionally, for the 13 years prior
to residing at the assisted living facility, the debtor had not owned a home, but had lived in an
apartment. Id.


8 See also Coder v. Arts, 213 U.S. 223, 242, 29 S.Ct. 436, 53 L.Ed. 772 (1909) (explaining that “hinder, delay, or defraud” is a “form of
expression ... familiar to the law of fraudulent conveyances ... and has always been held to require, in order to invalidate a conveyance,
that there shall be actual fraud”).


Three months after purchasing the new home the debtor filed for bankruptcy and claimed his
house as exempt. Id. The trustee objected to the homestead exemption, asserting that the debtor
had purchased the home with the intent to hinder, delay or defraud a creditor. Id. The bankruptcy
court sustained the trustee's objection and disallowed the claimed homestead exemption, finding
that the debtor had acted with the intent to “hinder or delay” a creditor when he purchased the
home. Id. The bankruptcy court did not rule on whether the debtor acted with intent to defraud
a creditor. Id. at 887-88. The district court affirmed, holding that it was not necessary to find an
intent to defraud. Id. at 888. We then reversed and remanded for the bankruptcy court to consider
whether the debtor acted with the intent *813  to defraud. Id. In reversing, we stated that “we do
not mean to say that the test of ‘hinder or delay’ might not prevail under another set of facts,” but
ruled that the facts of that case “d[id] not support such a finding.” Id.


[3]  In the instant case, the bankruptcy court found sufficient evidence to establish that Addison
acted with the intent to hinder, delay, and defraud a creditor. 9  However, Addison took less
aggressive actions than those present in Sholdan 10 -wherein we concluded that the facts did not
support a finding of intent to hinder or delay. Applying our precedent, we conclude that the record
here does not support the reduction of Addison's homestead exemption based on an intent to hinder
or delay. Id.


9 In granting the Trustee's motion to reduce Addison's homestead exemption the court stated:
I find and conclude that the transfers to the mortgage holder through any reduction of the mortgage debt were transfers of
property made with the intent to hinder, delay, or defraud. It doesn't have to be fraud. Everyone seems to focus on fraud, but
hinder or delay is sufficient and I think all of those are present here.


Hearing Tr. at 61-62 (emphasis added).


10 Both Sholdan and Addison took steps to protect their assets after being sued, but unlike Sholdan, Addison did not create an exempt
asset by purchasing a home he did not previously have; rather, Addison made an additional lump-sum payment toward the mortgage
on his existing home. Further, Addison did not convert substantially all of his nonexempt assets into the home as Sholdan had done.


[4]  [5]  Thus, we are left with the bankruptcy court's determination that Addison converted
$11,500 in nonexempt funds into his homestead with the intent to defraud a creditor. “The question
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of whether an individual acted with intent to defraud in converting non-exempt property into
exempt property is a question of fact, on which the bankruptcy court's finding will not be reversed
unless clearly erroneous.” Sholdan II, 217 F.3d at 1010 (citing Hanson v. First Nat'l Bank, 848 F.2d
866, 868 (8th Cir.1988)). “It is well settled that the mere conversion of non-exempt assets to exempt
assets is not in itself fraudulent.” Id.; see also Hanson, 848 F.2d at 868 (“It is well established
that ... a debtor's conversion of non-exempt property to exempt property on the eve of bankruptcy
for the express purpose of placing that property beyond the reach of creditors, without more, will
not deprive the debtor of the exemption to which he otherwise would be entitled”); Norwest Bank
Nebraska, NA v. Tveten, 848 F.2d 871, 873-74 (8th Cir.1988) (“It is well established that under the
Code the conversion of non-exempt to exempt property for the purpose of placing the property out
of the reach of creditors, without more, will not deprive the debtor of the exemption to which he
otherwise would be entitled”). Nevertheless, “[w]here the debtor acts with actual intent to defraud
creditors, his exemptions will be denied.” Hanson, 848 F.2d at 868.


[6]  “Before actual fraudulent intent can be found ‘there must appear in evidence some facts
or circumstances which are extrinsic to the mere facts of conversion of non-exempt assets into
exempt and which are indicative of such fraudulent purpose.’ ” Sholdan II, 217 F.3d at 1010
(quoting Tveten, 848 F.2d at 875 (in turn quoting Forsberg v. Security State Bank, 15 F.2d 499,
502 (8th Cir.1926))). In finding that Addison had the requisite intent to defraud, the bankruptcy
court properly looked to the badges of fraud enumerated in Minn.Stat. Ann. § 513.44(b), 11  and
found *814  four badges of fraud resulting from Addison's day-of-filing mortgage payment: (1)
the transfer was to an insider; (2) Addison retained control of the property after the transfer; (3) the
transfer was made after Addison had been sued on his personal guarantee; and (4) Addison was
insolvent at the time he transferred the funds to his homestead. Additionally, the bankruptcy court
noted that Addison already had significant equity in his home before he made the transfer and that
the payment only increased Addison's equity in the home, but did not reduce his monthly mortgage
payment. While the bankruptcy court noted that there were badges of fraud favoring both sides, it
found that the homestead transfer was made with the intent to hinder, delay, or defraud Addison's
creditors, as his intent was “to keep value away from creditors.”


11 Minn.Stat. Ann. § 513.44(b), provides a nonexclusive list of “badges of fraud” that may be considered, among other things, in
determining a debtor's intent to defraud. These “badges” are 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 disclosed or 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;
(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
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(11) the debtor transferred the essential assets of the business to a lienor who transferred the assets to an insider of the debtor.
Minn.Stat. Ann. § 513.44(b).


[7]  The bankruptcy court's underlying factual findings are themselves not clearly erroneous;
however, they do not identify any “extrinsic evidence of fraud.” In the absence of extrinsic
evidence of fraud, we find clear error in the bankruptcy court's ultimate determination of intent to
defraud. As discussed above, “[i]t is well established that ... a debtor's conversion of non-exempt
property to exempt property on the eve of bankruptcy for the express purpose of placing that
property beyond the reach of creditors, without more, will not deprive the debtor of the exemption
to which he otherwise would be entitled.” Hanson, 848 F.2d at 868. Rather, for fraudulent intent
to be found “there must appear in evidence some facts or circumstances which are extrinsic to
the mere facts of conversion of non-exempt assets into exempt and which are indicative of such
fraudulent purpose.” Sholdan II, 217 F.3d at 1010 (quotations and citations omitted).


Here, only the fact that Addison had been sued or threatened with suit prior to making the mortgage
payment was extrinsic to the fact of conversion-all of the other facts cited relate to a debtor's
simple conversion of nonexempt property to exempt property on the eve of bankruptcy, which we
have long held to be permissible. 12  If these facts alone constitute extrinsic evidence of intent to
defraud Hanson and Johnson would have reached that same result. See Hanson, 848 F.2d at 867-68
(rejecting argument that extrinsic evidence established debtor's intent to defraud where debtors,
after defaulting on bank loans and talking to bankruptcy counsel, converted approximately $20,000
*815  into life insurance policies a couple of weeks prior to filing and prepaid an additional
$11,033 on their homestead mortgage two days before filing); Johnson, 880 F.2d at 79 (“agree[ing]
that there is no fraud as to [debtor's] homestead exemption,” where debtor, in contemplation of
filing bankruptcy, talked to bankruptcy attorney and paid off $175,000 in debts against his home
after creditors obtained judgments against him). Moreover, the bankruptcy court's finding that
Addison converted his nonexempt property to exempt property with the intent “to keep value away
from creditors” does not provide extrinsic evidence of fraud as such an intent is not automatically
impermissible. Hanson, 848 F.2d at 868; Tveten, 848 F.2d at 873-74.


12 A debtor's conversion of his own nonexempt property into exempt property also owned by him could always be viewed as a transfer
to an insider. Likewise, after that conversion, the debtor would continue to control the property after the conversion. And, a debtor
converting nonexempt property to exempt property “on the eve of bankruptcy” will almost always be insolvent. Thus, these “badges
of fraud,” without more, cannot support a finding of intent to defraud.


This case resembles Hanson. The Hansons, married farmers, defaulted on several bank loans
when financial difficulties arose. 848 F.2d at 867. Before they filed for bankruptcy, the Hansons
consulted an attorney, and on the advice of counsel, they sold several nonexempt items to family
members for fair-market value. Id. A couple of weeks before filing for bankruptcy, the Hansons
took the proceeds from the sales of the nonexempt assets and bought life insurance policies on
each of them with a cash-surrender value of approximately $10,000 each. Then two days prior
to filing for bankruptcy they prepaid $11,033 on their homestead mortgage. Id. Upon filing for
bankruptcy, the Hansons claimed their life insurance policies and their homestead as exempt. Id.
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A creditor objected to these exemptions, claiming that the debtors had converted nonexempt
property to exempt property on the eve of bankruptcy with intent to defraud their creditors. Id.
The bankruptcy court denied the objection to the exemptions, finding that the Hansons had done
what was permissible under the law and that their actions did not constitute extrinsic evidence of
fraud. Id. at 868. After the district court affirmed, the creditor appealed to this court. Id.


The Hanson panel focused on whether extrinsic evidence established that the Hansons converted
their property with the intent to defraud their creditors and concluded that the bankruptcy court
was not clearly erroneous in finding no fraudulent intent by the Hansons. Id. at 869. In reaching
this conclusion, we noted that the bankruptcy court had found that the creditor did not establish
any indicia of fraud and further noted that “the Hansons did not borrow money to place into
exempt properties; they accounted for the cash they received from the sales; they had a preexisting
homestead; and they did not obtain goods on credit, sell them, and then place the money into
exempt property.” Id. Concluding that the debtors “sold their [nonexempt] property for its fair
market value and then used this money to take advantage of some of the limited exemptions
available under South Dakota law on the advice of counsel,” we held that the bankruptcy court
was not clearly erroneous in finding that the debtors lacked the intent to defraud and permitting
the debtors to claim their full exemptions. Id.


Similar to the Hansons, Addison became insolvent (albeit due to a personal guarantee being
called rather than defaulting on loans) and prior to filing for bankruptcy he sought the advice
of counsel. After discussing prebankruptcy planning with his attorney, Addison transferred some
of his nonexempt assets in a brokerage account to fund Roth IRAs for himself and his wife in
the amount of $4,000 each. This mirrors the Hansons' conversion of non-exempt assets into life
insurance policies, except that Addison converted a lesser amount into the Roth IRAs than the
Hansons did for their life insurance policies. Additionally, Addison made an $11,500 principal
mortgage payment on the day he filed his *816  bankruptcy petition-nearly identical to the $11,033
mortgage payment the Hansons made two days prior to their bankruptcy filing. As in Hanson,
there has been no extrinsic evidence produced here that Addison had any indicia of fraud other
than the suit or threat of suit resulting from personal liability on a defaulted loan: Addison did
not borrow money to place into exempt assets; he had a preexisting homestead; he did not obtain
goods on credit, sell them, then place the money into exempt property; and he did not attempt to
conceal the transfers in his bankruptcy filings.


[8]  “The sort of indicia of fraud necessary to find fraudulent use on an exemption would be, inter
alia, conduct intentionally designed to materially mislead or deceive creditors about the debtor's
position or use of credit to buy exempt property.” Matter of Armstrong, 931 F.2d 1233, 1237
(8th Cir.1991) (citations omitted). Additionally, “[c]onverting a very great amount of property
could also be an indication of fraud,” as could “[t]he existence of conveyances for less than
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adequate consideration.” Id. In the present case, the record contains no extrinsic evidence of any
of these indicia of fraud. The record only indicates that Addison's intent was to convert some
of his nonexempt property to exempt property on the eve of bankruptcy, something that is “well
established” in this circuit that he is allowed to do. Hanson, 848 F.2d at 868 (“It is well established
that ... a debtor's conversion of non-exempt property to exempt property on the eve of bankruptcy
for the express purpose of placing that property beyond the reach of creditors, without more, will
not deprive the debtor of the exemption to which he otherwise would be entitled”). Accordingly,
we conclude that it was clear error for the bankruptcy court to find that Addison had the requisite
intent to hinder, delay, or defraud a creditor when he converted some nonexempt property into his
homestead on the day he filed bankruptcy.


Additionally, circuit precedent upholding findings of fraudulent intent differ factually from this
case. For example, in our most recent decision on the issue, Sholdan II, which came back before
the court after our remand in Sholdan I, discussed above, we upheld the bankruptcy court's finding
of intent to defraud, stating:


It is one thing to convert non-exempt assets into exempt property for the express
purpose of holding it as a homestead and thereby putting the property beyond the
reach of creditors. However, it is quite another thing to acquire title to a house
for no other reason than to defraud creditors.


Sholdan II, 217 F.3d at 1011. 13


13 As discussed above, the debtor in Sholdan was a 90-year old who, after being sued, liquidated nearly all of his nonexempt assets and
used the proceeds to purchase a home in cash, just prior to filing for bankruptcy protection, even though the debtor had been living
in an assisted living facility for a year prior to the home purchase, and in an apartment for the 13 years prior to that.


In the present case, however, Addison did not “acquire title to a house for no other reason than to
defraud creditors” as Sholdan had. Addison had owned his house for years prior to his bankruptcy
filing and merely converted nonexempt assets into the homestead to protect it from the reach of
creditors-the exact action that we implied was permissible in upholding the finding of intent to
defraud in Sholdan II. Id.


Moreover, in Tveten, we upheld the finding of intent to defraud based on the evidence surrounding
the debtor's conversion of nonexempt assets to exempt assets prior to bankruptcy. 14  848 F.2d
at 876. In that *817  case, the debtor was a physician who owed creditors nearly $19 million,
mostly on personal guarantees. Id. at 872. When a number of the debtor's investments declined in
value, he met with a bankruptcy attorney, and then, on counsel's advice, converted almost all of his
nonexempt property (approximately $700,000) into exempt life insurance policies and annuities,
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through a series of 17 transactions on the eve of bankruptcy. Id. After Tveten filed for bankruptcy,
the trustee objected to his claimed exemptions in the property, and a creditor moved to deny
his discharge. Id. at 873. The bankruptcy court denied Tveten's discharge, prior to ruling on the
objection to exemptions, finding that he had converted his nonexempt property to exempt property
with the intent to defraud a creditor. Id. We affirmed the denial of discharge, ruling that the finding
of intent to defraud was not clearly erroneous, noting that Tveten's attempt to shield $700,000 from
creditors while attempting to discharge over $18 million in debt went well beyond the purposes
for which exemptions are permitted. Id. at 876. Although not citing to specific extrinsic evidence
of intent to defraud, we noted that “the entire pattern of conduct” surrounding the conversions
demonstrated fraudulent intent. Id.


14 Although Tveten dealt with the denial of discharge under § 727(a)(2) and not the objection to exemptions, because both issues are
governed by identical language-intent to hinder, delay, or defraud a creditor-the standard applied to determine whether a discharge
should be denied on the basis of intent to hinder, delay, or defraud is the same as the determination in this case as to whether Addison's
exemption should be allowed. See Tveten, 848 F.2d at 874 (“Although the determination as to whether a discharge should be granted
or denied is governed by federal law, the standard applied consistently by the courts is the same as that used to determine whether an
exemption is permissible, i.e. absent extrinsic evidence of fraud, mere conversion of non-exempt property to exempt property is not
fraudulent as to creditors even if the motivation behind the conversion is to place those assets beyond the reach of creditors”).


Tveten differs markedly from the present case. Unlike Tveten, Addison did not attempt to
convert “almost his entire net worth” into exempt assets prior to bankruptcy. Rather, Addison left
substantial nonexempt assets for his creditors to recover. In fact, the Trustee-initiated auction of
some of Addison's nonexempt assets brought in proceeds in excess of $10,000. Moreover, the total
amount of converted assets at issue in this case is less than $20,000, only a fraction of the amount
present in Tveten.


In sum, we conclude that the bankruptcy court clearly erred in finding that Addison converted
nonexempt property into his homestead with the intent to hinder, delay, or defraud a creditor.
On the record before us, there is no extrinsic evidence of intent to hinder, delay, or defraud a
creditor sufficient to uphold that finding. The evidence only suggests that Addison was converting
nonexempt assets to exempt assets to place some (but not all or substantially all) of those assets
beyond the reach of creditors-something our precedent permits.


2. Roth IRA Exemption


The bankruptcy court also denied Addison's claimed exemption in his $4,000 Roth IRA, finding
that Addison had transferred nonexempt funds into the Roth IRA with the intent to hinder, delay,
or defraud a creditor. Again, the determination of intent is a finding of fact reviewed for clear error.
Sholdan II, 217 F.3d at 1010.
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The bankruptcy court found Addison acted with intent to hinder, delay, or defraud regarding
the transfer of funds to the Roth IRA “for the same reasons” as it found intent to hinder, delay,
or defraud regarding the payment on the home mortgage. As discussed above, that finding of
*818  intent was clearly erroneous, and thus the disallowance of the Roth IRA exemption must be
reversed as well. Likewise, the bankruptcy court's additional finding that Addison's real reason 15


for converting nonexempt assets into the Roth IRA was “just [to] keep the money out of the
hands of creditors,” will not suffice to establish intent to hinder, delay, or defraud as a debtor may
intentionally convert nonexempt assets to exempt assets for the express purpose of keeping the
money out of the hands of creditors, unless there is extrinsic evidence of fraud. See Hanson, 848
F.2d at 868 (“It is well established that ... a debtor's conversion of non-exempt property to exempt
property on the eve of bankruptcy for the express purpose of placing that property beyond the reach
of creditors, without more, will not deprive the debtor of the exemption to which he otherwise
would be entitled”).


15 Addison's stated reason for converting the nonexempt funds to the Roth IRA was to provide for his retirement.


B. Denial of Discharge


[9]  Following the bankruptcy court's ruling on the Trustee's objections to exemptions, wherein
it found that Addison had converted nonexempt assets into his homestead and Roth IRA with the
intent to hinder, delay, or defraud a creditor, the Trustee filed an adversary proceeding objecting
to Addison's discharge under § 727(a)(2) of the Code. Section 727(a)(2) of the Bankruptcy Code
states, in relevant part, that:


(a) The court shall grant the debtor a discharge, unless-


...


(2) the debtor, with intent to hinder, delay, or defraud a creditor ... has transferred, removed,
destroyed, mutilated, or concealed, or has permitted to be transferred, removed, destroyed,
mutilated, or concealed-


(A) property of the debtor, within one year before the date of the filing of the petition


...


11 U.S.C. § 727(a)(2) (emphasis added).
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The Trustee's objection to discharge cited, among other things, Addison's conversion of nonexempt
assets into his homestead and Roth IRA. As there was no dispute that Addison had made the
transfers to his homestead and the Roth IRA within one year before his bankruptcy filing and that
the transfers were made from property of the debtor, the only issue before the bankruptcy court was
whether these transfers had been made “with intent to hinder, delay, or defraud a creditor.” Because
the bankruptcy court had already determined, in ruling on the Trustee's objections to exemptions,
that Addison had made the transfers to his homestead and Roth IRA with the intent to hinder, delay,
or defraud a creditor, the bankruptcy court granted the Trustee's motion for summary judgment on
collateral estoppel grounds and denied Addison's discharge.


In this case, the same standard applies to determine whether a discharge should be denied or
whether a transfer of nonexempt property to exempt property should be voided; both require proof
that the debtor acted with the intent to hinder, delay, or defraud a creditor. Tveten, 848 F.2d at
874. 16  Because we reversed the *819  bankruptcy court's determination of intent to hinder, delay,
or defraud a creditor on the exemption issues, the denial of discharge based on the collateral
estoppel effect of that finding must also be reversed.


16 “Although the determination as to whether a discharge should be granted or denied is governed by federal law, the standard applied
consistently by the courts is the same as that used to determine whether an exemption is permissible, i.e. absent extrinsic evidence of
fraud, mere conversion of non-exempt property to exempt property is not fraudulent as to creditors even if the motivation behind the
conversion is to place those assets beyond the reach of creditors.” Tveten, 848 F.2d at 874.


C. Section 529 Accounts


[10]  Lastly, the bankruptcy court ruled that the two Section 529 tuition savings accounts 17  that
Addison opened in 2004 for the benefit of his children were property of Addison's bankruptcy
estate and not subject to any exemption. Whether the Section 529 accounts are property of the
bankruptcy estate is a legal conclusion reviewed de novo. See Drewes v. Vote (In re Vote), 276 F.3d
1024, 1026 (8th Cir.2002) (“Whether property is included in the bankruptcy estate is a question
of law.”) (citation omitted).


17 Section 529 of the Internal Revenue Code exempts certain qualified tuition programs from taxation, and permits each State (or an
agency or instrumentality thereof) to establish and maintain such programs. 26 U.S.C. § 529. Pursuant to § 529, Minnesota established
its college savings plan, and set forth the rules of its plan by statute. See Minn.Stat. Ann. § 136G.01 et seq.


[11]  Addison listed the Section 529 accounts in his amended bankruptcy schedules with a notation
that he believed that the accounts were owned by his children, and thus not property of his
bankruptcy estate. Nevertheless, in case the accounts were determined to be property of the estate,
Addison claimed them as exempt under Minn.Stat. Ann. § 136G.09(12). We conclude that the
Section 529 accounts are nonexempt property of Addison's estate.
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Section 541(a)(1) of the Code, which was unchanged by BAPCPA, states that “[e]xcept as provided
in subsections (b) and (c)(2) of this section” a debtor's bankruptcy estate is comprised of “all legal
or equitable interest of the debtor in property as of the commencement of the case.” 11 U.S.C. §
541(a)(1). Addison asserts that because he established the accounts for the benefit of his children,
he had no legal or equitable interest in the accounts. Addison relies on 26 U.S.C. § 529(c) to support
his position. That section, which regards tax treatment of designated beneficiaries and contributors
of Section 529 accounts, provides that “[a]ny contribution to a qualified tuition program on behalf
of any designated beneficiary ... shall be treated as a completed gift to such beneficiary which is
not a future interest in property.” 26 U.S.C. § 529(c). Because any contribution to a Section 529
account on behalf of a beneficiary is treated as a completed gift to the beneficiary, Addison argues
that the accounts are property of the beneficiaries and not of the contributor or owner of the account.
We find this argument unavailing for several reasons. First, § 529(c) deals with the “tax treatment”
of contributions to Section 529 accounts, not ownership of the accounts. Second, the accounts
Addison established for his children list Addison as the “owner” of the accounts and the Minnesota
statutes governing the accounts provide that the owner of the account-not the beneficiary-is the
only person entitled to select or change the beneficiary of the account or request distributions from
the account. Minn.Stat. Ann. § 136G.09(2). Third, contributions to the accounts “made by persons
other than the account owner become property of the account owner,” not the beneficiary. Id. at §
136G.09(1). Additionally, as the account owner Addison “may request a nonqualified distribution
from an account at any time ... subject to a federal additional tax” on the earnings portion of
the nonqualified distribution. Minn.Stat. Ann. § 136G.13(3). For all of these reasons, Addison
retained a legal and equitable interest in the Section 529 accounts. Therefore, the accounts are
*820  property of his bankruptcy estate unless they are excluded from the estate under either 11
U.S.C. § 541(b) or (c)(2). 11 U.S.C. § 541(a)(1).


Section 541(b)(6), added by BAPCPA, expressly excludes, with certain exceptions, Section 529
accounts from property of the estate. Section 541(b)(6), however, did not take effect until October
17, 2005. 18  Because Addison filed his bankruptcy petition on October 14, 2005-three days
before § 541(b)(6) became effective- § 541(b)(6) does not apply to his case. 19  As no applicable
provision in § 541(b) or (c)(2) excludes Section 529 accounts from property of the estate, the
accounts are property of Addison's bankruptcy estate. See In re Quackenbush, 339 B.R. 845,
848 (Bankr.S.D.N.Y.2006) (“[I]t does not appear that the Bankruptcy Code, as it existed prior to
October 17, 2005[,] provided any rationale for excluding [Section 529 accounts] from property of
the estate”); In re Sanchez, No. 05-48721, 2006 WL 395225, at *1 n. 1 (Bankr.D.Mass. Feb.14,
2006) (“There is no basis for determining that funds deposited into a Section 529 Plan are excluded
from property of the estate prior to the recent amendments to the Bankruptcy Code”).


18 See Pub.L. 109-8 § 1501(a) (2005) (“EFFECTIVE DATE-Except as otherwise provided in this Act, this Act and the amendments
made by this Act shall take effect 180 days after the date of enactment of this Act”).
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19 See Pub.L. 109-8 § 1501(b)(1) (2005) (“Except as otherwise provided ... the amendments made by this Act shall not apply with
respect to cases commenced under title 11, United States Code, before the effective date of this Act”).


[12]  Property of the estate, however, may still be exempted from the reach of creditors. 11 U.S.C. §
522(b). As noted above, Addison elected to use the Minnesota state exemption scheme. Minnesota
law provides no exemption for these accounts, yet Addison claimed the Section 529 accounts as
exempt under Minn.Stat. Ann. § 136G.09(12). Section 136G.09(12) provides:


All assets of the plan, including contributions to accounts and matching grant
accounts and earnings, are held in trust for the exclusive benefit of account
owners and beneficiaries. Assets must be held in a separate account in the
state treasury to be known as the Minnesota college savings plan account or
in accounts with the third-party provider selected pursuant to section 136G.05,
subdivision 8. Plan assets are not subject to claims by creditors of the state, are
not part of the general fund, and are not subject to appropriation by the state.
Payments from the Minnesota college savings plan account shall be made under
sections 136G.01 to 136G.13.


Minn.Stat. Ann. § 136G.09(12).


This statute only protects Section 529 account assets from “claims by creditors of the state.” Id.
It does not exempt the accounts from all creditors. Therefore, we conclude that the Section 529
accounts are nonexempt property of Addison's bankruptcy estate.


III. Conclusion


Accordingly, we affirm in part, reverse in part, and remand for further proceedings consistent with
this opinion.


All Citations


540 F.3d 805, 60 Collier Bankr.Cas.2d 299, Bankr. L. Rep. P 81,298, 48 A.L.R. Fed. 2d 829
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273 B.R. 892
United States Bankruptcy Court, D. Wyoming.


In re Lowell D. BAKER and DonaBeth Baker, Debtors.
Randy L. Royal, Chapter 7 Trustee for the Estate


of Lowell D. Baker and DonaBeth Baker, Plaintiff,
v.


Lowell D. Baker and DonaBeth Baker, Defendants.


Bankruptcy No. 01–20281.
|


Adversary No. 01–2052.
|


Jan. 31, 2002.


Synopsis
Chapter 7 trustee brought adversary proceeding to avoid, as fraudulent conveyances, debtors'
conversion of nonexempt assets into exempt annuities. On trustee's motion for summary judgment,
the Bankruptcy Court, Peter J. McNiff, J., held that: (1) conveyances which had effect of placing all
debtors' assets beyond reach of creditors, by converting nonexempt assets into exempt annuities,
were made for less that fair consideration, and were avoidable by trustee in exercise of his
strong-arm powers, and (2) although there may be circumstances in which purchase of exempt
property from nonexempt assets is permissible exemption planning and not, in itself, a fraudulent
conveyance, reasonable assumptions may be made as to fraudulent nature of debtor's intent
when, by his actions, he shields virtually all of his valuable assets and shortly thereafter files for
bankruptcy.


Motion granted.


West Headnotes (12)


[1] Bankruptcy Fraudulent transfers
In strong-arm proceeding to avoid, as constructively fraudulent transfers under Wyoming
law, Chapter 7 debtors' prepetition conversion of nonexempt assets into exempt annuities,
trustee had burden of proving constructive fraud by clear and convincing evidence.
Bankr.Code, 11 U.S.C.A. § 544; W.S.1977, § 34–14–105.
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3 Cases that cite this headnote


[2] Fraudulent Conveyances Intent
Under Wyoming law, debtor's actual intent is irrelevant to whether transfer may be avoided
as constructively fraudulent as to creditors. W.S.1977, § 34–14–105.


[3] Fraudulent Conveyances Transactions Subject to Attack by Creditors
“Conveyance” occurred, within meaning of the Wyoming Uniform Fraudulent
Conveyance Act, when debtors liquidated their nonexempt assets, and converted them into
exempt annuities. W.S.1977, § 34–14–102(a)(ii).


[4] Bankruptcy Trustee as representative of debtor or creditors
Fraudulent Conveyances Sufficiency in general
Conveyances which had the effect of placing all of Chapter 7 debtors' assets beyond
reach of creditors, by converting nonexempt assets into exempt annuities, were made
for less than fair consideration under constructive fraud provision of Wyoming Uniform
Fraudulent Conveyance Act and were avoidable by trustee in exercise of his strong-arm
powers. Bankr.Code, 11 U.S.C.A. § 544; W.S.1977, § 34–14–104(a).


[5] Fraudulent Conveyances Sufficiency in general
Whether debtor received “fair consideration” for alleged fraudulent conveyance, within
meaning of constructive fraud provision of the Wyoming Uniform Fraudulent Conveyance
Act, is determined from standpoint of creditors; test is whether or not the conveyance
rendered debtor execution proof. W.S.1977, § 34–14–104(a).


[6] Exemptions Fraudulent conveyance or concealment
Premiums that debtors had paid to purchase annuities shortly before filing for Chapter 7
relief, when they sold all of their nonexempt assets and used proceeds to fund premiums,
were paid with “intent to defraud creditors,” and were not exempt from execution under
Wyoming law, notwithstanding that debtors acted upon advice of counsel, and fully
disclosed transactions on their bankruptcy schedules. W.S.1977, § 26–15–132(a)(i).
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2 Cases that cite this headnote


[7] Exemptions Fraudulent conveyance or concealment
To determine whether debtors had acted with “intent to defraud creditors” in paying
premiums necessary to obtain annuities, such that annuities were not exempt from
execution by creditors under Wyoming law, it was appropriate for bankruptcy court to
look to the Wyoming Uniform Fraudulent Conveyance Act as relevant to determination
of whether annuity contracts were purchased with intent to defraud creditors. W.S.1977,
§ 34–14–104(a).


1 Cases that cite this headnote


[8] Fraudulent Conveyances To show fraud
Fraudulent Conveyances Intent of Grantor
Under the Wyoming Uniform Fraudulent Conveyance Act (UFCA), actual fraud and
fraudulent intent may be shown by circumstantial evidence, because direct evidence of
fraud is generally unavailable. W.S.1977, § 34–14–101 et seq.


[9] Fraudulent Conveyances Badges of Fraud
Indicia of fraud under the Wyoming Uniform Fraudulent Conveyance Act (UFCA) include
the following: transfer of property without consideration in the face of litigation; timing
of transfer in relation to a creditor action; relationship of transferee to transferor; whether
debtor retained possession or control of property after transfer; whether transfer involved
substantially all of debtor's assets; insolvency of debtor at time of transfer; proximity
in time to incurrence of substantial debt; concealment of transfer; pending or threatened
litigation at time of transfer; and financial difficulties. W.S.1977, § 34–14–101 et seq.


[10] Fraudulent Conveyances Family relation in general
Transfers to family members are subjected to particularly close scrutiny under Wyoming
Uniform Fraudulent Conveyance Act (UFCA), and familial relationship between
transferor and transferee, along with other circumstances, often provides compelling
evidence of fraud. W.S.1977, § 34–14–101 et seq.


[11] Fraudulent Conveyances Purchase of exempt property or homestead
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Fraudulent Conveyances Intent to Defraud Pre-Existing Creditors
Though there may be circumstances in which purchase of exempt property from
nonexempt assets is permissible exemption planning and not, in itself, a fraudulent
conveyance under the Wyoming Uniform Fraudulent Conveyance Act (UFCA),
reasonable assumptions may be made as to fraudulent nature of debtor's intent when
debtor, by his actions, shields virtually all of his valuable assets from specific creditor
while insolvent, and shortly thereafter files a Chapter 7 petition. W.S.1977, § 34–14–101
et seq.


1 Cases that cite this headnote


[12] Bankruptcy Trustee as representative of debtor or creditors
Conveyances which had the effect of placing all of Chapter 7 debtors' assets beyond reach
of creditors, by converting nonexempt assets into exempt annuities, could be avoided by
trustee in exercise of his strong-arm powers, where debtors admitted their actions were
undertaken to hinder creditors. Bankr.Code, 11 U.S.C.A. § 544; W.S.1977, § 34–14–108.
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Thomas C. Bancroft, Worland, WY, for defendants.


DECISION ON PLAINTIFF'S MOTION FOR SUMMARY JUDGMENT


PETER J. MCNIFF, Bankruptcy Judge.


On December 20, 2001, this case came before the court for hearing on the motion of the plaintiff,
Randy Royal, for summary judgment on all claims stated in his complaint. The defendants, Lowell
D. Baker and DonaBeth Baker, oppose the motion. The court has considered the pleadings of
record, the arguments of the parties, and the applicable law, and is prepared to rule.


Jurisdiction
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The court has jurisdiction over this adversary proceeding pursuant to 28 U.S.C. §§ 157 and 1334.
This is a core proceeding within the definition of 28 U.S.C. § 157(b)(2)(H). The motion is brought
under Fed.R.Civ.P. 56, made applicable in adversary proceedings by Fed. R. Bankr.P. 7056.


Findings of Fact


The following facts are basically undisputed. The defendants dispute the conclusions drawn by
the plaintiff from the facts.


Lowell and DonaBeth Baker filed a voluntary chapter 7 petition for relief in the underlying
bankruptcy case on March 7, 2001. The plaintiff, Randy Royal, is the chapter 7 trustee of the
Bakers' estate.


Balance Sheet: The Bakers are the borrowers on a promissory note to the Big Horn Federal Savings
Bank (Big Horn Federal) dated March 6, 1998, in the principal amount of $155,000. One day
after Bakers filed their voluntary chapter 7 petition *895  in the underlying bankruptcy case, an
auction sale was conducted of Bakers' farm equipment, most of it collateral on the Big Horn Federal
note. After application of the sale proceeds, the prepetition note balance, including interest, is
$11,220.64.


Bakers are also guarantors of debts owed to Big Horn Federal by their son and daughter-in-law,
Daniel and Shannon Baker (Daniel and Shannon). The Daniel and Shannon notes are secured by
the debtors' farm and other farm collateral owned by Daniel and Shannon. The Daniel and Shannon
notes date back to 1992, with the most recent deferral agreements dated June 30, 1999. Bakers also
guaranteed a September 23, 1997 promissory note given to Big Horn Federal by George Basham.
The balance on the Daniel and Shannon notes in March 2001 exceeded $900,000. The value of
the collateral securing the notes is estimated by Big Horn Federal to be $555,803.67.


The figures on Bakers' schedule D show the Big Horn Federal notes are under-collateralized, with
a deficiency of approximately $300,000. The plaintiff provided a balance sheet prepared by Big
Horn Federal showing Bakers' financial circumstances on June 13, 2000, August 22, 2000 and
March 2, 2001 (the dates of the transfers in question). The balance sheet includes exempt assets,
takes into account collateral owned by Daniel and Shannon, and values the Bakers' real estate at
$530,000. Bakers' liabilities exceeded their assets on each of the stated dates.


Bakers have not refuted the balance sheet evidence. They both admit they were aware of Daniel
and Shannon's financial difficulties by 1999. In early 2000, Bakers consulted counsel regarding
their financial problems.
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Transfers: On January 16, 1997, DonaBeth Baker purchased an annuity contract, Hartford Life
Putnam Capital Manager V–Contract No. 710051085 (Hartford Annuity). The initial payment on
the contract was $10,009.21. On January 27, 2000, Bakers received a dividend check of $6,190.59
from the Powell Bean Growers Association. From these patronage account funds, the Bakers made
a $6,000 payment on February 7, 2000 to the Hartford Annuity. They also made a $1,000 payment
on June 13, 2000.


On March 1, 2001, Bakers sold a rental house located in Powell, Wyoming for $55,400. The
property was not encumbered. Bakers made a $51,790 payment to the Hartford Annuity on March
2, 2001 from the sale proceeds.


In August 2000, Bakers received $50,000 from Tim Latham to retire an installment land contract
on real property owned by them, under which Mr. Latham was the purchaser. Neither the real
property nor the installment contract was encumbered. On August 22, 2000, Bakers used the
$50,000 to purchase another annuity contract, Anchor National Life Insurance Polaris II–Contract
No. P37A0409075 (Anchor Annuity).


Bakers characterize the annuity contracts as investments. Neither the installment land contract, the
rental unit, nor the bean growers' patronage account was exempt from the Bakers' creditors at the
time those properties were liquidated.


Conclusions of Law


Summary judgment is appropriate when there is no disputed issue of material fact and the moving
party is entitled to judgment as a matter of law. In re Baum, 22 F.3d 1014, 1016 (10th Cir.1994).
Under Rule 56(c), summary judgment is proper only if the evidence, reviewed in the light most
favorable to the party opposing the motion, demonstrates no genuine issue of any material fact.
Frandsen v. Westinghouse *896  Corp., 46 F.3d 975, 976 (10th Cir.1995).


A material fact is one that could affect the outcome of the suit, and a genuine issue is one where the
evidence is such that a reasonable jury could return a verdict for the nonmoving party. Farthing v.
City of Shawnee, Kan., 39 F.3d 1131, 1134 (10th Cir.1994). The court views the evidence in the
light most favorable to the non-moving party, but that party cannot rest on the mere allegations in
its pleadings and must come forward with evidence to raise a genuine issue. Id.


The trustee's complaint states three claims for relief: to recover alleged fraudulent conveyances
under 11 U.S.C. § 544 and the Uniform Fraudulent Conveyance Act (UFCA); to recover alleged
fraudulent conveyances under 11 U.S.C. § 548; and an objection to Bakers' claims of exemption
in the Hartford Annuity and the Anchor Annuity.
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Bakers' defenses are: they received adequate consideration in return for funding the annuity
contracts; they were acting on the advice of counsel when they liquidated assets and funded the
annuity contracts, precluding a finding of actual fraud; and prepetition exemption and bankruptcy
planning is permissible rather than fraudulent They also point out that fraudulent intent is a
question of fact requiring a trial on the merits. Bakers provided no evidence in support of their
response.


Section 544
Under § 544(b), the trustee is given 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 section 502 of [title 11].” The applicable law is the Wyoming Uniform Fraudulent
Conveyance Act, found at Wyo. Stat. Ann. §§ 34–14–101 through 34–14–113 (LexisNexis 2001).


The plaintiff/trustee contends Bakers did not receive fair consideration for the transfers to the
annuity contracts. The UFCA provides: “[e]very conveyance made ... by a person who is or will
be thereby rendered insolvent is fraudulent as to creditors without regard to his actual intent if the
conveyance is made ... without a fair consideration.” Wyo. Stat. Ann. § 34–14–105. Under § 34–
14–110, a creditor with a matured claim has standing to set aside a fraudulent conveyance under
the UFCA. Big Horn Federal is such a creditor, and the trustee steps into its shoes under § 544.


[1]  [2]  The trustee has the burden of proof to show the elements of the claim. The burden for
constructive fraud may be by clear and convincing evidence, as it is for actual fraud. Thomasi v.
Koch, 660 P.2d 806, 811 (Wyo.1983). A debtor's actual intent is irrelevant to a constructive fraud
claim. Wyo. Stat. Ann. § 34–14–105.


[3]  Conveyance: First, Bakers seem to argue that a conveyance or transfer did not occur in this
case because they merely changed the form of their own assets. A conveyance under the UFCA
includes “every payment of money, assignment, release, transfer, lease, mortgage or pledge of
tangible or intangible property[.]” Wyo. Stat. Ann. § 34–14–102(a)(ii). The definition is broad.


The New Jersey Supreme Court recently discussed the application of the Uniform Fraudulent
Transfer Act to a factually similar case. Gilchinsky v. National Westminster Bank N.J., 159 N.J.
463, 732 A.2d 482 (1999). That court ruled the relevant inquiry is whether the debtor has put
some asset beyond the reach of creditors which would have been available to them but for the
conveyance. Id. at 488. The court concluded a transfer occurs *897  when a debtor retains title
and conveys nonexempt property into exempt property, and that a debtor/transferor is an “insider”
under such circumstances. Id. at 490.
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A similar determination was reached by the Eleventh Circuit Court of Appeals in the case of In re
Levine, 134 F.3d 1046 (11th Cir.1998). Applying Florida law which defined a transfer somewhat
differently but as broadly as Wyoming's law, the Levine court held that a transfer occurred when the
debtor used nonexempt cash to purchase exempt annuity contracts. The investment characteristics
of an annuity contract were persuasive to the Levine court because the debtor essentially lost
control over the asset and became bound by the terms of the annuity contract. Id. at 1050.


In this case, Bakers also turned nonexempt cash into “investments,” subject to the contractual
provisions of the annuities. The form of ownership and the nature of the assets were altered. The
court concludes a conveyance occurred within the meaning of the UFCA.


Insolvency: The plaintiff/trustee must prove Bakers were insolvent at the time of, or as a result
of, each conveyance. A transferor's insolvency is determined by a balance sheet test, i.e., “when
the present fair salable value of his assets is less than the amount that will be required to pay his
probable liability on his existing debts as they become absolute and matured.” Wyo. Stat. Ann.
§ 34–14–103(a).


The trustee submitted a balance sheet prepared by Big Horn Federal to establish that Bakers were
insolvent when they liquidated the bean contracts, the rental house, and the contract for deed, and
were insolvent on the date they filed their chapter 7 bankruptcy case. There are no calculations
as of February 7, 2000, the date of the $6,000 conveyance into the Hartford Annuity. Regardless,
Bakers did not refute the evidence or the conclusion that they were insolvent at all relevant times.
The court concludes the trustee has met his burden of proof on this issue.


[4]  [5]  Fair Consideration: Next, Bakers argue the annuity investments and their streams of
payment, although difficult to value precisely, are reasonably equivalent in value to the cash funds.
Fair consideration is given for property “when in exchange for such property ... as a fair equivalent
therefore, and in good faith, property is conveyed or an antecedent debt is satisfied.” Wyo. Stat.
Ann. § 34–14–104(a). Bakers' analysis fails because fair consideration is determined from the
standpoint of the creditors. Montana Ass'n of Credit Management v. Hergert, 181 Mont. 442, 593
P.2d 1059, 1064 (1979). The test applied by the Hergert court is whether or not the conveyance
renders the debtor execution proof. Id.


A similar ruling was made by the United States District Court in a case decided under Michigan
law, Craft v. United States, 65 F.Supp.2d 651, 658–659 (W.D.Mich.1999). That court held: without
regard to fraudulent intent, a debtor cannot enhance entireties property at the expense of his
creditors, because such action constitutes fraud in law under Michigan's Fraudulent Conveyance
Act. See, also, Gilchinsky v. National Westminster Bank N.J., 732 A.2d at 488 (effect on creditors
is the relevant inquiry).



http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1998044760&pubNum=0000506&originatingDoc=Ie21b24646e5711d98778bd0185d69771&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1998044760&pubNum=0000506&originatingDoc=Ie21b24646e5711d98778bd0185d69771&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1998044760&pubNum=0000506&originatingDoc=Ie21b24646e5711d98778bd0185d69771&refType=RP&fi=co_pp_sp_506_1050&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_506_1050

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000377&cite=WYSTS34-14-103&originatingDoc=Ie21b24646e5711d98778bd0185d69771&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000377&cite=WYSTS34-14-103&originatingDoc=Ie21b24646e5711d98778bd0185d69771&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000377&cite=WYSTS34-14-104&originatingDoc=Ie21b24646e5711d98778bd0185d69771&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000377&cite=WYSTS34-14-104&originatingDoc=Ie21b24646e5711d98778bd0185d69771&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1979123704&pubNum=0000661&originatingDoc=Ie21b24646e5711d98778bd0185d69771&refType=RP&fi=co_pp_sp_661_1064&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_661_1064

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1979123704&pubNum=0000661&originatingDoc=Ie21b24646e5711d98778bd0185d69771&refType=RP&fi=co_pp_sp_661_1064&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_661_1064

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1999122124&pubNum=0004637&originatingDoc=Ie21b24646e5711d98778bd0185d69771&refType=RP&fi=co_pp_sp_4637_658&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_4637_658

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1999141079&pubNum=0000162&originatingDoc=Ie21b24646e5711d98778bd0185d69771&refType=RP&fi=co_pp_sp_162_488&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_162_488





In re Baker, 273 B.R. 892 (2002)


 © 2020 Thomson Reuters. No claim to original U.S. Government Works. 9


Here, Bakers took all of their available unencumbered assets, reduced them to cash and purchased
annuity contracts claimed as exempt. From the perspective of their creditors, Bakers received no
consideration in return. The court concludes the transfers made on February 7, 2000, June 13, 2000,
August 22, 2000, and March 2, 2001 were fraudulent in law and are avoidable under the UFCA.


*898  Exemptions
[6]  The debtors' defenses to the complaint are tied to the permissibility of exemption planning.
Therefore, even though the transfers are avoidable under the UFCA, the court deems it necessary
to address the exemption question, a separate issue of Wyoming law.


For exemption purposes under the Bankruptcy Code, Wyoming is an “opt out” state. 11 U.S.C. §
522(b)(2)(A); Wyo. Stat. Ann § 1–20–109 (LexisNexis 2001). Bakers claim the annuity contracts
exempt from execution and the bankruptcy estate pursuant to Wyo. Stat. Ann. § 26–15–132(a)(i)
(LexisNexis 2001)which provides:


The benefits, privileges and options which under any annuity contract issued are due or
prospectively due the annuitant, are not subject to execution nor is the annuitant compelled
to exercise any such rights, powers or options. Creditors are not allowed to interfere with or
terminate the contract, except:


(i) As to amounts paid for or as premium on the annuity with intent to defraud creditors, with
interest thereon ... (emphasis provided).


The validity of the exemptions is determined in accordance with Wyoming law.


[7]  The exemption statute does not collaborate on what constitutes “intent to defraud creditors.”
Nor is there any Wyoming case law interpreting that provision of the statute. In other states, courts
have incorporated fraudulent conveyance law into similar exemption statutes in order to provide
a framework for the analysis. Dona Ana Sav. and Loan Ass'n v. Dofflemeyer, 115 N.M. 590, 855
P.2d 1054 (1993); In re Tveten, 402 N.W.2d 551 (Minn.1987). In the court's view, the UFCA
is relevant to the determination of whether the annuity contracts were purchased with intent to
defraud creditors.


[8]  [9]  [10]  Under the UFCA, actual fraud and fraudulent intent may be shown by circumstantial
evidence, because direct evidence of fraud is generally unavailable. In re Estate of Reed, 566 P.2d
587, 591 (Wyo.1977). The indicia of fraud set forth in the Reed case include: a transfer of property
without consideration in the face of litigation; the timing of the transfer in relation to creditor
action; and the relationship of the transferee to the transferor (insider transactions). Id. at 590.
Other indicia include: whether the debtor retained possession or control of the property after the
transfer; a transfer of substantially all of the debtor's assets; insolvency at the time of the transfer;
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the proximity in time to the incurrence of substantial debt; concealment of the transfer; pending
or threatened litigation at the time of the transfer; and financial difficulties. In re Kelsey, 270 B.R.
776, 782 (10th Cir. BAP 2001); see, also, Craft v. United States, 65 F.Supp.2d at 657. Transfers to
family members are subjected to particularly close scrutiny and, along with other circumstances,
often provide compelling evidence of fraud. Id.


In this case, the undisputed facts satisfy many of the badges of fraud. When Bakers became
aware of Daniel's and Shannon's financial problems and their own subsequent risk, they consulted
counsel, liquidated unencumbered assets and funded the exempt annuities. The transfers were
without consideration from the perspective of the creditors and were made to insiders, the
debtors themselves. The debtors transferred all of their unencumbered assets to execution proof
investments, while retaining control over the property. The bankruptcy filing occurred shortly
thereafter.


Despite these facts, the debtors argue there was no intent to defraud their creditors *899  because
they did not conceal the transactions, and they acted on the advice of counsel. The transfers in this
case from cash to exempt annuities were made by Bakers in order that their creditors, particularly
Big Horn Federal, would be unable to recover on their unsecured claims from unencumbered
assets. Acting on the advice of counsel can be interpreted to show Bakers knew precisely what
they were doing, rather than negating fraudulent intent.


The evidence is sufficient to establish that the payments into the annuities were made as a result
of actual fraud, and as such those portions of the annuities are not exempt. Acting on the advice of
counsel and open disclosing of the transactions are but two factors and are insufficient evidence
to overcome the weight of the other indicia of fraud in this case.


Bakers also refer to the legislative history of the Bankruptcy Code and state an oft-repeated
premise, that the conversion of nonexempt assets to exempt assets for the purpose of placing the
assets outside the reach of creditors is not, without more, a fraudulent transfer. In the case of In re
Carey, 938 F.2d 1073 (10th Cir.1991), the Tenth Circuit Court of Appeals discussed a conveyance
of nonexempt to exempt assets in the context of a § 727 objection to discharge and ruled that the
“without more” language requires proof of actual fraud. Actual fraud may be shown by the usual
evidence of specific indicia, set forth in the Carey decision, and discussed infra. Id. at 1077.


Even if exemption planning is permissible under federal bankruptcy law, the exemptions in this
case are claimed under a statute which specifically invalidates an exemption claim in the presence
of actual fraud. The court does not believe that generalized statements in the legislative history of
the Bankruptcy Code were intended to, or can, override specific provisions of Wyoming exemption
law in an “opt out” state.
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[11]  There may be circumstances where the purchase of exempt property from nonexempt assets
is permissible exemption planning and not, in and of itself, fraudulent as to a debtor's creditors.
For example, payments which increase the value of a homestead exemption may be an exception
to the court's holding today. But when a debtor shields virtually all of his valuable assets from a
specific creditor while insolvent, and shortly after files a chapter 7 bankruptcy case, reasonable
assumptions can may be made. That conduct is not permissible exemption planning.


[12]  Other grounds exist to avoid the transfer as well. Under the UFCA, actions taken to hinder
or delay creditors are also grounds for avoidance of a conveyance. Wyo. Stat. Ann. § 34–14–108;
In re Estate of Reed, 566 P.2d at 590. Bakers deliberately funded the annuity contracts and then
filed the bankruptcy case in order to prevent their creditors from obtaining unencumbered assets
to satisfy claims. They don't deny this. The action was taken to hinder creditors and establishes a
claim under Wyo. Stat. Ann. § 34–14–108 without regard to fraudulent intent.


To the extent of the payments made to the Hartford Annuity on February 7, 2000, June 13, 2000,
and March 1, 2001, the Hartford Annuity is not exempt, and the trustee's objection is sustained.
The exemption claimed in the Anchor Annuity is overruled in its entirety. The court will enter a
judgment in the plaintiff's favor on the motion for summary judgment.


All Citations


273 B.R. 892


End of Document © 2020 Thomson Reuters. No claim to original U.S. Government Works.



http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000377&cite=WYSTS34-14-108&originatingDoc=Ie21b24646e5711d98778bd0185d69771&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1977131979&pubNum=0000661&originatingDoc=Ie21b24646e5711d98778bd0185d69771&refType=RP&fi=co_pp_sp_661_590&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_661_590

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000377&cite=WYSTS34-14-108&originatingDoc=Ie21b24646e5711d98778bd0185d69771&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)



		Return to brief (Ctrl+W)

		In re Baker, (2002) 273 B.R. 892






In re Bernard, 96 F.3d 1279 (1996)
65 USLW 2255, 36 Collier Bankr.Cas.2d 1585, 96 Cal. Daily Op. Serv. 7157...


 © 2020 Thomson Reuters. No claim to original U.S. Government Works. 1


96 F.3d 1279
United States Court of Appeals,


Ninth Circuit.


In re Alan BERNARD, Linda Bernard, Debtors.
Alan BERNARD, Linda Bernard, Appellants,


v.
Clement SHEAFFER, Mary Sheaffer, Appellees.


No. 94–56504.
|


Argued and Submitted April 8, 1996.
|


Decided Sept. 25, 1996.


Synopsis
Creditors objected to discharge of debt owed by Chapter 7 debtors. The Bankruptcy Court entered
order denying discharge, and the United States District Court for the Central District of California,
Audrey B. Collins, J., affirmed. Debtors appealed. The Court of Appeals, Trott, Circuit Judge, held
that debtors engaged in fraudulent transfer, warranting denial of discharge, when they withdrew
over $64,000 from money market and deposit accounts with admitted intent to hinder creditors'
attempts to attach accounts.


Affirmed.


See also, 40 F.3d 1028.


O'Scannlain, Circuit Judge, filed dissenting opinion.


West Headnotes (7)


[1] Bankruptcy Dischargeable Debtors
In keeping with “fresh start” purposes behind Bankruptcy Code, courts should construe
Chapter 7 discharge provision liberally in favor of debtors and strictly against parties
objecting to discharge. Bankr.Code, 11 U.S.C.A. § 727.
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[2] Bankruptcy Fraudulent or Preferential Transfer
Denial of discharge under fraudulent transfer provision need not rest on finding of intent
to defraud; intent to hinder or delay is sufficient. Bankr.Code, 11 U.S.C.A. § 727(a)(2)(A).


32 Cases that cite this headnote


[3] Bankruptcy Fraudulent or Preferential Transfer
Debtor need not succeed in harming creditors to warrant denial of discharge under
fraudulent transfer provision, since lack of injury to creditors is irrelevant for purposes of
denying discharge in bankruptcy. Bankr.Code, 11 U.S.C.A. § 727(a)(2)(A).


25 Cases that cite this headnote


[4] Bankruptcy Fraudulent or Preferential Transfer
Fraudulent “transfer” occurred, warranting denial of discharge, when Chapter 7 debtors
withdrew over $64,000 from money market and deposit accounts with admitted intent to
hinder creditors' attempts to attach accounts; although debtors claimed that they merely
moved their assets from one of their own pockets to another without “transferring”
anything to anyone, they did not own money in their bank accounts under California law
but instead owned claims against their bank, such that, when they withdrew from their
accounts, they exchanged debt for money, thereby parting with their claims against bank
to hinder creditors. Bankr.Code, 11 U.S.C.A. § 727(a)(2)(A).
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[5] Bankruptcy Fraudulent or Preferential Transfer
Depletion of assets is not prerequisite to denial of discharge based on Chapter 7 debtor's
transfer of assets with intent to defraud, delay, or hinder creditors. Bankr.Code, 11
U.S.C.A. § 727(a)(2)(A).


47 Cases that cite this headnote


[6] Finance, Banking, and Credit Title to and Disposition of Deposits and Accounts
Under California law, as between bank and depositor, money in bank accounts becomes
property of bank, and bank becomes debtor of depositor for amount deposited.
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[7] Bankruptcy Equitable powers and principles
Bankruptcy has its roots in equity, and, to get equity, one must do equity.


5 Cases that cite this headnote


Attorneys and Law Firms


*1280  Richard M. Moneymaker, Moneymaker & Kelley, Los Angeles, CA, for debtors-
appellants.


Jamie R. Schloss, Los Angeles, CA, for appellees.


Appeal from the United States District Court for the Central District of California, Audrey B.
Collins, District Judge, Presiding. D.C. No. CV 94–01453 ABC.


Before: O'SCANNLAIN and TROTT, Circuit Judges, and VAN SICKLE, District Judge. *


* The Honorable Bruce M. Van Sickle, Senior District Judge for the District of North Dakota, sitting by designation.


Opinion


Opinion by Judge TROTT; Dissent by Judge O'SCANNLAIN.


TROTT, Circuit Judge:


Alan Bernard and his wife Linda argue that the district court erred when it affirmed the bankruptcy
court's decision to deny discharge of the Bernards' debts under 11 U.S.C. § 727(a)(2)(A), which
provides that a bankruptcy court should not grant discharge where “... the debtor, with intent
to hinder, delay, or defraud a creditor ... has transferred, removed, destroyed, mutilated, or
concealed ... property of the debtor, within one year before the date of the filing of the petition....”
We affirm the district court because the Bernards violated this provision when they withdrew over
$64,000 from money market and deposit accounts with the admitted intent to hinder the Sheaffers'
attempts to attach the Bernards' accounts. We need not reach the other issues raised.


We have jurisdiction over the Bernards' timely appeal under 28 U.S.C. § 158(d). This appeal raises
an issue of law which we review de novo.
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Background


This case has followed a long and tortuous path and makes bankruptcy seem more like an ordeal
than a fresh start. Fortunately, we need little case history to fully illuminate the dispositive issue.


*1281  Alan Bernard and Clement Sheaffer have been television sound technicians for over thirty
years. In the 1980s, they were business partners in Cell Communications and shareholders in
Cell Communications–U.S.A., Inc. Sheaffer sold his interest in these concerns on November 10,
1987 in exchange for promissory notes from the partnership and the corporation. Bernard was
individually liable as a general partner on the partnership note and was a guarantor of the corporate
note. The notes went into default, and, on December 20, 1990, Clement Sheaffer and his wife Mary
sued Alan Bernard on the notes.


On February 15, 1991, the Sheaffers served notice on Bernard that the Sheaffers would apply
for a “temporary protective order” in Los Angeles Superior Court. On February 22, the Bernards
withdrew $44,010.61 from Alan's money market account; on March 8, Linda cashed a check for
$20,000 on an account of Alan Bernard Sound (collectively, the “early 1991 withdrawals”). On
March 13, the Superior Court granted a temporary protective order instructing Alan Bernard “to
make no transfers from any deposit accounts or any other assets other than in the ordinary course
of business for fair consideration.” On March 27, the Superior Court issued an order giving the
Sheaffers the right to attach Alan Bernard's property in the amount of $47,873.13. On July 17,
the Sheaffers levied on a Bernard account, attaching $1,308. On September 10, 1991, the court
granted the Sheaffers a $83,574.98 judgment.


The Bernards filed for Chapter 7 on October 7, 1991. The Sheaffers began an adversary proceeding
in which they objected to discharge.


Alan Bernard at first steadfastly testified that he had made the $44,010 withdrawal to finance a
vacation. He later testified, under pressure, however, that he had cashed out his account because
an attorney had advised him to do so to evade attachment. His counsel as much as concedes his
client's purpose to defeat the impending judgment. Bernard says that he then stashed the cash in
a safe at his home. Shortly thereafter, he claims he spent the cash on vacations during which he
incurred huge gambling losses. Bernard's testimony as to all of this is a model of dissemblance
and dissimulation. As a result of his purposeful activity, his judgment creditors ended up with
little to show for their lawsuit and their promissory notes; and with the help of other questionable
transactions by Bernard, the bankruptcy estate became virtually worthless.


On February 3, 1994, the bankruptcy court issued a memorandum and order denying discharge on
the ground that the Bernards had violated § 727(a)(2)(A). In justifying its decision, the bankruptcy
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court cited several of the Bernards' transfers in addition to the early 1991 withdrawals under present
discussion. However, it clearly considered the early 1991 withdrawals sufficient by themselves to
justify denial of discharge, stating, “[t]here is no doubt that the Bernards made these transfers with
intent to hinder, delay or defraud creditors within one year of the filing for bankruptcy.”


On September 28, 1994, the district court entered an order affirming the bankruptcy court's
decision. The Bernards appealed.


Discussion


[1]  [2]  [3]  11 U.S.C. § 727(a)(2)(A) states:


(a) The court shall grant the debtor a discharge, unless—...


(2) the debtor, with intent to hinder, delay, or defraud a creditor ... has transferred ...


(A) property of the debtor, within one year before the date of the filing of the petition....


In keeping with the “fresh start” purposes behind the Bankruptcy Code, courts should construe §
727 liberally in favor of debtors and strictly against parties objecting to discharge. In re Devers,
759 F.2d 751, 754 (9th Cir.1985). Denial of discharge, however, need not rest on a finding of
intent to defraud. Intent to hinder or delay is sufficient. Matter of Smiley, 864 F.2d 562, 568 (7th
Cir.1989); In re Adeeb, 787 F.2d 1339, 1343 (9th Cir.1986). Furthermore, a debtor need not succeed
in harming creditors to warrant denial of discharge because “lack of injury to creditors is irrelevant
for purposes of denying *1282  a discharge in bankruptcy.” In re Adeeb, 787 F.2d at 1343.


[4]  The Bernards have admitted they made the early 1991 withdrawals to help fend off the
Sheaffers' attempts to reach the Bernards' assets. These withdrawals were made within one year
of the Bernards' October 7, 1991 filing. Therefore, the only remaining question is whether these
withdrawals were “transfers” of property. If they were, then the Bernards violated § 727(a)(2)(A),
and the bankruptcy court was correct to deny discharge.


Of course, the Bernards contend that the withdrawals were not transfers in any meaningful sense.
By taking money out of the bank, as it were, they claim they merely moved their assets from one
of their own pockets to another—they had not “transferred” anything to anyone.


This argument has force and arguably finds some support in out-of-circuit law. For instance, the
Seventh Circuit has stated, “[i]n order to justify the refusal of discharge under a section 727(a)
(2) transfer, ‘it must be shown that there was an actual transfer of valuable property belonging
to the debtor which reduced the assets available to creditor and which was made with fraudulent
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intent.’ ” Matter of Agnew, 818 F.2d 1284, 1289 (7th Cir.1987) (quoting 4 Collier on Bankruptcy, ¶
727.02[5] (15th ed. 1986)). At least in theory, the Bernards' withdrawals did not reduce the assets
available to the Sheaffers—these assets merely changed form. Thus, one could plausibly argue
that, under Agnew, the bankruptcy court was wrong to deny discharge to the Bernards.


[5]  This argument faces two insurmountable problems, however. First, in In re Adeeb, this
court held that “lack of injury to creditors is irrelevant for purposes of denying a discharge in
bankruptcy.” 787 F.2d at 1343. Therefore, according to the Ninth Circuit, depletion of assets is not
a prerequisite to denial of discharge under § 727(a)(2)(A).


Also, the Bernards' argument fails to take proper account of the Bankruptcy Code's definition of
“transfer,” which is extremely broad:


“transfer” means every mode, direct or indirect, absolute or conditional,
voluntary or involuntary, of disposing of or parting with property or with
an interest in property, including retention of title as a security interest and
foreclosure of the debtor's equity of redemption....


11 U.S.C. § 101(54). The legislative history of this definition confirms its breadth:


A transfer is a disposition of an interest in property. The definition of transfer
is as broad as possible. Many of the potentially limiting words in current law
are deleted, and the language is simplified. Under this definition, any transfer of
an interest in property is a transfer, including a transfer of possession, custody,
or control even if there is no transfer of title, because possession, custody, and
control are interests in property. A deposit in a bank account or similar account
is a transfer.


S.Rep. No. 989, 95th Cong., 2d Sess. 27 (1978), reprinted in 1978 U.S.C.C.A.N. 5787, 5813
(emphasis added).


If, as the legislative history indicates, depositing money into a bank account is a transfer, then later
withdrawing money from that account should be a transfer, too—it ought to be a two-way street.
However, we need not rely on legislative history (and all of its attendant difficulties) to reach this
conclusion.
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[6]  The Bernards did not own money gathering dust in their bank accounts. “As between the bank
and the depositor such money becomes the property of the bank and the bank becomes the debtor
of the depositor for the amount deposited.” Chang v. Redding Bank of Commerce, 29 Cal.App.4th
673, 681, 35 Cal.Rptr.2d 64 (Cal.App.1994) (citation omitted); Crocker–Citizens Nat. Bank v.
Control Metals Corp., 566 F.2d 631, 637 (9th Cir.1977) (“It is a well-settled principle of California
law that the relationship between a bank and its depositor is one of debtor and creditor. Therefore,
when funds are deposited, title to those funds passes immediately to the bank.”) (citations omitted);
see also Barnhill v. Johnson, 503 U.S. 393, 398, 112 S.Ct. 1386, 1389, 118 L.Ed.2d 39 (1992) (“A
person with an account at a bank enjoys a *1283  claim against the bank for funds in an amount
equal to the account balance.”).


Instead of owning money sitting in their accounts, the Bernards owned claims against their bank.
When they withdrew from their accounts, they exchanged debt for money (which, more than
incidentally, was more difficult for the Sheaffers to acquire). Thus, when the Bernards made their
withdrawals they parted with property, satisfying the Code's definition of transfer. Because they
parted with their claims against the bank to hinder the Sheaffers, the Bernards violated § 727(a)
(2)(A), warranting denial of discharge.


Conclusion


[7]  Denial of discharge is a harsh result. However, bankruptcy has its roots in equity. To get equity,
one must do equity. The Sheaffers took legal action to help them collect on a debt owed them by the
Bernards. The Bernards intentionally and successfully hindered this effort by making withdrawals
from accounts which were under threat of attachment. They now seek to avoid denial of discharge
by hiding behind a narrow reading of the word “transfer” as defined by the Bankruptcy Code.
“Transfer” is too broad to allow this result. 1


1 We deny all pending motions and requests for sanctions.


AFFIRMED.


O'SCANNLAIN, Circuit Judge, dissenting:
Because I am not persuaded that the Bernards “disposed of” or “parted with” property, I
respectfully dissent.


Section 727 is at the heart of the Bankruptcy Code's provisions designed “to relieve the honest
debtor from the weight of oppressive indebtedness and permit him to start afresh free from the
obligations and responsibilities consequent upon business misfortunes.” Williams v. U.S. Fidelity
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Co., 236 U.S. 549, 554–55, 35 S.Ct. 289, 290, 59 L.Ed. 713 (1915), quoted in In re Devers, 759
F.2d 751 (9th Cir.1985). As such, it is “construed liberally in favor of the debtor and strictly against
those objecting to discharge.” In re Adeeb, 787 F.2d 1339, 1342 (9th Cir.1986).


The majority is correct to observe that the definition of “transfer” in the Bankruptcy Code is very
broad; it would be a mistake, however, to read it even more broadly than it is written. “ ‘[T]ransfer’
means every mode ... of disposing of or parting with property or with an interest in property....” 11
U.S.C. § 101(54). If there is no “disposing of” or “parting with” property, then there is no transfer.
The question in this case is whether the simple act, without more, of withdrawing money from
bank accounts and money market accounts is “disposing of” or “parting with” property.


When the Bernards withdrew money from their own accounts in early 1991, they did not relinquish
an interest in property; they merely changed the location of identifiable cash funds. No third party
gained an interest in the cash, and the total value of the Bernards's assets did not change. Just as a
transfer would occur neither when a debtor breaks a twenty-dollar bill into two ten-dollar bills nor
when he cashes his paycheck at his employer's bank, no transfer occurred here. The cash received
by the Bernards was exactly equivalent to and easily identifiable as the sums previously deposited
in their accounts.


The majority breaks with the Seventh Circuit in interpreting section 727(a)(2), claiming that this
court's decision in In re Adeeb, 787 F.2d 1339 (9th Cir.1986), controls. With respect, I read Adeeb
as holding only that “lack of injury to creditors is irrelevant for purposes of denying a discharge
in bankruptcy.” Id. at 1343. In contrast to the case before us, however, Adeeb dealt with an
unambiguous transfer of property to third parties, followed by a re-transfer back to the debtor. Id.
at 1341–42. Adeeb says nothing about whether there must be injury to creditors for a transfer to
occur; the first transfer did indeed harm Adeeb's creditors. Adeeb merely held that later retransfers
were not a defense to a denial of discharge.


The Seventh Circuit has addressed directly whether a transfer can occur if a transaction did not
harm creditors. In Matter of Agnew, it held that “to justify the refusal of discharge *1284  under a
section 727(a)(2) transfer, ‘it must be shown that there was an actual transfer of valuable property
belonging to the debtor which reduced the assets available to creditor and which was made with
fraudulent intent.’ ” Matter of Agnew, 818 F.2d 1284, 1289 (7th Cir.1987) (quoting 4 Collier on
Bankruptcy, ¶ 727.02[5] (15th ed. 1986)).


The Agnew approach is consistent with decisions of bankruptcy courts in this circuit. For example,
in In re Harris, 101 B.R. 210 (Bankr.S.D.Cal.1989), a bankruptcy court concluded that a debtor did
not “transfer” property when he conveyed assets to a trust naming the debtor as sole beneficiary
because “the assets were no less susceptible under the Trust to the claims of the Debtors' creditors
than they would have been had no trust ever been created.” Id. at 216. See In re Garcia, 168 B.R.
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403, 407 (D.Ariz.1994) (recording declaration of homestead is not a transfer because there was
no reduction of assets available to creditor).


It seems to me that debtors should not be punished for transferring assets available to creditors
unless the record establishes that they are actually disposing of or parting with those assets. The
bankruptcy court found only that the Bernards withdrew $44,010.61 from a money market account
and $20,000 from a checking account in early 1991; it made no findings as to what happened to
the money after that and the testimony was controverted.


Based on the record in this case, the only question before us is whether the withdrawals, as such,
were “transfers” as a matter of law. On this issue, I respectfully dissent from the majority's opinion.


All Citations


96 F.3d 1279, 65 USLW 2255, 36 Collier Bankr.Cas.2d 1585, 96 Cal. Daily Op. Serv. 7157, 96
Daily Journal D.A.R. 11,749
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Synopsis
Background: Chapter 7 trustee brought adversary proceeding to avoid, in his strong-arm capacity
on fraudulent transfer grounds, a transfer effected by debtor in entering into marital settlement
agreement with his estranged wife. Trustee and creditor also sought to deny debtor a discharge
based on this same prepetition transfer. The United States Bankruptcy Court for the Central District
of California, Thomas B. Donovan, J., entered judgment in favor of defendants, and trustee and
creditor appealed.


Holdings: The Bankruptcy Appellate Panel, Klein, J., held that:


[1] transfer that Chapter 7 debtor effected, in connection with his pending divorce and in
anticipation of entry of large judgment against him, when debtor negotiated marital settlement
agreement with his estranged wife which, at same time that it placed on debtor full responsibility



http://www.westlaw.com/Link/Document/FullText?findType=h&pubNum=176284&cite=0213001901&originatingDoc=Ie070173a412511dcab5dc95700b89bde&refType=RQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)





In re Beverly, 374 B.R. 221 (2007)
07 Cal. Daily Op. Serv. 9103, 2007 Daily Journal D.A.R. 11,917


 © 2020 Thomson Reuters. No claim to original U.S. Government Works. 2


for payment of this prospective judgment debt, stripped debtor of nonexempt funds that could have
been used to fully satisfy judgment, was actually fraudulent to creditors;


[2] ex-wife was not “good faith transferee”; and


[3] bankruptcy court clearly erred in finding that Chapter 7 debtor had not acted with intent to
hinder, delay or defraud.


Reversed and remanded with instructions.


West Headnotes (36)


[1] Bankruptcy Appellate Panel
Bankruptcy Finality
Bankruptcy Conclusions of law;  de novo review
Question of whether the bankruptcy court order from which appeal is taken qualifies as
“final order” is one relating to the Bankruptcy Appellate Panel's (BAP's) jurisdiction, may
be raised sua sponte, and is reviewed de novo.


2 Cases that cite this headnote


[2] Bankruptcy Scope of review in general
Bankruptcy Conclusions of law;  de novo review
Bankruptcy Presumptions and burdens of proof
Bankruptcy Appellate Panel (BAP) reviews bankruptcy court's grant of summary
judgment de novo, viewing facts in light most favorable to nonmoving party, to determine
whether genuine issues of material fact remain for trial and which party is entitled to
judgment as matter of law.


3 Cases that cite this headnote


[3] Bankruptcy Conclusions of law;  de novo review
Bankruptcy Clear error
In bankruptcy discharge appeals, Bankruptcy Appellate Panel (BAP) reviews findings of
fact for clear error and conclusions of law de novo, and applies de novo review to mixed
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questions of law and fact that require consideration of legal concepts and exercise of
judgment about values which animate the legal principles.


14 Cases that cite this headnote


[4] Bankruptcy Clear error
Under “clear error” standard of review, Bankruptcy Appellate Panel (BAP) accepts
findings of fact unless it is left with definite and firm conviction that mistake has been
committed by trial judge. Fed.Rules Bankr.Proc.Rule 8013, 11 U.S.C.A.


12 Cases that cite this headnote


[5] Bankruptcy Finality
Judgment that bankruptcy court entered on Chapter 7 trustee's and creditor's denial-of-
discharge claims, after first consolidating adversary proceeding brought by trustee solely
for purpose of denying debtor a discharge with separate adversary proceeding brought by
creditor, not only to deny debtor a discharge, but to except specific debt from discharge,
was not “final” judgment from which appeal would lie as of right, although it would
have qualified as a final judgment as to trustee if proceedings had simply been joined for
trial and not consolidated, where judgment did not resolve creditor's nondischargeability
claims and did not include requisite certification under Federal Rule of Civil Procedure.
28 U.S.C.A. § 158(a)(1); Fed.Rules Civ.Proc.Rule 54(b), 28 U.S.C.A.


1 Cases that cite this headnote


[6] Bankruptcy Finality
Judgment in consolidated action that does not resolve all claims against all parties is
not appealable as “final judgment” without a certification under Federal Rule of Civil
Procedure. 28 U.S.C.A. § 158(a)(1); Fed.Rules Civ.Proc.Rule 54(b), 28 U.S.C.A.


2 Cases that cite this headnote


[7] Bankruptcy Interlocutory orders;  collateral order doctrine
Bankruptcy Appellate Panels (BAPs) and district courts, but not Courts of Appeals, have
broad discretionary authority to entertain interlocutory appeals from orders that are not
final judgments. 28 U.S.C.A. §§ 158(a)(3), (d), 1292.


3 Cases that cite this headnote
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[8] Bankruptcy Interlocutory orders;  collateral order doctrine
Bankruptcy Petition for leave;  appeal as of right;  certification
Notice of appeal that Chapter 7 trustee and creditor improperly filed from bankruptcy court
judgment which resolved less than all of the claims asserted by both parties in consolidated
proceeding would be treated as motion for leave to appeal, and the issues raised would be
addressed in exercise of Bankruptcy Appellate Panel's (BAP's) authority to hear appeals
from interlocutory orders, though there had been no certification under Federal Rule of
Civil Procedure. 28 U.S.C.A. § 158(a)(3); Fed.Rules Civ.Proc.Rule 54(b), 28 U.S.C.A.


[9] Bankruptcy Ownership of interest transferred
Bankruptcy Property or rights transferred
Bankruptcy Trustee as representative of debtor or creditors
“Interest of the debtor in property,” a prepetition transfer of which is potentially subject
to avoidance under strong-arm, preference or fraudulent transfer statute, refers to property
that would have been part of bankruptcy estate had it not been transferred prepetition. 11
U.S.C.A. §§ 544(b), 547(b), 548.


[10] Bankruptcy Trustee as representative of debtor or creditors
“Interest of the debtor in property,” of kind that was transferred in alleged fraud on Chapter
7 debtor's creditors when debtor, in anticipation of large judgment that was about to be
entered against him, entered into marital settlement agreement, as part of his pending
divorce from estranged wife, under which wife received all of the nonexempt funds in
depository accounts, in amount of $1 million, while debtor received exempt pension funds
in amount of $1.1 million and assumed full responsibility for pending judgment debt, was
debtor's one-half interest in nonexempt funds to which creditor, but for this transfer, could
have looked for satisfaction of judgment debt. 11 U.S.C.A. § 544(b).


[11] Fraudulent Conveyances Transactions Subject to Attack by Creditors
Under California law, transfer accomplished through marital settlement agreement is not
immune from attack, and may in appropriate case be avoided, as fraudulent transfer
pursuant to provisions of the California Uniform Fraudulent Transfer Act (UFTA). West's
Ann.Cal.Civ.Code § 3439.04; West's Ann.Cal.Fam.Code § 916.


1 Cases that cite this headnote
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[12] Divorce Debts and Liabilities in General
It is California legislative policy that, in allocating debts to divorcing parties, account
should be taken of rights of creditors, so that there will be available sufficient property to
satisfy debt by person to whom that debt is assigned.


1 Cases that cite this headnote


[13] Fraudulent Conveyances Husband and Wife
It is California legislative policy that creditors be protected from fraudulent transfers,
including transfers between spouses, and in appropriate case, transfer between spouses,
either before or after dissolution of their marriage, may be avoided as fraudulent transfer.
West's Ann.Cal.Civ.Code § 3439.04.


[14] Divorce Equality
Divorce Waiver of alimony or property division
When California divorce court divides marital property, it must divide property equally, in
absence of any marital settlement agreement between parties; in contrast, division pursuant
to marital settlement agreement need not be equal.


[15] Fraudulent Conveyances Transactions Subject to Attack by Creditors
Fraudulent Conveyances Transactions in General
Divorcing couples do not have one-time-only opportunity under California law to defraud
their creditors by including fraudulent transfer in marital settlement agreement. West's
Ann.Cal.Civ.Code § 3439.04.


2 Cases that cite this headnote


[16] Fraudulent Conveyances Transactions Subject to Attack by Creditors
Under California law, while there is no requirement that a marital settlement agreement
divide property equally, such an agreement cannot divide property in manner fraudulent
to creditors. West's Ann.Cal.Civ.Code § 3439.04.


1 Cases that cite this headnote
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[17] Fraudulent Conveyances Intent
Under California law, party seeking to avoid transfer as actually fraudulent to creditors
need not demonstrate intent to defraud on part of transferor; intent to hinder or to delay
creditor will suffice. West's Ann.Cal.Civ.Code § 3439.04(a)(1).


15 Cases that cite this headnote


[18] Fraudulent Conveyances Intent of Grantor
Fraudulent Conveyances Questions for Jury;  Questions of Law and Fact
Whether challenged transfer was made with actual intent to hinder, delay or defraud
under the California Uniform Fraudulent Transfer Act (UFTA) is question of fact, to be
determined by preponderance of evidence. West's Ann.Cal.Civ.Code § 3439.04(a)(1).


30 Cases that cite this headnote


[19] Fraudulent Conveyances Intent of Grantor
Intent to hinder, delay or defraud, of kind required under California law in order to
avoid transfer as actually fraudulent to creditors, may be established inferentially from
circumstances consistent with requisite intent. West's Ann.Cal.Civ.Code § 3439.04(b).


6 Cases that cite this headnote


[20] Fraudulent Conveyances Badges of Fraud
Fraudulent Conveyances Conclusiveness and effect
Statutory list of “badges of fraud” to which court may look in deciding whether challenged
transfer was made with actual intent to hinder, delay or defraud, of kind required under
California law to avoid transfer as actually fraudulent to creditors, provides neither a
counting rule nor mathematical formula, and no minimum number of factors will tip the
scales toward finding the requisite intent. West's Ann.Cal.Civ.Code § 3439.04(b).


24 Cases that cite this headnote


[21] Fraudulent Conveyances Conclusiveness and effect
Under California fraudulent transfer law, trier of fact is entitled to find that challenged
transfer was made with actual intent to hinder, delay or defraud even if no “badges of
fraud” are present, and conversely, specific evidence may negate an inference of fraud
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notwithstanding the presence of number of “badges of fraud.” West's Ann.Cal.Civ.Code
§ 3439.04(b).


26 Cases that cite this headnote


[22] Bankruptcy Trustee as representative of debtor or creditors
Fraudulent Conveyances Transactions Subject to Attack by Creditors
Fraudulent Conveyances Transactions in General
Transfer that Chapter 7 debtor effected, in connection with his pending divorce and
in anticipation of entry of large judgment against him, when debtor negotiated marital
settlement agreement with his estranged wife which, at same time that it placed on
debtor full responsibility for payment of this prospective judgment debt, stripped debtor
of nonexempt funds that could have been used to fully satisfy judgment, by providing
that $1 million in nonexempt bank deposits would be awarded to wife and that debtor
would receive exempt pension funds in amount of $1.1 million, was avoidable by trustee
in strong-arm proceeding, as having been made with actual intent to hinder, delay or
defraud prospective judgment creditor. 11 U.S.C.A. § 544(b); West's Ann.Cal.Civ.Code
§ 3439.04(a)(1).


1 Cases that cite this headnote


[23] Fraudulent Conveyances Consideration
Fraudulent Conveyances Knowledge and intent of grantee
Under California fraudulent transfer law, transferee asserting a “good faith transferee
for reasonably equivalent value” defense bears burden of proof on this issue. West's
Ann.Cal.Civ.Code § 3439.08(a).


2 Cases that cite this headnote


[24] Fraudulent Conveyances Knowledge or notice of pendency of suits
Ex-wife who was fully aware, at time of transfers effected by marital settlement agreement,
that the debtor, her former husband, had structured agreement in attempt to strip himself
of nonexempt assets that could be used to satisfy large judgment that he expected to be
entered against him was not “good faith transferee,” and could not successfully assert
“good faith for reasonably equivalent value” defense to fraudulent transfer claim asserted
under the California Uniform Fraudulent Transfer Act (UFTA). West's Ann.Cal.Civ.Code
§ 3439.08(a).
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[25] Fraudulent Conveyances Transactions Subject to Attack by Creditors
Fraudulent Conveyances Purchase of exempt property or homestead
Under California law, transfers from one form of exemption to another are commonly
protected from avoidance as fraudulent transfers, even if proceeds pass through nonexempt
account. West's Ann.Cal.Civ.Code § 3439.04.


[26] Bankruptcy Concealment of Property
Debtor need not have transferred assets with intent to defraud creditor in order for transfer
to provide basis for denial of debtor's discharge under fraudulent transfer/concealment
discharge exception; intent to hinder or delay may also lead to denial of discharge. 11
U.S.C.A. § 727(a)(2)(A).


20 Cases that cite this headnote


[27] Bankruptcy Particular cases and issues
Whether the debtor harbored an intent to hinder, or delay or defraud, of kind required by
discharge exception, is question of fact, a bankruptcy court's determinations on which are
reviewed for clear error. 11 U.S.C.A. § 727(a)(2)(A); Fed.Rules Bankr.Proc.Rule 8013,
11 U.S.C.A.


6 Cases that cite this headnote


[28] Bankruptcy Particular grounds for objection to discharge
Intent to hinder, or delay or defraud, of kind required by discharge exception, may
be inferred from surrounding circumstances, including various “badges of fraud.” 11
U.S.C.A. § 727(a)(2)(A).


5 Cases that cite this headnote


[29] Bankruptcy Fraudulent or Preferential Transfer
Debtor's course of conduct may be probative of whether he transferred assets with intent
to hinder, or delay or defraud, of kind required by discharge exception. 11 U.S.C.A. §
727(a)(2)(A).


5 Cases that cite this headnote
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[30] Bankruptcy Fraudulent or preferential transfers
Burden of proof in proceeding to deny debtor a discharge for allegedly transferring assets
with intent to hinder, delay or defraud creditor is proof by preponderance of evidence. 11
U.S.C.A. § 727(a)(2)(A).


30 Cases that cite this headnote


[31] Bankruptcy Fraudulent or preferential transfers
Bankruptcy court clearly erred in finding that Chapter 7 debtor had not acted with intent
to hinder, delay or defraud, of kind required by discharge exception, when, in connection
with his pending divorce and in anticipation of entry of large judgment against him, he
entered into marital settlement agreement with his estranged wife whereby debtor, at
same time that he assumed responsibility for payment of this prospective judgment debt,
stripped himself of nonexempt funds that could have been used to fully satisfy judgment,
by agreeing that $1 million in nonexempt bank deposits would be awarded to wife and
that he would receive exempt pension funds in amount of $1.1 million. 11 U.S.C.A. §
727(a)(2)(A).


2 Cases that cite this headnote


[32] Bankruptcy Fraudulent or Preferential Transfer
Avoidance of fraudulent transfer under bankruptcy fraudulent transfer statute or in strong-
arm proceeding brought under California Uniform Fraudulent Transfer Act (UFTA) does
not necessarily compel denial of debtor's discharge under fraudulent transfer/concealment
provision, though issue of debtor's “intent to hinder, delay, or defraud” creditors may have
been resolved in transfer avoidance proceeding. 11 U.S.C.A. §§ 548, 727(a)(2)(A); West's
Ann.Cal.Civ.Code § 3439.04.


29 Cases that cite this headnote


[33] Bankruptcy Preference, fraudulent transfer, or concealment
Exemption planning doctrine, as applied in cases under the Bankruptcy Act to permit
exemption to be rejected on equitable principles if act of converting property into exempt
form entailed fraud, but to require probative evidence of fraud, beyond the mere timing of
conversion of assets on eve of debtor's bankruptcy filing, if exemption was to be rejected,
continues to apply in cases commenced under the Bankruptcy Code.
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1 Cases that cite this headnote


[34] Bankruptcy Construction and Operation
Judge-made doctrines established under the Bankruptcy Act are presumed to have been
carried forward in the Bankruptcy Code, except to extent that Congress indicated a
contrary intent.


[35] Bankruptcy Fraudulent or Preferential Transfer
For debtor to be denied a discharge on fraudulent transfer theory based on his exemption
planning, there must be additional evidence of intent to hinder, delay or defraud, other
than the mere timing of transformation of property from nonexempt to exempt status. 11
U.S.C.A. § 727(a)(2)(A).


8 Cases that cite this headnote


[36] Bankruptcy Fraudulent or Preferential Transfer
In deciding whether debtor's prepetition conversion of nonexempt to exempt assets has
crossed the line from legitimate exemption planning and warrants denial of debtor's
discharge on fraudulent transfer theory, bankruptcy courts apply a principle of “too much,”
focusing on when a pig has becomes a hog that it is to be slaughtered. 11 U.S.C.A. §
727(a)(2)(A).


4 Cases that cite this headnote


Attorneys and Law Firms


*226  Sidney Lanier, Ayscough & Marar, Torrance, CA, for Edward M. Wolkowitz.


Dennis E. McGoldrick, Torrance, CA, for William J. Beverly.


Before: KLEIN, BRANDT and NIELSEN * , Bankruptcy Judges.


* Hon. George B. Nielsen, Jr., Bankruptcy Judge for the District of Arizona, sitting by designation.
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OPINION


KLEIN, Bankruptcy Judge.


The bankruptcy planning dispute presented in these related appeals requires us to transit waters
made turbulent by cross-currents of exemptions, fraudulent transfer, denial of discharge, and
divorce. We publish to dispel the myth that the toleration of bankruptcy planning for some purposes
insulates such planning from all adverse consequences—it does not. In matters of bankruptcy and
insolvency planning, supposed safe harbors from one danger are exposed to dangers from other
quarters and may, in any event, be too small to shelter large capital transactions.


Here, a lawyer, anticipating a large judgment on a community debt, used a *227  marital settlement
agreement (“MSA”) in his pending divorce to shoulder the debt but strip himself of assets with
which to pay the debt. Colluding with his spouse, he transferred his interest in $1 million of
nonexempt funds in exchange for her interest in his $1.1 million exempt retirement fund.


Notwithstanding compelling evidence regarding intent, the court reasoned that such “planning”
transfers can neither be avoided in bankruptcy, nor lead to denial of discharge.


We REVERSE as to both fraudulent transfer and denial of discharge. This is a paradigm case
of actual intent to hinder, delay, or defraud creditors under the Uniform Fraudulent Transfer Act
(“UFTA”). The California Supreme Court has held that MSA transfers may be avoided under
UFTA. The same conduct leads to denial of discharge under 11 U.S.C. § 727(a)(2).


FACTS


William Beverly, a lawyer, and his spouse executed an MSA on April 9, 2004, in a hostile divorce
filed in August 2002.


The MSA was signed during a recess of a legal malpractice trial (“Outland litigation”) in which
Beverly told his spouse's attorney, Nancy Dunaetz, that he would lose up to $1 million and end
up in bankruptcy. 1


1 Ltr. Beverly to Dunaetz, Apr. 9, 2004 (“It is very likely, if not probable, that I will be required to file bankruptcy within the next 30
to 60 days and perhaps close this office.”).
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The community assets to be divided included Beverly's share of his law firm pension plan, which
plan is ERISA-qualified and is exempt under California law. The Outland liability arose before
2002 and was conceded in the MSA to be community debt.


The MSA purported to divide and allocate all community property and debts. In addition to
unexceptionable divisions of personal property, Beverly received the entire community property
interest, worth about $1.1 million, in the exempt pension plan. He also received $100,000 for
Outland litigation expenses (as a loan backed by a $135,000 deed of trust on property in escrow).


Beverly's spouse received: the entire community property interest in about $1 million from four
nonexempt bank accounts, including proceeds from sale of the family home; 2  an Individual
Retirement Account (“IRA”) worth $100,000; the $135,000 deed of trust (as “equalizing payment”
securing $35,000 for her attorneys' fees and $100,000 loaned to Beverly); miscellaneous personal
property. She also would receive spousal support ($6,500/month after August 2004) and child
support.


2 The parties agree the bank accounts contained about $1 million. For simplicity, we refer to the sum as $1 million.


As to community debts under the MSA, Beverly undertook to pay the Outland litigation liability,
together with tax liens and obligations attributable to him or to property he retained. His spouse
assumed about $25,000 in credit card debt.


During MSA negotiations, Beverly proposed a “trade” in lieu of immediate distribution of proceeds
when the sale of the family residence closed in March 2004. He would “trade” his share of more
than $600,000 in proceeds for his spouse's share of the exempt pension plan. 3  The net result would
be that he would be left with *228  only exempt or illiquid assets, while his spouse would receive
all nonexempt liquid assets.


3 Ltr. Beverly to Dunaetz, Jan. 14, 2004 (“I want my half of the money distributed to me at the closing so I can relocate it. It makes no
sense to close the deal and have the money ‘held in escrow’ as you previously demanded where it would make an easy target for the
judgment creditor. Alternatively, I will trade all of my share of the house for a fair share of Stephanie's interest in the profit sharing
plan. Assuming there is $650,000 in equity in the house (all ‘after tax dollars') then I would trade my $325,000 residence equity for
$500,000 in retirement plan interests (all ‘pre-tax’). She would then take the entire $650,000 from the house and I would take just
about the entire profit sharing plan.”). [Emphasis in original.]


In the absence of agreement, a California court presumably would have divided community assets
equally, the consequence of which would have been that each spouse would have had assets that
included half of the exempt pension and more than $500,000 of cash each (of which $50,000 or
$75,000 could have been rolled over into a new California exempt homestead).


Moving assets beyond the reach of the Outland creditors was explicitly part of the MSA
negotiations as early as March 2003. 4  On January 2, 2004, Beverly complained to Dunaetz that







In re Beverly, 374 B.R. 221 (2007)
07 Cal. Daily Op. Serv. 9103, 2007 Daily Journal D.A.R. 11,917


 © 2020 Thomson Reuters. No claim to original U.S. Government Works. 13


delays were eroding asset planning opportunities. 5  The concern gained urgency as the house sale
loomed. 6  Dunaetz acknowledged the prospect of a judgment. 7  The risk was apparent to both
spouses. 8


4 Ltr. Beverly to Dunaetz, Mar. 11, 2003 (“The amount that we expect to net, ..., is about $650,000.... I still have no malpractice
insurance and am expecting service of the second complaint shortly. The house now becomes a very large asset for potential creditors
of my business.”).


5 Ltr. Beverly to Dunaetz, Jan. 2, 2004 (“Also enclosed is a copy of the order setting the trial in which there is no insurance for March 10,
2004. We have now lost any asset protection planning opportunity regarding which I recommended repeatedly. If Stephanie is required
to satisfy a portion of the judgment[,] you can explain to her why you stalled until it was too late to do anything to protect her.”).


6 Ltr. Beverly to Dunaetz, Jan. 14, 2004 (“The bad news is that we lost another round in the Outland case and the other side was awarded
interim attorney fees of about $93,000. Our total exposure is now between $500,000 and $600,000 by my estimate. That is all of the
equity in the Ardmore [family] house. What are you doing while Rome burns?”).


7 Ltr. Dunaetz to Beverly, Jan. 15, 2004 (“[S]ubmit the Counter Offer [on the house sale] on time, or you are going to risk losing
the sale entirely, which could result in a huge charge against you if the equity in the house is thereafter loss [sic] to the anticipated
Judgment against you.”).


8 Ltr. Beverly to Dunaetz, Mar. 17, 2004 (“The trial starts next week. Things are getting progressively bleaker on that front.... The point
of all that is that we better get this done this week or your client and I both stand to loose [sic] almost everything. The consensus is
that we are looking at a judgment in the neighborhood of one million dollars.... [MSA counteroffer omitted] If we can not agree to
this you can make your motion. I will be in trial fighting to save an estate for us to fight over. I actually will relax a little knowing
that Stephanie will be paying for half of the judgment if we do not settle now.”).


When he executed the MSA, Beverly gave notice that the dire financial situation created for him
by the MSA could lead to bankruptcy and to requesting spousal support for himself from the funds
transferred to his spouse. 9


9 Ltr. Beverly to Dunaetz, Apr. 9, 2004 (“I want to be certain that there is no misunderstanding or miscommunication as we sit down
to execute the [MSA]. Stephanie is receiving nearly $1,000,000 ... in cash and I am receiving only about $100,000 ... in cash. I have
no net income so far this year.... It is very likely, if not probable, that I will be required to file bankruptcy within the next 30 to 60
days and perhaps close this office. If that occurs, I will also be making applications to modify the support and perhaps even seek
support from the cash that Stephanie is receiving.”).


On May 4, 2004, the Outland jury awarded $424,450 against Beverly personally *229  (legal
malpractice $289,350, breach of fiduciary duty $111,300, and constructive fraud $23,800), plus
another $153,650 against two other defendants. The Outland judgment was entered on May 20,
2004. Beverly appealed.


The final divorce judgment, which incorporated the MSA, was entered on July 20, 2004. The
record does not suggest that the state court was informed that the MSA left Beverly without assets
from which to satisfy a $424,450 community debt assigned to him.


After Beverly told the judgment creditors he lacked assets to pay the judgment, they filed an
involuntary chapter 7 case.
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Relief was ordered on November 1, 2004, and Beverly was ordered to file schedules and statements
by November 16, 2004.


Beverly filed the schedules and statements on March 17, 2005, six days after the trustee and the
Petitioning Creditors had objected to discharge on various 11 U.S.C. § 727(a) theories in two
parallel adversary proceedings (Adv. Nos. 05–1254 and 05–1257). The creditors' action included
nondischargeability counts under 11 U.S.C. §§ 523(a)(3) and (4).


Beverly exempted his $1,161,467.08 interest in the pension plan and claimed a $50,000 homestead
exemption on a mobile home.


On June 14, 2005, the trustee sued Beverly and his former spouse to recover Beverly's share of the
nonexempt funds transferred through the MSA, alleging counts under 11 U.S.C. §§ 544(b), 547,
548(b) and 550 (Adv. No. 05–1649).


The bankruptcy court consolidated the objections to discharge for trial, bifurcating (and later
staying during this appeal) the creditors' § 523 nondischargeability counts.


Trial was held in three installments on the consolidated discharge objection adversary proceedings,
which by then asserted counts under §§ 727(a)(2)(A), (a)(3), and (a)(6). The parties proceeded
solely by declaration, deposition, and documentary evidence and chose not to present live
testimony in open court.


The second and third installments of the discharge objection proceedings were combined with
hearings on cross-motions for summary judgment in the trustee's avoiding action.


The court rendered oral findings of fact and conclusions of law, rejecting all three discharge denial
theories. 10  As relevant to this appeal, it ruled that the MSA did not embody a fraudulent transfer
for purposes of § 727(a)(2).


10 Although its findings are opaque because the court adopted parts of proposed findings that were not made part of the record, we are
able to discern enough of the reasoning to enable review.


The court's basic line of analysis was that exemption planning is tolerated in bankruptcy, that the
MSA embodied a transfer for reasonably equivalent value, and that there was no actual intent to
defraud, hence there was no fraudulent transfer for purposes of § 727(a)(2). The trustee and the
Outlands each appealed (BAP Nos. 06–1273 and 06–1284).


The court disposed of the trustee's avoiding action (No. 05–1649) on cross-motions for summary
judgment, reasoning that the protection given to MSAs and exemption planning also blocked
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exercise of the trustee's avoiding powers, including UFTA and § 548. The judgments entered
seriatim in favor of each of the Beverlys, the first of which was accompanied by a Rule 54(b)
certification, were appealed (BAP Nos. 06–1250 and 06–1449).


*230  JURISDICTION


The bankruptcy court had jurisdiction via 28 U.S.C. § 1334 over these core proceedings under 28
U.S.C. §§ 157(b)(2)(F), (H), and (J). We have jurisdiction under 28 U.S.C. § 158(a).


ISSUES


(1) Whether the judgment in the consolidated discharge objection actions was final.


(2) Whether the MSA included a fraudulent transfer under California's UFTA.


(3) Whether the trial evidence warranted denial of discharge under § 727(a)(2)(A).


STANDARD OF REVIEW


[1]  Whether orders are final relates to our jurisdiction, may be raised sua sponte, and is reviewed
de novo. Menk v. LaPaglia (In re Menk), 241 B.R. 896, 903 (9th Cir. BAP 1999).


[2]  We review summary judgment de novo, viewing the facts in the light most favorable to the
nonmoving party, to determine whether genuine issues of material fact remain for trial and which
party is entitled to judgment as a matter of law. Harmon v. Kobrin (In re Harmon), 250 F.3d 1240,
1245 (9th Cir.2001); Miller v. Snavely (In re Snavely), 314 B.R. 808, 813 (9th Cir. BAP 2004).


[3]  In bankruptcy discharge appeals, we review findings of fact for clear error, conclusions of
law de novo, and also apply de novo review to “mixed questions” of law and fact that require
consideration of legal concepts and the exercise of judgment about the values that animate the legal
principles. Murray v. Bammer (In re Bammer), 131 F.3d 788, 791–92 (9th Cir.1997) (en banc),
overruling, e.g., Finalco, Inc. v. Roosevelt (In re Roosevelt), 87 F.3d 311, 314, as amended, 98
F.3d 1169 (9th Cir.1996) (§ 727 reviewed for abuse of discretion), and Friedkin v. Sternberg (In
re Sternberg), 85 F.3d 1400, 1404–05 (9th Cir.1996) (same); First Beverly Bank v. Adeeb (In re
Adeeb), 787 F.2d 1339, 1342 (9th Cir.1986) (§ 727 finding of transfer of property with intent to
defraud is finding of fact).
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[4]  Under the “clear error” standard, we accept findings of fact unless the findings leave the
“definite and firm conviction that a mistake has been committed” by the trial judge. Latman v.
Burdette, 366 F.3d 774, 781 (9th Cir.2004).


DISCUSSION


After clarifying a basic civil procedure issue that affects appellate jurisdiction, we consider the
application of California's UFTA in the context of an MSA intended to make a divorcing spouse
“judgment proof.” Then we address the § 727 discharge facet of the same conduct (BAP Nos.
1273 and 1284).


I


[5]  The procedural issue involves finality in consolidated actions. The court consolidated the
trustee's and the Outlands' adversary proceedings objecting to discharge under § 727 pursuant to
Federal Rule of Civil Procedure 42(a) because there were common questions of law and fact.
Fed.R.Civ.P. 42(a), incorporated by Fed. R. Bankr.P. 7042.


The choice to consolidate, instead of merely to hold the joint trial that Rule 42 also authorizes, had
an unanticipated procedural consequence because the Outlands' adversary proceeding also alleged
counts under § 523 challenging dischargeability of particular debts that remain unresolved.


The court bifurcated the Outlands' § 523 counts, as permitted by Rule 42(b), by *231  limiting
the trial to the § 727 issues. Fed.R.Civ.P. 42(b). The court stayed the bifurcated § 523 claims
pending this appeal but did not make a “Rule 54(b) certification” and direct entry of judgment
when it overruled the objections to discharge. Fed.R.Civ.P. 54(b), incorporated by Fed. R. Bankr.P.
7054(a).


This left the problem that the “judgment” on the § 727 counts asserted by the trustee and the
Outlands was, under Rule 54(b), interlocutory. A judgment as to fewer than all the claims or fewer
than all the parties is not a “final judgment” unless the court makes an “express determination that
there is no just reason for delay” and “an express direction for the entry of judgment.” Fed.R.Civ.P.
54(b). The requirement cannot be ignored: if there is no Rule 54(b) certification, then an order,
even an order titled “judgment,” does not end the action as to any claims or party and is subject to
revision at any time before entry of the judgment that adjudicates all of the claims and the rights
and liabilities of the parties. Id.



http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2004375938&pubNum=0000506&originatingDoc=Ie070173a412511dcab5dc95700b89bde&refType=RP&fi=co_pp_sp_506_781&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_506_781

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2004375938&pubNum=0000506&originatingDoc=Ie070173a412511dcab5dc95700b89bde&refType=RP&fi=co_pp_sp_506_781&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_506_781

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS727&originatingDoc=Ie070173a412511dcab5dc95700b89bde&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS727&originatingDoc=Ie070173a412511dcab5dc95700b89bde&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000600&cite=USFRCPR42&originatingDoc=Ie070173a412511dcab5dc95700b89bde&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_8b3b0000958a4

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000600&cite=USFRCPR42&originatingDoc=Ie070173a412511dcab5dc95700b89bde&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_8b3b0000958a4

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000611&cite=USFRBPR7042&originatingDoc=Ie070173a412511dcab5dc95700b89bde&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000600&cite=USFRCPR42&originatingDoc=Ie070173a412511dcab5dc95700b89bde&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS523&originatingDoc=Ie070173a412511dcab5dc95700b89bde&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS523&originatingDoc=Ie070173a412511dcab5dc95700b89bde&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000600&cite=USFRCPR42&originatingDoc=Ie070173a412511dcab5dc95700b89bde&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_a83b000018c76

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS727&originatingDoc=Ie070173a412511dcab5dc95700b89bde&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000600&cite=USFRCPR42&originatingDoc=Ie070173a412511dcab5dc95700b89bde&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_a83b000018c76

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS523&originatingDoc=Ie070173a412511dcab5dc95700b89bde&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000600&cite=USFRCPR54&originatingDoc=Ie070173a412511dcab5dc95700b89bde&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_a83b000018c76

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000600&cite=USFRCPR54&originatingDoc=Ie070173a412511dcab5dc95700b89bde&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_a83b000018c76

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000611&cite=USFRBPR7054&originatingDoc=Ie070173a412511dcab5dc95700b89bde&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_8b3b0000958a4

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000611&cite=USFRBPR7054&originatingDoc=Ie070173a412511dcab5dc95700b89bde&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_8b3b0000958a4

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS727&originatingDoc=Ie070173a412511dcab5dc95700b89bde&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000600&cite=USFRCPR54&originatingDoc=Ie070173a412511dcab5dc95700b89bde&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_a83b000018c76

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000600&cite=USFRCPR54&originatingDoc=Ie070173a412511dcab5dc95700b89bde&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_a83b000018c76

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000600&cite=USFRCPR54&originatingDoc=Ie070173a412511dcab5dc95700b89bde&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_a83b000018c76

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000600&cite=USFRCPR54&originatingDoc=Ie070173a412511dcab5dc95700b89bde&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_a83b000018c76





In re Beverly, 374 B.R. 221 (2007)
07 Cal. Daily Op. Serv. 9103, 2007 Daily Journal D.A.R. 11,917


 © 2020 Thomson Reuters. No claim to original U.S. Government Works. 17


The Rule 42(b) bifurcation of the portion of the consolidated adversary proceedings that addressed
§ 523 nondischargeability does not excuse compliance with Rule 54(b).


[6]  In this circuit, a judgment in a consolidated action that does not resolve all claims against all
parties is not appealable as a final judgment without a Rule 54(b) certification. Huene v. United
States, 743 F.2d 703, 704–05 (9th Cir.1984). 11


11 The circuits are divided three ways. Huene, 743 F.2d at 704–05; accord, Trinity Broad. Corp. v. Eller, 827 F.2d 673, 675 (10th
Cir.1987); cf. Road Sprinkler Fitters Local Union v. Cont'l Sprinkler Co., 967 F.2d 145, 148–50 (5th Cir.1992) (depends on nature of
consolidation); Bergman v. City of Atlantic City, 860 F.2d 560, 564 (3d Cir.1988) (same); Hageman v. City Investing Co., 851 F.2d
69, 71 (2d Cir.1988) (same); Sandwiches, Inc. v. Wendy's Int'l, Inc., 822 F.2d 707, 709 (7th Cir.1987); contra, FDIC v. Caledonia
Inv. Corp., 862 F.2d 378, 380–81 (1st Cir.1988); Kraft, Inc. v. Local Union 327, Teamsters, 683 F.2d 131, 133 (6th Cir.1982); see
generally Jacqueline Gerson, Comment, The Appealability of Partial Judgments in Consolidated Cases, 57 U. CHI. L.REV.. 169,
178–91 (1990).


As a result, the § 727 judgment rendered in the consolidated adversary proceedings is not a “final
judgment” unless and until a Rule 54(b) certification is made, even though there would have been
a “final judgment” as to the trustee's action if the Rule 42(a) alternative of joint trial had been
employed instead of consolidation. Fed.R.Civ.P. 54(b); Huene, 743 F.2d at 705.


The status of an order as a “final judgment” has important, but different, ramifications for appellate
jurisdiction at the two different levels of bankruptcy appeals. While jurisdiction over timely
appeals from final judgments is automatic at both levels of appeal, courts of appeals ordinarily
lack jurisdiction to review orders that are not final. Huene, 743 F.2d at 705.


[7]  In addition, bankruptcy appellate panels and district courts, but not courts of appeals, have
broad discretionary authority to entertain interlocutory appeals from orders that are not final
judgments. Compare 28 U.S.C. § 158(a), with Id. §§ 158(d) & 1292. Upon grant of leave to appeal,
a bankruptcy appellate panel or district court may entertain an interlocutory appeal. 28 U.S.C. §
158(a)(3); Fed. R. Bankr.P. 8003.


The prescribed procedure to obtain leave to appeal under § 158(a)(3) is a Rule 8003 motion for
leave to appeal, but the rule also confers discretion to regard an appeal improperly taken as a
motion for leave to appeal. Fed. R. Bankr.P. 8003.


*232  [8]  Having exercised our discretion to treat the notice of appeal improperly taken (because
the order being appealed is not final) as a motion for leave to appeal and having granted leave to
appeal the interlocutory judgment, we have appellate jurisdiction over the § 727 appeals by virtue
of § 158(a)(3), notwithstanding the absence of a Rule 54(b) certification.
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II


The key question in the trustee's avoiding action appeals (BAP Nos. 06–1250 and 06–1449) is
whether it was error to rule that the MSA does not embody an actually fraudulent transfer under
California's UFTA, which applies in bankruptcy by way of § 544(b). Cal. Civ.Code § 3439.04(a)
(1).


As there were cross motions for summary judgment, we look for genuine issues of material fact
and, if none, determine which moving party is entitled to judgment as a matter of law. Fed.R.Civ.P.
56(c), incorporated by Fed. R. Bankr.P. 7056.


A


Section 544(b) confers on bankruptcy trustees the power to avoid any transfer of an interest of the
debtor in property that is voidable under nonbankruptcy law by a creditor holding an allowable
unsecured claim. 11 U.S.C. § 544(b). 12


12 Section 544(b) provides, in pertinent part:
(b)(1) Except as provided in paragraph (2), the trustee may 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 section 502 of this title or that is
not allowable only under section 502(e) of this title.


11 U.S.C. § 544(b)(1).


If a transfer is avoidable under nonbankruptcy law, then it is avoided unless the Bankruptcy
Code provides otherwise. The statutory exceptions relate to charitable contributions and certain
payments and agreements in the finance industry. 11 U.S.C. §§ 544(b)(2) 13  & 546(e)-(g) & (j).


13 Section 544(b)(2) provides:
(b)(2) Paragraph (1) shall not apply to a transfer of a charitable contribution (as that term is defined in section 548(d)(3)) that is not
covered under section 548(a)(1)(B), by reason of section 548(a)(2). Any claim by any person to recover a transferred contribution
described in the preceding sentence under Federal or State law in a Federal or State court shall be preempted by the commencement
of the case.


11 U.S.C. § 544(b)(2).


The consequences of avoidance are set forth at § 550 (“Liability of transferee of avoided transfer”).
Congress explicitly separated the concepts of avoiding a transfer and recovering from a transferee.
Lippi v. City Bank, 955 F.2d 599, 605 (9th Cir.1992); Plotkin v. Pomona Valley Imps., Inc. (In re
Cohen), 199 B.R. 709, 718 (9th Cir. BAP 1996) (“Cohen ”).
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B


The Outland judgment creditors satisfy the § 544(b) requirement that there be a creditor holding
an unsecured claim that is allowable under § 502.


California's UFTA is the relevant § 544(b) “applicable law” that the Outland judgment creditors
could invoke in the absence of bankruptcy. Cal. Civ.Code § 3439.01 et seq.


Whether a transfer is avoidable under California's UFTA is a question purely of California law
as to which the California Supreme Court is the final authority. Thus, a federal court construing
UFTA is merely predicting what the state supreme court would rule if presented with the question.
Comm'r v. Estate of Bosch, 387 U.S. 456, 465, 87 S.Ct. 1776, 18 L.Ed.2d 886 (1967).


*233  [9]  The § 544(b) requirement of a transfer of “an interest of the debtor in property,” which
is a phrase common to §§ 544(b), 547, and 548, refers to property that would have been part of
the estate had it not been transferred before bankruptcy. See Begier v. IRS, 496 U.S. 53, 58, 110
S.Ct. 2258, 110 L.Ed.2d 46 (1990); Keller v. Keller (In re Keller), 185 B.R. 796, 799 (9th Cir. BAP
1995). In other words, the focus is on the interest of the debtor that was transferred.


[10]  As pertinent here, the “interest of the debtor in property” is Beverly's transfer to his spouse
of his half of the unencumbered $1 million in bank deposits. This is a transfer. It is not an equal
division of bank deposits that would have had the effect of confirming to Beverly the interest that
he already had. Here, Beverly was entitled to the one-half of the funds that he transferred.


Nor does the community property origin of the debtor's transferred interest in property make a
difference. Nobody disputes the effectiveness of the state court's decree dividing the community
property pursuant to the MSA to transform all property from community to separate property status
before the Beverly involuntary bankruptcy was filed. See Gendreau v. Gendreau (In re Gendreau),
191 B.R. 798, 803 (9th Cir. BAP 1996).


The issue, rather, is whether the prebankruptcy transfer of the debtor's interest in $1 million can
be avoided under UFTA. If so, then the transferred property would be recoverable for the benefit
of creditors cheated by the MSA that did something other than evenly dividing divisible property.
The trustee does not attack the MSA or the order approving it. To be sure, a win by the trustee may
precipitate revision of the property division among the former spouses, but that does not affect
avoidance.
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C


[11]  It is settled California law that a transfer accomplished through an MSA can be avoided as
a fraudulent transfer pursuant to UFTA. Mejia v. Reed, 31 Cal.4th 657, 3 Cal.Rptr.3d 390, 74 P.3d
166, 173–74 (2003) (“UFTA applies to property transfers under MSA's [sic]”).


In Mejia, the California Supreme Court harmonized UFTA with the provision of California Family
Code § 916 that insulates a spouse, and property received on dissolution, from involuntary liability
for the other spouse's debt. 14


14 The pertinent provision is:
(2) The separate property owned by a married person at the time of the division [of community and quasi-community property]
and the property received by the person in the division is not liable for a debt incurred by the person's spouse before or during
marriage, and the person is not personally liable for the debt, unless the debt was assigned for payment by the person in the division
of the property. Nothing in this paragraph affects the liability of property for the satisfaction of a lien on the property.


Cal. Fam.Code § 916(a)(2).


[12]  The state supreme court noted it is California legislative policy that, in allocating debts to
divorcing parties, account be taken of the rights of creditors “so there will be available sufficient
property to satisfy the debt by the person to whom the debt is assigned.” Mejia, 3 Cal.Rptr.3d 390,
74 P.3d at 171, quoting Lezine v. Sec. Pac. Fin. Servs., Inc., 14 Cal.4th 56, 58 Cal.Rptr.2d 76, 925
P.2d 1002, 1013 (1996).


[13]  [14]  Moreover, it is also California legislative policy that creditors be protected from
fraudulent transfers, including transfers between spouses. Accordingly, *234  transfers before and
after dissolution can be avoided as fraudulent transfers. Mejia, 3 Cal.Rptr.3d 390, 74 P.3d at 173.
When a court divides marital property in the absence of agreement by the parties, it must divide
the property equally, but an MSA need not be equal. Mejia, 3 Cal.Rptr.3d 390, 74 P.3d at 173.


[15]  From these considerations, the California Supreme Court concluded that divorcing couples
do not have “a one-time-only opportunity to defraud creditors by including the fraudulent transfer
in an MSA.” Mejia, 3 Cal.Rptr.3d 390, 74 P.3d at 173. Hence, it ruled that Family Code § 916
does not trump UFTA.


The state supreme court also noted that the majority of other UFTA jurisdictions that had
considered the question had construed UFTA to apply to marital property transfers. Mejia, 3
Cal.Rptr.3d 390, 74 P.3d at 170 (citing cases). It regarded these decisions as informing its analysis.
UFTA provides it “shall be applied and construed to effectuate its general purpose to make uniform
the law ... among states enacting it.” Mejia, 3 Cal.Rptr.3d 390, 74 P.3d at 171 (ellipsis in original),
quoting Cal. Civ.Code § 3439.11.
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Finally, the state supreme court noted that there are other California theories, as well as federal
theories, for setting aside MSAs on account of fraud. It specifically noted its expectation that a
bankruptcy trustee could “set aside the property division of a dissolution judgment on the ground
of fraud.” Mejia, 3 Cal.Rptr.3d 390, 74 P.3d at 174, citing Britt v. Damson, 334 F.2d 896, 902
(9th Cir.1964); and Webster v. Hope (In re Hope), 231 B.R. 403, 415 & n. 19 (Bankr.D.D.C.1999)
(cataloging cases).


[16]  In the end, the supreme court concluded that “while the law respects the finality of a property
settlement agreement ‘that is not tainted by fraud or compulsion or is not in violation of the
confidential relationship of the parties,’ we find no legislative policy to protect such agreements
from attack as instruments of fraud.” Mejia, 3 Cal.Rptr.3d 390, 74 P.3d at 174, quoting Adams v.
Adams, 29 Cal.2d 621, 177 P.2d 265, 267 (1947). In other words, while there is no requirement that
a California MSA divide property equally, an MSA cannot divide property in a manner fraudulent
to creditors.


Thus, the California Supreme Court held, as a matter of California law, that “UFTA applies to
property transfers under MSA's [sic].” Mejia, 3 Cal.Rptr.3d 390, 74 P.3d at 174. It follows that the
Beverly MSA is vulnerable to scrutiny under UFTA.


In entering the judgments against the trustee, the bankruptcy court discounted Mejia, saying it did
not “really decide anything” and, inexplicably conflating § 544(a) with § 544(b), ruled that the
trustee had no rights as a hypothetical lien creditor. The court did not grapple with the implications
of the holding that UFTA applies to MSAs under California law.


This was error. Mejia decided a great deal. The California Supreme Court established that, as a
matter of California law, an MSA may be attacked as a California fraudulent transfer under UFTA
and disapproved contrary California intermediate appellate authority. Mejia, 3 Cal.Rptr.3d 390, 74
P.3d at 174 n. 2, disapproving Gagan v. Gouyd, 73 Cal.App.4th 835, 86 Cal.Rptr.2d 733 (1999).
This definitive determination of California law cannot be brushed aside in federal litigation in
which California law provides the rule of decision.


The error was compounded by the court's focus on whether the trustee was a hypothetical lien
creditor for purposes of the conceptually distinct “strong arm” *235  power under § 544(a) that
is used to defeat imperfectly perfected liens. Hypothetical lien creditor status is irrelevant to the
nonbankruptcy avoiding powers that are incorporated by § 544(b). There is nothing hypothetical
about the Outland judgment creditors and their eligibility to serve as the basis for a § 544(b)
avoiding action.


In sum, the trustee had the ability to attack the transfer by way of MSA of Beverly's interest in
the nonexempt $1 million.
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D


The question becomes whether the transfer is avoidable under California's UFTA as an actually
fraudulent transfer.


1


Actually fraudulent transfers are avoidable under UFTA by present and future creditors. A transfer
is said to be “actually fraudulent” as to a creditor if the debtor made the transfer “with actual intent
to hinder, delay, or defraud any creditor of the debtor.” Cal. Civ.Code § 3439.04(a)(1). 15


15 Section 4 of UFTA, as enacted in California provides:
(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 as follows:
(1) With actual intent to hinder, delay, or defraud any creditor of the debtor.


Cal. Civ.Code § 3439.04(a)(1) (UFTA § 4(a)(1)).


[17]  The focus is on the intent of the transferor. While intent to defraud is the usual rubric, the
intended effect of the transfer need only be hindrance of a creditor or delay of a creditor. Any
of the three—intent to hinder, intent to delay, or intent to defraud—qualifies a transfer for UFTA
avoidance, even if adequate consideration is paid by someone other than a good faith transferee
for reasonably equivalent value. Cohen, 199 B.R. at 716–17 (California UFTA).


[18]  Whether there is actual intent to hinder, delay, or defraud under UFTA is a question of fact
to be determined by a preponderance of evidence. Bulmash v. Davis, 24 Cal.3d 691, 157 Cal.Rptr.
66, 597 P.2d 469, 473 (1979); Filip v. Bucurenciu, 129 Cal.App.4th 825, 28 Cal.Rptr.3d 884, 890
(2005); Annod Corp. v. Hamilton & Samuels, 100 Cal.App.4th 1286, 123 Cal.Rptr.2d 924, 929
(2002).


[19]  Since direct evidence of intent to hinder, delay or defraud is uncommon, the determination
typically is made inferentially from circumstances consistent with the requisite intent. Filip, 28
Cal.Rptr.3d at 890. Thus, UFTA lists eleven nonexclusive factors that historically (since the Statute
of 13 Elizabeth in 1572) have been regarded as circumstantial “badges of fraud” that are probative
of intent. Cal. Civ.Code § 3439.04(b). 16


16 The statutory list is:
(b) In determining actual intent under paragraph (1) of subdivision (a), consideration may be given, among other factors, to any
or all of the following:
(1) Whether the transfer or obligation was to an insider.
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(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.
(11) Whether the debtor transferred the essential assets of the business to a lienholder who transferred the assets to an insider of
the debtor.


Cal. Civ.Code § 3439.04(b). California did not codify the “badges of fraud” in UFTA § 4 until January 1, 2005. Filip, 28 Cal.Rptr.3d
at 890; S.B. 1408, 2003–04 Reg. Sess., Sen. Rules Comm. Bill Analysis (Cal. Apr. 15, 2004) (“This bill is sponsored by the Business
Law Section of the California State Bar.”).


*236  [20]  [21]  The UFTA list of “badges of fraud” provides neither a counting rule, nor a
mathematical formula. No minimum number of factors tips the scales toward actual intent. A trier
of fact is entitled to find actual intent based on the evidence in the case, even if no “badges of
fraud” are present. Conversely, specific evidence may negate an inference of fraud notwithstanding
the presence of a number of “badges of fraud.” Filip, 28 Cal.Rptr.3d at 890; Annod Corp., 123
Cal.Rptr.2d at 932–33.


2


[22]  The summary judgment evidence in this appeal contains an extraordinary amount of direct
evidence of the requisite intent, as well as circumstantial evidence of “badges of fraud.”


a


The direct evidence in the debtor's own words in letters to his spouse's counsel, Nancy Dunaetz,
is remarkably candid:


... I still have no malpractice insurance and am expecting service of the second complaint shortly.
The house now becomes a very large asset for potential creditors of my business. (Mar. 11,
2003).


* * *
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We have now lost any asset protection planning opportunity regarding which I recommended
repeatedly. If Stephanie is required to satisfy a portion of the judgment[,] you can explain to her
why you stalled until it was too late to do anything to protect her. (Jan. 2, 2004).


* * *


I want my half of the money distributed to me at the closing so I can relocate it. It makes no
sense to close the deal and have the money ‘held in escrow’ as you previously demanded where
it would make an easy target for the judgment creditor. (Jan. 14, 2004) (Emphasis in original).


* * *


I will trade all of my share of the house for a fair share of Stephanie's interest in the profit
sharing plan. Assuming there is $650,000 in equity in the house (all ‘after tax dollars') then I
would trade my $325,000 residence equity for $500,000 in retirement plan interests (all ‘pre-
tax’). She would then take the entire $650,000 from the house and I would take just about the
entire profit sharing plan. (Jan. 14, 2004).


* * *


Our total [Outland litigation] exposure is now between $500,000 and $600,000 by my estimate.
That is all of the equity in the [family] house. What are you doing while Rome burns? (Jan.
14, 2004).


*237  * * *


A big issue will be the practice which you value at $150,000. At the moment [,] I value it at
a negative $500,000 due to the Outland–Maupin liability which will be at least $250,000 and
possibly $500,000 and other issues. Stephanie must share in the obligation. She can not take the
assets generated by my business and not share in the exposure.... I am anxious to do this as soon
as possible because of the imminent trial. I need to do some planning. (Jan. 24, 2004).


* * *


If you want to hold the [house sale proceeds] in a joint account, I can not agree because that is
the same as giving the money away. If you run to court and get such an order you are setting
Stephanie up to lose the entire amount. (Jan. 28, 2004).
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* * *


I suggest we each take $100,000 now and make it disappear as fast as we can for the same
reason. Pay debts etc. now. I am fully expecting that bankruptcy will be my only option six
months from now. (Jan. 28, 2004).


* * *


The trial starts next week.... [W]e better get this done this week or your client and I both stand to
lose almost everything. The consensus is that we are looking at a judgment in the neighborhood
of one million dollars.... I actually will relax a little knowing that Stephanie will be paying for
half of the judgment if we do not settle now. (Mar. 17, 2004).


* * *


Stephanie is receiving nearly $1,000,000 ... in cash[,] and I am receiving only about $100,000 ...
in cash. I have no net income so far this year.... It is very likely, if not probable, that I will be
required to file bankruptcy within the next 30 to 60 days and perhaps close this office. If that
occurs, I will also be making applications to modify the support and perhaps even seek support
from the cash that Stephanie is receiving. (Apr. 9, 2004).


These statements are properly part of the summary judgment evidence because they were proffered
by the trustee as affidavit exhibits and, in the words of Rule 56(e), “would be admissible in
evidence.” Fed.R.Civ.P. 56(e), incorporated by Fed. R. Bankr.P. 7056. Specifically, Beverly's own
statements, when offered against him, are admissions that are not hearsay. Fed.R.Evid. 801(d)
(2). It was established that during depositions Beverly authenticated the letters containing these
statements.


The evidence demonstrates that the Outland litigation was the main reason Beverly structured the
MSA so as to transfer his entire interest in the $1 million nonexempt fund. If there had been a
simple equal division of community assets (as presumed by California law when a court makes
the division), he would have had about $500,000 of nonexempt funds ($50,000 eligible to be
rolled over into a new homestead) that he knew would be vulnerable to collection of the $424,000
Outland judgment.


b


The circumstantial evidence consists of a number of the statutory “badges of fraud.”
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First, the transfer to Mrs. Beverly was a transfer to an insider. Cal. Civ.Code § 3439.04(b)(1).


*238  Second, the transfer was made after Beverly had been sued in the Outland litigation. Cal.
Civ.Code § 3439.04(b)(4).


Third, the transfer was of substantially all of Beverly's assets. Cal. Civ.Code § 3439.04(b)(5). His
retention of his interest in the exempt retirement plan does not count because exempt property is
not an UFTA “asset.”


UFTA's definition of “asset” excludes exempt property. Cal. Civ.Code § 3439.01(a). 17  Thus,
although Beverly retained his interest in the exempt retirement plan (and received his spouse's
interest), that value counts as zero in calculating whether the transfer was of substantially all of
Beverly's assets for purposes of UFTA badge-of-fraud analysis.


17 “Asset” is defined in UFTA as:
(a) “Asset” means property of a debtor, but the term does not include, the following:
(1) Property to the extent it is encumbered by a valid lien.
(2) Property to the extent it is generally exempt under nonbankruptcy law.


Cal. Civ.Code § 3439.01(a).


Fourth, the MSA transfer rendered Beverly insolvent. Cal. Civ.Code § 3439.04(b)(9).


As to insolvency, the exclusion of exempt property from UFTA's definition of “asset” is crucial.
UFTA defines insolvency as the sum of debts being greater than all the assets. Cal. Civ.Code §
3439.02(a). 18  Before the MSA transfer, Beverly's UFTA assets included $500,000 in nonexempt
bank deposits, and his debts included the $424,450 judgment. After the MSA transfer, his only
UFTA assets were of nominal value, but his debts remained the same. Thus, if Beverly was not
already insolvent, the MSA transfer made him insolvent for UFTA purposes.


18 Insolvency is defined in UFTA as:
(a) A debtor is insolvent if, at fair valuations, the sum of the debtor's debts is greater than all of the debtor's assets.
...
(d) Assets under this section do not include property that has been transferred, concealed, or removed with intent to hinder, delay,
or defraud creditors or that has been transferred in a manner making the transfer voidable under this chapter.
(e) Debts under this section do not include an obligation to the extent it is secured by a valid lien on property of the debtor not
included as an asset.


Cal. Civ.Code § 3439.02.
The Bankruptcy Code reaches the same result by defining “insolvent” to exclude exempt property from the asset side of the balance
sheet. 11 U.S.C. § 101(32)(A)(ii).


Fifth, the transfer occurred shortly after a substantial debt was incurred. Cal. Civ.Code § 3439.04(b)
(10). The MSA transfer was agreed upon in the midst of trial that led to a $424,450 judgment and
was incorporated in the marital dissolution decree shortly after the money judgment was entered.
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3


The cumulative effect of the trustee's direct and circumstantial summary judgment evidence that
is probative of intent to hinder, delay, or defraud creditors is powerful.


Beverly's summary judgment evidence in opposition makes two basic points in the nature of
confession and avoidance. First, he subjectively believed that his “planning” transfers could not
be avoided. In support, he asserts that a bankruptcy lawyer with offices in the same building told
him that the transfers were permissible and that a commentary in a legal newspaper regarding an
appellate decision also supported his view. Second, he contends that the MSA negotiations were
not collusive because the divorce was hostile and was resolved through mediation.


*239  Beverly's summary judgment evidence is not of a quality to raise a genuine issue of material
fact in the face of the trustee's powerful evidence. His (imperfect) understanding of bankruptcy law
is beside the point. The crucial question was whether the MSA transfer could be avoided as a matter
of California law. The Bankruptcy Code does not generally preempt state-law avoiding powers.
Regardless of bankruptcy, Beverly always faced the need to run the UFTA gauntlet. Even cursory
research would have turned up the California Supreme Court's Mejia decision, which squarely
exposes MSA transfers to UFTA avoidance. As to the MSA negotiations, both spouses had an
incentive to thwart collection of the Outland judgment. Nor is there any evidence regarding the
extent to which the mediator was apprised of the UFTA issues that would be triggered by the MSA.


On balance, there is no genuine issue of material fact as to any of the essential elements of
avoidance under UFTA.


4


As a defense to avoidance, Mrs. Beverly contends that she was a good faith transferee for
reasonably equivalent value.


Unlike Bankruptcy Code § 548, UFTA protects good faith transferees from avoidance of fraudulent
transfers based on actual intent to hinder, delay, or defraud creditors so long as the good faith
transferee also gave reasonably equivalent value. Cal. Civ.Code § 3439.08(a); Filip, 28 Cal.Rptr.3d
at 887–92. And, good faith transferees of all other UFTA fraudulent transfers have a lien to the
extent of value given to the debtor. Cal. Civ.Code § 3439.08(d).
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In contrast, § 548 does not provide a good faith transferee defense to avoidance for any category
of fraudulent transfer, but does grant a good faith transferee for value whose transfer is avoided a
lien to the extent of value given. 11 U.S.C. § 548(c).


[23]  As it is a matter of defense and not an essential element of avoidance, the proponent of good
faith transferee status has the burden of proof. Cohen, 199 B.R. at 718–19.


[24]  The summary judgment evidence belies Mrs. Beverly's contention that she is a good faith
transferee. All of the correspondence that contains direct evidence of Beverly's actually fraudulent
intent was directed to Mrs. Beverly's counsel, who was her agent for those purposes. Moreover,
copies of many of the letters were also directed to Mrs. Beverly.


That Beverly's message registered with Mrs. Beverly and her counsel is apparent from a letter
from Mrs. Beverly's counsel:


[S]ubmit the Counter Offer [on the house sale] on time, or you are going to risk
losing the sale entirely, which could result in a huge charge against you if the
equity in the house is thereafter loss [sic] to the anticipated Judgment against
you. (Jan. 15, 2004).


The statement in this letter, which is presented by the trustee's summary judgment affidavits,
likewise meets the Rule 56(e) “would be admissible” standard. It is a statement offered against a
party made by a person (her lawyer) authorized to make a statement concerning the subject and
also constitutes a statement by the party's agent (her lawyer) concerning a matter within the scope
of the agency made during the existence of the relationship. Fed.R.Evid. 801(d)(2)(C) & (D).


In short, the proponent of good faith transferee status has not produced enough to demonstrate the
existence of a genuine issue of material fact that would support such a finding.


*240  It follows that the MSA transfer was an actually fraudulent transfer under UFTA not subject
to the good-faith-transferee-for-reasonably-equivalent-value defense and may be avoided.


E


The Ninth Circuit decision in Gill v. Stern (In re Stern), 345 F.3d 1036 (9th Cir.2003) (“Stern ”),
which affirmed a summary judgment that a pension plan was exempt and was not funded by an
UFTA fraudulent transfer, does not compel a different result.
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Although there was an MSA in the background of Stern in which the debtor's interest in nonexempt
property was transferred to the former spouse, that transfer was not challenged. Rather, Stern was
an attempt by the trustee to obtain control over an exempt retirement plan.


The Ninth Circuit faced only two questions in Stern that pertain to the Beverly appeal: first, whether
the pension plan was exempt under California law; and, second, whether the transfer of IRA funds
into the pension plan was avoidable as an actual intent UFTA fraudulent transfer. Stern, 345 F.3d
at 1040.


[25]  Although Stern is obscure on the point, the transfer that survived the UFTA challenge was
a transfer from one form of exempt asset to another form of exempt asset. Transfers from one
form of exemption to another are commonly protected, even if proceeds pass through a nonexempt
account. Cf. Love v. Menick, 341 F.2d 680, 681–82 (9th Cir.1965) (from life insurance to savings
and loan account).


The conclusion that the pension plan in Stern was fully exempt necessarily means that it passed
muster under the California statutory requirement that it be “designed and used for retirement
purposes.” Cal.Civ.Proc.Code § 704.115(a)(2); Bloom v. Robinson (In re Bloom), 839 F.2d 1376,
1378 (9th Cir.1988); Daniel v. Sec. Pac. Nat'l Bank (In re Daniel), 771 F.2d 1352, 1358 (9th
Cir.1985).


The IRA whence the transfer was made was also exempt, in whole or in part. The funds in the
IRA had been rolled over from a tax-qualified defined benefit pension plan. Stern, 345 F.3d at
1039. In California, an IRA is exempt as a “private retirement plan,” to the extent necessary to
provide for support upon retirement, if it is designed and used principally for retirement purposes.
Cal.Civ.Proc.Code §§ 704.115(a)(3) & (e); 19  Dudley v. Anderson (In re Dudley), 249 F.3d 1170,
1176 (9th Cir.2001). Thus, while we do not know whether all of the IRA was exempt, *241  Stern
is not a simple instance of eve-of-bankruptcy exemption planning.


19 The version of § 704.115(a)(3) in effect in 1992 was:
(a) As used in this section, “private retirement plan” means:
...
(3) Self-employed retirement plans and individual retirement annuities or accounts provided for in the Internal Revenue Code of
1954 as amended, to the extent the amounts held in the plans, annuities, or accounts do not exceed the maximum amounts exempt
from federal income taxation under that code.


Cal.Civ.Proc.Code § 704.115(a)(3) (West Supp.1992). A 1999 amendment substituted “1986” for “1954” and added the clause:
“including individual retirement accounts qualified under Section 408 or 408A of that code.” Id. (West Supp.2000).


Subsection (e) provides, in relevant part:
(e) ... [T]he amounts described in [§ 704.115(a)(3) ] are exempt only to the extent necessary to provide for the support of the
judgment debtor when the judgment debtor retires and for the support of the spouse and dependents of the judgment debtor, taking
into account all resources that are likely to be available for the support of the judgment debtor when the judgment debtor retires.


Cal.Civ.Proc.Code § 704.115(e) (West 1987 & Supp.2000).



http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2003680259&pubNum=0000506&originatingDoc=Ie070173a412511dcab5dc95700b89bde&refType=RP&fi=co_pp_sp_506_1040&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_506_1040

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2003680259&pubNum=0000506&originatingDoc=Ie070173a412511dcab5dc95700b89bde&refType=RP&fi=co_pp_sp_506_1040&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_506_1040

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1965103144&pubNum=0000350&originatingDoc=Ie070173a412511dcab5dc95700b89bde&refType=RP&fi=co_pp_sp_350_681&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_350_681

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000201&cite=CACPS704.115&originatingDoc=Ie070173a412511dcab5dc95700b89bde&refType=SP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_d86d0000be040

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1988026385&pubNum=0000350&originatingDoc=Ie070173a412511dcab5dc95700b89bde&refType=RP&fi=co_pp_sp_350_1378&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_350_1378

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1988026385&pubNum=0000350&originatingDoc=Ie070173a412511dcab5dc95700b89bde&refType=RP&fi=co_pp_sp_350_1378&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_350_1378

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1985146644&pubNum=0000350&originatingDoc=Ie070173a412511dcab5dc95700b89bde&refType=RP&fi=co_pp_sp_350_1358&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_350_1358

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1985146644&pubNum=0000350&originatingDoc=Ie070173a412511dcab5dc95700b89bde&refType=RP&fi=co_pp_sp_350_1358&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_350_1358

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2003680259&pubNum=506&originatingDoc=Ie070173a412511dcab5dc95700b89bde&refType=RP&fi=co_pp_sp_506_1039&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_506_1039

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2003680259&pubNum=506&originatingDoc=Ie070173a412511dcab5dc95700b89bde&refType=RP&fi=co_pp_sp_506_1039&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_506_1039

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000201&cite=CACPS704.115&originatingDoc=Ie070173a412511dcab5dc95700b89bde&refType=SP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_28cc0000ccca6

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000201&cite=CACPS704.115&originatingDoc=Ie070173a412511dcab5dc95700b89bde&refType=SP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_7fdd00001ca15

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2001425992&pubNum=0000506&originatingDoc=Ie070173a412511dcab5dc95700b89bde&refType=RP&fi=co_pp_sp_506_1176&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_506_1176

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2001425992&pubNum=0000506&originatingDoc=Ie070173a412511dcab5dc95700b89bde&refType=RP&fi=co_pp_sp_506_1176&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_506_1176

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000201&cite=CACPS704.115&originatingDoc=Ie070173a412511dcab5dc95700b89bde&refType=SP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_28cc0000ccca6

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000201&cite=CACPS704.115&originatingDoc=Ie070173a412511dcab5dc95700b89bde&refType=SP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_28cc0000ccca6

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000201&cite=CACPS704.115&originatingDoc=Ie070173a412511dcab5dc95700b89bde&refType=SP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_28cc0000ccca6

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000201&cite=CACPS704.115&originatingDoc=Ie070173a412511dcab5dc95700b89bde&refType=SP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_7fdd00001ca15





In re Beverly, 374 B.R. 221 (2007)
07 Cal. Daily Op. Serv. 9103, 2007 Daily Journal D.A.R. 11,917


 © 2020 Thomson Reuters. No claim to original U.S. Government Works. 30


As to UFTA, the Stern ruling was that, in the absence of any direct evidence regarding intent,
the circumstantial evidence of repositioning assets from a (fully or partially) exempt IRA to an
exempt pension plan before filing a short-lived chapter 11 that apparently was prompted by the
earlier arbitration award was “unspectacular” and inadequate, standing alone, to support a finding
of actual intent to hinder, delay, or defraud creditors. Stern, 345 F.3d at 1045.


As Stern was fact-intensive, the relevant chronology is important to understanding it:


1989 Stern terminates qualified, defined benefit pension plan and transfers assets to IRA;


4/92 Stern creates corporate pension plan;


9/92 $4.6 million arbitration award against Stern;


10/92 Stipulated divorce and MSA—former spouse retains nonexempt $2 million, while Stern
assumes arbitration liability, retains corporation, and retains $1.4 million IRA;


10/92 Stern transfers IRA assets to 4/92 pension plan;


11/92 Stern files chapter 11 case;


12/92 Stern obtains dismissal of chapter 11 case because he does not agree to appointment of
chapter 11 trustee to operate his business;


7/93 State-court UFTA action to avoid $1.4 million transfer from IRA to profit sharing pension
plan;


8/95 Stern files chapter 7 case;


6/96 Trustee intervenes as plaintiff in UFTA action removed to bankruptcy court from state
court.


Against this background, Stern materially differs from the present case. It was not an MSA
fraudulent transfer decision—the MSA transfer was not challenged. Nor did the challenged transfer
involve an entirely nonexempt asset; rather, it was a transfer of an exempt IRA to an exempt
pension plan. Nor was there direct evidence probative of intent. The circumstantial evidence was
little more than the timing of the questioned transfer before filing a short-lived chapter 11 case.
Finally, Stern was atypical because the debtor waited thirty-three months to file a chapter 7. The
chapter 11 filing and its voluntary dismissal suggested there was intent to deal with the creditors.


Beverly reads too much into Stern's dicta. To be sure, the Stern panel was influenced by settled law
that mere conversion by a consumer of nonexempt into exempt property on the eve of bankruptcy
does not, without more, disentitle a debtor to an exemption. Wudrick v. Clements, 451 F.2d 988,
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989–90 (9th Cir.1971), cited with approval, Stern, 345 F.3d at 1043–44. Despite its references to
precedent, Stern's invocation of federal exemption doctrine from Wudrick was merely an analogy
used to help explain why, under California law, the circumstantial evidence was too weak to
establish a genuine issue of material fact suggesting that the IRA transfer was animated by actual
intent to hinder, delay, or defraud creditors.


Several factors counsel against construing Stern as exporting substantive federal bankruptcy
exemption planning doctrine from Wudrick to nonbankruptcy UFTA law. First, expanding Wudrick
exemption planning law to apply to fraudulent transfers of property of proportions greater than the
scope of traditional individual bankruptcy exemptions would place the Ninth Circuit in conflict
with four other circuits. Smiley v. First Nat'l Bank (In *242  re Smiley), 864 F.2d 562, 568 (7th
Cir.1989) (intent to hinder or delay); Norwest Bank Neb., N.A. v. Tveten, 848 F.2d 871, 874–76
(8th Cir.1988) (debtor “did not want a mere fresh start, he wanted a head start”); Ford v. Poston (In
re Ford), 773 F.2d 52, 55 (4th Cir.1985); First Tex. Sav. Ass'n v. Reed (In re Reed), 700 F.2d 986,
990–92 (5th Cir.1983). We doubt that the Ninth Circuit would have stepped out of the mainstream
without being deliberate about doing so.


Nor is there a hint that Stern purported to construe UFTA in a manner inconsistent with California
law. Wudrick states federal law regarding allowability of exemptions in bankruptcy. UFTA is
a matter of California statute. It would be extraordinary for federal decisional law regarding
exemptions to be binding on a different general question of California law, especially in the face
of the California Supreme Court decision that MSA transfers may be avoided as UFTA fraudulent
transfers.


It follows that Stern should be understood as an elementary summary judgment decision in which
the constellation of facts did not yield a genuine issue of material fact. The requirement of summary
judgment is that there be a genuine issue, not merely an issue, of material fact. There was no
genuine issue in Stern.


Beverly is at the opposite end of the spectrum. There is overwhelming direct evidence of his
intent to hinder, delay, or defraud creditors. Circumstantial evidence, other than evidence regarding
the timing of the transfer, corroborates the direct evidence. Hence, Stern does not undermine the
conclusion that Beverly actually intended to hinder, delay, or defraud creditors.


III


In the objection-to-discharge appeals (BAP Nos. 06–1273 and 06–1284), the appellants challenge
the ruling that Beverly did not transfer property with “intent to hinder, delay, or defraud” a creditor
or the trustee for purposes of § 727(a)(2).
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The bankruptcy court's line of analysis was that tolerance of basic bankruptcy exemption planning,
the protection afforded to MSAs under California law, and the relatively equal value in the Beverly
MSA all negate § 727(a)(2) intent to hinder, delay, or defraud creditors. None of these reasons,
however, suffice to overcome the overwhelming evidence of Beverly's intent vis-à-vis the Outland
litigation.


A


First, the statute. Under § 727(a)(2)(A), a discharge may be denied if it is demonstrated that:


(2) the debtor, with intent to hinder, delay, or defraud a creditor ... has transferred,
removed, destroyed, mutilated, or concealed ... (A) property of the debtor, within
one year before the date of the filing of the petition[.]


11 U.S.C. § 727(a)(2)(A).


Since the Beverly MSA transfer unambiguously occurred within one year before the filing of
the petition, the question is whether the transfer of Beverly's interest in $1 million of nonexempt
property was accompanied by “intent to hinder, delay, or defraud” the Outland creditors. 11 U.S.C.
§ 727(a)(2)(A).


The commonality between the fraudulent transfer avoiding power and denial-of-discharge
provisions is the requirement of “intent to hinder, delay, or defraud” creditors. 11 U.S.C. §§ 548(a)
(1)(A) & 727(a)(2); Cal. Civ.Code § 3439.04(a)(1).


[26]  As the requirement is stated in the disjunctive, it suffices to demonstrate any of the three
alternatives, intent either *243  to hinder or to delay or to defraud creditors. Adeeb, 787 F.2d
at 1343 (“debtor who knowingly acts to hinder or delay his creditors acts with the very intent
penalized by [§ 727(a)(2) ]”); Devers v. Bank of Sheridan (In re Devers), 759 F.2d 751, 753 (9th
Cir.1985); Searles v. Riley (In re Searles), 317 B.R. 368, 379 (9th Cir. BAP 2004), aff'd, 212
Fed.Appx. 589 (9th Cir.2006). In other words, proof of mere intent to hinder or to delay may lead
to denial of discharge. Id.


In view of the three alternatives, generic descriptive phrases such as “fraudulent transfer,”
“fraudulent intent,” and “actual fraudulent intent” are misleadingly imprecise generalizations to
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the extent that, in addition to fraud, they subsume adequate independent grounds of mere hindrance
and delay.


In theory, the “intent” requirement differs as between denial of discharge under § 727(a)(2) and
avoidable fraudulent transfers under § 548(a)(1) and UFTA. Mere intent to hinder, delay, or defraud
a creditor is all that is needed to deny discharge under § 727(a)(2)(A). In contrast, for a transfer to
be avoided under § 548(a)(1)(A) and UFTA, there must be proof of actual intent to hinder, delay,
or defraud.


In practice, however, there may be little difference between “intent to hinder, delay, or defraud”
and “actual intent to hinder, delay, or defraud.” In § 727(a)(2) cases, the Ninth Circuit has used
“intent” and “actual intent” interchangeably. Emmett Valley Assocs. v. Woodfield (In re Woodfield),
978 F.2d 516, 518 (9th Cir.1992); Adeeb, 787 F.2d at 1342.


[27]  Whether a debtor harbors intent to hinder, or delay, or defraud a creditor is a question of fact
reviewed for clear error. Woodfield, 978 F.2d at 518; Searles, 317 B.R. at 379; cf. Bammer, 131
F.3d at 791 (distinguishing among standards).


[28]  [29]  Intent may be inferred from surrounding circumstances. Woodfield, 978 F.2d at 518;
Adeeb, 787 F.2d at 1342–43. The surrounding circumstances include the various “badges of fraud”
that constitute circumstantial evidence of intent. Woodfield, 978 F.2d at 518. A course of conduct
may also be probative of the question of intent. Adeeb, 787 F.2d at 1343; Devers, 759 F.2d at 753–
54; Searles, 317 B.R. at 380.


[30]  The burden of proof on an objection to discharge under § 727(a)(2) is preponderance of
evidence. See Grogan v. Garner, 498 U.S. 279, 289, 111 S.Ct. 654, 112 L.Ed.2d 755 (1991);
Lansdowne v. Cox (In re Cox), 41 F.3d 1294, 1297 (9th Cir.1994); Searles, 317 B.R. at 376;  6
COLLIER ON BANKRUPTCY ¶ 522.08[4] (Henry J. Sommer & Alan N. Resnick eds. 15th ed.
rev. 2006) (“COLLIER 15th ed.”).


[31]  As applied to Beverly's MSA transfer of his interest in $1 million of nonexempt property
to his former spouse, the evidence of Beverly's intent to hinder, delay, or defraud the Outland
creditors is so overwhelming for the reasons we previously have described with respect to UFTA
that the contrary conclusion was clear error.


B
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[32]  The avoidance of a fraudulent transfer under § 548 or UFTA does not necessarily compel
the denial of discharge even though the issue of “intent to hinder, delay, or defraud” creditors may
have been resolved in fraudulent transfer litigation.


For example, a transfer avoidable as constructively fraudulent does not qualify for denial of
discharge. Compare 11 U.S.C. § 548(a)(1)(B), with Id. § 727(a)(2).


*244  Time periods may differ. Denial of discharge requires that the offending transfer normally 20


occur within one year before bankruptcy, while avoiding periods may be longer. Compare, e.g.,
Cal. Civ.Code § 3439.09(a) (4 years), with 11 U.S.C. § 548(a)(1) (2 years after 2005) and id. §
727(a)(2) (1 year).


20 There is a continuing concealment doctrine. Hughes v. Lawson (In re Lawson), 122 F.3d 1237, 1240–42 (9th Cir.1997), aff'g 193 B.R.
520 (9th Cir. BAP 1996); Rosen v. Bezner (In re Rosen), 996 F.2d 1527, 1531–32 (3d Cir.1993); Thibodeaux v. Olivier (In re Olivier),
819 F.2d 550, 554–55 (5th Cir.1987); Friedell v. Kauffman (In re Kauffman), 675 F.2d 127, 128 (7th Cir.1981) (Bankruptcy Act).


The most difficult problems arise when there is a conversion of nonexempt to exempt property.
Such a transfer, by definition, cannot be for reasonably equivalent value because both UFTA
and Bankruptcy Code exclude exempt property when assessing insolvency for fraudulent transfer
purposes. 11 U.S.C. § 101(32); Cal. Civ.Code § 3439.01(a)(2). Thus, the question boils down to
whether there is intent to hinder, or to delay, or to defraud creditors.


C


The exemption planning aspect of the situation does not compel a different result. Based on
the overall MSA transaction, the bankruptcy court reasoned that the toleration of bankruptcy
exemption planning means that discharge cannot be denied because there cannot be intent to hinder,
delay, or defraud creditors. This overstates the effect of exemption planning.


1


[33]  Under the Bankruptcy Act of 1898, exemptions could be rejected on equitable principles if
the act of placing the property into exempt status entailed fraud. E.g., Miguel v. Walsh, 447 F.2d
724, 726 (9th Cir.1971); Freedman Bros. Co. v. Parker (In re Gerber), 186 F. 693, 696–97 (9th
Cir.1911); 1A JAMES WM. MOORE, COLLIER ON BANKRUPTCY ¶ 6.11[3] (Lawrence P.
King, ed., 14th ed. 1978) (“COLLIER 14th ed.”) (collecting cases).


But the mere fact of the timing of the conversion on the eve of bankruptcy, without additional
evidence probative of fraud, was insufficient to support rejection of an exemption as having been
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obtained by fraud. E.g., Wudrick, 451 F.2d at 990; COLLIER 14th ed. at ¶ 6.11[3] (collecting
cases).


The perennial difficulty was that the boundary between a legitimate and a fraudulent exemption
was difficult to discern. As explained in the contemporary Collier treatise, “[T]he distinction is
often a close one and depends entirely on the facts.” COLLIER 14th ed. at ¶ 6.11[3].


Although the Bankruptcy Code of 1978 made extensive revisions to the procedure for claiming
exemptions, it did not contain a provision directly authorizing exemption planning. Rather, it
preserved the judge-made exemption planning doctrine forged under the Bankruptcy Act. The
House and Senate Committee Reports each state that “[a]s under current law, the debtor will
be permitted to convert nonexempt property to exempt property before filing a bankruptcy
petition” and that the practice “is not fraudulent as to creditors.”  H.R.REP. NO. 95–595 at 361
(1977), reprinted in 1978 U.S.C.C.A.N. 5963, 6317; S.REP. NO. 95–989 at 76, reprinted in 1978
U.S.C.C.A.N. 5787, 5862.


[34]  The survival of the exemption planning doctrine results from the rule of construction that
judge-made doctrines established under the Bankruptcy Act are presumed to have been carried
forward in the Bankruptcy Code except to the extent *245  Congress indicated a contrary intent.
Kelly v. Robinson, 479 U.S. 36, 47, 107 S.Ct. 353, 93 L.Ed.2d 216 (1986); Simantob v. Claims
Prosecutor, LLC (In re Lahijani), 325 B.R. 282, 291 (9th Cir. BAP 2005). Here, Congress indicated
explicit approval of the established doctrine.


2


The exemption planning doctrine that was carried forward into the Bankruptcy Code includes the
fraud exception, which exception can have an impact on multiple fronts.


The exemption might be defeated on a fraudulent transfer theory. E.g., Jensen v. Dietz (In re
Sholdan), 217 F.3d 1006, 1009–10 (8th Cir.2000).


Even if the exemption is not defeated, the existence of intent to hinder, delay, or defraud creditors
nevertheless may warrant denial of discharge under § 727(a)(2). Smiley, 864 F.2d at 568 (7th Cir.,
intent to hinder or delay); Tveten, 848 F.2d at 874–76 (8th Cir., debtor “did not want a mere fresh
start, he wanted a head start”); Ford, 773 F.2d at 55 (4th Cir.); Reed, 700 F.2d at 990–92 (5th Cir.);
cf. Coughlin v. Cataldo (In re Cataldo), 224 B.R. 426, 430 (9th Cir. BAP 1998) (dictum citing
Tveten and Smiley ).
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As noted in the Collier treatise, the “potential for the denial of the debtor's discharge is a powerful
incentive to tread carefully in this area.” 4 COLLIER 15th ed. at ¶ 522.08[4].


Treading carefully is necessary because, as noted, it is difficult to draw the line between legitimate
bankruptcy planning and intent to defraud creditors. Only two things are certain about the line.


[35]  First, as already explained, denial of discharge involving exemption planning requires that
there be evidence other than the mere timing of the transformation of property from nonexempt to
exempt status. See generally 6 COLLIER 15th ed. ¶ 727.02[3][g].


[36]  Second, there is a principle of “too much.” In classical terms, it is the Sword of Damocles. 21


In the agrarian terms used by the Fifth Circuit affirming the denial of a discharge, “when a pig
becomes a hog it is slaughtered.” Swift v. Bank of San Antonio (In re Swift), 3 F.3d 929, 931 (5th
Cir.1993) (§ 727 in context of exemption planning), quoting Dolese v. United States, 605 F.2d
1146, 1154 (10th Cir.1979) (tax case), and Albuquerque Nat'l Bank v. Zouhar (In re Zouhar), 10
B.R. 154, 157 (Bankr.D.N.M.1981) (§ 727–exemption planning case). Damoclean or agrarian, the
limiting concept is the same.


21 The legend related by Cicero is that Damocles, a courtier of Dionysius the Elder in the 4th Century BCE, opined how happy the ruler
must be. Dionysius made the point that such happiness was tempered by precarious fortune by seating Damocles at a banquet beneath
a sword that was suspended over Damocles' head by a single horse hair. CICERO, TUSCULANAE DISPUTATIONES, 5.61.


The reality is that cases finding discharge-disqualifying intent to hinder, delay, or defraud creditors
typically involve some combination of large claims of exemption and overtones of overreaching.
6 COLLIER 15th ed. ¶ 727.02[3][f].


Beverly fits the denial-of-discharge model notwithstanding his exemption planning. Before the
MSA transfer, he had nonexempt assets sufficient to pay substantially all of the $424,450 Outland
judgment. After the transfer, he had no assets with which to pay the judgment. Moreover, the
record is replete with evidence that Beverly was fixated on moving assets away from the reach of
the Outlands. In any event, *246  however, the appellants do not challenge the exemption; they
want to recover the nonexempt property that was transferred in exchange for it.


D


The court erred when it found that Beverly's exchange of nonexempt assets for exempt assets in
the process of the debtor's divorce was not fraudulent as a matter of law.
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The evidence provided by the trustee and the Outlands compels the conclusion that Beverly
actually intended to hinder or delay, if not defraud, the Outlands in their effort to collect upon the
judgment he expected to be rendered in the Outland litigation in state court.


Under § 727(a)(2)(A), Beverly's intent to hinder or delay a creditor constitutes the requisite “intent
penalized by the statute notwithstanding any other motivation he may have had for the transfer.”
Adeeb, 787 F.2d at 1343.


There is a remarkably large volume of evidence of Beverly's intent to hinder or delay that is
extrinsic from the fact that he transferred nonexempt property for exempt property in the MSA.
As a result, it is beyond cavil that Beverly's intent was to become judgment proof and not just to
protect his assets.


In short, we are left with the “definite and firm conviction” that the bankruptcy court made a
mistake with respect to its findings of fact. This was clear error.


CONCLUSION


There being overwhelming evidence of record that the debtor actually intended to hinder or
delay creditors when he transferred his interest in $1 million of nonexempt property through the
MSA, all elements of § 727(a)(2)(A) are satisfied and the debtor's discharge shall be denied. 22


Hence, the judgments entered in BAP Nos. CC–06–1273 and CC–06–1284 are REVERSED and
REMANDED with instructions to enter judgment denying the discharge of the debtor.


22 Because the debtor's discharge is being denied pursuant to § 727(a)(2)(A) and the transfer is being avoided under UFTA, we need
not address the remainder of the arguments.


The bankruptcy court also erred when it ruled that transfer of the debtor's interest in the nonexempt
$1 million was not avoidable as a fraudulent transfer under California's UFTA, as incorporated
by § 544(b). There being no genuine issue of material fact, and the plaintiffs being entitled to
judgment as a matter of law, judgments entered in BAP Nos. CC–06–1250 and CC–06–1449
are REVERSED and REMANDED with instructions to enter judgment in favor of the plaintiffs,
avoiding the transfer of the debtor's interest in $1 million of nonexempt property.


We emphasize that our determinations do not constitute an exercise of dominion over the retirement
plan and do not affect either its exempt status under California law or its ERISA-qualified status.
To the extent that the result may vitiate the MSA, that is a matter to be resolved by the former
spouses in state court.
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Synopsis
Background: Trustee of debtor-wife's bankruptcy estate brought adversary proceeding to set aside
transfer of assets to debtor's ex-husband pursuant to judgment entered in state court dissolution
proceeding. The United States Bankruptcy Court for the District of Oregon, Frank R. Alley, III, J.,
350 B.R. 513, granted summary judgment in favor of ex-husband. The United States District Court
for the District of Oregon, Michael R. Hogan, J., affirmed without opinion. Trustee appealed.


Holdings: The Court of Appeals, Graber, Circuit Judge, held that:


[1] collateral challenge to dissolution judgment must allege and prove extrinsic fraud, and


[2] dissolution judgment that follows from regularly conducted, contested divorce proceeding
conclusively establishes “reasonably equivalent value” in absence of fraud.


Affirmed.


O'Scannlain, Circuit Judge, filed opinion specially concurring in part and concurring in result.
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West Headnotes (7)


[1] Bankruptcy Intent of debtor
“Actual fraud” theory of relief alleges that debtor transferred assets within specified period
before filing for bankruptcy and that debtor did so with fraudulent intent.


6 Cases that cite this headnote


[2] Bankruptcy Consideration
“Constructive fraud” claim proceeds on theory that, although debtor may not have had
fraudulent intent, court nevertheless should void transfer, usually because debtor received
inadequate consideration.


6 Cases that cite this headnote


[3] Judgment Fraud in preventing defense or procuring judgment
Under Oregon law, “extrinsic fraud” required for collateral attack on judgment consists of
collateral acts not involved in fact-finder's consideration of merits of case.


1 Cases that cite this headnote


[4] Divorce Collateral attack
Under Oregon law, party who collaterally challenges dissolution judgment must allege
and prove extrinsic fraud.


4 Cases that cite this headnote


[5] Federal Courts Inferior courts
In absence of pronouncement by highest court of state, federal court must follow decision
of intermediate appellate courts of state unless there is convincing evidence that highest
court of state would decide differently.


4 Cases that cite this headnote


[6] Bankruptcy “Reasonably equivalent value” in general
Judgment Bankruptcy
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Dissolution judgment that follows from regularly conducted, contested divorce proceeding
conclusively establishes “reasonably equivalent value” under Bankruptcy Code, in
absence of fraud, collusion, or violation of state law. 11 U.S.C.A. § 548(a)(1)(B).


12 Cases that cite this headnote


[7] Judgment Construction and operation
Under Oregon law, default judgment has same solemn character as judgment entered after
trial.


1 Cases that cite this headnote


Attorneys and Law Firms


*1107  Peter C. McKittrick and Christopher L. Parnell, Farleigh Witt, Portland, OR, for plaintiff-
appellant.


David B. Mills, Hammons & Mills, Eugene, OR, for defendant-appellee.


Appeal from the United States District Court for the District of Oregon; *1108  Michael R. Hogan,
District Judge, Presiding. D.C. No. CV–07–06062–HO.


Before: DIARMUID F. O'SCANNLAIN, SUSAN P. GRABER, and JAY S. BYBEE, Circuit
Judges.


Opinion


Opinion by Judge GRABER; Partial Concurrence and Partial Dissent by Judge O'SCANNLAIN.


GRABER, Circuit Judge:


We must decide under what circumstances a federal bankruptcy court may avoid a transfer made
pursuant to a state-court judgment dissolving the marriage of the debtor. We hold that, under
Oregon law, a party who challenges a dissolution judgment must allege and prove “extrinsic
fraud.” Following the lead of the Fifth Circuit in Ingalls v. Erlewine (In re Erlewine), 349 F.3d 205
(5th Cir.2003), we also hold that a dissolution judgment that follows from a regularly conducted,
contested divorce proceeding conclusively establishes “reasonably equivalent value” under 11
U.S.C. § 548(a)(1)(B) in the absence of fraud, collusion, or violation of state law.
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FACTUAL AND PROCEDURAL HISTORY


Debtor Jennifer Jan Bledsoe and Defendant Ryan Curtis Bledsoe married in 1994. Defendant filed
for divorce in Oregon state court in 2002. Debtor filed an appearance, and the parties did not enter
into a settlement.


In 2003, the Oregon court struck Debtor's appearance and entered a default judgment. The court
found that Debtor had “failed to comply with the discovery and production requirements” of
Oregon law; that she had “ignored the discovery process and that her disobedience [was] willful
and in bad faith”; that she had “failed to comply with[one of] the Court's order[s]”; and that she
had “indicated no willingness, despite repeated opportunity and while represented by a variety of
counsel[,] to produce the documentation necessary for a meaningful trial.” According to Trustee
Michael B. Batlan, who is seeking to avoid the transfers made pursuant to the dissolution judgment,
the state-court judgment granted Defendant items valued at $93,737, while Debtor received items
valued at only $788. 1


1 The dollar figures are those alleged by the Trustee. Defendant disputes the allegedly inequitable distribution; he asserts that Debtor
depleted the marital assets during the dissolution proceedings and hid assets from him and from the state court. Those factual disputes
are not material to the legal issues in this case. For purposes of this appeal, we assume without deciding that Trustee's factual assertions
are correct.


Debtor filed for bankruptcy in 2004. Thereafter, Trustee brought an adversary action against
Defendant, asserting claims under 11 U.S.C. §§ 544(b)(1) and 548(a)(1)(B). The bankruptcy court
granted summary judgment to Defendant on all claims, concluding:


Because [Trustee] does not allege any facts which may constitute “extrinsic
fraud” under Oregon law, his claims under the Uniform Fraudulent Transfer Act
constitute an impermissible collateral attack against the dissolution judgment
entered by the state court and the state law claims [which underlie the §
544 claims] must therefore be dismissed. Because there are no allegations
of collusion, actual intent to defraud, or that the dissolution judgment was
not obtained pursuant to a regularly conducted proceeding under state law,
the transfers made pursuant to the dissolution judgment conclusively establish
reasonably equivalent value for purposes of Bankruptcy Code § 548(a)(1)(B).


The district court summarily affirmed, and Trustee timely appealed.
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*1109  STANDARDS OF REVIEW


We review de novo the district court's decision on appeal from a decision of the bankruptcy court.
Johnson v. Neilson (In re Slatkin), 525 F.3d 805, 810 (9th Cir.2008). We review de novo the
bankruptcy court's conclusions of law and review for clear error its findings of fact. McDonald v.
Checks–N–Advance, Inc. (In re Ferrell), 539 F.3d 1186, 1189 (9th Cir.2008) (per curiam).


DISCUSSION


[1]  [2]  Federal bankruptcy law, like state fraudulent transfer laws, generally allows a creditor to
ask the court to void certain transfers if the creditor can establish either actual fraud or constructive
fraud. An actual fraud theory alleges that the debtor transferred assets within a specified period
before filing for bankruptcy and that the debtor did so with a fraudulent intent. Constructive
fraud proceeds on the theory that, although the debtor may not have had a fraudulent intent,
the court nevertheless should void the transfer, usually because the debtor received inadequate
consideration.


In this case, Trustee makes only a constructive fraud claim. That is, he does not argue that the
dissolution judgment was obtained in order to thwart Debtor's creditors. He argues instead that the
transfers pursuant to the dissolution judgment must be voided because Defendant received much
more than Debtor.


Under 11 U.S.C. § 544(b)(1), a trustee “may avoid any transfer of an interest of the debtor in
property ... that is voidable under applicable law.” Here, Trustee argues that the transfers made
under the dissolution judgment are voidable as fraudulent transfers under Oregon law, specifically
its version of the Uniform Fraudulent Transfer Act (“UFTA”), Or.Rev.Stat. §§ 95.200–.310. See
Kupetz v. Wolf, 845 F.2d 842, 845 (9th Cir.1988) (“Section 544(b) of the Bankruptcy Code permits
the Trustee to stand in the shoes of a creditor to assert any state law claims that a creditor may
have.”). Trustee also argues that the transfers made under the dissolution judgment are voidable
directly under federal law, 11 U.S.C. § 548(a)(1)(B). Specifically, he asserts that, under § 548(a)
(1)(B), Debtor “receive[d] less than a reasonably equivalent value” from the dissolution judgment.
We will examine each claim in turn.


A. Section 544 Claim
[3]  In Johnson v. Johnson, 302 Or. 382, 730 P.2d 1221, 1222 (1986), the Oregon Supreme Court
held that a party may attack a judgment collaterally only by alleging and proving “extrinsic fraud.”
See also id. (“Since Friese v. Hummel, 26 Or. 145, 37 P. 458 ( [Or.] 1894) [ (per curiam) ],
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this court has recognized a distinction between extrinsic and intrinsic fraud in granting relief
from a judgment.”). “Extrinsic fraud consists of collateral acts not involved in the fact finder's
consideration of the merits of the case.” Id. Trustee concedes that he does not allege extrinsic fraud,
and we are bound, of course, by Johnson. See Ariz. Elec. Power Coop., Inc. v. Berkeley, 59 F.3d
988, 991 (9th Cir.1995) (“When interpreting state law, federal courts are bound by decisions of
the state's highest court.”). So, if the extrinsic fraud requirement in Johnson applies to collateral
attacks in the form of fraudulent transfer claims under the UFTA, the bankruptcy court did not err
in dismissing Trustee's claim under § 544.


[4]  We begin by observing that nothing in Johnson suggests that its rule is not one of general
applicability; that is, nothing suggests that the rule would not apply to all collateral attacks on
judgments. Additionally, Trustee has failed to explain persuasively why UFTA fraudulent transfer
*1110  claims would be subject to a different rule. But we need not rest there, because we have
guidance from the Oregon Court of Appeals.


[5]  In Greeninger v. Cromwell, 140 Or.App. 241, 915 P.2d 479, 481–82 (1996), the court
considered a UFTA fraudulent transfer claim—identical to the one brought by Trustee here—and
held that the extrinsic fraud requirement from Johnson applies. “In the absence of a pronouncement
by the highest court of a state, we must follow the decision of the intermediate appellate courts
of the state unless there is convincing evidence that the highest court of the state would decide
differently.” Munson v. Del Taco, Inc., 522 F.3d 997, 1002 (9th Cir.2008) (order) (alterations
and internal quotation marks omitted). Trustee argues that Greeninger was wrongly decided, but
there is little evidence—and certainly not “convincing evidence”—that the Oregon Supreme Court
would repudiate Greeninger.


According to Trustee, the Greeninger court failed to appreciate the difference between UFTA
fraudulent transfer claims and other collateral attacks. Trustee's argument begins with the
unobjectionable observation that, generally speaking, a party may seek avoidance of transfers
under either an actual fraud theory or a constructive fraud theory. According to Trustee, the
Greeninger rule eviscerates the second half of that proposition, because it disallows all claims
under a constructive fraud theory.


Trustee reads the Greeninger rule too broadly. A party may not proceed under a constructive fraud
theory when challenging a state-court judgment collaterally, but constructive fraud is still a viable
theory for challenging all other types of transfers. See, e.g., Or.Rev.Stat. § 95.230(1)(b). Most
constructive fraud cases do not involve transfers that have received a judicial imprimatur, and
even fewer involve transfers effected through marriage dissolution judgments. With respect to the
class of cases like this one, involving transfers under a regularly obtained dissolution judgment
following a contested proceeding, we think that the Oregon Supreme Court would hold, as did
Greeninger, that allegations of extrinsic fraud are required. 2
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2 Trustee also relies on several cases that he urges support his position. None of the cases applies Oregon law, and each is otherwise
inapposite or of no help to Trustee.
For example, Britt v. Damson, 334 F.2d 896 (9th Cir.1964), contradicts Trustee's position. There, we rejected claims premised on
Washington law and brought under the predecessor statute to § 544, because “[w]e [we]re not aware of any Washington decision in
which it was held that creditors of a marital community which has been terminated by divorce may set aside a property award on
the basis that it was a fraudulent transfer.” Id. at 901.
Other cases involved a marital settlement agreement, rather than a dissolution judgment entered at the conclusion of a regularly
conducted state-court proceeding. See Beverly v. Wolkowitz (In re Beverly), 374 B.R. 221 (B.A.P. 9th Cir.2007) (applying California
law to a marital settlement agreement), adopted, 551 F.3d 1092 (9th Cir.2008) (order); Mejia v. Reed, 31 Cal.4th 657, 3 Cal.Rptr.3d
390, 74 P.3d 166, 174 (2003) (same); Corzin v. Fordu (In re Fordu), 201 F.3d 693, 707–09 (6th Cir.1999) (applying Ohio law to a
marital separation agreement); Roosevelt v. Ray (In re Roosevelt), 176 B.R. 200 (9th BAP Cir.1994) (applying California law to a
marital settlement agreement). Because transfers under a settlement agreement may raise different issues in this context, we need
not and do not decide whether Greeninger would apply to a marital settlement agreement. See In re Lynch–Kirby, 220 Or.App. 188,
185 P.3d 494, 496 (2008) (applying the rule that a marital settlement agreement is treated as a contract, whose terms are governed
by the parties' intent, not the court's).


In conclusion, in Johnson the Oregon Supreme Court announced a rule of general applicability that
a party must allege *1111  extrinsic fraud to bring a successful collateral challenge to a regularly
obtained court judgment. In Greeninger, the Oregon Court of Appeals applied that general rule to
the specific type of claim here: a fraudulent transfer claim under the UFTA. There is no convincing
evidence that the Oregon Supreme Court would repudiate Greeninger. We therefore hold that the
district court properly granted summary judgment to Defendant on the § 544 claim.


B. Section 548 Claim
As we have explained, a trustee may avoid certain transfers if the debtor “received less than a
reasonably equivalent value in exchange for such transfer.” 11 U.S.C. § 548(a)(1)(B)(I). Defendant
argues, and the bankruptcy court agreed, that a dissolution judgment following a regularly
conducted state-court proceeding conclusively establishes “reasonably equivalent value.” For the
following reasons, we also agree.


In BFP v. Resolution Trust Corp., 511 U.S. 531, 533, 114 S.Ct. 1757, 128 L.Ed.2d 556 (1994),
the Supreme Court addressed “whether the consideration received from a noncollusive, real
estate mortgage foreclosure sale conducted in conformance with applicable state law conclusively
satisfies the Bankruptcy Code's requirement ... [of] exchange for ‘a reasonably equivalent value.’ ”
The Court answered that question in the affirmative, but expressly limited its holding to “mortgage
foreclosures of real estate.” Id. at 537 n. 3, 114 S.Ct. 1757.


The Court first rejected, primarily for textual reasons, the conclusion of some appellate courts that
the term “reasonably equivalent value” meant “fair market value.” Id. at 536–40, 114 S.Ct. 1757.
The Court next sought to create its own definition of a reasonable price, but rejected that approach,
too: “To specify a federal ‘reasonable’ foreclosure-sale price is to extend federal bankruptcy law
well beyond the traditional field of fraudulent transfers, into realms of policy where it has not
ventured before.” Id. at 540, 114 S.Ct. 1757. The Court then reasoned that “[i]t is beyond question
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that an essential state interest is at issue here”; that “[t]o displace traditional state regulation in
such a manner, the federal statutory purpose must be ‘clear and manifest’ ”; and that, because
no such clear purpose appears evident in the Bankruptcy Code, the term “reasonably equivalent
value” means “the price in fact received at the foreclosure sale, so long as all the requirements of
the State's foreclosure law have been complied with.” Id. at 544–45, 114 S.Ct. 1757. The Court
concluded:


This conclusion does not render § 548(a)(2) 3  superfluous, since the “reasonably equivalent
value” criterion will continue to have independent meaning (ordinarily a meaning similar to fair
market value) outside the foreclosure context. Indeed, § 548(a)(2) will even continue to be an
exclusive means of invalidating some foreclosure sales. Although collusive foreclosure sales
are likely subject to attack under § 548(a)(1), which authorizes the trustee to avoid transfers
“made ... with actual intent to hinder, delay, or defraud” creditors, that provision may not reach
foreclosure sales that, while not intentionally fraudulent, nevertheless fail to comply with all
governing state laws. Any irregularity in the conduct of the sale that would permit judicial
invalidation of the sale under applicable state law deprives the sale price of its conclusive force
under § 548(a)(2)(A) ....


3 The statute's numbering has changed, but its substance remains materially the same.


Id. at 545–46, 114 S.Ct. 1757 (citation omitted).


*1112  Applying the principles of BFP, the Fifth Circuit held in Erlewine that, as a matter of law,
the debtor received “reasonably equivalent value” from a state-court dissolution judgment. “We
cannot agree with the Trustee that the Debtor necessarily received less than reasonably equivalent
value for her claims solely by virtue of the fact that the Debtor received less than half of the
community property.” Erlewine, 349 F.3d at 211–12. The Fifth Circuit summarized BFP and
concluded that the Court there responded to some of the same concerns as “are present in this
case, and they suggest that we should hesitate before we impute to Congress an intent to upset the
finality of judgments in an area as central to state law as divorce decrees.” Id. at 212. The court
limited its holding to cases in which the state divorce proceeding “was fully litigated, without any
suggestion of collusion, sandbagging, or indeed any irregularity.” Id. at 212–13.


[6]  We agree with the Fifth Circuit. At the outset, we share the policy concern that it voiced:
“The Trustee's argument, if adopted, would apparently subject every divorce decree to scrutiny
in the bankruptcy court, so long as the divorce court divided the community property unequally.”
Id. at 212.


Turning to BFP, we observe what animated the Court's decision: that foreclosure sales touch on
traditional state interests. Although the Court clearly limited its holding to mortgage foreclosure
sales, the same basic principle applies here. The state's traditional interest in the regulation of
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marriage and divorce is at least as powerful as its traditional interest in regulating sales of real
property. See, e.g., Attorney Gen. of N.Y. v. Soto–Lopez, 476 U.S. 898, 905 n. 5, 106 S.Ct.
2317, 90 L.Ed.2d 899 (1986) (recognizing “the State's strong, traditional interest in setting the
terms of and procedures for marriage and divorce”). Avoiding transfers made pursuant to a
state-court dissolution judgment would seriously impinge on that traditional state interest. “To
displace traditional state regulation in such a manner, the federal statutory purpose must be
‘clear and manifest.’ ” BFP, 511 U.S. at 544, 114 S.Ct. 1757 (citation omitted). We do not
discern any congressional intention to allow collateral attacks on, or to inject uncertainty into,
properly obtained state dissolution judgments. And, just as “reasonably equivalent value” was an
approximate term for purposes of foreclosure sales, so it is for purposes of transfers made under
a dissolution judgment. As the bankruptcy court cogently explained:


Oregon law requires an equitable distribution of the parties' assets in a marital
dissolution. [Or.Rev.Stat. § 107.15(1)(f).] Like property that is subject to
foreclosure, the economic value of the assets is questionable and difficult to
ascertain, so long as it is subject to the competing claims of the parties in the
divorce. The divorce resolves these matters, and furthers the state's interests
by dividing property in a manner that gives due consideration to the economic
interests of the parties and their dependants, given the circumstances of the case.
This process should be deemed to provide reasonably equivalent value to the
same extent that a foreclosure does.


In conclusion, we hold that a state court's dissolution judgment, following a regularly conducted
contested proceeding, conclusively establishes “reasonably equivalent value” for the purpose of
§ 548, in the absence of actual fraud.


[7]  Trustee argues in the alternative that, even under that rule, his § 548 claim must proceed
because the dissolution judgment at issue here was a default judgment. We disagree. A default
judgment has “the same solemn character as [a] judgment[ ] *1113  entered after trial.” Watson
v. State, 71 Or.App. 734, 694 P.2d 560, 562 (1985) (en banc). There being no “suggestion of
collusion, sandbagging, or indeed any irregularity” in the dissolution proceedings, Erlewine, 349
F.3d at 212–13, we hold that the rule applies here. Accordingly, we affirm the grant of summary
judgment to Defendant on the § 548 claim.


The special concurrence would hold that a marriage dissolution judgment does not effect a
“transfer,” as that term is defined by the Bankruptcy Code. Concurrence at 1117–20. But the
special concurrence fails to explain how we may reach that argument. Defendant did not raise
that argument before us, before the district court, or before the bankruptcy court. The argument
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is therefore waived. See Smith v. Marsh, 194 F.3d 1045, 1052 (9th Cir.1999) ( “[O]n appeal,
arguments not raised by a party in its opening brief are deemed waived.”); Thacker v. FCC (In
re Magnacom Wireless, LLC), 503 F.3d 984, 996 (9th Cir.2007) (“The trustee failed to raise this
argument before either the bankruptcy court or the district court. We, therefore, deem it waived.”),
cert. denied, 553 U.S. 1004, 128 S.Ct. 2076, 170 L.Ed.2d 793 (2008). In fact, Defendant expressly
declined to raise the argument before the district court, stating: “As for [P]laintiff's claim under
11 U.S.C. § 548, [D]efendant agrees that a transfer occurred with the entry of the dissolution
judgment.”


The parties' position is not surprising. Although we are hesitant to address an issue without the
benefit of any briefing from the parties, we do note our deep skepticism of the special concurrence's
position. “ ‘What constitutes a transfer and when it is complete’ is a matter of federal law.” Barnhill
v. Johnson, 503 U.S. 393, 397, 112 S.Ct. 1386, 118 L.Ed.2d 39 (1992) (quoting McKenzie v. Irving
Trust Co., 323 U.S. 365, 369–70, 65 S.Ct. 405, 89 L.Ed. 305 (1945)). The text of the Bankruptcy
Code states: “The term ‘transfer’ means [among other things] (D) each mode, direct or indirect,
absolute or conditional, voluntary or involuntary, of disposing of or parting with (i) property; or
(ii) an interest in property.” 11 U.S.C. § 101(54)(D). We are concerned that the special concurrence
“fails to take proper account of the Bankruptcy Code's definition of ‘transfer,’ which is extremely
broad.” Bernard v. Sheaffer (In re Bernard), 96 F.3d 1279, 1282 (9th Cir.1996); see also id. (“ ‘The
definition of transfer is as broad as possible.’ ” (quoting S.Rep. No. 989, 95th Cong., 2d Sess. 27
(1978), reprinted in 1978 U.S.C.C.A.N. 5787, 5813)).


Notwithstanding the “extremely broad” federal definition of transfer, id., we note that the terms
“ ‘property’ and ‘interest in property’ are creatures of state law,” Barnhill, 503 U.S. at 398,
112 S.Ct. 1386. We therefore must examine whether Oregon law defines the property rights of
spouses in a manner consistent with the special concurrence's position. It does not. “[A] transfer
of marital assets under a judgment of annulment or dissolution of marriage ... shall be considered
a partitioning of jointly owned property.” Or.Rev.Stat. § 107.105(1)(f) (emphasis added). It is
indisputable that the partitioning of jointly owned property effects a transfer of property interests
between the two parties.


AFFIRMED.


O'SCANNLAIN, Circuit Judge, specially concurring in part and concurring in the result:
I concur in the judgment of the Court and agree entirely with the majority's cogent analysis and
rejection of the bankruptcy trustee's claim under 11 U.S.C. § 544, which would avoid the effect
of the marriage dissolution judgment. Although *1114  I share the view that the trustee's parallel
claim under § 548 must also fail, the majority's analysis of that issue troubles me, particularly with
respect to BFP v. Resolution Trust Corp., 511 U.S. 531, 114 S.Ct. 1757, 128 L.Ed.2d 556 (1994).
I interpret BFP to hold that real estate mortgage foreclosure sales pursuant to state law establish
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reasonably equivalent value as a statutory matter; I believe, however, state dissolution judgments
cannot fulfill such function. Rather, the latter merely establish the ownership, not value, of property
as between two divorcing spouses. This perspective compels me to take a somewhat different
approach on the § 548 issue and therefore I cannot concur in Part B of the majority's opinion.


I


Michael Batlan is the trustee of the bankruptcy estate of Jennifer Jan Bledsoe, who filed for Chapter
7 protection. Before she filed, the now former Mrs. Bledsoe had divorced her husband, Ryan
Bledsoe, in a contested proceeding. The appropriate Oregon court adjudicated the divorce; over
time Jennifer stopped participating, and the court divided the marital assets between the two former
spouses in a default judgment. According to Batlan, Ryan received far more under the marriage
dissolution judgment than Jennifer did. As the trustee of Jennifer's Chapter 7 estate, Batlan has the
right to avoid, or set aside, certain transfers that she made during and shortly before bankruptcy.
See 11 U.S.C. §§ 544–49 (establishing and limiting the trustee's “avoidance powers”); see also 11
U.S.C. § 550 (establishing the liability of a transferee of an avoided transfer). Batlan seeks to avoid
the effect of the marriage dissolution judgment as a fraudulent conveyance under two provisions
of the Bankruptcy Code— §§ 544 and 548. Because I agree with the majority's discussion of the
§ 544 claim, I address only the § 548 claim.


II


A


Section 548 allows the trustee to avoid transfers, made on the eve of bankruptcy, because they are
said to defraud creditors. The law governing so-called fraudulent conveyances has a long pedigree
in the common law, and it has generally recognized two types of fraud. First, a transfer is fraudulent
if made “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.”
§ 548(a)(1)(A) (emphasis added). This is the classic fraudulent conveyance, as English law has
recognized it since the Statute of 13 Elizabeth I. See An Act Against Fraudulent Deeds, Gifts,
and Alienations, 1571, 13 Eliz. c. 5, s. 2 (nullifying as against third parties conveyances with the
“Purpose and Intent to delaye hynder or defraude Creditors”), cited in Donell v. Kowell, 533 F.3d
762, 774 (9th Cir.2008). To take an example, suppose a man owes $1000 to his creditor, but before
he files for bankruptcy, he secretly “sells” his mint-condition sports car to his brother for $500 in
order to defraud his creditor—the classic, actually fraudulent transfer.
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Second, transfers can be constructively fraudulent where courts infer fraudulent intent without
direct evidence of it. These transfers bear one of the so-called “badges of fraud” traditionally
associated with the classic fraudulent conveyance. See Twyne's Case, 76 Eng. Rep. 809, 810–11
n. B (1601) (listing examples of “badges” or “marks” of fraud); see also BFP, 511 U.S. at 540–
41, 114 S.Ct. 1757 (referring to the “badges of fraud”); Heath v. Helmick, 173 F.2d 157, 160
(9th Cir.1949) (“The badges of fraud with relation to creditors were early marked in the English
mercantile community.... Twyne's Case is a classic which delineates many devious devices.”).
*1115  The “badge” at issue in this case is, as the Bankruptcy Code phrases it, a transfer in which
the debtor “received less than a reasonably equivalent value in exchange for such transfer.” § 548(a)
(1)(B)(i). The law infers the fraudulent intent, in other words, simply because the debtor transfered
his mint condition sports car for $500 rather than $1000, even if there is no direct evidence of
fraudulent intent. We must start from the proposition, therefore, that an exchange for less than
reasonably equivalent value is constructively fraudulent.


B


Here we have a proceeding by the bankruptcy trustee in a Chapter 7 case to recover assets pursuant
to § 548 that a debtor's former spouse received in the dissolution of their marriage. The trustee,
Batlan, claims that there is a constructively fraudulent conveyance because the debtor spouse
received significantly less in the dissolution than the non-debtor spouse received. In other words,
he alleges that the dissolution judgment effected a transfer for less than reasonably equivalent
value. Under fraudulent conveyance law, if Batlan is correct that the values are not reasonably
equivalent, then he can avoid the transfer.


The bankruptcy court analogized from BFP to conclude that where a transfer occurs pursuant to
a non-collusive, contested divorce proceeding, it is presumed to be for “reasonably equivalent
value” and therefore precludes an action by the trustee to recover the assets transferred as a
constructively fraudulent conveyance. See Batlan v. Bledsoe (In re Bledsoe), 350 B.R. 513, 519
(Bankr.D.Or.2006). This is essentially the position the majority adopts in its carefully crafted
opinion. The majority emphasizes the policy implications of the trustee's theory of recovery, which
would expose final state court marriage dissolution judgments to collateral attack in bankruptcy.
See Maj. Op. at 1112–13.


Although this approach is reasonable and its policy concerns sensible, I prefer to reach the same
conclusion by a different route. In particular, I worry that the majority has inadvertently interpreted
BFP too broadly in applying it directly to marriage dissolution judgments. It is odd to presume
that two values are reasonably equivalent when they are numerically far apart, but that is what the
majority's opinion does. I agree with the majority that there is an analogy to be drawn between
this case and BFP, but not the one the majority draws.
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III


In BFP, the Supreme Court held that “a fair and proper price, or a ‘reasonably equivalent value,’
for foreclosed property, is the price in fact received at the foreclosure sale, so long as all the
requirements of the State's foreclosure law have been complied with.” 511 U.S. at 545, 114 S.Ct.
1757. The majority properly seeks to follow, and build upon, this holding. In doing so, however, it
focuses more on the important state interest (regulating real property transfers in BFP, regulating
divorces here) involved than on the logical underpinnings of the Supreme Court's opinion. To be
sure, as the majority points out, BFP highlighted the traditional state interest in regulating real
estate mortgage foreclosure sales without risk of federal interference. See Maj. Op. at 1111–12,
1112. But the Supreme Court took account of the state interest only as a guide in construing the
meaning, in the context at issue, of the statutory term “reasonably equivalent value.” See BFP, 511
U.S. at 544, 114 S.Ct. 1757 (“Federal statutes impinging upon important state interests cannot be
construed without regard to the implications of our dual system of government” *1116  (internal
quotation marks and alteration omitted) (emphasis added)).


I prefer to place the holding of BFP in its theoretical context. The Supreme Court emphasized that §
548(a)(1)(B)(i) always “directs an inquiry into the relationship of the value received by the debtor
to the worth of the property transferred.” Id. at 546, 114 S.Ct. 1757. In the context of BFP, “[t]he
language of [the statute] (‘received less than a reasonably equivalent value in exchange’) requires
judicial inquiry into whether the foreclosed property was sold for a price that approximated its
worth at the time of sale.” Id. at 538–39, 114 S.Ct. 1757. The Supreme Court concluded that the
price obtained at a lawful real estate mortgage foreclosure sale, as opposed to the fair market value
or some other measure, must be “the criterion of equivalence,” id. at 538, 114 S.Ct. 1757, between
the property the debtor transfers (the foreclosed property) and the property he receives (the price
obtained).


To put it another way, “[t]he [central] question” in BFP was: “What is a foreclosed property worth?
” Id. at 547, 114 S.Ct. 1757. Is it fair market value or something else? The Court acknowledged
that “[a]n appraiser's reconstruction of ‘fair market value’ could show what similar property would
be worth if it did not have to be sold within the time and manner strictures of state-prescribed
foreclosure. But,” crucially, “property that must be sold within those strictures is simply worth
less.” Id. at 539, 114 S.Ct. 1757. If one wants to know how much a property that must be sold at
foreclosure is worth, the logical place to look is the price it actually fetched at a properly conducted
mortgage foreclosure sale. Thus the answer to the question, “What is foreclosed real estate worth?”
is: its foreclosure sale price. In that sense, the foreclosure procedure operates as a value discovery
device; it tells us what the foreclosed property is really worth.
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IV


I have dwelled on this point because I believe it is the aspect of the BFP opinion that the majority
has overlooked. In doing so, I fear it has weakened the “reasonably equivalent value” standard for
purposes of § 548's version of a constructively fraudulent conveyance.


Nothing in BFP suggested that a court need not compare the property transferred with the property
received and determine whether they are “reasonably equivalent.” Indeed, BFP insisted on that
inquiry. 511 U.S. at 546, 114 S.Ct. 1757. But the majority's opinion, by holding that a state marriage
dissolution judgment per se establishes reasonably equivalent value, suggests that the value of
property transferred and the value of property received can be reasonably equivalent for purposes
of § 548 even when they obviously are not. In my view, if A received significantly less in an
exchange than B, we would say that A received less than reasonably equivalent value for the
property he transferred to B. No state court proceeding can change this lack of equivalence. And
BFP did not hold that it could. BFP merely held that, quite sensibly, property that is burdened,
because foreclosed, is worth what it can be sold for in a regular, legal sale for foreclosed real
estate. But if Jennifer Bledsoe received far less than Ryan Bledsoe in the divorce, neither BFP nor
common sense compels us to conclude that what is not equal in fact is somehow equal in law.


Understood this way, we cannot directly apply the BFP Court's reasoning, that a mortgage
foreclosure price reveals the value of foreclosed property, to state court marriage dissolution
judgments without undermining the statutory language to which that case applied. This is because
*1117  BFP understood the foreclosure as fulfilling a function that I do not believe a dissolution
judgment fulfills—that is, value discovery. In this case, for example, there is no unknown value
to discover. There are dollar figures associated with what Ryan and Jennifer Bledsoe allegedly
received and with the value of all of the marital assets combined.


But such realization does not mean that we must rule for the trustee. This becomes clear if one
attempts the inquiry that § 548 compels: “an inquiry into the relationship of the value received
by the debtor to the worth of the property transferred.” Id. at 546, 114 S.Ct. 1757. In this case,
the debtor, Jennifer Bledsoe, received an award from the Oregon court judgment that dissolved
her marriage to Ryan Bledsoe. That was the “property received.” But what was the property
transferred, and who owned it before? In a sense, the married couple once owned the entirety of
the marital res, over which Jennifer no longer had any claim; but, of course, the married couple
no longer existed after the divorce. Thus, to speak of a transfer fits uncomfortably with the reality
of what happens in a divorce proceeding.


I believe it makes more sense to say that both spouses owned the property before dissolution,
but that, because they were getting divorced, the dissolution judgment assigned the assets of the
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marital res to each spouse individually as the state court found to be equitable. That is to say, a
dissolution judgment determines, for the first time, what each spouse owns on an individual basis.
Therefore, the debtor ex-spouse does not transfer or receive anything, because there is no transfer
for fraudulent conveyance purposes. A divorce court simply determines that, in equity, each ex-
spouse owns a certain share of the marital res. 1


1 This is consistent with the definition, under Oregon law, of a dissolution judgment as “a partitioning of jointly owned property.”
Or.Rev.Stat. § 107.105(1)(f). In other words, the married spouses jointly owned the whole, but after divorce individually own only
a part. See id. (“Subsequent to the filing of a petition for annulment or dissolution of marriage or separation, the rights of the parties
in the marital assets shall be considered a species of coownership, and a transfer of marital assets under a judgment of annulment
or dissolution of marriage or of separation ... shall be considered a partitioning of jointly owned property.”). Because the partition
is equitable and therefore not always 50/50, see id., it is unclear ex ante how much each spouse owns individually. The dissolution
judgment answers that question.
Of course, the fact that Oregon describes the process as a transfer does not control the definition of the term “transfer” under federal
bankruptcy law. See Barnhill v. Johnson, 503 U.S. 393, 397, 112 S.Ct. 1386, 118 L.Ed.2d 39 (1992) (internal quotation marks omitted).


Thus the real analogy to BFP is that a marriage dissolution judgment, like a mortgage foreclosure
sale, discovers a piece of information crucial to the inquiry, though not the same piece. Foreclosure
sales discover the value of property; dissolution judgments discover, or assign, the individual
ownership of property. This is the meaning of the otherwise cryptic remark by our Bankruptcy
Appellate Panel in Roosevelt v. Ray (In re Roosevelt), cited by the parties in this case, that
“[w]hen viewed from the perspective of the debtor-creditor relationship, it is appropriate to
perceive the dissolving spouses as mutual creditor-debtors, because the law requires a fair and
equitable settlement of their claims against the marital res and one another.” 176 B.R. 200, 207
(9th Cir.BAP1994).


In other words, as one half of a married couple, each individual spouse held a bundle of assets
and liabilities, including claims against the marital res (e.g., wages contributed to the marital
household) and against the other spouse (e.g., loans from *1118  one spouse to the other for some
individual purpose). Even before divorce, one might have sorted out the bundles so that they
“netted out” to yield a hypothetical balance, but no one ever needed to do so. That is precisely
the task, however, of the divorce court, which “assigns assets to the appropriate spouse and
makes a correlative assignment of property of equal value to the other,” after “settlement of [each
spouse's] claims against the marital res and one another.” Id. 2  Thus, its dissolution judgment
simply determines the entitlements to property that already existed but were unclear because there
was never a need to settle conclusively who owned what. 3  That is what I mean when I characterize
the dissolution judgment as a device for discovering the ownership of property, not its value.
Nothing is transferred; rather, individual ownership is clarified. 4


2 I presume that the Bankruptcy Appellate Panel in In re Roosevelt used the phrase “equal value,” because under California law, which
governed the dispute in that case, community property typically must be divided equally in the event of dissolution. See Cal. Fam.Code
§ 2550. I discuss the implications of the California rule infra, at note 4.
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3 I also note that my interpretation is consistent with the effect, if not the exact language, of the Internal Revenue Code, which treats
“transfers [between former spouses] incident to [a] divorce” as non-taxable events. 26 U.S.C. § 1041(a). Contrast how the Internal
Revenue Code would have treated the transaction at issue in BFP, in which the debtor gave up the foreclosed property in exchange
for cancellation of some of his debts. “Income from discharge of indebtedness” is explicitly listed in the definition of “gross income”
and its receipt is, generally, a taxable event. 26 U.S.C. § 61(a)(12).


4 The distinction I draw between establishing ownership and value may have, admittedly, little practical effect in those community
property states, such as California, which mandate an equal division of community assets at divorce. See supra, at note 2. This is
because where all dissolutions divide community property equally anyway, it does not matter whether there has been a transfer or
not for purposes of fraudulent conveyance law. Even if there were a transfer, it would always be for reasonably equivalent—indeed,
equal—value.
However, the distinction I draw does matter in the vast majority of states, in which the divorce court equitably divides the property,
because in those states the division can often be unequal. This description covers all non-community property states, such as Oregon,
and those community property states in which the law does not mandate a 50/50 division, such as Washington. See, e.g., Or.Rev.Stat.
§ 107.105(1)(f); Wash. Rev.Code § 26.09.080.


I recognize that excluding dissolution judgments from the reach of § 548 on the ground that they
do not effect transfers seems at odds with the broad definition of transfer under the Bankruptcy
Code. See 11 U.S.C. § 101(54)(D) (“The term ‘transfer’ means ... each mode, direct or indirect,
absolute or conditional, voluntary or involuntary, of disposing of or parting with (i) property; or
(ii) an interest in property.”). 5  In my view, however, each spouse has not parted with any interest
in property because neither owned the marital res as an individual. To the extent each spouse had
an individual interest in the marital property, it was uncertain; the dissolution judgment clarifies
the extent of *1119  the property interest, but does not effect a “parting with” such interest. 6


5 The majority argues that we should not reach whether the dissolution judgment is a transfer because we do not reach issues that
the parties have not briefed. That is the usual rule, of course, but there is an exception when “the issue presented is purely one of
law and the opposing party will suffer no prejudice as a result of the failure to raise the issue.” United States v. Carlson, 900 F.2d
1346, 1349 (9th Cir.1990). Whether a dissolution judgment is a transfer is a legal question that requires no factual development here.
Furthermore, the fact that the parties assumed the dissolution judgment was a transfer shows that they considered it. Thus neither
is prejudiced by reevaluating the issue.


6 I recognize my interpretation is in tension with our interpretation of the Bankruptcy Act (the predecessor to the modern Bankruptcy
Code) in Britt v. Damson, 334 F.2d 896 (9th Cir.1964). Britt held, with little analysis, that a dissolution judgment awarding more than
fifty percent of marital property to one spouse effects a transfer to the extent of the overage. Id. at 902. I believe Britt was wrongly
decided, and therefore concur specially.


Furthermore, it is a cardinal principle—the so-called “Butner principle”—that bankruptcy law
takes applicable nonbankruptcy law as it finds it, particularly when it comes to the definition
of property interests. See BFP, 511 U.S. at 544–45, 114 S.Ct. 1757 (noting that, except where a
contrary purpose is “clear and manifest,” “the Bankruptcy Code will be construed to adopt, rather
than to displace, pre-existing state law” (internal quotations and citation omitted)); Butner v. United
States, 440 U.S. 48, 55, 99 S.Ct. 914, 59 L.Ed.2d 136 (1979) (“Property interests are created and
defined by state law.... Uniform treatment of property interests by both state and federal courts
within a State serves to reduce uncertainty, to discourage forum shopping, and to prevent a party
from receiving a windfall merely by reason of the happenstance of bankruptcy.” (internal quotation
marks and citation omitted)).
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As I pointed out above, in BFP the Supreme Court interpreted the term “reasonably equivalent
value” in such a way as to avoid upsetting an official state legal procedure. BFP is not the only
time the Court has favored such an approach. See, e.g., Kelly v. Robinson, 479 U.S. 36, 50, 107
S.Ct. 353, 93 L.Ed.2d 216 (1986) (expressing “serious doubts whether Congress intended to make
criminal penalties ‘debts' within the meaning of [the Bankruptcy Code]” and then holding on
related grounds that restitution obligations imposed as conditions of probation in state criminal
proceedings are nondischargeable in any event); Midlantic Nat'l Bank v. N.J. Dep't of Envtl. Prot.,
474 U.S. 494, 502–05, 106 S.Ct. 755, 88 L.Ed.2d 859 (1986) (concluding that a trustee's § 554(a)
abandonment power is limited by state health and safety requirements).


Furthermore, the characterization I recommend would not insulate from collateral attack a divorce
settlement agreement, adopted by a state court, that the spouses negotiated between themselves in
order to divide their assets. My reasoning, that a dissolution judgment, reached after a contested
divorce proceeding, operates as a determination of the individual ownership of the former spouses
without any transfer having taken place, plainly does not apply to a dissolution settlement
agreement. For in that case the state court has not determined ownership, but simply ratified
the parties' allocation of assets. When the parties allocate the assets, the transaction is akin to a
contractual exchange, in which each gives up something to get something. See In re Marriage
of Lynch–Kirby, 220 Or.App. 188, 185 P.3d 494, 496–97 (2008). 7  Indeed, our court has recently
come to a similar conclusion with respect to a collusive marriage dissolution settlement agreement.
See Wolkowitz v. Beverly (In re Beverly), 374 B.R. 221, 233–35 (9th Cir.BAP2007) (characterizing
as a transfer, in the context of § 544, a transaction in which one spouse received, pursuant to
a dissolution settlement agreement, more than she otherwise would have in a judicial division),
adopted by 551 F.3d 1092 (9th Cir.2008).


7 The same, it seems to me, would be true of a secret, collusive agreement whereby the parties trick a court into issuing a particular
dissolution judgment.


V


Perhaps it seems overly technical to insist on the proper doctrinal approach in *1120  this case.
After all, I agree with the judgment of the Court, and the majority has crafted a sensible and
judicious opinion. I might not worry about a seemingly minor over-reading of BFP if it did not
have the potential for trouble further down the line. But such potential does exist. In my view,
we must guard against transforming BFP into a presumption that all transfers are for reasonably
equivalent value simply because they occur pursuant to a regulated state procedure. We should
rest our analysis as closely as possible on the reasoning of BFP and on a clear understanding of the
nature of the specific state court judgment at issue. Practically, I fear that the majority's approach
might insulate from attack as constructively fraudulent those conveyances in which, although they
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occur pursuant to a state procedure, the debtor clearly receives less than reasonably equivalent
value in exchange for the property transferred. With respect to the Court's disposition of § 548
claim, therefore, I concur in the result only.


All Citations


569 F.3d 1106, Bankr. L. Rep. P 81,517, 09 Cal. Daily Op. Serv. 8048, 2009 Daily Journal D.A.R.
9485
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408 B.R. 318
United States Bankruptcy Court,


N.D. California.


In re BROBECK, PHLEGER & HARRISON LLP, Debtor.
Ronald F. Greenspan, Chapter 7 Trustee for
Brobeck, Phleger & Harrison LLP, Plaintiff,


v.
Orrick, Herrington & Sutcliffe LLP, et al., Defendants.


Ronald F. Greenspan, Chapter 7 Trustee for
Brobeck, Phleger & Harrison LLP, Plaintiff,


v.
Dorsey & Whitney LLP, et al., Defendants.


Bankruptcy No. 03–32715DM.
|


Adversary Nos. 08–3027, 08–3028.
|


July 2, 2009.


Synopsis
Background: Trustee of Chapter 7 estate of dissolved debtor/law firm brought adversary
proceeding against firm's former partners and new firms to which they went after firm's dissolution,
seeking to set aside, on fraudulent transfer grounds, firm's prepetition waiver of interest in
profits realized or to be realized from any unfinished partnership business. Trustee also sought
determination that waiver was unenforceable under California law. Parties cross-moved for
summary judgment or partial summary judgment.


Holdings: The Bankruptcy Court, Dennis Montali, J., held that:


[1] language in amended partnership agreement, purporting to waive law firm's interest, on
dissolution thereof, in profits realized or to be realized from any unfinished partnership business,
with exception of two specific matters for which partners would have continuing obligation to
account to firm, was not manifestly unreasonable and unenforceable under California law;


[2] waiver was not in nature of “disclaimer,” that did not effect transfer of any property interest
of partnership;
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[3] genuine issue of material fact as to partners' intent in amending partnership agreement
precluded entry of summary judgment on trustee's actual fraudulent transfer claims;


[4] with one exception, alleged value was not provided “in exchange for” waiver of debtor's right
to profits, for constructive fraudulent transfer avoidance purposes; and


[5] new law firms to which former partners of dissolved debtor/law firm brought unfinished
partnership business were liable as immediate transferees.


Motions granted in part and denied in part.


West Headnotes (44)


[1] Attorneys and Legal Services Dissolution, Settlement, and Accounting
Under California law,' post-dissolution duty on behalf of members of law partnership to
account to partnership for profits realized from any unfinished partnership business which
existed at time of partnership's dissolution is not limited to only to profits realized within
some fixed number of days after dissolution; rather, unfinished partnership business exists
until it is finished, and in absence of agreement to the contrary, partnership can recover any
realized “unfinished business” profits, no matter when such business was or is concluded.


6 Cases that cite this headnote


[2] Bankruptcy In general;  standing
Bankruptcy Partnership and individual property
Trustee of Chapter 7 estate of dissolved law partnership succeeded to whatever claims
partnership had against its former partners to account for profits on unfinished partnership
business, subject to same limitations as partnership; thus, unless partnership could sue its
ex-partners, trustee could not. 11 U.S.C.A. § 541(a).


[3] Attorneys and Legal Services Dissolution, Settlement, and Accounting
Under California law, “unfinished business” of dissolved law partnership, which continues
to be partnership asset post-dissolution, and for profits on which, absent agreement to
contrary, partners will have continuing duty to account, is any business covered by retainer
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agreements between firm and its clients for the performance of partnership services that
existed at time of dissolution.


5 Cases that cite this headnote


[4] Attorneys and Legal Services Dissolution, Settlement, and Accounting
Under California law, “unfinished business” of dissolved law partnership, which continues
to be partnership asset post-dissolution, and for profits on which, absent agreement to
contrary, partners will have continuing duty to account, includes matters in progress, but
not completed when firm was dissolved, regardless of whether firm was retained to handle
these matters on an hourly or contingent fee basis.


6 Cases that cite this headnote


[5] Attorneys and Legal Services Dissolution, Settlement, and Accounting
Under California law, what constitutes “unfinished business” of dissolved law partnership
must be determined on date of dissolution of partnership, and not based on events occurring
thereafter.


[6] Attorneys and Legal Services Client fees
Under California law, in absence of agreement to the contrary, assets of dissolved law
partnership include attorney fees received by partnership for cases in progress at time of
dissolution, and such fees, minus overhead and reasonable compensation, must be shared
among all partners in accordance with the ownership interest of each, regardless of which
partner performs the services for winding up purposes.


[7] Attorneys and Legal Services Client fees
Under California law, critical distinction exists between “unfinished business” of law
partnership, which remains a partnership asset and which each partner has fiduciary duty
to complete on behalf of partnership, and “new business,” which is not partnership asset
and may follow individual partner.


1 Cases that cite this headnote


[8] Attorneys and Legal Services Dissolution, Settlement, and Accounting
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Under California law, partners in law partnership were free, even encouraged, to enter into
agreement with regard to profits on any unfinished partnership business existing at time
of its dissolution.


[9] Partnership Loyalty
California's Revised Uniform Partnership Act (RUPA) does not allow partnership
agreement to eliminate duty of loyalty that partners would otherwise owe to partnership,
but it does permit modification of this duty if not manifestly unreasonable and in
compliance with statutory requirements. West's Ann.Cal.Corp. Code §§ 16103(b)(3)(A,
B), 16404.


[10] Attorneys and Legal Services Dissolution, Settlement, and Accounting
Under California law, partnership agreement executed by members of law firm did not
have to specifically refer to partners' duty of loyalty to firm in order to modify partnership's
interest, upon dissolution thereof, in profits realized or to be realized from any unfinished
partnership business.


[11] Attorneys and Legal Services Dissolution, Settlement, and Accounting
Language in amended partnership agreement, purporting to waive law firm's interest, on
dissolution thereof, in profits realized or to be realized from any unfinished partnership
business, with exception of two specific matters for which partners would have continuing
obligation to account to firm, was not manifestly unreasonable and unenforceable under
California law, without regard to whether firm was solvent or insolvent at time amended
agreement was executed, whether partners provided anything of value to firm in exchange,
or whether partners benefited from this waiver at expense of firm's creditors.


[12] Partnership Nature and Extent of Partnership Liabilities
California's Revised Uniform Partnership Act (RUPA) does not govern partner's or
partnership's relations to, or rights of, third parties such as creditors. West's Ann.Cal.Corp.
Code § 16100 et seq.


[13] Fraudulent Conveyances Nature of fraud in transfers of property
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Fraudulent transfer doctrine prevents debtors from placing property beyond reach of
their creditors when those assets should legitimately be made available to satisfy creditor
demands.


[14] Bankruptcy Effect of state law in general
While the Bankruptcy Code determines what is “property of the estate,” state law
determines nature and extent of debtor's interests in property. 11 U.S.C.A. § 541(a).


[15] Fraudulent Conveyances Suffering loss of property
Disclaimant neither transfers nor possesses any interest in disclaimed property, and as
consequence, creditors are unable to reach the disclaimed interest on fraudulent transfer
theory, even if debtor was insolvent at time that disclaimer was executed.


[16] Attorneys and Legal Services Dissolution, Settlement, and Accounting
Bankruptcy Intent of debtor
Bankruptcy Consideration
Bankruptcy Trustee as representative of debtor or creditors
Fraudulent Conveyances Suffering loss of property
Under California law, law partnership's continuing interest, even upon dissolution, in
profits realized or to be realized from any unfinished partnership business was not
interest that sprang into existence only on dissolution, but that existed up until time that
partners amended partnership agreement to, with two exceptions, waive whatever interest
partnership had, upon dissolution, in any unfinished business of partnership; accordingly,
waiver was not in nature of “disclaimer,” that did not effect transfer of any property
interest of partnership, but was potentially subject to being set aside in law partnership's
Chapter 7 case, as actually or constructively fraudulent to creditors under fraudulent
transfer provisions of the Bankruptcy Code or California law. 11 U.S.C.A. § 548(a)(1)(A,
B); West's Ann.Cal.Civ.Code §§ 3439-3449.


[17] Bankruptcy Nature and Form of Transfer
Hallmark of “transfer,” for fraudulent transfer avoidance purposes, is change in rights of
transferor with respect to property after transaction. 11 U.S.C.A. §§ 101(54), 548.
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2 Cases that cite this headnote


[18] Bankruptcy Nature and Form of Transfer
Waiver of interest in property constitutes a “transfer,” for fraudulent transfer avoidance
purposes. 11 U.S.C.A. §§ 101(54), 548.


10 Cases that cite this headnote


[19] Bankruptcy Nature and Form of Transfer
Bankruptcy Avoidance rights and limits thereon, in general
In fraudulent transfer avoidance proceeding, distinction must be drawn between that which
is transferred and its value, and mere fact that the transferred asset has no value does not
undo fact that there was a “transfer,” which may be avoidable, though it will effect trustee's
recovery from transferee. 11 U.S.C.A. §§ 101(54), 548.


[20] Bankruptcy Nature and Form of Transfer
Fraudulent Conveyances Suffering loss of property
Prepetition conduct of former partners in dissolved debtor/law firm, in amending
partnership agreement prior to its dissolution to generally waive law firm's interest in
profits realized or to be realized from any unfinished partnership business, effected a
prepetition “transfer” of interest of law firm in property, of kind potentially subject to
avoidance under fraudulent transfer provisions of the Bankruptcy Code or California law.
11 U.S.C.A. §§ 101(54), 548(a)(1)(A, B); West's Ann.Cal.Civ.Code § 3439-3449.


1 Cases that cite this headnote


[21] Bankruptcy Intent of debtor
To prevail on claims to recover, on actual fraudulent transfer theory, profits realized
by former partners and their new law firms in connection with unfinished business of
dissolved debtor/law firm, Chapter 7 trustee had to show that these profits were property
of debtor-firm, the right to which was transferred by debtor-firm within one year prior to
its bankruptcy filing, and that transfer was effected with actual intent to hinder, delay or
defraud firm's creditors. 11 U.S.C.A. § 548(a)(1)(A).


6 Cases that cite this headnote
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[22] Bankruptcy Fraudulent transfers
Standard of proof in proceeding to avoid transfer as actually fraudulent to creditors is proof
by preponderance of the evidence. 11 U.S.C.A. § 548(a)(1)(A).


[23] Bankruptcy Intent of debtor
Generally, party seeking to avoid transfer as actually fraudulent to creditors must show
that debtor/transferor acted with actual intent to hinder, delay or defraud when engaging
in transfer; however, in cases in which transferee controls, or is in a position to control,
debtor/transferor's disposition of its property, then transferee's intent may be imputed to
debtor/transferor. 11 U.S.C.A. § 548(a)(1)(A).


5 Cases that cite this headnote


[24] Bankruptcy Judgment or Order
Genuine issue of material fact as to whether partners in dissolved debtor/law firm, in
amending partnership agreement prior to its dissolution to generally waive law firm's
interest in profits realized or to be realized from any unfinished partnership business,
as specifically permitted under California law, had acted with intent to hinder, delay or
defraud firm's creditors, precluded entry of summary judgment for Chapter 7 trustee in
cause of action to set aside this waiver as actually fraudulent to creditors. 11 U.S.C.A. §
548(a)(1)(A).


[25] Bankruptcy “Reasonably equivalent value” in general
To prevail on claims to recover, on a constructive fraudulent transfer theory, profits realized
by former partners and their new law firms in connection with unfinished business of
dissolved debtor/law firm, Chapter 7 trustee had to show the following: (1) that debtor
had interest in its unfinished business; (2) that transfer of that interest occurred within one
year of its bankruptcy filing; (3) that debtor was insolvent at time of transfer or became
insolvent as result thereof; and (4) that debtor received less than reasonably equivalent
value in exchange. 11 U.S.C.A. § 548(a)(1)(B).


4 Cases that cite this headnote


[26] Bankruptcy Fraudulent transfers
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Standard of proof in proceeding to avoid transfer as constructively fraudulent to creditors
is proof by preponderance of the evidence. 11 U.S.C.A. § 548(a)(1)(B).


[27] Bankruptcy Fraudulent transfers
In constructive fraudulent transfer avoidance proceeding, once trustee has made prima
facie showing that debtor received less than reasonably equivalent value, transferee has
burden of showing that it provided debtor with reasonably equivalent value in exchange.
11 U.S.C.A. § 548(a)(1)(B).


12 Cases that cite this headnote


[28] Bankruptcy “Reasonably equivalent value” in general
Determining whether the debtor received “reasonably equivalent value,” for constructive
fraudulent transfer avoidance purposes, is two-step process, under which court first
determines whether debtor received value in exchange for challenged transfer and then
determines, if there was value in exchange, whether value of what was transferred was
reasonably equivalent to what debtor received. 11 U.S.C.A. § 548(a)(1)(B).


13 Cases that cite this headnote


[29] Bankruptcy Consideration
Transfer was “in exchange for” value, for constructive fraudulent transfer avoidance
purposes, if one was the quid pro quo of the other. 11 U.S.C.A. § 548(a)(1)(B).


7 Cases that cite this headnote


[30] Bankruptcy “Reasonably equivalent value” in general
Determination, for constructive fraudulent transfer avoidance purposes, of reasonable
equivalence of what was transferred and what debtor received must be made as of time of
transfer and by analyzing all the circumstances surrounding transfer. 11 U.S.C.A. § 548(a)
(1)(B).


3 Cases that cite this headnote


[31] Bankruptcy “Reasonably equivalent value” in general
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“Reasonable equivalence,” for constructive fraudulent transfer avoidance purposes, does
not require exact equality in value, but means approximately or roughly equivalent. 11
U.S.C.A. § 548(a)(1)(B).


2 Cases that cite this headnote


[32] Bankruptcy Consideration
Bankruptcy Future or indirect benefit;  benefit to third party
Indirect benefits, those which come from one other than the recipient of challenged
payments, along with direct benefits, may constitute “value,” for constructive fraudulent
transfer avoidance purposes, if sufficiently concrete and identifiable. 11 U.S.C.A. § 548(a)
(1)(B).


2 Cases that cite this headnote


[33] Bankruptcy “Reasonably equivalent value” in general
Reasonably equivalent value, for constructive fraudulent transfer avoidance purposes, is
determined from standpoint of creditors; it is not determined from defendant-transferee's
perspective. 11 U.S.C.A. § 548(a)(1)(B).


1 Cases that cite this headnote


[34] Bankruptcy “Reasonably equivalent value” in general
Requirement, for constructive fraudulent transfer avoidance purposes, that debtor must
have “received” value in question expresses a temporal condition demanding an element of
contemporaneity in determination of whether something close to reasonable equivalence
has been exchanged; items of value coming to debtor after transfer must be excluded as
any part of consideration, at least when these items were not bargained for on date of
original transaction. 11 U.S.C.A. § 548(a)(1)(B).


2 Cases that cite this headnote


[35] Bankruptcy Consideration
Even assuming that the consideration which partner defendants allegedly provided to
dissolved debtor/law firm on or after amendment of partnership agreement to waive
debtor's interest, upon dissolution, in profits realized or to be realized from any unfinished
partnership business, consisting of right to receive profits on certain excluded matters, or
of assistance of partners in billing and collecting pre-dissolution receivables, in assembling
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and returning client files, and in ensuring the orderly transition of client work, constituted
“value,” any such value was not provided “in exchange for” waiver of debtor's right to
profits, for constructive fraudulent transfer avoidance purposes; in case of right to receive
profits on excluded matters, this was right that debtor already possessed, and that it did
not receive in exchange for its waiver, while partners' other activities were activities that
they were ethically obligated to perform. 11 U.S.C.A. § 548(a)(1)(B).


[36] Bankruptcy “Reasonably equivalent value” in general
While waiving or compromising disputed claims between parties can be considered
“reasonable equivalent value,” for constructive fraudulent transfer avoidance purposes,
law partners' waiver of claims against each other was not shown to have benefited debtor-
partnership, and even if it did benefit debtor, any such benefit was not quantified, and did
not constitute “value” that debtor received in exchange for its waiver of right to profits on
unfinished partnership business. 11 U.S.C.A. § 548(a)(1)(B).


1 Cases that cite this headnote


[37] Bankruptcy Consideration
Consideration which partner defendants allegedly provided to dissolved debtor/law
firm on or after amendment of partnership agreement to waive debtor's interest, upon
dissolution, in profits realized or to be realized from any unfinished partnership business,
consisting of partners' continued performance of legal services in connection with this
unfinished business so as to relieve debtor of potential malpractice claims, was speculative
and insufficiently quantified to constitute “value,” for constructive fraudulent transfer
avoidance purposes. 11 U.S.C.A. § 548(a)(1)(B).


1 Cases that cite this headnote


[38] Bankruptcy Consideration
With exception of law partner who, as qui pro quo for debtor-partnership's waiver of
any interest, upon dissolution, in profits realized or to be realized from any unfinished
partnership business, had assisted estate, primarily at her own expense, in defending
WARN Act claims by former employees of debtor-partnership, partners failed to show
that they provided any quantifiable value, or that any such value was provided in exchange
for debtor-partnership's waiver, for constructive fraudulent transfer avoidance purposes.
11 U.S.C.A. § 548(a)(1)(B); Worker Adjustment and Retraining Notification Act, § 2 et
seq., 29 U.S.C.A. § 2101 et seq.
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[39] Bankruptcy Judgment or Order
Genuine issue of material fact, as to whether one of dissolved debtor/law firm's former
partners had taken any unfinished partnership business with him when he left firm,
precluded entry of summary judgment for trustee on constructive fraudulent transfer
claims that he asserted against this former partner based on law firm's prepetition waiver
of interest in profits realized or to be realized from any unfinished partnership business.
11 U.S.C.A. § 548(a)(1)(B).


5 Cases that cite this headnote


[40] Bankruptcy Judgment or Order
Genuine issue of material fact, as to value of legal services that dissolved debtor/law firm's
former partner provided in defending debtor-firm, primarily at her own expense, from
WARN Act claims by former employees of debtor-firm, and as to reasonable equivalence
of such value to any unfinished partnership business that she took with her, precluded
entry of summary judgment for trustee on constructive fraudulent transfer claims that he
asserted against this former partner based on law firm's prepetition waiver of interest in
profits realized or to be realized from any unfinished partnership business. 11 U.S.C.A. §
548(a)(1)(B); Worker Adjustment and Retraining Notification Act, § 2 et seq., 29 U.S.C.A.
§ 2101 et seq.


[41] Bankruptcy Avoidance rights and limits thereon, in general
New law firms to which former partners of dissolved debtor/law firm brought unfinished
partnership business were liable as immediate transferees, following Chapter 7 trustee's
avoidance, on constructive fraudulent transfer grounds, of debtor's waiver of any interest,
upon dissolution, in profits realized or to be realized from any unfinished partnership
business, where none of law firms asserted good faith defense. 11 U.S.C.A. §§ 548(a)(1)
(B), 550(b).


7 Cases that cite this headnote


[42] Bankruptcy Judgment or Order
Genuine issue of material fact as to whether partners in dissolved debtor/law firm, in
amending partnership agreement prior to its dissolution to generally waive law firm's
interest in profits realized or to be realized from any unfinished partnership business,
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as specifically permitted under California law, had acted with intent to hinder, delay or
defraud firm's creditors, precluded entry of summary judgment for Chapter 7 trustee in
cause of action to set aside waiver, in exercise of strong-arm powers, as actually fraudulent
to creditors under California law. 11 U.S.C.A. § 544; West's Ann.Cal.Civ.Code § 3439.04.


[43] Bankruptcy Judgment or Order
Fraudulent Conveyances Suffering loss of property
Elements that Chapter 7 trustee had to establish in order to set aside, as constructively
fraudulent under California law, dissolved debtor/law firm's prepetition waiver of interest
in profits realized or to be realized from any unfinished partnership business were
essentially same elements as those required in order to set aside waiver under constructive
fraudulent transfer provision of the Bankruptcy Code, so that for same reason that trustee
was entitled to partial summary judgment on his claims against all but two of debtor's
former partners under constructive fraudulent transfer provision of the Bankruptcy Code,
he was also entitled to partial summary judgment on strong-arm claims under constructive
fraudulent transfer provision of California law. 11 U.S.C.A. §§ 544, 548(a)(1)(B); West's
Ann.Cal.Civ.Code § 3439.04.


[44] Bankruptcy Property or rights transferred
Five hundred thousand dollar bonus received by law firm to which former members of
dissolved debtor/law firm went after debtor's dissolution did not represent proceeds of
any unfinished business of firm, and could not be recovered by Chapter 7 trustee in cause
of action to avoid, on fraudulent transfer grounds, firm's prepetition waiver of interest in
profits realized or to be realized from any unfinished partnership business. 11 U.S.C.A. §
548(a); West's Ann.Cal.Civ.Code § 3439-3449.


Attorneys and Law Firms


*324  Bennett J. Murphy, Esq., Hennigan, Bennett & Dorman LLP, appearing for Chapter 7
Trustee, Ronald F. Greenspan.


*325  Pamela A. Phillips, Esq., Howard Rice Nemerovski Canady Falk & Rabin, appearing for
Defendants Orrick, Herrington & Sutcliffe LLP, James P. Baker, Grady M. Bolding, Jeffery D.
Hermann, and Frederick D. Holden, Jr.
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Patrick J. McLaughlin, Esq., Dorsey & Whitney LLP, appearing for Defendants Dorsey & Whitney
LLP, Patrick Arrington, John S. Baker, Ellen S. Bancroft, David L. Hayes, Scott R. Santagata, and
Gabrielle M. Wirth.


MEMORANDUM DECISION REGARDING JEWEL V.
BOXER CLAIMS AND FRAUDULENT TRANSFERS


DENNIS MONTALI, Bankruptcy Judge.


I. INTRODUCTION


This case presents the court with a matter of apparent first impression: a dramatic intersection of
well-established and necessary rules appropriate for the winding up and dissolution of a law firm
with the equally well-established principles recognizing rights of third-party creditors that protect
them from the adverse financial consequences of an otherwise valid transaction. In a time when
the financial collapse of legacy institutions can occur quickly, a last minute attempt at order rather
than chaos cannot prevail over the rights of that firm's creditors.


Plaintiff, Ronald F. Greenspan, chapter 7 1  trustee (the “Trustee”) for the estate of former law firm,
Brobeck, Phleger & Harrison LLP (“Brobeck”), 2  seeks to invalidate eleventh hour amendments
to Brobeck's partnership agreement, and to recover allegedly fraudulently transferred profits from
Brobeck's unfinished business and partnership opportunities from ten former Brobeck partners
(individually, “Partner Defendant,” collectively, the “Partner Defendants”) who moved to either
Defendant Orrick, Herrington & Sutcliffe LLP (“Orrick”, collectively with its former Brobeck
partners, the “Orrick Defendants”) or Defendant Dorsey & Whitney LLC (“Dorsey”, collectively
with its former Brobeck partners, the “Dorsey Defendants”) as well as from Orrick and Dorsey
(collectively the “Firms,” and together with the Partner Defendants, the “Defendants”) following
Brobeck's dissolution. The Trustee moves for partial summary judgment on claims for relief 1, 3, 5,
and 6 through 9 (“Claims”) in his complaints filed in the above-captioned adversary proceedings.
The Defendants move for summary judgment on all nine of Trustee's Claims.


1 Unless otherwise indicated, all chapter, section and rule references are to the Bankruptcy Code, 11 U.S.C. §§ 101–1330, and to the
Federal Rules of Bankruptcy Procedure, Rules 1001–9037, as enacted and promulgated prior to the effective date of The Bankruptcy
Abuse Prevention and Consumer Protection Act of 2005, Pub.L. 109–8, 119 Stat. 23.


2 As of January 1, 1999, the California Revised Uniform Partnership Act found in Corp.Code § 16100 et. seq. (“RUPA”) governs all
California partnerships, including those formed before January 1, 1997, thus replacing the former Uniform Partnership Act (“UPA”)
in its entirety. See RUPA § 16111. It is undisputed that Brobeck, a limited liability partnership, is governed by RUPA.
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For the reasons explained in the following discussion, the court recognizes that attorneys in a
failing firm can patch up their differences with an agreement that is valid and proper under
applicable law and decide to go their separate ways. Accordingly, the Trustee's direct attack on
their successful effort to avoid the consequences of doing nothing must fail and Defendants are
entitled to summary judgment on Claims 1 through 5. But because they did not guard against such
failure until the *326  firm succumbed to insolvency, the Trustee's alternative attack under the
fraudulent transfer laws must succeed, and he is entitled to partial summary judgment on Claims 7
and 9 for constructive fraud under state and federal law, except with respect to Partner Defendants
James P. Baker (“James Baker”), Grady Bolding (“Bolding”), and Gabrielle M. Wirth (“Wirth”),
as explained further in the Memorandum Decision.


II. BACKGROUND 3


3 This Memorandum Decision constitutes the court's findings of fact and conclusions of law pursuant to Rule 7052(a). While findings
of fact are not normally necessary on summary judgment motions, it seems appropriate here to provide context. No material facts
described are in dispute.


Brobeck started business in 1926. It was a prominent national law firm with over 900 attorneys and
offices in California, New York, Colorado, Virginia, Texas, Washington D.C., and, through a joint-
venture, in London, England. In the late 1990's and early 2000s, Brobeck enjoyed rapid growth,
almost doubling its number of attorneys in just over three years. This was due primarily to its
booming technology-sector practice. In the course of its expansion, Brobeck incurred substantial
debt as well as lease obligations for several new offices. However, as they say, all good things
must come to an end.


In January 2002, Brobeck and its primary lender, Citibank, F.S.B. (“Citibank”), executed a credit
agreement by which Citibank acquired liens on all of Brobeck's accounts receivable, unbilled time
and other assets. During 2002, Brobeck was experiencing financial difficulties, and in December
2002, after several partners had left Brobeck, Citibank sent notice to Brobeck's management
that it was in default under the agreement. Brobeck and Citibank then renegotiated their credit
agreement and on January 22, 2003, entered into an amended security agreement in favor of
Citibank. At or around the same time, Brobeck pursued merger negotiations with Morgan, Lewis
& Bockius LLP (“Morgan Lewis”). Also on January 22, 2003, Brobeck's chairman sent an
email to all partners entitled “OUR FIRM: Restructuring Complete!” However, on January 29,
2003, Brobeck's discussions with Morgan Lewis ended unsuccessfully and on January 30, 2003,
management announced to the partners that the merger had failed and Brobeck would soon
dissolve.


Meanwhile, Brobeck's Policy Committee prepared a dissolution agreement. Partner Defendant
Bolding and others drafted what became Brobeck's Final Partnership Agreement (“FPA”),
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effective February 10, 2003. As part of the FPA, Brobeck's Policy Committee asked Bolding to
address the unfinished business rule and any Jewel-related liability, which stems from the seminal
California Court of Appeal decision, Jewel v. Boxer, 156 Cal.App.3d 171, 203 Cal.Rptr. 13 (1984)
(“Jewel”).


The unfinished business rule provides that, in the absence of an agreement to the contrary,
partners have a duty to account to the dissolved firm and their former partners for profits they
earn on the dissolved firm's “unfinished business,” after deducting for overhead and reasonable
compensation. 4  In other words, profits realized *327  by former partners at their new firms must
be shared among all partners of the dissolved firm in accordance with the firm's prior practice. The
Jewel partners had no written agreement to deal with the firm's dissolution. The court's opinion
chided them for that omission, and virtually invited law partnerships to have such an agreement.
Id. at 179–80, 203 Cal.Rptr. 13. RUPA expressly authorizes partners to do exactly that.


4 Jewel was decided under the UPA, which did not allow partners to receive extra compensation for conducting post-dissolution “wind-
up” activities (except for surviving partners). RUPA has changed this rule. It allows partners reasonable compensation for services
rendered in winding up the business of the partnership. See Cal. Corp.Code § 16401(h).
Under the scheme of RUPA, the profits from a dissolved partnership's unfinished business would appear to consist of the remainder
from fees received minus overhead costs and reasonable compensation to the partner responsible for winding up the unfinished
matter. For example, if a partner received $50,000 in fees but incurred $40,000 of costs for overhead and the partner's reasonable
compensation to generate that $50,000 in fees, the profit for which that partner would have to account is $10,000.


Many Brobeck partners, including the Partner Defendants, were all too familiar with Jewel and the
duty to account because a law firm had recently sued Brobeck for an accounting of profits Brobeck
earned on unfinished business completed by former partners of that firm who went to Brobeck.


As planned, the FPA included an unfinished business agreement set forth in Section 9(e) (the
“Jewel Waiver”). It states, in relevant part:


Except as specifically set forth below, neither the Partners nor the Partnership
shall have any claim or entitlement to clients, cases or matters ongoing at the time
of the dissolution of the Partnership other than the entitlement for collections of
amounts due for work performed by the Partners and other Partnership personnel
on behalf of the Partnership prior to their departure from the Partnership.
The provisions of this Section 9(e) are intended to expressly waive, opt out
of and be in lieu of any right any Partner or the Partnership may have to
‘unfinished business' of the Partnership, as that term is defined in Jewel v. Boxer,
or as otherwise might be provided in the absence of this provision through
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interpretation or application of the California Revised Uniform Partnership Act
(emphasis added). 5


5 Throughout this Memorandum Decision, the court will use the Brobeck partners' term “Unfinished Business” to describe what the
partners waived by the emphasized language, and the value of which is part of what the Trustee seeks to recover.


The Jewel Waiver provided that Brobeck's partners would not have a duty to account back to
Brobeck or each other for Brobeck's Unfinished Business with two exceptions—two ongoing
contingency matters—the Western MacArthur (“Western”) insurance coverage litigation and
bankruptcy, and the Tickets.com litigation. Those two matters were “carved out” of Section 9(e)
as an exception to Unfinished Business as follows:


(i) The Partners through the Partnership shall be and remain entitled to amounts
to which any former Partner or Partners, or such former Partners' partners,
employer or affiliates (collectively, the “New Entities”) may otherwise become
entitled in respect of amounts paid for legal services conducted after the
former Partner's dissociation from the Partnership upon dissolution of the
Partnership, on ongoing business of Western MacArthur and MacArthur relating
to the Chapter 11 proceedings of Western MacArthur Company and MacArthur
Company and ongoing asbestos insurance coverage litigation, provided that in
addition to offsetting costs, such New Entities shall be entitled to retain an
amount in consideration of the value of the work performed on these matters by
the New Entities. For purposes of *328  this subparagraph (i), the value of the
work so performed by New Entities after assumption of the case shall be equal
to one hundred percent (100%) of the guideline hourly rates billed by the New
Entities for work performed by any timekeeper, including the former Partner,
and any member, shareholder, associate, legal assistant or paralegal of the New
Entities, for the period in which the services were performed, plus a portion of
any additional amounts earned above such hourly rates as follows....


In essence, this agreement waived Jewel claims Brobeck would have had against its former partners
and their new firms, and the partners' claims against one another, with the exception of Western
and Tickets.com.


On February 9, 2003, Brobeck's Policy Committee circulated the proposed FPA, a cover letter,
and a two and one-half page memo (the “Consent Memo”) explaining the FPA's key provisions
to all partners. The Consent Memo solicited consents to the FPA, and Paragraph 7 of that Memo
references the Jewel Waiver and Jewel. In Paragraph 7, the Policy Committee told partners that
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“[e]xcept with respect to [Brobeck's] interest in the Western MacArthur and Tickets.com cases,
the ‘unfinished business' doctrine of Jewel v. Boxer is waived” and that “[t]his allows all Partners
to go on to other law firms with their clients and matters and not be under a cloud of having to
account back to Brobeck or other Partners for revenue they generate.” Brobeck's right to receive
profits from work in Western and Tickets.com was not affected by the Jewel Waiver. 6


6 The Tickets.com matter ended up a total loss and its exclusion from the Jewel Waiver is irrelevant to the matters before the court.


Over the next two days, via email, telephone conferences and other meetings, the partners
discussed the proposed FPA and Jewel Waiver, Brobeck's liquidation plans, funding its liquidation
committee, capital calls, storage of client files and retirement accounts. The partners then voted
on the FPA.


On February 11, 2003, the Policy Committee certified that a sufficient number of partners had
consented to the FPA, and thus it was approved. 7  After 77 years in business Brobeck proceeded
to dissolve under RUPA § 16801 et. seq. 8


7 Each Orrick Partner Defendant admits that he either consented to the FPA or, if not, it should apply to him. The Dorsey Partner
Defendants generally did not recognize the document, but either had no reason to believe it was not the FPA, and/or relied on the
FPA in his or her interrogatory responses.


8 It is undisputed that Partner Defendants Bolding, James Baker, Jeffrey D. Hermann (“Hermann”) and Frederick D. Holden, Jr.
(“Holden”), all of whom went to Orrick, were partners at Brobeck on January 30, 2003, when Brobeck's management announced
the dissolution. After the dissolution announcement, but before the dissolution date, Partner Defendants Baker, Bolding and Holden
resigned from Brobeck and accepted offers from Orrick; Hermann joined Orrick after the dissolution.
Partner Defendants Patrick Arrington (“Arrington”), John S. Baker (“John Baker”), Ellen S. Bancroft (“Bancroft”), David L. Hayes
(“Hayes”), Scott R. Santagata (“Santagata”) and Wirth, all of whom went to Dorsey, were partners at Brobeck's Irvine, California
office when Brobeck announced its dissolution and on the dissolution date.


After Brobeck's dissolution, but prior to its bankruptcy in September 2003, several Brobeck
partners moved on to various firms, including Orrick and Morgan Lewis. Some of these Brobeck
partners were key counsel in the Western case while it was a client of Brobeck. In order to ensure
Brobeck would receive the Western contingency fees excluded from the Jewel Waiver, if any,
Brobeck, Morgan Lewis and *329  Orrick entered into an agreement to continue representation. As
part of that agreement, the parties implemented an incentive contingency bonus fee arrangement
which included three bonuses. In order for Brobeck to earn any of the bonuses certain objectives
had to be achieved, such as obtaining the Western bankruptcy court's approval of Western's plan
of reorganization. Under the arrangement, the bonuses would be allocated to Brobeck, Morgan
Lewis and Orrick. However, Orrick's bonus was contingent upon any bonus being paid to Morgan
Lewis: Orrick would receive 50% of all bonus fees paid to Morgan Lewis, up to a cap of $500,000.
Additionally, if Morgan Lewis received and retained less than $1 million, Orrick would receive
only 50 cents for every dollar Morgan Lewis received. If Morgan Lewis ended up with nothing,
Orrick would recover nothing.
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Ultimately, the goals in Western were achieved and Brobeck's share of Bonus 1, which came after
Brobeck's bankruptcy, was allocated among the Brobeck estate, Morgan Lewis and Orrick. Since
Morgan Lewis received over $1 million in bonus fees from Bonus 1, Orrick received its cap of
$500,000 and thus received nothing from Bonus 2 or 3. Those bonuses were allocated between
Brobeck's estate and Morgan Lewis. Orrick contends that under the fee arrangement, its bonus
fees were to be paid directly from Morgan Lewis; the Trustee contends that Orrick's bonus was to
come from Brobeck's estate, which it eventually did.


Although not pled specifically in his complaint against the Orrick Defendants, it appears the
Trustee seeks to recover Orrick's $500,000 bonus as a subset of Brobeck's Unfinished Business
profits.


The record reflects that Partner Defendants James Baker, Hermann and Holden, all of whom went
to Orrick, were responsible for and completed Unfinished Business for several former Brobeck
clients while at Orrick, for which Orrick received a confidential amount of revenue resulting in
some retained profit. 9  Partner Defendants Arrington, John Baker, Bancroft, Hayes, Santagata and
Wirth, all of whom went to Dorsey, completed Unfinished Business for several former Brobeck
clients while at Dorsey, for which Dorsey received a confidential amount of “revenue.” Although
the Trustee alleges Dorsey had profits from Unfinished Business, the Dorsey Defendants claim
otherwise. The documents in evidence do not conclusively establish whether Dorsey realized any
profits from Unfinished Business. 10


9 Whether Partner Defendant Bolding completed Unfinished Business is also in dispute.


10 Although the record is inconclusive as to whether Dorsey realized any net profits from Unfinished Business, the court rejects Dorsey's
unsupported contention that only files opened within the first 90 days of Brobeck's dissolution should be considered in the profit/
loss analysis.


Other than Brobeck's right to the potential profits from the Western and Tickets.com contingency
fee matters, on its face the Jewel Waiver is not contingent upon receipt of any payment or other
consideration from the Brobeck partners, or their new firms. It is undisputed that neither of the
Firms nor any Partner Defendant turned over any portion of Unfinished Business profits or paid
anything to the Trustee or Brobeck's estate on account of such profits.


Finally, for purposes of this proceeding, the Defendants do not contest that Brobeck was insolvent
at the time of the Jewel Waiver.


*330  III. PROCEDURAL HISTORY
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On September 17, 2003, certain of Brobeck's creditors filed an involuntary chapter 7 bankruptcy
petition. Following his election, the Trustee asserted claims against Morgan Lewis and Clifford
Chance LLP, the two firms that hired the largest numbers of Brobeck partners, and commenced
adversary proceedings against 222 individual Brobeck partners. By late 2004, the Trustee settled
all of his claims with Clifford Chance LLP and Morgan Lewis, including a claim against Morgan
Lewis on a Jewel theory for its share of the profits earned on the Western representation. That
settlement resulted in Morgan Lewis returning almost all of its share of the Western bonus fees.


Later, the Trustee entered into written settlement agreements with nearly all of the remaining
Brobeck partners, including each Partner Defendant at Orrick and at Dorsey. Through those
agreements, he released the Partner Defendants from all claims, except claims “arising out of,
related to or in connection with, or based in whole or in part on the decision in Jewel v. Boxer
and the provisions of UPA or RUPA that formed or that would form the statutory underpinning of
any Jewel v. Boxer-type claim.” In September 2005, the Trustee and Defendants executed a tolling
agreement which tolled the statute of limitations applicable to any Jewel claim the Trustee might
assert against them.


On March 28, 2008, the Trustee filed two complaints alleging the exact nine Claims against the
Defendants, thereby commencing these two adversary proceedings. Claim 1 seeks a declaration
that the profits the Firms received completing matters originating from Brobeck belong to Brobeck
pursuant to RUPA § 16404(b)(1) and Jewel. Claim 2 seeks an accounting and turnover order under
section 542 with respect to such alleged Unfinished Business profits. 11  Claims 3 and 4 are similar
to the first two, but instead of Unfinished Business profits the Trustee seeks an accounting and
turnover of the profits the Firms earned on partnership opportunities. 12  Claim 5 seeks a declaration
that the Jewel Waiver was an “unlawful waiver” within the meaning of RUPA § 16103(b)(3).
Claims 6, 7, 8 and 9 allege that the Jewel Waiver effected an actual or constructive fraudulent
transfer within the meaning of state and federal law.


11 Section 542 provides, in relevant part:
(a) 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 ... shall deliver to the trustee, and account for, such property or the value of such property....


12 The Trustee contends that partnership opportunities includes profits received from business, apart from Unfinished Business, handled
by the Firms for a former Brobeck client which had not previously been a client of the Firms (“Partnership Opportunities”). He alleges
that at least one Partner Defendant, Holden, engaged in Partnership Opportunities for which Orrick received profits.


On February 27, 2009, the Trustee filed his combined partial motion for summary judgment,
moving for judgment on Claims 1, 3, 5, and 6 through 9. On that same date, the Defendants filed
their respective motions for summary judgment, moving for judgment on all nine of Trustee's
Claims. The parties agreed to a bifurcation of this litigation into liability and damages phases.
Therefore, if the Jewel Waiver is invalid, or if it was a fraudulent transfer, the Trustee must prove
in phase two of this litigation what damages he may recover.
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The motions were set for oral argument on April 13, 2009. 13  On April 9, 2009, the *331  court
issued a Tentative Ruling (“TR”), indicating summary judgment in favor of the Defendants on
Claims 1, 2, 3, 4 and 5, and denial of all motions as to Claims 6, 7, 8 and 9. (See Dkt. No. 37 in
A.P. 08–3027, and Dkt. No. 66 in A.P. 08–3028).


13 The adversary proceedings were consolidated for oral argument and disposition.


At the beginning of the April 13 hearing, the Trustee offered to accept the TR and argue only for
Claims 6, 7, 8 and 9–the various fraudulent transfer claims. Defendants declined this offer and
chose to argue on all nine Claims.


IV. DISCUSSION


Motions for summary judgment under Fed.R.Civ.P. 56 are made applicable here by Rule
7056. Summary judgment should only be granted “if the pleadings, depositions, answers to
interrogatories, and admissions on file, together with the affidavits, if any, show that there is no
genuine issue as to any material fact and that the moving party is entitled to a judgment as a matter
of law.” Fed.R.Civ.P. 56(c).


The evidence is construed in the light most favorable to the nonmoving party, and the moving party
bears the burden to show the absence of any genuine issue of material fact. Hopkins v. Andaya,
958 F.2d 881, 884 (9th Cir.1992). “However, once the moving party demonstrates the absence of
a genuine issue of material fact, the burden shifts to the nonmoving party to produce evidence
sufficient to support a jury verdict in [the nonmoving party's] favor.” Anderson v. Liberty Lobby
Inc., 477 U.S. 242, 256–57, 106 S.Ct. 2505, 91 L.Ed.2d 202. Id. at 884–85.


No genuine issue of fact exists if the party opposing the motion “fails to make a showing sufficient
to establish the existence of an element essential to that party's case, and on which that party will
bear the burden of proof at trial.” Celotex Corp. v. Catrett, 477 U.S. 317, 322, 106 S.Ct. 2548,
91 L.Ed.2d 265 (1986).


A. Was The Jewel Waiver Valid?
The Trustee argues that he is entitled to the profits realized on Brobeck's Unfinished Business and
Partnership Opportunities for two reasons: (1) RUPA § 16404(b)(1) provides and Jewel holds that
unfinished business remains property of a law partnership, unless there is a contrary agreement,
and (2) the contrary agreement here was an unlawful waiver of the Brobeck partners' duty of loyalty
and invalid under RUPA §§ 16103(b)(3) and 16404, or was manifestly unreasonable, triggering
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the default rules of RUPA and Jewel and rendering Brobeck's Unfinished Business profits and
Partnership Opportunities property of its estate.


[1]  In opposition, the Defendants 14  argue that under Jewel partners are permitted and encouraged
to modify contractually their duties to account for profits earned on Unfinished Business, that the
Jewel Waiver complied with the provisions of RUPA, and it was not manifestly unreasonable. 15


More specifically, as to the *332  Partnership Opportunities claim, the Defendants argue that once
a partnership is dissolved it has no claim to “new” matters, even matters from former clients,
because such new matters do not constitute Unfinished Business. They further contend that the
Trustee is barred from bringing such a claim because the previous settlement agreements with the
Partner Defendants carved out only “Jewel-type claims,” and since Partnership Opportunities fall
outside of that definition, the relevant statute of limitations had run. 16


14 The Dorsey Defendants adopt all of the arguments raised by the Orrick Defendants in opposition to the Trustee's motion on Claims
1 through 5.


15 In the alternative, the Defendants contend that the Trustee's Claims should be denied because he has failed to prove they earned any
recoverable Unfinished Business profits within the applicable one-year time limit after Brobeck's dissolution, citing Official Comm.
of Unsecured Creditors v. Ashdale (In re Labrum & Doak, LLP), 227 B.R. 391 (Bankr.E.D.Pa.1998).
The court rejects a time limit on recovery. In Labrum & Doak, the recovery period was limited to one year simply because that is all
the creditor's committee requested. Unfinished business exists until it is finished, and therefore the Trustee, if entitled, can recover
any realized Unfinished Business profits no matter when such business was or is concluded.


16 As to the Partnership Opportunities claim, in the TR the court noted that Brobeck had no ability to exploit any such opportunities
once it dissolved. Furthermore, the Brobeck partners could not be liable for taking on what would be considered “new” business,
even if that “new” business involved representing former Brobeck clients. Based on that, the court declined to address the statute
of limitations issue.
The Trustee accepted the TR with respect to this Claim. Consequently, as the Trustee conceded, there can be no accounting or turnover
of Partnership Opportunities profits that do not exist, as he requested in Claim 4. Therefore, the Defendants are entitled to summary
judgment on Claims 3 and 4, and those Claims will not be discussed further.


[2]  In their own motions, with respect to Claims 1 through 5, the Defendants 17  contend that
since the Jewel Waiver was valid and enforceable and defined the extent of Brobeck's interest
in its Unfinished Business, which is none with respect to hourly rate matters, the Trustee lacks
standing to even bring such claims. 18  Moreover, they believe that Jewel does not apply to them
for five reasons: (1) the Jewel Waiver precludes its application; (2) RUPA, unlike the UPA, allows
partners reasonable compensation for post-dissolution work in completing unfinished business,
and thus the profit earned here is the reasonable compensation, at least on hourly rate matters; (3)
the California Supreme Court would not apply Jewel as to non-contingency matters since after
a partnership has dissolved no one is left to complete the work; (4) Jewel has only been applied
against former partners and not to the law firms those partners later join, so the Trustee has no claim
against the Firms; and (5) the rule cannot support a claim against the Defendants because it fails
to seek an accounting from all 160+ Brobeck partners as required by Cal. Civ. Proc. § 389(c). 19
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17 The Orrick Defendants adopt all of the arguments raised by the Dorsey Defendants in support of Dorsey's motion for summary
judgment on Claims 1 through 5, and vice versa.


18 The court agrees with Defendants. Because the FPA complied with RUPA, the Trustee, on behalf of Brobeck, lacks standing to assert
claims for breaches of fiduciary duty (the essence of Claims 1 through 5) since such claims can be prosecuted only by partners against
partners. Brobeck's rights and powers are defined by the partnership agreement that created and continues it. Under section 541, the
Trustee takes Brobeck's pre-petition powers and the limitation on those powers, and unless Brobeck could sue the partners the Trustee
cannot. 3 Collier on Bankruptcy § 323.03[2] at 323–9 (15th ed. rev.2009)(trustee stands in shoes of the debtor and can only assert
those causes of action possessed by the debtor). It is doubtful that Brobeck, governed by the partners' vote, could sue the very owners
who voted to change the partnership agreement.


19 Cal. Civ. Proc. § 389(c) provides:
A complaint or cross-complaint shall state the names, if known to the pleader, of any persons as described in paragraph (1) or (2)
of subdivision (a) who are not joined, and the reasons why they are not joined.


Because the court concludes that the Jewel Waiver was valid under Jewel and RUPA, there is no need to reach a conclusion on this
procedural issue. Nonetheless, the Trustee is free to sue one, some, or all of the former Brobeck partners for fraudulent transfer.


*333  Finally, they assert that the Brobeck partners thought that eliminating the duty to account
back to each other for their hourly rate work would avoid years of litigation, thus benefitting
Brobeck and its creditors.


B. The Jewel Waiver Was Valid.


1. The Waiver Complied With Jewel.
[3]  [4]  [5]  [6]  [7]  Under California law, the unfinished business of a law partnership is any
business covered by retainer agreements between the firm and its clients for the performance
of partnership services that existed at the time of dissolution. Rosenfeld, Meyer & Susman v.
Cohen, 146 Cal.App.3d 200, 217, 194 Cal.Rptr. 180 (1983). It includes matters in progress but
not completed when the firm is dissolved, regardless of whether the firm was retained to handle
the matters on an hourly or a contingency basis; what constitutes unfinished business must be
determined on the date of dissolution of the partnership, not based on events occurring thereafter.
Rothman v. Dolin, 20 Cal.App.4th 755, 759, 24 Cal.Rptr.2d 571 (1993). 20  Absent an agreement
to the contrary, partnership assets include attorneys fees received by the partnership for cases
in progress at dissolution, and such fees, minus overhead and reasonable compensation, must
be shared among all partners in accordance with the ownership interest of each, regardless of
which partner performs the services for winding up purposes. Jewel, 156 Cal.App.3d at 179, 203
Cal.Rptr. 13. However, a critical distinction exists between “unfinished business,” which remains a
partnership asset and for which each partner has a fiduciary duty to complete, and “new” business
which is not a partnership asset and may follow the individual partner.


20 The court rejects the Defendants' argument that under RUPA unfinished business does not include hourly rate matters. See Rothman,
supra. Although Defendants cite a New York case, Gottlieb v. Greco, 298 A.D.2d 300, 749 N.Y.S.2d 19 (N.Y.App.Div.2002), and
contend that its holding suggests courts generally apply the unfinished business rule only to claims for a share of contingency fees, the
court disagrees with Defendants' interpretation of that case. In Gottlieb, the partner was suing for a division of contingency fees, so
how the court would have determined hourly fees, which were not at issue, is unknown. Defendants cannot make the leap, based on
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Gottlieb, that courts only apply the unfinished business rule in disputes over contingency fees. Moreover, New York is not governed
by RUPA.
Arguably, Rothman was decided under the UPA, and possibly RUPA changed the landscape. However, recent California unpublished
decisions since Rothman governed by RUPA continue to cite Rothman as the law in this state. See Kuist v. Hodge, 2008 WL 510075,
¶ 11 (Cal.App. 2 Dist.2008). Furthermore, the plain language of RUPA makes no distinction between contingency or hourly rate
matters in the context of unfinished business. The court declines Defendants' invitation to speculate as to how the California Supreme
Court would decide this issue.


On February 9, 2003, the day before the FPA became effective and the firm was a going concern,
Brobeck had unfinished business and an interest in the profits therefrom, and on February 10,
2003, Brobeck no longer had that interest. In the Jewel Waiver itself, Brobeck and its individual
partners waived certain rights. The dispute lies in whether the Brobeck partners properly drafted
around the default rules of RUPA and Jewel when they agreed not to account for profits derived
by each partners' completion of Brobeck's Unfinished Business, and allowed the partners and their
respective firms to keep those profits.


Jewel involved a four partner law firm that had no partnership agreement. The partners mutually
agreed to dissolve the partnership, and litigation later ensued *334  over the proper allocation
of profits received from cases in progress at the time of dissolution. The California Court of
Appeal held that “absent a contrary agreement, any income generated through the winding up of
unfinished business is allocated to the former partners according to their respective interests in the
partnership.” Jewel, 156 Cal.App.3d at 176, 203 Cal.Rptr. 13. Therefore, to avoid this harsh result,
Jewel held that a partnership agreement can set forth precise rules for completion of unfinished
business. See Rothman, 20 Cal.App.4th at 759 n. 4, 24 Cal.Rptr.2d 571 (“Of course, the parties
were free to enter into an agreement providing for the allocation of fees relating to unfinished
business in any manner they wished”).


Jewel and Rothman not only allow contrary agreements, they encourage partners to enter into such
agreements, which can only aid in the timely and organized winding up of the partnership's affairs.
Without an express agreement, especially in the context of a law partnership where completion of
ongoing partnership business can be protracted, the default rules on unfinished business can result
in undesirable consequences between partners and/or their former firm.


[8]  Therefore, the court concludes that the Brobeck partners were free, and indeed encouraged, to
enter into a contrary agreement on how they wished to handle Brobeck's Unfinished Business. The
Brobeck partners took the clear message from Jewel—an agreement that immediately disposes of
unfinished business and minimizes the disruptive impact of a dissolution is appropriate, and the
court will not fault them for complying with this aspect of California law. 21


21 It is only the impact of such an agreement on creditors where the Jewel Waiver creates a potential for liability of the waiving partners
and their new law firms.


2. The Waiver Complied With RUPA.
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[9]  The analysis does not end here. The Trustee argues that in order to be valid, the Jewel Waiver
must also comply with RUPA §§ 16404(b)(1) and 16103(b)(3). 22  In sum, RUPA § 16404(b) sets
forth a partner's limited duty of loyalty to the partnership and the other partners, which includes,
among others, the duty to account for profits derived after dissolution. Further, RUPA § 16103(b)
does not allow a partnership agreement, which governs the relationship among the partners and
between the partners and the partnership, to eliminate the duty of loyalty in RUPA § 16404, but
it does allow modification of this duty if not “manifestly unreasonable” and in compliance with
either part (A) or (B).


22 RUPA § 16404(b)(1) states:
(b) A partner's duty of loyalty to the partnership and the other partners includes all of the following:
(1) To account to the partnership and hold as trustee for it any property, profit, or benefit derived by the partner in the conduct
and winding up of the partnership business or derived from a use by the partner of partnership property or information, including
the appropriation of a partnership opportunity (emphasis added).


RUPA § 16103(b)(3) in relevant part states:
(b) The partnership agreement may not do any of the following:
(3) Eliminate the duty of loyalty under subdivision (b) of Section 16404 ... but, if not manifestly unreasonable, may do either of
the following:
(A) The partnership agreement may identify specific types or categories of activities that do not violate the duty of loyalty.
(B) All of the partners or a number or percentage specified in the partnership agreement may authorize or ratify, after full disclosure
of all material facts, a specific act or transaction that otherwise would violate the duty of loyalty.


*335  The Trustee argues that the Jewel Waiver was invalid because it went outside the scope of the
exceptions allowed under parts (A) and (B). As to part (A), he asserts that the FPA does not identify
“specific types or categories of activities that do not violate the duty of loyalty.” Specifically, he
contends that neither the FPA nor the Consent Memo makes any reference to the Brobeck partners'
duty of loyalty, and further, those documents do not indicate that keeping profits from Unfinished
Business for themselves and their new firms would violate that duty.


As to part (B), the Trustee asserts that without any reference to the duty of loyalty, there could
not have been an effective ratification of the Jewel Waiver as a breach of that duty because to be
effective under California law there must be “full disclosure of all material facts.” Skone v. Quanco
Farms, 261 Cal.App.2d 237, 241, 68 Cal.Rptr. 26 (1968). Here, he argues, there was no disclosure
let alone “full disclosure of all material facts.”


Alternatively, the Trustee argues that even if the Brobeck partners satisfied the requirements
of parts (A) or (B), the Jewel Waiver's terms were manifestly unreasonable because, with the
exception of Western and Tickets.com, it attempted a blanket derogation of the partners' duty to
account to, and hold profits in trust for, Brobeck on account of Unfinished Business without sharing
any of the profits with Brobeck. To make matters worse, he argues, the FPA did not require the
partners to provide anything of value in exchange for being excused from that duty; the partners
benefitted themselves at the expense of Brobeck's creditors.
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[10]  The court rejects the Trustee's arguments. First, he offers nothing to support his suggestion
that the words “duty of loyalty” must appear in the FPA to make it an effective modification.
Although it may be a prudent exercise, the court disagrees that such language is required in order
to make a valid modification to a partnership agreement under RUPA §§ 16103(b)(3)(A) or (B).


Second, the contention of inadequate disclosure of the material facts as between the parties is
inaccurate. The record reflects that not only did all of the relevant documents explicitly disclose
the details regarding Brobeck's Unfinished Business, but the partners engaged in substantial
discussions about the proposed FPA and its various provisions by way of email, telephone
conferences, and other meetings. The financial and professional (and personal) crises confronting
the 160+ partners and their venerable law firm was fully understood, as were the ramifications of
ignoring Jewel's warning and doing nothing. There is little doubt that they all knew what, and to
whom, they were giving up and what they were getting in return from each other. This is not a case
where a partner failed to disclose material facts to his or her partners in order to take advantage of
what could have been a partnership opportunity to the partnership's detriment, or where a partner
caused a wrongful dissolution in order to abscond with an opportunity for his or her own benefit.
See Leff v. Gunter, 33 Cal.3d 508, 189 Cal.Rptr. 377, 658 P.2d 740 (1983). Therefore, the FPA
complied with RUPA §§ 16103(b)(3)(A) and (B).


[11]  Finally, the court does not find any part of the FPA, including the Jewel Waiver, as manifestly
unreasonable. RUPA does not define what is “manifestly unreasonable” and the parties have
not cited, nor can the court locate, a decision that defines the term. Absent case law or even a
dictionary definition, the court must rely on its common sense to recognize something as manifestly
unreasonable. The Jewel Waiver was not.


*336  RUPA defines the relationships between and among partners and their partnership.
Further, by way of a partnership agreement, it allows the partners and the partnership to change
contractually the rules of that relationship, which includes modifications to their duty of loyalty.
The Jewel Waiver did not eliminate the partners' duty of loyalty, it only modified the duty to
account, which is just one of the three duties of loyalty set forth in RUPA § 16404. The Brobeck
partners had to account for certain matters, Western and Tickets.com, but had no duty to account
for others.


[12]  The Trustee argues that since Brobeck was insolvent at the time of the Jewel Waiver
and it benefitted only the partners at the expense of Brobeck's creditors, then it was manifestly
unreasonable. RUPA does not, as the Trustee suggests, govern a partner's or a partnership's
relations to, or rights of, third parties such as creditors. The California Legislature has enacted other
provisions regarding those relationships, one of which is the Uniform Fraudulent Transfer Act. 23


Therefore, solely in the context of RUPA and the duty of loyalty to account, whether Brobeck
was insolvent at the time of the Jewel Waiver, whether the partners provided anything of value in
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exchange for relieving each other of that duty, or whether they benefitted from the Jewel Waiver
at the expense of Brobeck's creditors is irrelevant.


23 The California Uniform Fraudulent Transfer Act is contained in Cal. Civ.Code §§ 3439 through 3449.


Consequently, since there are no genuine issues of material fact in dispute regarding the validity
of the Jewel Waiver, the Defendants are entitled to summary judgment on Claims 1 and 5. 24


24 The Defendants also move for summary judgment on Claim 2–accounting and turnover of profits from Brobeck's Unfinished Business
pursuant to section 542. Because the court has determined that the Jewel Waiver was valid, no accounting or turnover of profits is
required as a matter of law and Defendants are entitled to summary judgment on Claim 2.


C. Was The Jewel Waiver A Fraudulent Transfer?
Even if the court determines that the Jewel Waiver was lawful and valid under RUPA, the Trustee
asserts it is nevertheless avoidable as an actual or constructive fraudulent transfer under the
Bankruptcy Code and California Uniform Fraudulent Transfer Act. Consequently, he argues that
under section 550(a), and/or Cal. Civ.Code § 3439.07 and section 544(b)(1), he can recover for
the benefit of Brobeck's estate its Unfinished Business profits from the Partner Defendants, the
initial transferees, and the Firms, the immediate transferees. 25  The Trustee has not conceded that
the RUPA calculation of profits would apply for purposes of what he is entitled to recover from a
fraudulent transfer, but asserts that “the means of *337  quantifying profits that can be recovered
by the Trustee will be the subject of the next phase of this litigation,” and “will likely involve
expert testimony.” 26


25 Under section 550(a), a trustee may recover the property transferred, or, if the court so orders, the value of such property from the
initial transferee of such transfer, or any immediate or mediate transferee of such initial transferee.
Under Cal. Civ.Code § 3439.07, in an action for relief under Cal. Civ.Code §§ 3439.04 and 3439.05, a creditor may obtain “[a]voidance
of the transfer or obligation to the extent necessary to satisfy the creditor's claim,” and under Cal. Civ.Code § 3439.09, such action
must be brought within four years after the transfer. And, under section 544(b)(1), the trustee “may avoid any transfer of an interest
of the debtor in property or any obligation incurred by the debtor that is voidable under applicable law by a creditor holding an
unsecured claim that is allowable under section 502....”


26 Given the Trustee's position, the court is not determining in this Memorandum Decision what profits the Trustee is entitled to, if any,
or how such profits will be calculated.


[13]  The fraudulent transfer doctrine prevents debtors from placing property beyond the reach of
their creditors when those assets should legitimately be made available to satisfy creditor demands.
See Chichester v. Mason, 43 Cal.App.2d 577, 584, 111 P.2d 362 (1941). It is that doctrine that
vindicates creditors' rights notwithstanding the valid Jewel Waiver.


1. Unfinished Business Profits Were Property Of Brobeck.
Before the court can determine whether there was a “transfer,” it must first determine that
Brobeck's Unfinished Business profits were “property” of Brobeck. Wood v. Bright (In re Bright),
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241 B.R. 664, 666 n. 3 (9th Cir. BAP 1999). Both the “property” and “transfer” elements apply
whether the claim is one for actual or constructive fraudulent transfer.


[14]  While the Bankruptcy Code does not define “property,” Black's Law Dictionary defines it
as “[t]he right to possess, use, and enjoy a determinate thing.” Black's Law Dictionary, 1252 (8th
ed.2004). Although the Bankruptcy Code determines what is “property of the estate” under section
541, 27  state law determines the nature and extent of a debtor's interest in property. Butner v. U.S.,
440 U.S. 48, 54, 99 S.Ct. 914, 59 L.Ed.2d 136 (1979).


27 Section 541 defines property of the estate as “all legal or equitable interests of the debtor in property as of the commencement of
the case.”


[15]  The Trustee contends that Unfinished Business (and the profit therefrom) is property under
RUPA and Jewel, and that Brobeck had an interest in that property. The Defendants 28  contend
that Brobeck's interest in its Unfinished Business profits arises only if the partnership agreement
is silent, and since the Brobeck partners had a contrary agreement as of the date of dissolution,
Brobeck's rights to Unfinished Business profits (other than those from Western and Tickets.com)
were precluded and never “sprang” into existence. In other words, they analogize the Jewel
Waiver to a disclaimer, a legal fiction which eliminates any property interest that a disclaimant
previously held in the disclaimed property. A disclaimant neither transfers nor possesses an interest
in disclaimed property, and, consequently, creditors are unable to reach the disclaimed interest,
even if the debtor is insolvent at the time the disclaimer is executed. Gaughan v. Edward Dittlof
Revocable Trust (In re Costas), 555 F.3d 790, 793–94 (9th Cir.2009), relying on U.S. v. Irvine, 511
U.S. 224, 114 S.Ct. 1473, 128 L.Ed.2d 168 (1994). Therefore, if no property interest exists there
can be no transfer, and the mere fact of insolvency cannot create a property interest where there
was none to begin with under state law.


28 The Dorsey Defendants adopt all of the arguments raised by the Orrick Defendants in their motion for summary judgment on Claims
6, 7, 8 and 9, and vice versa.


[16]  The Defendants' argument is circular. They do not deny that profits from a firm's work in
process are a property right of the partnership, at least when there is no partnership agreement to
the contrary. Clearly, on February 9, 2003, the day before the Jewel Waiver, Brobeck had a right
to recover such profits from *338  any departing partner under its existing partnership agreement.
On February 10, 2003, via the Jewel Waiver, Brobeck no longer had that right. The court rejects
Defendants' argument that Brobeck's right to its Unfinished Business profits never “sprang” into
existence because such a right did not exist until dissolution; the right was there all along, until
the Jewel Waiver.


Furthermore, although Defendants make an interesting analogy, the court rejects their notion that
the Jewel Waiver functioned like a disclaimer. The California Legislature has explicitly provided
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special treatment for disclaimers (see Cal. Probate Code §§ 275–288, 295), and if it wished to treat
waivers of rights to unfinished business profits in the same manner it would have done so.


Therefore, the Unfinished Business profits were property of Brobeck at the time of the Jewel
Waiver.


2. The Jewel Waiver Transferred Brobeck's Unfinished Business To The Partners.
The Bankruptcy Code broadly defines transfer to encompass every “mode, direct or indirect,
absolute or conditional, voluntary or involuntary, of disposing of or parting with property or with
an interest in property....” 11 U.S.C. § 101(54).


[17]  [18]  The hallmark of a “transfer” is a change in the rights of the transferor with respect to the
property after the transaction. Towers v. U.S. (In re Feiler), 218 B.R. 957 (Bankr.N.D.Cal.1998),
aff'd 218 F.3d 948 (9th Cir.2000). Waiver of an interest in property constitutes a “transfer.” Kapila v.
U.S. (In re Taylor), 386 B.R. 361, 369 (Bankr.S.D.Fla.2008)(debtor's waiver of an NOL carryback
constitutes a transfer).


[19]  The Dorsey Defendants argue that if “the profits Defendants received” constitute the
transferred property, no transfer occurred as they received no profits from Unfinished Business in
the aggregate. This argument too is circular and conflates what is transferred with its value. In a
claim for fraudulent transfer, the value of the property transferred does not undo the fact that there
was a transfer for which the transferee may be liable. Here, if what was transferred has no net value,
then the Trustee will ultimately recover nothing. However, since these adversary proceedings have
been bifurcated into two phases, liability and damages, what the Trustee may or may not recover
remains for another day.


[20]  Undisputedly, Brobeck (through the execution of the Jewel Waiver by its partners), waived its
interest in its Unfinished Business profits, thereby changing its rights with respect to those profits.
The Jewel Waiver legitimately and effectively gave what was otherwise property of Brobeck to
the Brobeck partners.


The court concludes that Brobeck had a property interest in its Unfinished Business profits, and
that the Jewel Waiver transferred that interest to the Brobeck partners. The court now turns to each
of the Trustee's fraudulent transfer claims.


D. The Jewel Waiver Was A Fraudulent Transfer.


1. Claim 6: Actual Fraudulent Transfer Under Section 548(a)(1)(A).
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[21]  [22]  For a claim under section 548(a)(1)(A), 29  the Trustee has the burden *339  of proving,
by preponderance of the evidence, that Brobeck's Unfinished Business profits were property of
Brobeck, that the transfer of such profits occurred within one year prior to the filing of Brobeck's
bankruptcy petition, and that such transfer was made with the actual intent to hinder, delay, or
defraud Brobeck's creditors. 30  Brandt v. nVidia Corp. (In re 3dfx Interactive, Inc.), 389 B.R. 842,
863–64 (Bankr.N.D.Cal.2008). In light of the court's previous rulings in ¶¶ C., 1 & 2, the Trustee
need only show this last element.


29 Section 548(a)(1)(A), as applicable in these proceedings, states:
(a)(1) the 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 one year 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....


30 It is undisputed that the Jewel Waiver occurred within one year of Brobeck's bankruptcy petition. The date the partners gave the Jewel
Waiver is the date of the transfer for purposes of fraudulent transfer. See section 548(d).


[23]  Generally, the party attacking the transfer must show the debtor/transferor acted with actual
intent to hinder, delay, or defraud when engaging in the transfer. However, in cases where the
transferee controls or is in a position to control the debtor/transferor's disposition of its property,
then the transferee's intent can be imputed to the debtor/transferor. Acequia, Inc. v. Clinton (In re
Acequia, Inc.), 34 F.3d 800, 806 (9th Cir.1994), citing Consove v. Cohen (In re Roco Corp.), 701
F.2d 978, 984 (1st Cir.1983). This is such a case.


[24]  The Trustee contends that the transfer represented by the Jewel Waiver was made with actual
intent to hinder, delay or defraud Brobeck's creditors because the Brobeck partners knowingly
entered into it to get around the default rules of RUPA and Jewel, and each was well aware of the
effect it would have on creditors via the Consent Memo—two factors that provide clear proof of
an actual intent to deny creditors the profits to which they were entitled.


The Defendants contend that even if the Jewel Waiver constituted a transfer of an interest in
property, the Trustee has failed to meet his burden to prove the Brobeck partners intended
to defraud creditors, especially when the Partner Defendants have testified to the contrary.
Furthermore, even though they agree with the Trustee's facts regarding the Jewel Waiver, they
argue that such facts do not show an actual intent to hinder, delay or defraud Brobeck's creditors. 31


The court agrees.


31 Orrick and Dorsey argue that Trustee's claims against the Firms must fail because, unlike the Partner Defendants, there was never any
fiduciary or contractual relationship between Brobeck and the Firms. Accordingly, Brobeck (and thus the Trustee) cannot recover
against the Firms for fees earned on work done by non-Brobeck personnel or by attorneys who were not partners of Brobeck at the
time of dissolution.
The court rejects this argument. While this may be true for an accounting and turnover claim, a fiduciary or contractual relationship is
unnecessary for a successful fraudulent transfer claim. Here, the Firms are immediate transferees of the Brobeck partners. Therefore,
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if the Trustee can recover profits from Brobeck's Unfinished Business, he can recover from not only the Partner Defendants but from
the Firms as well, subject to any defenses available to the Firms in section 550(b)(1).


As Defendants note, the mere fact of considering and entering into the Jewel Waiver, along
with the Consent Memo, does not show actual intent because California law expressly permits
and encourages Jewel agreements, which is necessarily *340  inconsistent with actual fraud.
Furthermore, although the Trustee provided email discussions among the Brobeck partners
asking questions about the Jewel Waiver's potential effect on creditors, he presented no evidence
suggesting that any Brobeck partner believed approving the Jewel Waiver would delay, hinder or
defraud any creditor. In fact, Partner Defendants Bolding and Hermann testified that they believed
the Jewel Waiver would benefit creditors, and Hermann testified that he favored the Jewel Waiver
because it benefitted creditors, even though he, personally, likely was giving up more than he was
getting by it. Finally, the Trustee produced no evidence on which of Brobeck's 160+ partners voted
to approve the Jewel Waiver, or what reasons they had for voting to approve it.


“Actual intent” is a question of fact reserved for the jury or trial court (Slater v. Bielsky, 183
Cal.App.2d 523, 527, 6 Cal.Rptr. 683 (1960)), and summary judgment in the Trustee's favor on
Claim 6 would be appropriate only if “the evidence, viewed in a light most favorable to the non-
moving party, presents [no] genuine issues of material fact.” Warren v. City of Carlsbad, 58 F.3d
439, 441 (9th Cir.1995). Given the subjective nature of actual intent and the evidence presented
by the parties, the court cannot say that “the record taken as a whole could not lead a rational trier
of fact to find for the non-moving party.” See Matsushita Elec. Indus. Co. v. Zenith Radio Corp.,
475 U.S. 574, 587, 106 S.Ct. 1348, 89 L.Ed.2d 538 (1986).


Therefore, the court denies Trustee's motion for partial summary judgment as to all Defendants on
Claim 6. The same is true for the Defendants with respect to their motions for summary judgment
on Claim 6. On this record, the court cannot conclusively determine that a trier of fact could not
find in the Trustee's favor. 32  As a result, the court denies the Defendants' motions on Claim 6. 33


32 The parties also rely on a “badges of fraud” argument, listing the traditional components of that theory to support or defeat the actual
fraudulent claims, both under the Bankruptcy Code and California law. However, the inquiry is inherently fact-driven, and the court
will not grant summary judgment to either party for the reasons stated above.


33 However, the court grants Partner Defendant James Baker summary judgment on Claim 6, as explained in the following discussion
of Claim 7.


2. Claim 7: Constructive Fraudulent Transfer Under Section 548(a)(1)(B).
[25]  [26]  In the alternative, the Trustee argues that the Jewel Waiver constitutes a constructive
fraudulent transfer under section 548(a)(1)(B). 34  At trial, and on his motion, the Trustee has the
burden of proving, by preponderance of the evidence, that: (1) Brobeck had an interest in its
Unfinished Business; (2) a transfer of that interest occurred within one year of the filing of the
bankruptcy petition; (3) Brobeck was insolvent at the time of the transfer or became insolvent
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as a result *341  thereof; and (4) Brobeck received “less than a reasonably equivalent value in
exchange for” the Jewel Waiver. 3dfx, 389 B.R. at 863; Spear v. Global Forest Prods. (In re
Heddings Lumber & Bldg. Supply, Inc.), 228 B.R. 727, 729 (9th Cir.BAP1998).


34 Section 548(a)(1)(B) provides, in relevant part:
(a)(1) The 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 one year before the date of the filing of the petition, if the debtor voluntarily or involuntarily


....
(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....


[27]  Conversely, on the Defendants' summary judgment motions, once the Trustee has made a
prima facie case that Brobeck received less than a reasonably equivalent value, the Defendants
have the burden to show they provided Brobeck a reasonably equivalent value in exchange for the
Jewel Waiver. Johnson v. Drew, 218 Cal.App.2d 614, 619, 32 Cal.Rptr. 540 (1963).


Since the first three elements have been established, only the fourth element is at issue in these
motions.


a. Reasonably Equivalent Value.
[28]  Determining whether a debtor received a reasonably equivalent value is a two-step process.
Jordan v. Kroneberger (In re Jordan), 392 B.R. 428, 441 (Bankr.D.Idaho 2008); Barber v. Dunbar
(In re Dunbar), 313 B.R. 430, 437 (Bankr.C.D.Ill.2004).


[29]  First, the court must determine that the debtor received value in exchange for the transfer.
Id. “Value” is defined by the Bankruptcy Code for fraudulent transfer purposes as “property, or
satisfaction or securing of a present or antecedent debt of the debtor....” See 11 U.S.C. § 548(d)(2)
(A); Wyle v. C.H. Rider & Family (In re United Energy Corp.), 944 F.2d 589, 595 (9th Cir.1991).
A transfer is for value if one is the quid pro quo of the other. Pummill v. Greensfelder, Hemker &
Gale (In re Richards & Conover Steel, Co.), 267 B.R. 602, 612 (8th Cir. BAP 2001); Christians
v. Crystal Evangelical Free Church (In re Young), 82 F.3d 1407, 1415 (8th Cir.1996) vacated on
other grounds, 521 U.S. 1114, 117 S.Ct. 2502, 138 L.Ed.2d 1007 (1997)(the language “in exchange
for” in section 548 contemplates a quid pro quo).


[30]  Second, if there was value in exchange, the court must determine whether the value of
what was transferred was reasonably equivalent to what the debtor received. Jordan, 392 B.R. at
441; Dunbar, 313 B.R. at 437. “In determining whether a transfer has been for an exchange of
reasonably equivalent value, the court analyzes all the circumstances surrounding the transfer.”
3dfx, 389 B.R. at 862, citing 5 Collier on Bankruptcy ¶ 548.05 [1] [b] at 548–35 (15th ed.
rev.2002). See Jordan, 392 B.R. at 441 (holding and citing same). The determination of reasonable
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equivalence must be made as of the time of the transfer. BFP v. Resolution Trust Corp., 511 U.S.
531, 546, 114 S.Ct. 1757, 128 L.Ed.2d 556 (1994).


[31]  [32]  Reasonable equivalence does not require exact equality in value, but means
“approximately equivalent” or “roughly equivalent.” Id. at 540 n. 4, 114 S.Ct. 1757. Indirect
benefits, those which come from one other than the recipient of the payments, along with direct
benefits, may constitute value if sufficiently concrete and identifiable. Frontier Bank v. Brown (In
re N. Merch., Inc.), 371 F.3d 1056, 1058 (9th Cir.2004).


[33]  “Because the policy behind fraudulent transfer law is to preserve assets of the estate,
reasonably equivalent value is determined from the standpoint of creditors; it is not determined
from the defendant's perspective.” 3dfx, 389 B.R. at 863, citing N. Merch., 371 F.3d at 1059
(proper focus is on the net effect of the transfers on debtor's estate and the funds available to
unsecured creditors). See  *342  Kirkland v. Risso, 98 Cal.App.3d 971, 977, 159 Cal.Rptr. 798
(1979)(California courts apply same standard).


[34]  However, despite this broad analysis, “the requirement that the debtor must have ‘received’
the value in question expresses a temporal condition demanding an element of contemporaneity in
the determination of whether something close to the reasonable equivalence has been exchanged.”
Jackson v. Mishkin (In re Adler, Coleman Clearing Corp.), 263 B.R. 406, 466–67 (S.D.N.Y.2001).
Items of value coming to the debtor after the transfer must be excluded as any part of consideration,
at least when it was not bargained for at the date of the original transaction. 5 Collier on Bankruptcy
¶ 548.05[1] [b] at 548–38.


b. Contentions.
The Trustee dismisses the Defendants' contention that the following activities amount to value
in exchange for the Jewel Waiver: assisting with collecting pre-dissolution accounts receivable,
executing mutual waivers releasing each other and Brobeck from any claims relating to Unfinished
Business, relieving Brobeck of the obligation to complete Unfinished Business and/or account for
it, avoiding malpractice claims against Brobeck or disputes that would have arisen had Brobeck
retained the Unfinished Business, enabling Brobeck to complete the work in Western, expending
significant time preparing Western fee applications for Brobeck without compensation, assisting
former Brobeck employees to find jobs, and assembling and returning files back to Brobeck
clients. These activities, he argues, are either pre-existing fiduciary duties required by RUPA §
16404, ethical obligations of Rule 3–700(D) [Papers, Property and Fees] of the California Rules
of Professional Conduct (“CRPC”), or are mere admirable gestures, none of which have any value
or constitute consideration in exchange.


Moreover, he contends, even if those activities amount to value, nothing conditions the Jewel
Waiver upon the former partners' collection of pre-dissolution accounts receivable, assisting in the
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orderly transition of client work, or anything else, or suggests that the Jewel Waiver was linked
in any way to the satisfaction of those independent obligations. Finally, the Trustee rejects the
Dorsey Defendants' contention that taking over Brobeck's former office space in Irvine, California
is value because, again, nothing in the FPA or Jewel Waiver makes reference to assuming the lease
in exchange.


In response, the Defendants contend that the activities the Trustee asserts have no value are not
what they are relying on to show value. Even if they were, the pre-existing duty rule does not apply
here because mutual agreement between parties to substitute new duties is adequate consideration
for their second agreement. Second, each Brobeck partner and Brobeck agreed there would be
no duty to account for future Unfinished Business profits (with the exception of Western and
Tickets.com) and elimination of claims or compromises of disputes can constitute reasonably
equivalent value given in exchange for a transfer. Third, the Trustee is considering only a small
portion of Brobeck's Unfinished Business, and only a small number of partners. 35  Finally, the
Trustee fails to recognize that Brobeck received $19 million in fees from Western that it would
not have received absent the Jewel Waiver, while the confidential amount Orrick received pales in
comparison, *343  and Dorsey contends it received no profits. 36


35 As noted previously, this argument is irrelevant as to claims for fraudulent transfer.


36 The Defendants also argue that the testimony of Trustee's designated witness under Fed.R.Civ.P. 30(b)(6), testimony to which the
Trustee is bound, was that the Trustee has not performed any investigation on value and does not know whether Brobeck transferred
away more value than it received, or received more than it transferred, or which scenario was more likely than the other, and therefore
he cannot meet his burden to establish that Brobeck received less than a reasonably equivalent value.
Since this is only the liability phase of these adversary proceedings, such evidence is not necessary. At trial, the Trustee will have
to prove how much, if any, profit he is entitled to.


c. Step 1: Whether Brobeck Received Value In Exchange For The Jewel Waiver.
[35]  The court concludes that even if what the Partner Defendants provided Brobeck constitutes
value, such value was not “in exchange for” the Jewel Waiver. 37  Defendants either provide no
evidence that any of the items they contend benefitted Brobeck were actually bargained for in
exchange for the Jewel Waiver, or even if some of them were, such items are required by law or
professional ethics rules and hence do not constitute value in exchange.


37 Partner Defendant Wirth is the exception to this rule. The court cannot conclusively determine that what she provided Brobeck did
not constitute value in exchange for the Jewel Waiver, as will be discussed later in this Memorandum Decision.


The Partner Defendants rely heavily on the fact that by carving Western out of the Jewel
Waiver, Brobeck received $19 million in fees it would have not received otherwise, and since
the confidential amount Orrick received pales in comparison, and Dorsey contends it received
no profits, then Brobeck actually got the better end of the deal. This reliance is misplaced. On
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February 9, 2003, Brobeck's inventory of work in process was property of Brobeck. That included
Western. The critical words of the Jewel Waiver bear repeating:


[N]either the Partners nor the Partnership shall have any claim to ... matters
ongoing ... other than the entitlement for collections of amounts due for work
performed ... prior to their departure.... The provisions of this Section 9(e)
are intended to expressly waive, opt out of and be in lieu of any right ... the
Partnership may have to ‘unfinished business'....


The Brobeck partners, via Section 9(e)(i) of the FPA, chose to deal with Western in a different
manner than Brobeck's other cases by carving it out of what section 9(e) defined as Unfinished
Business and keeping it for themselves:


The Partners through the Partnership shall be and remain entitled to amounts
to which any former Partner ... may otherwise become entitled in respect of
amounts paid for legal services conducted after the former Partner's dissociation
from the Partnership ... (emphasis added).


Thus, on the transfer date of February 10, 2003, Brobeck still had Western. The Brobeck partners
did not have Western to trade; it was Brobeck's property all along. The Partner Defendants cannot
defend a fraudulent transfer claim by asserting that they gave Western to Brobeck in exchange
when they had no right to Western in the first place. Consequently, the Defendants' pre-existing
duty rule argument fails as well. Since the Brobeck partners did not have Western to give, the
release of their claims against Brobeck for the $19 million in fees cannot constitute value, or “new
*344  consideration,” in exchange for the Jewel Waiver.


[36]  Several of the Partner Defendants also claim that in exchange for the Jewel Waiver the
Brobeck partners released claims they may or would have had against one another for Unfinished
Business profits, and this constitutes value to Brobeck. Although waiving or compromising
disputed claims between parties can be considered reasonable equivalent value (see Jordan, 392
B.R. at 442), and the Brobeck partners certainly benefitted from their mutual waivers, the court
cannot determine how Brobeck benefitted from this arrangement. Furthermore, even if Brobeck
did benefit, the Defendants failed to quantify its value. The court cannot quantify it either, and
therefore it cannot constitute value for purposes of these motions.
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[37]  The same is true with their argument that taking on Unfinished Business to their new firms,
as opposed to leaving these matters with Brobeck, avoided malpractice claims against Brobeck.
Such claims are speculative and none of the Partner Defendants attempted to quantify the value of
these alleged avoided malpractice claims or what economic value they provided to Brobeck.


As to Defendants' other activities (e.g., collecting accounts receivables), even though the FPA
obligated the Brobeck partners to assist in billing all unbilled time and expenses and in collecting
all receivables in cases for which that partner is or was the responsible billing partner, no
evidence exists in the record that a partner had to perform any of these tasks in exchange for the
Jewel Waiver. Additionally, the obligation to assist in billing time and expenses, collecting pre-
dissolution receivables, assembling and returning files to clients, assisting in the orderly transition
of client work and other related activities, are not only obligations imposed on all partners of a law
partnership whether in dissolution or a going concern, but also ethical obligations imposed on all
attorneys under CRPC 3–700(D), and the Bus. & Prof.Code § 6068 (“BP”). See Lister v. State Bar,
51 Cal.3d 1117, 1126, 275 Cal.Rptr. 802, 800 P.2d 1232 (1990) (citing CRPC 3–700(d), before
withdrawing attorneys must take “reasonable steps” to avoid foreseeable prejudice to client's
rights, and such steps include giving the client “due notice,” allowing time for employment of
other counsel, and returning client files and papers); Matter of Brockway, 4 Cal. State Bar Ct. Rptr.
944, 951 (2006)(failing to take action on client's behalf and abandoning client matter is tantamount
to withdrawal, justifying attorney discipline); and see BP § 6068(m)(attorneys have a duty to keep
clients reasonably informed of significant developments in their matters). The court believes these
several obligations would exist upon a law firm's dissolution.


If for some reason all of the Brobeck partners were rendered unable to perform these activities,
the foregoing law and ethical obligations mandates the completion of these tasks by someone,
with or without the Jewel Waiver. Furthermore, Citibank had a lien on Brobeck's pre-dissolution
receivables and the Partner Defendants were personally liable for a significantly large sum of
money, thus providing an alternative incentive to bill and collect receivables having nothing to do
with the Jewel Waiver. Because of these extraneous obligations, combined with the lack of any
evidence of an explicit agreement, the court rejects the Partner Defendants' assertion that these
activities were “in exchange for” the Jewel Waiver.


[38]  The court now addresses the specific position of each Partner Defendant. Partner Defendant
Arrington testified that *345  in exchange for the Jewel Waiver in his favor, he only provided
the mutual waiver in favor of all the other Brobeck partners. As stated above, the court cannot
determine how Brobeck benefitted from the partners' mutual waiver, and thus that does not
constitute value for him.


Partner Defendant John Baker testified that he completed many tasks which “assisted” the estate,
such as obtaining employment for all of the Irvine office employees, and assisting in defending
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WARN Act claims against the estate, thereby avoiding or reducing claims or lawsuits against
Brobeck. However, he did not testify that any of these tasks were done “in exchange for” the Jewel
Waiver. Further, he did not attempt to quantify what these potential claims or lawsuits were worth
or what economic value they provided to Brobeck.


In addition to the mutual waiver theory just rejected by the court, Partner Defendant Bancroft
testified that Brobeck failed to provide her (and other Brobeck partners) compensation for
December 2002, and January and February of 2003. However, she did not testify that she waived
this compensation claim against Brobeck, or that she waived it in exchange for the Jewel Waiver.


Besides engaging in collection efforts and providing the mutual waiver, Partner Defendant Hayes
testified that in exchange for the Jewel Waiver he waived his claim against Brobeck for fraudulently
inducing him to leave a solvent firm for an insolvent one, but then later testified that he had not
waived that claim. Partner Defendant Santagata raises a similar claim. He testified that in exchange
for the Jewel Waiver he gave up his right to a guaranteed payment Brobeck owed him from 2002
(that was eliminated through an amendment of the FPA) but then stated that he could be wrong
about that fact.


Partner Defendant Wirth testified that she provided value to Brobeck in exchange for the Jewel
Waiver by assisting, primarily at her own expense, the estate in defending WARN act claims filed
by former Brobeck employees and numerous other related activities. Wirth has presented sufficient
evidence for purposes of these motions that she may have given Brobeck value in exchange for
the Jewel Waiver.


Partner Defendant Hermann testified that although he believed he benefitted little from the Jewel
Waiver, the value he provided in exchange was the mutual waiver and those tasks the court has
determined were required by law and professional ethics rules. Thus, they do not constitute value
in exchange.


Partner Defendant Bolding offered no testimony on what he provided to Brobeck in exchange for
the Jewel Waiver. Partner Defendant Holden, whose diligent efforts undoubtedly enabled Brobeck
to receive its $19 million in fees from Western, presents a slightly more compelling case of “in
exchange for.” Nonetheless, his case is problematic. Holden admits taking Unfinished Business
with him to Orrick. He offers no testimony on what he provided to Brobeck in exchange for
the Jewel Waiver, other than testifying extensively as to his acknowledged successful efforts in
Western. As stated above, Western was never part of Brobeck's Unfinished Business. Further,
the work Holden performed on Western was dictated by another agreement, which has not been
challenged as a fraudulent transfer. Therefore, Holden's efforts on Western, if that is what he asserts
as value he provided to Brobeck, including those activities for which he received compensation and
those for which he did not, could not have been value provided in exchange for the Jewel Waiver.
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*346  Partner Defendant James Baker testified that he provided value to Brobeck by helping his
assistant and two associates find employment. Since James Baker is entitled to summary judgment
for the reasons stated below, the court need not reach a conclusion on this issue.


Finally, as to immediate transferee Dorsey and its claim that taking over Brobeck's former Irvine,
California office space was value to Brobeck, while perhaps benefitting the estate, there is nothing
on this record indicating that it was done in exchange for the Jewel Waiver.


d. Step 2: Whether The Value Of The Jewel Waiver Was Reasonably Equivalent To
What Brobeck Received.


The court has determined that Dorsey Defendants Arrington, John Baker, Bancroft, Hayes, and
Santagata, and Orrick Defendants Bolding, Hermann and Holden gave no value to Brobeck
“in exchange for” the Jewel Waiver. Thus the court does not need analyze whether they gave
reasonably equivalent value for what they received. This is because, as a matter of law of this case,
they gave nothing in return for whatever profits they realized on Unfinished Business. All that
remains for the Trustee to prove at trial is the amount, if any, of those profits.


However, if any of the Defendants in support of their own motion have shown that they took no
Unfinished Business with them, or that what they did take resulted in no profits, and the Trustee
failed to sufficiently rebut this evidence, then that Defendant can prevail on summary judgment
as to all fraudulent transfer claims. There is one such Defendant.


The record shows that Partner Defendant James Baker took Unfinished Business with him, that
he may or may not have given value in exchange for that business, but due to the largest billing
client's failure to pay its bill, there was no net profit as to him. The Trustee has not rebutted this
evidence. Therefore, Defendant James Baker is entitled to summary judgment on Claim 7. 38


38 As will be explained later, Partner Defendant James Baker is also entitled to summary judgment on Claims 8 and 9.


[39]  The court also notes that even though Defendant Bolding offered no testimony as to what
value he provided Brobeck in exchange for the Jewel Waiver, he also testified that he took
no Unfinished Business with him. The documents Orrick submitted are inconclusive on that
fact. In one exhibit, which reflects the Unfinished Business matters each of the former Brobeck
partners worked on at Orrick between February 1, 2003 and February 28, 2005, Bolding's name
appears as being responsible for five matters. Yet, in another exhibit reflecting essentially the
same information but dated from February 1, 2003 to July 31, 2008, Bolding's name and the five
matters are absent. This presents a material fact in dispute. Consequently, Bolding is not entitled
to summary judgment on Claim 7, nor is the Trustee is entitled to partial summary judgment as to
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Bolding on Claim 7. At trial, the Trustee will have to prove both liability and damages regarding
Bolding on this claim.


[40]  Finally, since Partner Defendant Wirth testified that she took Unfinished Business with her
but provided what the court determines could be value to Brobeck in exchange for the Jewel
Waiver, the Trustee is not entitled to partial summary judgment as to liability against Wirth. At
trial, the Trustee will have to prove both *347  liability and damages regarding Wirth on this claim.


As to the remaining Partner Defendants Arrington, John Baker, Bancroft, Hayes, Santagata,
Hermann and Holden, because they failed to provide value to Brobeck in exchange for the Jewel
Waiver, the Trustee is entitled to partial summary judgment as to liability against all of them on
Claim 7.


[41]  As to the immediate transferee Firms, since some of the initial transferee Partner Defendants
failed to provide value to Brobeck in exchange for the Jewel Waiver, and because the Firms have
not asserted any good faith defense available under section 550(b)—taking for value without
knowledge of the fraudulent transfer—the Trustee is entitled to partial summary judgment as to
liability against the Firms on Claim 7. At trial, the Trustee must prove the amount he is entitled
to recover, if any.


3. Claim 8: Actual Fraudulent Transfer Under Cal. Civ.Code § 3439.04.
[42]  In addition to the elements of an actual fraudulent transfer under section 548(a)(1)(A),
Cal. Civ.Code § 3439.04 39  requires that the Trustee prove Brobeck failed to receive reasonably
equivalent value in exchange for the transfer.


39 Cal. Civ.Code § 3439.04, as applicable in these proceedings, states:
(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 as follows:
(1) With actual intent to hinder, delay, or defraud any creditor of the debtor.
(2) Without receiving a reasonably equivalent value in exchange for the transfer or obligation, and the debtor 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.


As with Claims 6 and 7, because of the uncontroverted evidence presented by Partner Defendant
James Baker, the court grants him summary judgment on Claim 8.


For the reasons stated above regarding Claim 6, the court denies Trustee's motion for partial
summary judgment on Claim 8 due to the lack of evidence of actual intent. Likewise, the court
denies summary judgment on Claim 8 as to all remaining Defendants.
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4. Claim 9: Constructive Fraudulent Transfer Under Cal. Civ.Code § 3439.05.
[43]  For a successful claim under Cal. Civ.Code § 3439.05, 40  the Trustee must prove essentially
the same elements as those in section 548(a)(1)(B).


40 Cal. Civ.Code § 3439.05, as applicable in these proceedings, states:
[a] transfer made or obligation incurred by a debtor is fraudulent as to a creditor whose claim arose before the transfer was made
or the obligation was incurred if the debtor made the transfer or incurred the obligation without receiving a reasonably equivalent
value in exchange for the transfer or obligation and the debtor was insolvent at that time or the debtor became insolvent as a result
of the transfer or obligation.


As with Claims 6, 7 and 8, because of the uncontroverted evidence presented by Partner Defendant
James Baker, he is entitled to summary judgment on Claim 9.


For the same reasons discussed in Claim 7, the Trustee is entitled to partial summary *348
judgment as to liability against the Firms and the remaining Partner Defendants on Claim 9, with
the exception of Partner Defendants Bolding and Wirth. At trial, the Trustee will have to prove
both liability and damages regarding these two Partner Defendants on Claim 9.


5. Orrick's $500,000 Bonus.
[44]  The Trustee also seeks to recover, as part of Brobeck's Unfinished Business, the $500,000
Orrick received under the bonus arrangement in Western. By definition, the fees earned in Western
are not part of Brobeck's Unfinished Business. Accordingly, the Trustee's claim must fail.


On February 10, 2003, the Brobeck partners divided the universe of its work in process into two
categories: Western and Tickets.com., and Unfinished Business. Although the Trustee argues that
Western is Unfinished Business, which is the subject of his fraudulent transfer claims, based on
Section 9(e)(i) Western was treated as something other than Unfinished Business, and therefore
falls outside of the Section 9(e) definition.


Furthermore, the Trustee has not argued that he can recover Orrick's bonus under any theory other
than Unfinished Business. If, in fact, he is asserting a fraudulent transfer claim against Orrick
for its bonus, his claim fails because the Western fee arrangement was under an entirely separate
agreement which has not been challenged as a fraudulent transfer.


Consequently, the Trustee is not entitled to Orrick's $500,000 bonus it received for services
rendered in Western. 41


41 Because the court has determined that the Trustee is not entitled to Orrick's $500,000 bonus, it need not address Orrick's Objections
To Evidence Submitted In Support Of Trustee's Opposition To Defendants' Motion For Summary Judgment, or Orrick's arguments
regarding estoppel and the Trustee's release of Morgan Lewis.
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V. CONCLUSION


The Jewel Waiver was valid under California law and cannot be set aside by the Trustee. All
Defendants are entitled to summary judgment on Claims 1, 2, 3, 4 and 5. The Jewel Waiver was
a transfer of interests in Brobeck's property while it was insolvent, and as such can be challenged
as a fraudulent transfer under applicable Bankruptcy and California law. Defendants (other than
James Baker) are not entitled to summary judgment and the Trustee is entitled to partial summary
judgment as explained in this Memorandum Decision.


Counsel for the Trustee should prepare and serve proposed orders consistent with the foregoing,
and comply with B.L.R. 9021–1.


The court will conduct a status conference in these two adversary proceedings on August 7, 2009,
at 2:30 P.M.


All Citations


408 B.R. 318, 62 Collier Bankr.Cas.2d 944
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424 B.R. 895
United States Bankruptcy Court, D. New Mexico.


In re Matthew James CHANNON, Debtor.


No. 7–09–12552 JA.
|


Feb. 24, 2010.


Synopsis
Background: Creditors objected to New Mexico state law exemption claimed by debtor for his
interest in recently establish Roth individual retirement account (IRA), on ground that transaction
whereby debtor established Roth IRA operated as fraud on creditors.


[Holding:] The Bankruptcy Court, Robert H. Jacobvitz, J., held that debtor's prepetition
conversion of nonexempt assets into exempt form, in using substantially all of nonexempt funds
that he owned to purchase a $10,000 Roth individual retirement account (IRA), did not warrant
denial of the Arizona state law exemption that he claimed for IRA on fraudulent transfer grounds.


Objection overruled; exemption allowed.


West Headnotes (11)


[1] Bankruptcy Preference, fraudulent transfer, or concealment
When debtor claims exemptions under state law, applicable state law governs whether
exemption will be denied as result of debtor's transmutation of nonexempt property into
exempt property in alleged fraud on creditors, except to extent that limitation on debtor's
state law homestead exemption rights enacted as part of the Bankruptcy Abuse Prevention
and Consumer Protection Act (BAPCPA) applies. 11 U.S.C.A. § 522(o).


2 Cases that cite this headnote


[2] Exemptions Construction of exemption laws in general
Under New Mexico law, exemption statutes are liberally construed to promote policy that
families should not become destitute as result incurring unforeseen debt.



http://www.westlaw.com/Link/Document/FullText?findType=h&pubNum=176284&cite=0157313401&originatingDoc=I1e1065ff262911df8bf6cd8525c41437&refType=RQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Browse/Home/KeyNumber/51/View.html?docGuid=I1e1065ff262911df8bf6cd8525c41437&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Browse/Home/KeyNumber/51k2798/View.html?docGuid=I1e1065ff262911df8bf6cd8525c41437&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS522&originatingDoc=I1e1065ff262911df8bf6cd8525c41437&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_094e0000e3d66

http://www.westlaw.com/Link/RelatedInformation/DocHeadnoteLink?docGuid=I1e1065ff262911df8bf6cd8525c41437&headnoteId=202145586800120161006130811&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=CitingReferences&contextData=(sc.Default)

http://www.westlaw.com/Browse/Home/KeyNumber/163/View.html?docGuid=I1e1065ff262911df8bf6cd8525c41437&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Browse/Home/KeyNumber/163k4/View.html?docGuid=I1e1065ff262911df8bf6cd8525c41437&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)





In re Channon, 424 B.R. 895 (2010)
63 Collier Bankr.Cas.2d 669


 © 2020 Thomson Reuters. No claim to original U.S. Government Works. 2


4 Cases that cite this headnote


[3] Bankruptcy Preference, fraudulent transfer, or concealment
Fraudulent Conveyances Purchase of exempt property or homestead
New Mexico law does not allow debtor to find shelter in exemption statutes by perpetrating
a fraud on his creditors.


1 Cases that cite this headnote


[4] Fraudulent Conveyances Purchase of exempt property or homestead
Conversion of nonexempt assets into exempt asset is “transfer,” as that term is used in the
New Mexico Uniform Fraudulent Transfer Act (UFTA). West's NMSA § 56-10-1 et seq.


[5] Bankruptcy Preference, fraudulent transfer, or concealment
Exemptions Fraudulent conveyance or concealment
Under New Mexico law, when debtor has converted nonexempt assets into exempt asset
for intended purpose of defrauding creditors, exemption must be disallowed; however,
proof that debtor was motivated in part by intent to shield asset from creditors does not by
itself establish requisite intent to defraud creditors. West's NMSA § 56-10-18.


1 Cases that cite this headnote


[6] Bankruptcy Preference, fraudulent transfer, or concealment
Exemptions Fraudulent conveyance or concealment
Under New Mexico law, while debtor's actual intent to defraud creditors by converting
nonexempt into exempt assets will necessitate disallowance of exemption, exemption may
not be denied on constructive fraudulent transfer theory, though debtor's conversion of
nonexempt to exempt assets satisfies elements of constructive fraud provision of the New
Mexico Uniform Fraudulent Transfer Act (UFTA). West's NMSA §§ 56-10-18, 56-10-19.


1 Cases that cite this headnote


[7] Bankruptcy Proceedings
Party challenging debtor's claim of exemption bears burden of proving that exemption is
not properly claimed.
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1 Cases that cite this headnote


[8] Bankruptcy Preference, fraudulent transfer, or concealment
Bankruptcy court should consider all relevant circumstances in deciding whether debtor
engaged in legitimate pre-bankruptcy planning, in order to take advantage of statutory
exemptions available to him, or acted with actual intent to defraud his creditors when he
converted nonexempt into exempt assets.


[9] Bankruptcy Preference, fraudulent transfer, or concealment
Among factors that bankruptcy court may consider, in deciding whether, in converting
nonexempt into exempt assets prior to commencement of bankruptcy case, debtor engaged
in legitimate pre-bankruptcy planning or acted with actual intent to defraud his creditors,
are the following: (1) whether this conversion of assets was disclosed or concealed;
(2) whether debtor was being sued or threatened with suit when conversion occurred;
(3) whether the conversion involved substantially all of debtor's assets; (4) whether
debtor absconded; (5) whether debtor removed or concealed assets; (6) whether debtor
was insolvent or became insolvent shortly after conversion; (7) whether the conversion
occurred shortly before or shortly after substantial debt was incurred; (8) value of asset
claimed as exempt; (9) proportion of debtor's nonexempt assets transmuted into exempt
form; (10) whether exemption is limited or unlimited; (11) whether debtor already owned
exempt asset and used nonexempt assets to increase its value; (12) whether debtor
borrowed funds to acquire exempt asset; (13) whether debtor intended to use exempt
asset for the legislative purpose behind the claimed exemption; (14) whether allowance
of exemption is consistent with legislative purpose for exemption statute; (15) whether
the transmutation was effected in contemplation of bankruptcy filing and the proximity
of one to the other; (16) whether bankruptcy case is a voluntary or involuntary case; (17)
whether debtor's acquisition of exempt asset or enhancement of its value deviated from
debtor's historical conduct, and if so, to what extent; (18) whether debtor misrepresented
any aspect of transactions by which exempt assets were acquired or enhanced in value;
and (19) whether, and to what extent, nonexempt assets remain available for distribution
to creditors in bankruptcy case.


2 Cases that cite this headnote


[10] Bankruptcy Preference, fraudulent transfer, or concealment
Bankruptcy court need not give equal weight to all of the factors bearing on whether
his prepetition conversion of nonexempt to exempt assets is in nature of legitimate pre-
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bankruptcy planning or a fraud on creditors; rather, the relative weight given to individual
factors depends on facts and circumstances of each case.


[11] Bankruptcy Preference, fraudulent transfer, or concealment
Exemptions Fraudulent conveyance or concealment
Chapter 7 debtor's prepetition conversion of nonexempt assets into exempt form, in using
substantially all of nonexempt funds that he owned to purchase a $10,000 Roth individual
retirement account (IRA), did not warrant denial of the Arizona state law exemption that
he claimed for IRA on fraudulent transfer grounds, though debtor was already insolvent at
time of conversion and was being hotly pursued by creditors who had obtained judgment
against his corporation, and though debtor had no prior history of contributing to IRA,
where value of asset claimed as exempt, a Roth IRA in amount of $10,000, was limited,
where debtor did not borrow any funds to make IRA contribution, and where debtor, while
never previously having contributed to IRA, had not previously had available funds with
which to make such a contribution and was at age where it made good sense to begin
saving for retirement. West's NMSA § 42-10-1.


Attorneys and Law Firms


*897  Patricia A. Bradley, Law Office of George “Dave” Giddens, P.C., Albuquerque, NM, for
D. Forlano and D. Mansini, Creditors.


Daniel J. Behles, Cuddy & McCarthy, LLP, Albuquerque, NM, for Debtor.


*898  MEMORANDUM OPINION


ROBERT H. JACOBVITZ, Bankruptcy Judge.


This matter is before the Court on Creditors' Objection to Exemptions (Docket No.27). David
Forlano and Debrianna Mansini (sometimes, “Creditors”), by and through their attorneys, The Law
Office of George “Dave” Giddens, P.C. (Patricia Bradley), objected to Debtor's claimed exemption
in certain funds Debtor deposited pre-petition into a Roth Individual Retirement Account (“Roth
IRA”). The Court held a final hearing on the Objection to Exemptions on January 6, 2010 and took
the matter under advisement. Having considered the evidence, argument of counsel, and applicable
statutory and case law, the Court will overrule the objection and allow the exemption.
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FACTS


On August 5, 2008, Messrs. Forlano and Mancini commenced an action against Matthew Channon
(“Mr. Channon” or “Debtor”) and CSOL Corporation (“CSOL”), a company Mr. Channon owned,
alleging that Mr. Channon and CSOL defrauded Creditors in connection with their purchase of a
solar system from CSOL and in connection with the purchase and sale of securities. On February
10, 2009, Messrs. Forlano and Mancini obtained a judgment by default against the then defunct
CSOL in the amount of $125,250.36. About four months later, on June 14, 2009 (the “Petition
Date”), while Creditors were prosecuting their state court claims against Mr. Channon, he filed a
voluntary petition under Chapter 7 of the Bankruptcy Code thereby commencing this bankruptcy
case.


Shortly after Creditors obtained a judgment against Mr. Channon's corporation, while Creditors
where in hot pursuit of a fraud judgment against Mr. Channon, and within months before he
commenced his Chapter 7 case, Mr. Channon used substantially all of his non-exempt assets to
open a Roth IRA account with Bank of America in which he made the maximum allowable tax
exempt contributions of $5,000 for each of tax years 2008 and 2009, for total contributions of
$10,000. 1  As a result of business losses, Mr. Channon received a tax refund in 2009 for tax year
2008 in the amount of $9,057. Mr. Channon, at age 32, used this tax refund and a portion of
earned income to make the contributions to the Roth IRA. Mr. Channon earned approximately
$5,000 per month as an independent contractor for Birken Solar/Birken Energy (“Birken”) in part
of 2008 and until April 22, 2009. 2  Mr. Channon did not earn any income between April 23, 2009
and the Petition Date, although he did receive some funds during that time from Birken that he
previously earned. Mr. Channon's work for Birken was the first time he made sufficient income
to consider making contributions to his retirement. Mr. Channon was insolvent when he made the
IRA contribution. There are no non-exempt assets available for distribution to creditors in Debtor's
Chapter 7 case.


1 Evidence presented by Creditors established that Debtor deposited $10,000 in the Roth IRA between February 20, 2009 and March
31, 2009. The date or dates of deposit within that period is not in evidence.


2 Debtor earned $16,873 for the period January 1, 2009 through April 22, 2009.


On the Petition Date, Debtor filed his schedules of assets and liabilities (“Schedules”) and his
Statement of Financial Affairs (“SOFA”), and disclosed information relating to the Roth IRA.
Schedule B listed *899  the Roth IRA valued at $10,000. Schedule C included a claim of
exemption for the Roth IRA, pursuant to §§ 42–10–1 and 2, NMSA 1978. In response to SOFA
Question 11 regarding Closed Financial Accounts, Debtor disclosed that funds were transferred to
his Roth IRA from his Bank of America checking account.



http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000036&cite=NMSTS42-10-1&originatingDoc=I1e1065ff262911df8bf6cd8525c41437&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)





In re Channon, 424 B.R. 895 (2010)
63 Collier Bankr.Cas.2d 669


 © 2020 Thomson Reuters. No claim to original U.S. Government Works. 6


DISCUSSION


A debtor's claim of exemptions in a bankruptcy case is governed by 11 U.S.C. § 522. Sections
522(b)(1), (2) and (3) permit individual debtors to elect either the exemptions available to them
under applicable non-bankruptcy state or federal law, or the exemptions available under 11 U.S.C.
§ 522(d), unless applicable state law does not permit a debtor to claim exemptions under 11 U.S.C.
§ 522(d). New Mexico law does not preclude claims of exemptions under 11 U.S.C. § 522(d). 3


Debtor elected to claim exemptions under New Mexico law as permitted by 11 U.S.C. § 522(b).


3 See 11 U.S.C. § 522(b)(1) and (2); 4 Collier on Bankruptcy ¶ 522.01, n. 2 (Alan N. Resnick and Henry J. Sommer, eds. 15th ed.
rev.2005) (listing those states that have opted out of the exemptions contained in § 522(d) and ¶ 522.02[1] ).


[1]  [2]  [3]  When a debtor claims exemptions under state law, as here, applicable state law
governs whether an exemption will be denied as a result of transmutation of non-exempt property
into exempt property, 4  except as provided in 11 U.S.C. § 522(o), 5  which does not apply here. In
New Mexico, exemptions generally exist to benefit the debtor and the debtor's dependents. 6  New
Mexico courts liberally construe exemption statutes to promote the policy that families should not
become destitute as a result incurring unforeseen debt. 7  But at the same time, “... New Mexico
law does not allow a debtor to find shelter in these statutes by perpetrating a fraud upon his or
her creditors.” 8


4 In re Linn, 52 B.R. 63, 65 (Bankr.W.D.Okla.1985); In re Cunningham, 354 B.R. 547, 553 (Bankr.D.Mass 2006); In re Krantz, 97
B.R. 514, 521 (Bankr.N.D.Iowa, 1989); Norwest Bank Nebraska, N.A. v. Tveten, 848 F.2d 871, 873(8th Cir.1988);


5 Section 522(o) applies to the homestead exemption.


6 Ruybalid v. Segura, 107 N.M. 660, 666, 763 P.2d 369, 375 (N.M.App.1988).


7 In re Portal 132 N.M. 171, 172, 45 P.3d 891, 892 (2002)


8 Dona Ana Savings and Loan Ass'n v. Dofflemeyer, 115 N.M. 590, 593, 855 P.2d 1054, 1057 (1993).


[4]  Whether an exemption should be allowed under state law when non-exempt assets have been
used to acquire exempt property implicates the following New Mexico statutes: 1) New Mexico
exemption statutes; and 2) New Mexico's fraudulent transfer act. New Mexico's exemption statutes
provide that all funds in a retirement account are exempt. See § 42–10–1 NMSA 1978 (“... any
interest in or proceeds from a pension or retirement fund of every person supporting only himself
is exempt from ... attachment, execution or foreclosure by a judgment creditor ...”); Dofflemeyer,
855 P.2d at 1057 (“On their face the statutes allow for unlimited exemptions for life insurance,
annuities, and pension and retirement funds.”). By the terms of New Mexico's Fraudulent Transfer
Act (the “Uniform Fraudulent Transfer Act” or “UFTA”), a transfer is an avoidable fraudulent
transfer as to present creditors if, among other things, the transfer is (a) made with actual intent
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to hinder, delay or defraud any creditor of the debtor, or (b) made without receiving a reasonably
equivalent value in exchange for the *900  transfer and while the debtor was insolvent or which
rendered the Debtor insolvent. See §§ 56–10–18 and –19 NMSA 1978. The conversion of non-
exempt assets into exempt asset is a “transfer” as that term is used in UFTA. See Dofflemeyer,
855 P.2d at 1057.


[5]  [6]  To determine whether an exemption should be denied on the basis of a debtor's conversion
of non-exempt assets into exempt assets, the Court must reconcile the New Mexico exemption
statutes with the UFTA. Id. at 1056–57. To do so, the Court will analyze whether the transfer of
non-exempt assets into exempt form serves the purposes of the exemption statutes or whether such
transfer was in furtherance of an intent to defraud creditors. The Court must determine in each
case whether a debtor has crossed the line of legitimacy and is defrauding creditors. Where the
debtor has converted non-exempt assets into exempt asset for the intended purpose of defrauding
creditors, the exemption must be disallowed. Proof that a debtor was motivated in part by an intent
to shield an asset from creditors does not by itself establish intent to defraud creditors; otherwise,
the exemption always would be disallowed whenever the debtor converted a non-exempt asset
into an exempt asset for the purpose of taking advantage of the exemption statutes. Further, an
exemption claimed under the New Mexico exemption statutes will not be denied on the basis
that the transfer of non-exempt property into exempt form satisfies the elements for a fraudulent
transfer under the UFTA on grounds not requiring actual intent to defraud. 9


9 See Dofflemeyer, 855 P.2d at 1057–58 (the Court's analysis of the interplay between the exemption statutes and UFTA focuses only
on the actual intent to defraud ground for avoiding a transfer under the UFTA.)


The Dofflemeyer court enunciated these principles as follows:


We believe that the Uniform Fraudulent Transfer Act and the exemption statutes should be
construed together to obtain the purposes of both.


....


[I]t is our holding today that the conversion of non-exempt funds into funds that are ordinarily
exempt under Sections 42–10–2 and –3 are not automatically protected from attachment by
creditors without an analysis of whether the transfer served the underlying purpose of the
exemption statutes and was not in furtherance of an intent to defraud creditors.


....


We emphasize, however, the purposeful conversion of non-exempt funds into exempt funds
immediately prior to bankruptcy or threatened execution by a creditor is not fraudulent per se;
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it is only one indicium of fraud and does not necessarily by itself make out a claim of fraudulent
conversion. (citation omitted). To defeat the exemptions under the statutes here, there must be a
showing of an intent to defraud creditors and that showing must be consistent with the provisions
of the Uniform Fraudulent Transfer Act.


Dofflemeyer, 855 P.2d at 1056, 1058. 10


10 The approach taken by the Dofflemeyer court to reconcile exemptions statutes with the Uniform Fraudulent Transfer Act by
disallowing the exemption only upon the showing of actual fraud on the part of the debtor is consistent with the approach taken by
other courts. Addison v. Seaver (In re Addison), 540 F.3d 805, 809 (8th Cir.2008); In re Soza, 542 F.3d 1060 (5th Cir.2008); In re
Montanaro, 398 B.R. 688 (Bankr.W.D.Mo.2008)


*901  In Dofflemeyer, the debtor, after receiving a writ of execution from a judgment creditor and
in contemplation of bankruptcy, liquidated non-exempt assets to purchase two exempt annuities.
The debtor liquidated a non-exempt certificate of deposit in the amount of $54,000 before the
creditor could garnish the asset, and used the proceeds to purchase an annuity. The debtor also sold
non-exempt real estate to his sister and used the proceeds to purchase a second annuity. The debtor
then claimed both annuities were exempt under New Mexico law. The trial court, while expressing
concern about the legitimacy of the exemptions, found that “the clear language and plain meaning
of the exemption statutes compelled him to allow the exemptions and to dismiss [the creditor's]
writ of garnishment with regard to the two annuities.” Id. at 1056. On appeal, the New Mexico
Supreme Court, after determining that allowance or denial of exemptions requires consideration
of the language and policies of both the exemption statutes and UFTA, reversed the trial court's
grant of summary judgment finding that there existed genuine issues of material fact. Id. at 1058.
The Court concluded that conversion of non-exempt into exempt assets in response to a threatened
execution and in contemplation of bankruptcy is not per se a fraud on creditors. Id. at 1058.


The UFTA sets forth factors, known as badges of fraud, that the Court may consider to determine
whether a transfer was made with actual intent to defraud a creditor. 11  Under the UFTA, the trial
court is not required to consider these factors; the factors are not exclusive; and proof of actual
fraud must be demonstrated by clear and convincing evidence. 12


11 See § 56–10–18(B) NMSA 1978 11  and Ellen Equipment v. C.V. Consultants 144 N.M. 55, 57–58, 183 P.3d 940, 942–943
(Ct.App.2008).


12 Ellen Equipment, 183 P.3d at 943.


[7]  Here, Messrs. Forlano and Mansini objected to Mr. Channon's claimed exemption in his Roth
IRA, asserting that the UFTA prohibits the allowance of the exemption as fraudulent and that the
“factors” contained in NMSA § 56–10–18 should be considered. 13  Messrs. Forlano and Mansini
assert that Mr. Channon, with the intent to hinder, delay or defraud them, used substantially all of
his non-exempt assets to purchase the Roth IRA in order to put the funds out of the reach of his
creditors. Messrs. Forlano and Mansini introduced certified copies of documents from the state
court proceeding against Mr. Channon and CSOL wherein they obtained a default judgment against



http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1993146124&pubNum=661&originatingDoc=I1e1065ff262911df8bf6cd8525c41437&refType=RP&fi=co_pp_sp_661_1056&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_661_1056

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2016701433&pubNum=0000506&originatingDoc=I1e1065ff262911df8bf6cd8525c41437&refType=RP&fi=co_pp_sp_506_809&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_506_809

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2016964962&pubNum=0000506&originatingDoc=I1e1065ff262911df8bf6cd8525c41437&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2017647453&pubNum=0000164&originatingDoc=I1e1065ff262911df8bf6cd8525c41437&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2017647453&pubNum=0000164&originatingDoc=I1e1065ff262911df8bf6cd8525c41437&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1993146124&originatingDoc=I1e1065ff262911df8bf6cd8525c41437&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1993146124&originatingDoc=I1e1065ff262911df8bf6cd8525c41437&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1993146124&originatingDoc=I1e1065ff262911df8bf6cd8525c41437&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000036&cite=NMSTS56-10-18&originatingDoc=I1e1065ff262911df8bf6cd8525c41437&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2016091701&pubNum=0004645&originatingDoc=I1e1065ff262911df8bf6cd8525c41437&refType=RP&fi=co_pp_sp_4645_942&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_4645_942

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2016091701&pubNum=0004645&originatingDoc=I1e1065ff262911df8bf6cd8525c41437&refType=RP&fi=co_pp_sp_4645_942&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_4645_942

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2016091701&pubNum=0004645&originatingDoc=I1e1065ff262911df8bf6cd8525c41437&refType=RP&fi=co_pp_sp_4645_943&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_4645_943

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000036&cite=NMSTS56-10-18&originatingDoc=I1e1065ff262911df8bf6cd8525c41437&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)





In re Channon, 424 B.R. 895 (2010)
63 Collier Bankr.Cas.2d 669


 © 2020 Thomson Reuters. No claim to original U.S. Government Works. 9


CSOL on February 10, 2009. At the time Mr. Channon made the Roth IRA contribution creditors
were prosecuting fraud claims against him individually and were in hot pursuit. Messrs. Forlano
and Mansini further assert, relying on deposition testimony, that Mr. Channon did not really intend
to use the Roth IRA funds in retirement, *902  but intended to use the funds at anytime he needed
them. 14  Messrs. Forlano and Mansini have the burden of proving that the exemptions are not
properly claimed. 15


13 NMSA 56–10–18 provides 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; or
(2) without receiving a reasonably equivalent value in exchange for the transfer or obligation, and the debtor:


(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; or
(b) intended to incur, or believed or reasonably should have believed that he would incur, debts beyond his ability to pay
as they became due.


14 See Exhibit 2, Affidavit of Matthew James Channon, p 25–26


15 See Bankr.Rule 4003(c).


[8]  [9]  [10]  In determining whether a debtor took legitimate advantage of statutory exemptions
or acted with actual intent to defraud his creditors by converting non-exempt asset to exempt assets,
the Court should consider all relevant circumstances. 16  After careful consideration of the New
Mexico exemption statutes and the UFTA, this Court finds the factors expressly set forth in the
UFTA that are relevant to this inquiry are: (1) whether the transfer (acquisition or enhancement of
the value of the exempt asset) was disclosed or concealed; (2) whether the debtor was being sued
or threatened with suit when the transfer was made; (3) whether the transfer was of substantially all
the debtor's assets; (4)whether the debtor absconded; (5) whether the debtor removed or concealed
assets; (6) whether the debtor was insolvent or became insolvent shortly after the transfer was
made or the obligation was incurred; and (7) whether the transfer occurred shortly before or shortly
after a substantial debt was incurred. 17  Other factors not codified in the UFTA but still relevant
to the Court's inquiry include: (8) the value of the asset claimed as exempt; (9) the proportion
of the debtor's non-exempt assets transmuted into exempt form; (10) whether the exemption is
limited or unlimited; (11) whether the debtor already owned the exempt asset and used non-exempt
assets to increase its value; (12) whether the debtor borrowed funds to acquire the exempt asset;
(13) whether the debtor intended to use the exempt asset for the legislative purpose behind the
claimed exemption; (14) whether allowance of the exemption is consistent with the legislative
purpose for the exemption; (15) whether the transmutation of the non-exempt assets into exempt
form was made in contemplation of a bankruptcy filing and the proximity of the transmutation to
the bankruptcy filing; (16) whether the bankruptcy case is a voluntary or involuntary case; (17)
whether the debtor's acquisition of the exempt asset or enhancement of its value deviated from
the debtor's historical conduct, and if so to what extent; (18) whether the debtor misrepresented
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any aspect of the transactions by which exempt assets were acquired or the values of the assets in
question; and (19) whether and to what extent nonexempt assets remain available for distribution
to creditors in the bankruptcy case. As with any analysis where the Court must apply a totality of
the circumstances, the Court need not give equal weight to all of the factors; the relative weight
given to individual factors depends upon the facts and circumstances of each case. 18


16 In re Soza, 542 F.3d at 1066–67; Clark v. Wilmoth (In re Wilmoth), 397 B.R. 915, 920(8th Cir. BAP 2008); In re Moore, 177 B.R. 437,
442–43 (Bankr.N.D.N.Y.1994); see also, In re Sholdan, 217 F.3d 1006, 1009–10 (8th Cir.2000)(where Court of Appeals determined
that a court is not limited to statutory factors but free to consider other factors bearing on the issue of fraudulent intent).


17 Certain factors set forth in the UFTA are less relevant because they are always or almost always present when a debtor acquires a
non-exempt asset or enhances its value, such as (a) whether the transfer was made to an insider, and (b) whether debtor retained
control of the property transferred.


18 See In re Commercial Financial Services, Inc., 350 B.R. 559, 577 (Bankr.N.D.Okla.2005)(applying “totality of circumstances”
test in determining reasonably equivalent business value); In re Woody, 494 F.3d 939, 949 (10 Cir.2007)(applying
totality of the circumstances in determining dischargeability of HEAL loan obligation); In re Ford, 345 B.R. 713, 716
(Bankr.D.Colo.2006)(applying “totality of the circumstances” in determining confirmation of Chapter 13 plan.)


*903  [11]  This Court finds, after considering all of the pertinent facts, that Mr. Channon's pre-
petition conversion of non-exempt assets into exempt assets was not fraudulent. Factors weighing
against allowing the exemption include the fact that the Creditors were in hot pursuit of seeking
a fraud judgment against Mr. Channon when he opened the Roth IRA account; that he transferred
substantially all of his non-exempt assets to the IRA; that he was insolvent when he opened the
IRA account; that he did not have a history of contributing to an IRA; that he opened the IRA
account within four months of commencing his chapter 7 bankruptcy case; and that no non-exempt
assets are available for distribution to creditors in the bankruptcy case.


Messrs. Forlano and Mancini rely on Mr. Channon's deposition testimony to establish that Mr.
Channon intended to use the Roth IRA funds anytime he needed them, and not for retirement.
At trial, Mr. Channon testified that he intended to use the Roth IRA funds for retirement. The
Court finds the deposition testimony to be ambiguous and the trial testimony inconclusive as to
Mr. Channon's true intent; therefore, the Court cannot find that Mr. Channon intended to use the
Roth IRA funds other than for retirement. The Court must, instead, rely on other surrounding
facts and circumstances to determine whether the Creditor's objection should be sustained and Mr.
Channon's exemption denied.


Several factors weigh in favor of allowing the exemption. Mr. Channon fully disclosed his
contributions to the Roth IRA in his bankruptcy case. There is no evidence he misrepresented
any aspect of the transaction at any time. There is no evidence that the purchase of the Roth IRA
occurred shortly before or after the Creditors' claim against Mr. Channon arose. The value of the
asset claimed as exempt is limited to $10,000. Although the New Mexico exemption for retirement
accounts is unlimited, Mr. Channon limited his contribution to the Roth IRA to the amount under
the Internal Revenue Code that qualifies for favorable tax treatment. He did not borrow any funds
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to make the IRA contributions. Mr. Channon is of the age where it makes good sense to begin
saving for retirement. Finally, Mr. Channon made the contribution the first time he had funds
available to make an IRA contribution due to a one time income tax refund.


Under these circumstances, the Court concludes that Mr. Channon's use of $10,000 of non-exempt
funds to contribute to an exempt retirement account was not a transfer made with actual intent to
defraud creditors, and therefore his claim of exemption for the Roth IRA should be allowed.


This Memorandum Opinion shall constitute the Court's findings of fact and conclusions of law
under Rule 7052, Fed.R.Bankr.P. An appropriate order will be entered.


All Citations


424 B.R. 895, 63 Collier Bankr.Cas.2d 669


End of Document © 2020 Thomson Reuters. No claim to original U.S. Government Works.
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Synopsis
Background: Chapter 7 debtor claimed homestead exemption under Texas law, and trustee
objected. The bankruptcy court sustained the objection, and the United States District Court for
the Western District of Texas affirmed. Debtor appealed.


Holdings: The Court of Appeals held that:


[1] debtor disposed portion of non-exempt asset and transferred that value to property that was
exempt as a homestead, within meaning of the Bankruptcy Code;


[2] fact that debtor was an attorney did not support presumption that he knew about states
homestead exemptions;


[3] erroneous presumption regarding debtor's knowledge of state homestead exemptions was not
harmless, and required remand;


[4] bankruptcy court was entitled to consider the entire course of debtor's post-transfer finances
when determining his intent to defraud a creditor at time of transfer;
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[5] debtor was required to file separate notice of appeal from decision on motion for relief from
judgment; and


[6] quickly-dismissed lawsuit against debtor was not significant factor when determining whether
he intended to defraud a creditor at time of asset transfer.


Vacated and remanded.


West Headnotes (8)


[1] Bankruptcy Waiver or Loss of Exemption
Chapter 7 debtor, who obtained a home equity loan based on Missouri property that was
subject to $15,000 homestead exemption and then used the money to purchase Texas
property that was subject to an unlimited homestead exemption, disposed of a portion of a
non-exempt asset and transferred that value to property that was exempt as a homestead,
within meaning of Bankruptcy Code, even if the transfer of assets did not occur all at once.
11 U.S.C.A. § 522(o ); V.T.C.A., Property Code § 41.001(a); V.A.M.S. § 513.475(1).


2 Cases that cite this headnote


[2] Bankruptcy Preference, fraudulent transfer, or concealment
In determining whether Chapter 7 debtor intended to defraud a creditor when he transferred
value of non-exempt asset to Texas property that was exempt as a homestead, so as to
disallow his homestead exemption, bankruptcy court properly looked to the non-exclusive
indicia of fraud listed in the Texas Uniform Fraudulent Transfer Act (TUFTA). 11 U.S.C.A.
§ 522(o ); V.T.C.A., Bus. & C. § 24.005(b).


6 Cases that cite this headnote


[3] Bankruptcy Right of review and persons entitled;  parties;  waiver or estoppel
Chapter 7 debtor who did not challenge finding of bankruptcy court on appeal from
decision disallowing his homestead exemption waived any challenge to the finding.


[4] Bankruptcy Preference, fraudulent transfer, or concealment
Bankruptcy Proceedings
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Fact that Chapter 7 debtor was an attorney did not support presumption that he had
knowledge of state homestead exemptions, for purposes of determining whether he
intended to defraud a creditor when he transferred value of non-exempt asset to Texas
property that was exempt as a homestead and, therefore, not entitled to an exemption. 11
U.S.C.A. § 522(o ).


2 Cases that cite this headnote


[5] Bankruptcy Proceedings
Bankruptcy Harmless error
Bankruptcy Remand
Bankruptcy court's erroneous presumption that Chapter 7 debtor who was an attorney
had knowledge of state homestead exemptions was not harmless, and required remand,
since court's determination that debtor lacked credibility when he said he did not intend
to defraud a creditor at time of transfer of non-exempt asset to Texas property that was
exempt as a homestead could have been influenced by that presumption. 11 U.S.C.A. §
522(o ).


1 Cases that cite this headnote


[6] Bankruptcy Preference, fraudulent transfer, or concealment
When determining whether Chapter 7 debtor intended to defraud a creditor when he
transferred value of non-exempt asset to Texas property that was exempt as a homestead,
so as to disallow the exemption, bankruptcy court was entitled to consider the entire course
of debtor's post-transfer finances, although debts he incurred closer in time to the transfer
were more relevant to his intentions when the transfer took place. 11 U.S.C.A. § 522(o ).


3 Cases that cite this headnote


[7] Bankruptcy Notice of Appeal;  Time
Bankruptcy Scope of review in general
Chapter 7 debtor was required to file separate notice of appeal from bankruptcy court's
decision on his motion for relief from judgment denying a homestead exemption.
Fed.Rules Civ.Proc.Rule 60(b), 28 U.S.C.A.


[8] Bankruptcy Preference, fraudulent transfer, or concealment
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Quickly-dismissed lawsuit against Chapter 7 debtor was not significant factor when
determining whether debtor intended to defraud a creditor when he transferred value of
non-exempt asset to Texas property that was exempt as a homestead, so as to disallow the
exemption. 11 U.S.C.A. § 522(o ).


4 Cases that cite this headnote


Attorneys and Law Firms


*303  C. Daniel Roberts, Austin, TX, pro se.


Louis Gregory McBryan, Esq., Howick, Westfall, McBryan & Kaplan, L.L.P., Atlanta, GA, for
Appellant.


Appeal from the United States District Court for the Western District of Texas, USDC No. 1:10–
CV–00173.


Before KING, WIENER, and HAYNES, Circuit Judges.


Opinion


PER CURIAM: *


* Pursuant to 5TH CIR. R. 47.5, the court has determined that this opinion should not be published and is not precedent except under
the limited circumstances set forth in 5TH CIR. R. 47.5.4.


**1  Appellant Thomas A. Cipolla (“Cipolla”), a Chapter 7 debtor, claimed a homestead
exemption under Texas law. The Trustee objected to that exemption under 11 U.S.C. § 522(o ).
The bankruptcy court sustained the Trustee's objection, and the district court affirmed. Concluding
that the bankruptcy court made an error of law, we vacate and remand.


I. Facts & Proceedings


Cipolla graduated from law school in Texas in 1975 and obtained licenses to practice law in Texas
and Missouri. He practices as an arbitrator and mediator in the area of labor and employment law
and maintains offices in Dallas, Texas and St. Louis, Missouri.


In 1985, Cipolla acquired a partial interest in a residential property in St. Louis (the “Missouri
Property”). In 1995, he acquired the remainder by gift from his parents. In October 1999, Cipolla
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contracted to buy a condominium on South Padre Island, Texas (the “Texas Property”) for
$100,000. He obtained a home equity loan of $76,000 in January 2000 by encumbering the
previously unencumbered Missouri Property. On March 1, 2000, Cipolla used the $76,000 in loan
proceeds, plus $24,000 in other funds, to purchase the Texas Property free of any encumbrances.
Cipolla asserts that he encumbered the Missouri Property rather than the Texas Property because
he obtained the loan from Commerce Bank in Missouri, with which he had a prior relationship,
and that bank had no interest in securing its loan with a lien on the Texas Property.


Cipolla states that at the time he purchased the Texas Property, he intended it *304  to be a
recreational and long-term retirement property. In approximately March 2001, however, Cipolla
decided to make the Texas Property his principal residence. He continued to maintain a home office
at the Missouri Property, but he never again voted in Missouri or had a Missouri driver's license.


Over the next decade, Cipolla incurred considerable debt which eventually led him to file for
bankruptcy and which remained outstanding at the time of filing. Cipolla had twice borrowed
additional sums using the Missouri Property as collateral: $16,000 in March 2002, and another
$56,000 in March 2005. Notably, the Texas Property remained unencumbered. Cipolla also
amassed substantial unsecured debts from 2000 through 2009.


Cipolla filed for bankruptcy under Chapter 7 on May 7, 2009, and claimed the Texas Property
in its entirety as exempt from his creditors under Texas's unlimited homestead exemption law. 1


Missouri, by contrast, currently limits the available homestead exemption to $15,000. 2  At the time
Cipolla moved to Texas, Missouri limited the homestead exemption to $8,000. 3  Cipolla asserts
that he had no knowledge of the Missouri or Texas homestead exemption laws when he moved
to Texas.


1 TEX. PROP.CODE § 41.001(a) (“A homestead [is] exempt from seizure for the claims of creditors except for encumbrances properly
fixed on homestead property.”).


2 MO. ANN. STAT. § 513.475.1.


3 MO. LEGIS. SERV. H.B.. 613 (July 11, 2003) (raising homestead exemption from eight thousand to fifteen thousand dollars).


Relying on 11 U.S.C. § 522(o ), the Trustee objected to the exemption of the Texas Property to the
extent that it was purchased with funds borrowed against the Missouri Property. Under § 522(o ),
a debtor cannot claim a homestead as exempt to the extent that the debtor's interest in that property
is attributable to non-exempt property disposed of during the ten years preceding the bankruptcy
filing “with the intent to hinder, delay, or defraud a creditor[.]” After an evidentiary hearing, the
bankruptcy court sustained the Trustee's objection.


**2  Cipolla timely appealed that ruling to the district court. Before the district court ruled on the
appeal, however, Cipolla filed a motion in the bankruptcy court for relief from judgment under
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Fed.R.Civ.P. 60(b) on the ground that he had made a mistake in his testimony at the evidentiary
hearing as to the year in which a lawsuit had been filed against him. The bankruptcy court
denied that motion. Subsequently, the district court largely affirmed the bankruptcy court's original
ruling, sustaining the Trustee's objection and denying the full homestead exemption claimed by
Cipolla. The district court did, however, reverse the bankruptcy court on two subsidiary issues:
(1) an evidentiary presumption that the bankruptcy court had applied in the course of reaching its
conclusion, and (2) the portion of the value of the Texas Property that should be considered non-
exempt. Cipolla timely appealed the district court's ruling.


II. Standard of Review


We review the bankruptcy court's ruling “under the same standards employed by the district court
hearing the appeal from bankruptcy court; conclusions of law are reviewed de novo, findings of
fact are reviewed for clear error, and mixed questions of fact and law are reviewed de novo.” 4


“A finding of fact is clearly erroneous *305  only if on the entire evidence, the court is left with
the definite and firm conviction that a mistake has been committed.” 5  In reviewing findings of
fact, we must give “due regard” to the bankruptcy court's “opportunity to judge the witnesses'
credibility.” 6


4 Century Indem. Co. v. Nat'l Gypsum Co. Settlement Trust (In re Nat'l Gypsum Co.), 208 F.3d 498, 504 (5th Cir.2000).


5 Robertson v. Dennis (In re Dennis), 330 F.3d 696 (5th Cir.2003).


6 FED.R.CIV.P. 52(a)(6); see also FED. R. BANK. P. 8013 (same).


III. Analysis


The party objecting to an exemption in bankruptcy has the burden of proving by a preponderance
of the evidence that the exemption is improper. 7  Here, the bankruptcy court granted the Trustee's
objection and denied Cipolla's homestead exemption to the extent that the value of his Texas
homestead was attributable to funds borrowed against the Missouri Property. The relevant statute,
11 U.S.C. § 522(o ), was added to the Bankruptcy Code as part of the Bankruptcy Abuse Prevention
and Consumer Protection Act (“BAPCPA”) of 2005. Under § 522(o ), the value of a homestead
is not exempt to the extent that such value is attributable to non-exempt property that, “with the
intent to hinder, delay, or defraud a creditor,” the debtor disposed of within the ten years preceding
the petition date. 8  This provision is intended to “strike a balance between the rights of debtors
and creditors in states with unlimited homestead exemptions such as Texas” and to make clear that
“abusive pre-bankruptcy planning will not be tolerated at the expense of creditors.” 9
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7 BANKRUPTCY RULE 4003(c) (burden of proof); 4 Collier on Bankruptcy ¶ 522.08[5][b] (citing Grogan v. Garner, 498 U.S. 279,
111 S.Ct. 654, 112 L.Ed.2d 755 (1991)) (preponderance of the evidence standard).


8 11 U.S.C. § 522(o ) (“[T]he value of an interest in—(1) real or personal property that the debtor ... uses as a residence; ... or (4) real
or personal property that the debtor ... claims as a homestead; shall be reduced to the extent that such value is attributable to any
portion of any property that the debtor disposed of in the 10–year period ending on the date of the filing of the petition with the intent
to hinder, delay, or defraud a creditor and that the debtor could not exempt, or that portion that the debtor could not exempt, under
subsection (b), if on such date the debtor had held the property so disposed of.”).


9 In re Fehmel, No. 07–60831, 2008 WL 2151797, at *6 (Bkrtcy.W.D.Tex. May 22, 2008), aff'd, 372 Fed.Appx. 507 (5th Cir.2010).


[1]  In the instant case, none disputes that (1) within ten years before filing his bankruptcy petition,
Cipolla “disposed of” (encumbered) part of his equity in the Missouri Property by obtaining a home
equity loan of $76,000; (2) the bulk of the value of the Missouri Property is not exempt; 10  and (3)
$76,000 of Cipolla's interest in the Texas Property is directly attributable to his “disposition” of
the Missouri *306  Property. 11  Cipolla claims that the bankruptcy court failed to clearly identify
precisely when the transfer of value from his non-exempt asset to his exempt asset occurred,
because he bought the Texas Property on March 1, 2000, but did not move to Texas and establish
the Texas Property as an exempt homestead until mid–2001. It is true that this transfer of assets
from exempt to non-exempt status did not occur all at once, but each of the relevant steps in that
process took place within the ten years before Cipolla filed his bankruptcy petition. Thus, Cipolla
disposed of a portion of a non-exempt asset, and transferred that value to property that was exempt
as a homestead, within the contemplation of § 522(o ). 12


10 The bankruptcy court focused on Missouri's $8,000 homestead exemption limit at the time Cipolla disposed of the Missouri Property,
but § 522(o ) instructs that whether the disposed-of property is exempt must be determined as of the petition date. See 11 U.S.C. §
522(o ) (value of interest in claimed homestead “shall be reduced to the extent that such value is attributable to any portion of any
property that the debtor disposed of in the 10–year period ending on the date of the filing of the petition with the intent to hinder,
delay, or defraud a creditor and that the debtor could not exempt, or that portion that the debtor could not exempt ... if on such date
the debtor had held the property so disposed of.”) (emphasis added). By the time Cipolla filed for bankruptcy in 2009, Missouri's
homestead exemption had been increased to $15,000. MO. ANN. STAT. § 513.475.1. The parties do not raise, and we do not address,
whether and to what extent Missouri's $15,000 homestead exemption should affect the Trustee's recovery in this case.


11 Cf. Smiley v. First Nat'l Bank of Belleville (In re Smiley), 864 F.2d 562, 565–66 (7th Cir.1989) (for purposes of § 727(a)(2), “transfer”
includes taking out mortgage on property and applying those funds to exempt asset).


12 Id. We express no view on whether a debtor's disposition of property falls under § 522(o ) when only some of the steps in the process
of that disposition took place within the ten years preceding the petition date.


**3  The only question, then, is whether, in disposing of non-exempt property, Cipolla acted “with
the intent to hinder, delay, or defraud a creditor.” That phrase is not defined, but it is used elsewhere
in the Bankruptcy Code. Under § 548(a)(1) of the Code, a trustee may avoid a transfer made within
two years before the petition date if the debtor made the transfer “with actual intent to hinder, delay,
or defraud” a past or future creditor. 13  Likewise, under Code § 727(a)(2), a debtor who, inter alia,
transfers or conceals property “with intent to hinder, delay, or defraud a creditor” within one year
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before the petition date may not receive a discharge. 14  Given these similarities in language, courts
have looked to decisions interpreting §§ 548(a)(1) and 727(a)(2) when interpreting § 522(o ). 15


13 11 U.S.C. § 548(a)(1)(A).


14 11 U.S.C. § 727(a)(2).


15 See, e.g., Addison v. Seaver (In re Addison), 540 F.3d 805, 811 (8th Cir.2008) (collecting cases); In re Sissom, 366 B.R. 677, 692
(Bkrtcy.S.D.Tex.2007) (same).


We have set out several principles in the context of § 727(a)(2) that apply with equal force to §
522(o ). First, a finding of intent to hinder, delay, or defraud is a factual finding that is reviewed
for clear error. 16  Second, “evidence of actual intent to defraud creditors is required to support
a finding of intent sufficient to deny a discharge. Constructive intent is insufficient.” 17  Merely
converting non-exempt assets to exempt assets within the look-back period is not fraudulent per
se; additional evidence of intent to defraud is required. 18  And, because direct evidence of intent
is usually unavailable, actual intent may be inferred from circumstantial evidence. *307  19


16 In re Dennis, 330 F.3d at 701.


17 Id. (quoting Pavy v. Chastant (Matter of Chastant), 873 F.2d 89, 91 (5th Cir.1989)).


18 See NCNB Texas Nat'l Bank v. Bowyer (Matter of Bowyer), 932 F.2d 1100, 1102 (5th Cir.1991) (conversion of exempt to non-exempt
assets is not inherently fraudulent, but it “may be relevant where other evidence proves actual intent to defraud creditors”); Reed
v. First Texas Savings Ass'n (Matter of Reed), 700 F.2d 986, 991 (5th Cir.1983) (under § 727(a)(2), “mere conversion is not to be
considered fraudulent unless other evidence proves actual intent to defraud creditors”); see also 4 Collier on Bankruptcy ¶ 522.08[5]
(even after the 2005 passage of § 522(o ), “Section 522 continues to adopt the position favorably viewed by the Code drafters that the
mere conversion of nonexempt property into exempt property, without fraudulent intent, does not deprive the debtor of exemption
rights in the covered property.”).


19 In re Dennis, 330 F.3d at 701.


For purposes of § 727(a)(2), we have looked to the following circumstantial evidence of intent to
hinder, delay, or defraud:


(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 the pattern or series of transactions or course
of conduct after the incurring of debt, onset of financial difficulties, or pendency
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or threat of suits by creditors; and (6) the general chronology of the events and
transactions under inquiry. 20


20 Id. at 702 (quoting Matter of Chastant, 873 F.2d at 91).


[2]  These factors are relevant to § 522(o ) as well, but are not exclusive. Courts evaluating intent
to defraud under § 522(o ) have also looked to similar “badges of fraud” under state fraudulent
conveyance laws. 21  In this case, the bankruptcy court properly looked to the non-exclusive indicia
of fraud listed in the Texas Uniform Fraudulent Transfer Act (“TUFTA”):


21 In re Addison, 540 F.3d at 811; In re Sissom, 366 B.R. at 692 (collecting cases).


(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;


**4  (6) the debtor absconded;


(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. 22


22 TEX. BUS. & COMM.CODE § 24.005(b). Some courts have also looked to three additional factors for purposes of § 522(o ): (1)
whether the transfer was made just prior to the petition date; (2) whether the debtor is unable to explain the disappearance of assets;
and (3) whether the debtor has engaged in a pattern of “sharp dealing” prior to filing for bankruptcy. See, e.g., In re Sissom, 366 B.R.
at 692–93. None of these additional factors is at issue here.
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[3]  The bankruptcy court found that five of the TUFTA factors support a finding of intent to
defraud. First, when Cipolla moved value from the mostly non-exempt Missouri Property to the
exempt Texas Property, he transferred property to an insider—namely, himself. Second, Cipolla
retained the use of the Missouri Property after transferring some of its equity to the Texas Property.
Both of these findings are undisputed. Third, the bankruptcy court found that the transfer involved
all or substantially all of the debtor's *308  assets. Cipolla challenged this finding in the district
court, but he does not do so on appeal to this court, so he waived any challenge to this finding.


The bankruptcy court also found two more badges of fraud to be applicable: (1) the transfer
occurred shortly before the debtor incurred substantial debt; and (2) the debtor was sued or
threatened with suit before the transfer. Additionally, the bankruptcy court found that “one factor
present here that is not present in any other cases cited to the Court is that the Debtor is an
attorney.... the Debtor is licensed in Missouri and Texas and is presumed to have knowledge of
State homestead exemptions.” The bankruptcy court concluded that, in light of all of these factors,
Cipolla shifted his assets with an intent to defraud his creditors under § 522(o ).


[4]  We agree with the district court that the bankruptcy court erred by holding that, being an
attorney, Cipolla is “presumed to have knowledge of State homestead exemptions.” There is simply
no legal basis for applying such a broad, formal evidentiary presumption to this effect, even as
to an attorney, like Cipolla, who is licensed to practice law in both Texas and Missouri and who
passed the Texas bar examination. Although there is a general “presumption that the attorney
in a bankruptcy matter is competent in that law and knows what his duties are according to the
bankruptcy laws,” 23  Cipolla was not acting as a lawyer on his own behalf, and there is no evidence
that he ever practiced in the field of bankruptcy. Thus, the bankruptcy court erred by applying a
presumption that Cipolla had knowledge of the homestead exemption laws of Texas and Missouri.


23 Gamez v. State Bar of Texas, 765 S.W.2d 827, 834 (Tex.App.-San Antonio 1988, writ denied).


[5]  Unlike the district court, we further hold that the bankruptcy court's error in this regard was not
harmless. 24  An error is not harmless if the lower court may have come to a different conclusion had
it applied the correct legal standard. 25  Here, the bankruptcy court apparently found Cipolla lacking
in credibility, a determination to which we ordinarily defer. 26  Here, however, that determination
could have been influenced by the court's presumption that as a licensed and practicing attorney
in both states, Cipolla must have known about the states' homestead exemptions. Further, had the
bankruptcy court made a more favorable evaluation of Cipolla's credibility in the absence of this
erroneous presumption, it may have found that he did not have an intent to defraud his creditors
within the meaning of § 522(o ).


24 See Sigillito v. Hollander (In re Hollander), 438 Fed.Appx. 274, 278 (5th Cir.2011) (holding that bankruptcy court's application of
erroneous burden of proof was not harmless).
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25 Id.; see also United States v. Woods, 440 F.3d 255, 261 (5th Cir.2006) (same, sentencing context).


26 Webb v. Reserve Life Ins. Co. (Matter of Webb), 954 F.2d 1102, 1104 (5th Cir.1992) (citing FED. R. BANK. P. 8013) (clear error
standard requires deference to credibility determinations).


**5  On the other hand, the bankruptcy court may have reached the very same conclusions as
to Cipolla's credibility and, ultimately, his intent to defraud even if it had not made an erroneous
presumption as to his knowledge. We do not address at this stage the bankruptcy court's factual
conclusions that Cipolla lacked credibility generally, or that he acted with an intent to defraud his
creditors. We simply hold narrowly that (1) the bankruptcy court erred by applying a presumption
that Cipolla *309  had knowledge of the state homestead exemptions because of his status as a
licensed and practicing attorney in the relevant states, and (2) this case must be remanded to the
bankruptcy court for adjudication without including that erroneous presumption in the matrix.


[6]  To aid in the efficient resolution of this matter, however, we shall also address Cipolla's
additional arguments that raise questions of law regarding the two disputed badges of fraud. First,
the bankruptcy court found that the transfer occurred shortly before Cipolla incurred substantial
debt. Cipolla initially borrowed money against the Missouri Property in January 2000, bought the
Texas Property in March 2000, and established it as his homestead in mid–2001. Over the course of
the ensuing decade, through 2009, Cipolla incurred debts totaling hundreds of thousands of dollars.
Cipolla contends that a gap of as much as nine years between the transfer and the incurring of debt
is not a “short” period of time and does not suggest that he disposed of the Missouri Property with
fraudulent intent. 27  We have not imposed strict time limits regarding badges of fraud, however,
instructing courts to look instead to the “general chronology” of the debtor's transactions. 28  Thus,
the bankruptcy court did not err as a matter of law by considering the entire course of Cipolla's
finances after he made the transfer at issue, although those debts which he incurred closer in time to
the transfer are clearly more relevant to his intentions when the transfer took place than those which
he incurred later. We take no position on whether, or to what extent, this factor should influence
the bankruptcy court's ultimate factual finding as to Cipolla's intent to defraud, or lack thereof.


27 See West v. Seiffert (In re Houston Drywall, Inc.), No. 05–95161–H4–7, 2008 WL 2754526, at *24 (Bkrtcy.S.D.Tex. July 10, 2008)
(suggesting time limit of 90 days for non-insiders, and one year for insiders, by analogy to the look-back period for preferential
transfers under 11 U.S.C. § 547).


28 In re Dennis, 330 F.3d at 702 (quoting Matter of Chastant, 873 F.2d at 91). Other courts have taken an ad hoc approach to this
question. Compare Ingalls v. SMTC Corp. (In re SMTC Mfg. of Texas), 421 B.R. 251, 309 (Bkrtcy.W.D.Tex.2009) (finding that this
badge of fraud did not apply when transfer and incurring of debt were one year apart); Havis v. AIG Sunamerica Life Assurance Co.
(In re Bossart), No. 05–34015–H4–7, 2007 WL 4561300, at *14 (Bkrtcy.S.D.Tex. Dec. 21, 2007) (same, five-year gap) with In re
Presto, 376 B.R. 554, 571 (Bkrtcy.S.D.Tex.2007) (finding that this badge did apply when the gap was five months).


[7]  Second, the bankruptcy court found that Cipolla had been sued before the transfer. Cipolla
testified at the evidentiary hearing that he was sued in approximately 1997 by an individual whose
employment case he had arbitrated. Cipolla further testified that the suit was dismissed within six
to eight months of his being served. Cipolla later filed a Rule 60(b) motion for relief from the
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judgment in which he indicated that he was actually sued in 2002, after the transfer had taken place.
The bankruptcy court denied the Rule 60(b) motion, holding that even if Cipolla was not sued
before the transfer, the other factors were sufficient to support a finding of an intent to defraud.
Because Cipolla did not file a separate notice of appeal, the district court correctly refused to
review the bankruptcy court's decision on the Rule 60(b) motion. 29


29 See Williams v. Chater, 87 F.3d 702, 705 (5th Cir.1996) ( “where a Rule 60(b) motion is filed after the notice of appeal from the
underlying judgment, a separate notice of appeal is required in order to preserve the denial of the Rule 60(b) motion for appellate
review”).


**6  [8]  Irrespective of when Cipolla was sued, that quickly-dismissed suit should *310  not,
and evidently did not, have any significant influence on the bankruptcy court's decision, and it
need not detain us further. The bankruptcy court committed no legal error in this regard. Again,
we do not reach the question whether the bankruptcy court's ultimate factual findings were clearly
erroneous, and nothing herein should be read as favoring or disfavoring those findings, to which
we would owe deference.


IV. Conclusion


The bankruptcy court erroneously presumed that, because Cipolla is an attorney, he knew of
the relevant state homestead exemptions. This error was not harmless. We therefore vacate the
bankruptcy court's decision and remand this case to that court for further proceedings consistent
with this opinion. On remand, the bankruptcy court may choose to hold another evidentiary
hearing, but we do not require as much and leave that to the court's sound discretion.


VACATED AND REMANDED.


All Citations


476 Fed.Appx. 301, 2012 WL 1003555


End of Document © 2020 Thomson Reuters. No claim to original U.S. Government Works.
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|
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Synopsis
Background: Chapter 7 debtor, an attorney who maintained residential property in both Missouri
and Texas, claimed homestead exemption under Texas law, and trustee objected. The United States
Bankruptcy Court for the Western District of Texas sustained the objection, and, on appeal, the
District Court affirmed. Debtor appealed. The Court of Appeals, 476 Fed.Appx. 301, vacated and
remanded. On remand, the Bankruptcy Court again sustained the objection, and the District Court
again affirmed. Debtor appealed.


Holdings: The Court of Appeals held that:


[1] the law-of-the-case doctrine governed whether debtor “disposed” of property within meaning
of the section of the Bankruptcy Code limiting the homestead exemption to the extent of any value
of the homestead attributable to the fraudulent conversion of nonexempt assets;


[2] debtor “transferred” property within meaning of the Texas Uniform Fraudulent Transfer Act
(TUFTA) by creating a lien on the Missouri property to obtain a loan, which he used to purchase
the Texas property; and
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[3] law-of-the-case doctrine foreclosed debtor's argument that length of time the bankruptcy court
used to determine whether he incurred substantial debt “shortly” after the transfer was too long.


Affirmed.


West Headnotes (6)


[1] Bankruptcy Scope of review in general
Where debtor, in his first appeal to the Court of Appeals, waived a particular argument,
he could not resurrect that assertion in a subsequent appeal.


[2] Bankruptcy Scope of review in general
Law-of-the-case doctrine governed whether Chapter 7 debtor “disposed” of property
within the meaning of the section of the Bankruptcy Code limiting the homestead
exemption to the extent of any value of the homestead attributable to the fraudulent
conversion of nonexempt assets where, in debtor's prior appeal, the Court of Appeals held
that debtor “disposed of a portion of a non-exempt asset, and transferred that value to
property that was exempt as a homestead, within the contemplation of” the subject section
of the Code. 11 U.S.C.A. § 522(o ).


2 Cases that cite this headnote


[3] Fraudulent Conveyances Transfers as security
Chapter 7 debtor, by creating a lien on his Missouri property to obtain a loan, which he
used to purchase his Texas property, “transferred” property within meaning of the Texas
Uniform Fraudulent Transfer Act (TUFTA). V.T.C.A., Bus. & C. § 24.002(12).


[4] Bankruptcy Scope of review in general
Law-of-the-case doctrine foreclosed Chapter 7 debtor's argument that the length of time
the bankruptcy court used to determine whether he incurred substantial debt “shortly”
after his transfer of property was too long; in debtor's prior appeal, the Court of Appeals
specifically held that “the bankruptcy court did not err as a matter of law by considering the
entire course of [debtor's] finances after he made the transfer at issue, although those debts
which he incurred closer in time to the transfer are clearly more relevant to his intentions
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when the transfer took place than those which he incurred later.” V.T.C.A., Bus. & C. §
24.005(b)(10).


1 Cases that cite this headnote


[5] Bankruptcy Findings of Fact
Court of Appeals would not disturb the bankruptcy court's credibility determinations on
appeal.


[6] Bankruptcy Findings of Fact
On appeal from a bankruptcy court's decision, function of appellate court reviewing
findings of fact was not to reweigh all the evidence and decide that debtor's version of
events, including his own account of his subjective motivations, was more plausible than
the evidence judged by the bankruptcy court to be indicative of intent to defraud.


1 Cases that cite this headnote


Attorneys and Law Firms


*474  Thomas Cipolla, Austin, TX, pro se.


C. Daniel Roberts, Trustee, C. Daniel Roberts & Associates, P.C., Austin, TX, for Appellee.


Appeal from the United States District Court for the Western District of Texas, USDC No. 1:12–
CV–791.


Before HIGGINBOTHAM, DENNIS, and GRAVES, Circuit Judges.


Opinion


*475  PER CURIAM: *


* Pursuant to 5TH CIR. R. 47.5, the court has determined that this opinion should not be published and is not precedent except under
the limited circumstances set forth in 5TH CIR. R. 47.5.4.


In Chapter 7 bankruptcy proceedings, Debtor Thomas A. Cipolla claimed a homestead exemption
under Texas law. The Trustee objected to the exemption under 11 U.S.C. § 522(o ). The bankruptcy
court has twice sustained the Trustee's objection. The district court affirmed. We also affirm.



http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000168&cite=TXBCS24.005&originatingDoc=I410a942f34c911e380938e6f51729d80&refType=SP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_b05000002f5c2

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000168&cite=TXBCS24.005&originatingDoc=I410a942f34c911e380938e6f51729d80&refType=SP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_b05000002f5c2

http://www.westlaw.com/Link/RelatedInformation/DocHeadnoteLink?docGuid=I410a942f34c911e380938e6f51729d80&headnoteId=203176288900420140401125228&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=CitingReferences&contextData=(sc.Default)

http://www.westlaw.com/Browse/Home/KeyNumber/51/View.html?docGuid=I410a942f34c911e380938e6f51729d80&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Browse/Home/KeyNumber/51k3785/View.html?docGuid=I410a942f34c911e380938e6f51729d80&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Browse/Home/KeyNumber/51/View.html?docGuid=I410a942f34c911e380938e6f51729d80&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Browse/Home/KeyNumber/51k3785/View.html?docGuid=I410a942f34c911e380938e6f51729d80&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/RelatedInformation/DocHeadnoteLink?docGuid=I410a942f34c911e380938e6f51729d80&headnoteId=203176288900620140401125228&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=CitingReferences&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=h&pubNum=176284&cite=0136375801&originatingDoc=I410a942f34c911e380938e6f51729d80&refType=RQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=h&pubNum=176284&cite=0160851501&originatingDoc=I410a942f34c911e380938e6f51729d80&refType=RQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=h&pubNum=176284&cite=0202530901&originatingDoc=I410a942f34c911e380938e6f51729d80&refType=RQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=h&pubNum=176284&cite=0101617101&originatingDoc=I410a942f34c911e380938e6f51729d80&refType=RQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS522&originatingDoc=I410a942f34c911e380938e6f51729d80&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)





In re Cipolla, 541 Fed.Appx. 473 (2013)


 © 2020 Thomson Reuters. No claim to original U.S. Government Works. 4


I. Factual and Procedural Background


This is the second time that this case has been before this court. As the district court did, we repeat
the factual summary given in the prior appeal:


Cipolla graduated from law school in Texas in 1975 and obtained licenses to practice law
in Texas and Missouri. He practices as an arbitrator and mediator in the area of labor and
employment law and maintains offices in Dallas, Texas and St. Louis, Missouri.


In 1985, Cipolla acquired a partial interest in a residential property in St. Louis (the “Missouri
Property”). In 1995, he acquired the remainder by gift from his parents. In October 1999,
Cipolla contracted to buy a condominium on South Padre Island, Texas (the “Texas Property”)
for $100,000. He obtained a home equity loan of $76,000 in January 2000 by encumbering
the previously unencumbered Missouri Property. On March 1, 2000, Cipolla used the $76,000
in loan proceeds, plus $24,000 in other funds, to purchase the Texas Property free of any
encumbrances. Cipolla asserts that he encumbered the Missouri Property rather than the Texas
Property because he obtained the loan from Commerce Bank in Missouri, with which he had
a prior relationship, and that bank had no interest in securing its loan with a lien on the Texas
Property.


Cipolla states that at the time he purchased the Texas Property, he intended it to be a recreational
and long-term retirement property. In approximately March 2001, however, Cipolla decided to
make the Texas Property his principal residence. He continued to maintain a home office at the
Missouri Property, but he never again voted in Missouri or had a Missouri driver's license.


Over the next decade, Cipolla incurred considerable debt which eventually led him to file for
bankruptcy and which remained outstanding at the time of filing. Cipolla had twice borrowed
additional sums using the Missouri Property as collateral: $16,000 in March 2002, and another
$56,000 in March 2005. Notably, the Texas Property remained unencumbered. Cipolla also
amassed substantial unsecured debts from 2000 through 2009.


Cipolla filed for bankruptcy under Chapter 7 on May 7, 2009, and claimed the Texas Property
in its entirety as exempt from his creditors under Texas's unlimited homestead exemption law.
Missouri, by contrast, currently limits the available homestead exemption to $15,000. At the
time Cipolla moved to Texas, Missouri limited the homestead exemption to $8,000. Cipolla
asserts that he had no knowledge of the Missouri or Texas homestead exemption laws when
he moved to Texas.


Relying on 11 U.S.C. § 522(o ), the Trustee objected to the exemption of the Texas Property
to the extent that it was purchased with funds borrowed against the Missouri Property. Under
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*476  § 522(o ), a debtor cannot claim a homestead as exempt to the extent that the debtor's
interest in that property is attributable to non-exempt property disposed of during the ten years
preceding the bankruptcy filing “with the intent to hinder, delay, or defraud a creditor[.]” After
an evidentiary hearing, the bankruptcy court sustained the Trustee's objection.


Cipolla timely appealed that ruling to the district court. Before the district court ruled on the
appeal, however, Cipolla filed a motion in the bankruptcy court for relief from judgment under
Fed.R.Civ.P. 60(b) on the ground that he had made a mistake in his testimony at the evidentiary
hearing as to the year in which a lawsuit had been filed against him. The bankruptcy court denied
that motion. Subsequently, the district court largely affirmed the bankruptcy court's original
ruling, sustaining the Trustee's objection and denying the full homestead exemption claimed by
Cipolla. The district court did, however, reverse the bankruptcy court on two subsidiary issues:
(1) an evidentiary presumption that the bankruptcy court had applied in the course of reaching
its conclusion, and (2) the portion of the value of the Texas Property that should be considered
non-exempt. Cipolla timely appealed the district court's ruling.


In re Cipolla (Cipolla I ), 476 Fed.Appx. 301, 303–04 (5th Cir.2012) (footnotes omitted). In
that appeal, we held, inter alia, that the bankruptcy court erred by imputing knowledge of the
homestead exemptions of Texas and Missouri to Cipolla because he is a lawyer. Id. at 308. We
remanded the case for the bankruptcy court to reconsider the facts and evidence supporting its
factual findings without the presumption concerning Cipolla's knowledge as an attorney. Id. at
308–09.


On remand, the bankruptcy court again sustained the Trustee's § 522(o) objection to Cipolla's
homestead exemption. The district court again affirmed the bankruptcy court, finding that it had
“essentially nothing to review” because it had previously reviewed and affirmed the bankruptcy
court's factual findings, and was constrained by the law of the case doctrine. In the alternative, the
district court again reviewed and affirmed the bankruptcy court's findings on the merits. Cipolla
timely appealed.


II. Discussion


We review the decision of the bankruptcy court under the same standards applied by the district
court hearing the appeal from the bankruptcy court; “conclusions of law are reviewed de novo,
findings of fact are reviewed for clear error, and mixed questions of fact and law are reviewed
de novo.” In re Nat'l Gypsum Co., 208 F.3d 498, 504 (5th Cir.2000). “A finding of fact is clearly
erroneous only if on the entire evidence, the court is left with the definite and firm conviction that
a mistake has been committed.” Robertson v. Dennis, 330 F.3d 696, 701 (5th Cir.2003) (quotation
omitted). “If the district court's account of the evidence is plausible in light of the record viewed in
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its entirety, the court of appeals may not reverse it even though convinced that had it been sitting
as the trier of fact, it would have weighed the evidence differently.” Anderson v. City of Bessemer
City, N.C., 470 U.S. 564, 573–74, 105 S.Ct. 1504, 84 L.Ed.2d 518 (1985).


11 U.S.C. § 522(o ) provides that the value of exempt property a debtor uses as a homestead “shall
be reduced to the extent that such value is attributable to any portion of any property that the debtor
disposed of in the 10–year period ending on the date of the filing of the petition with the intent to
hinder, delay, or defraud a *477  creditor....” 11 U.S.C. § 522(o ). We have previously set forth
several principles that govern review of a finding of intent to defraud under this section.


First, a finding of intent to hinder, delay, or defraud is a factual finding
that is reviewed for clear error. Second, evidence of actual intent to defraud
creditors is required to support a finding of intent sufficient to deny a discharge.
Constructive intent is insufficient. Merely converting non-exempt assets to
exempt assets within the look-back period is not fraudulent per se; additional
evidence of intent to defraud is required. And, because direct evidence of
intent is usually unavailable, actual intent may be inferred from circumstantial
evidence.


Cipolla I, 476 Fed.Appx. at 306 (quotations and footnotes omitted). Among the circumstantial
evidence of intent to defraud that a court may look to are the “badges of fraud” in state fraudulent
conveyance laws, including the Texas Uniform Fraudulent Transfer Act (“TUFTA”). Id. TUFTA
lists eleven nonexclusive badges of fraud. See Tex. Bus. & Com.Code § 24.005(b). On remand,
the bankruptcy court found that the following four were present in this case:


(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 was of substantially all the debtor's assets; and


(4) the transfer occurred shortly before or shortly after a substantial debt was incurred.


“Not all, or even a majority, of the badges of fraud must exist to find actual fraud. Indeed, when
several of these indicia of fraud are found, they can be a proper basis for an inference of fraud.” In
re Soza, 542 F.3d 1060, 1067 (5th Cir.2008) (internal quotation marks omitted) (quoting Roland
v. United States, 838 F.2d 1400, 1403 (5th Cir.1988)).


The bankruptcy court found that the four badges of fraud were sufficient to show that Cipolla
acted with intent to defraud creditors. The bankruptcy court noted that Cipolla had converted his
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only significant non-exempt asset to exempt, by so doing had completely encumbered the non-
exempt Missouri property, and had subsequently accrued over $300,000 in unsecured debt. In these
circumstances, the bankruptcy court found that Cipolla acted with intent to defraud creditors as
provided by § 522(o). On appeal, as he did in the district court, Cipolla raises several challenges to
the bankruptcy court's findings and analysis concerning the four applicable badges of fraud, and
challenges the ultimate factual finding that he acted with intent to defraud.


[1]  Cipolla first asserts that the relevant transfer did not involve substantially all of his assets.
See Tex. Bus. & Comm.Code § 24.005(b)(5). In his first appeal to this court, Cipolla waived this
argument. Cipolla I, 476 Fed.Appx. at 307–08. Thus, he may not resurrect that assertion here. See
Lindquist v. City of Pasadena Texas, 669 F.3d 225, 239–40 (5th Cir.2012).


[2]  [3]  Cipolla next argues that he did not “transfer” property under the commonly understood
definition of the term. To the extent that Cipolla raises this argument as a challenge to the
applicability of § 522(o), it is foreclosed by the law of the case doctrine. “The law-of-the-case
doctrine ‘posits that when a court decides upon a rule of law, that decision should continue to
govern the same issue in subsequent stages in the same case.’ ” United States v. Castillo, 179 F.3d
321, 326 (5th Cir.1999) (quoting *478  Arizona v. California, 460 U.S. 605, 618, 103 S.Ct. 1382,
75 L.Ed.2d 318 (1983)). Section 522(o) does not use the term “transfer,” but rather focuses on the
“dispos[al]” of property. 11 U.S.C. § 522(o). Cipolla I resolved this issue when it held that:


It is true that this transfer of assets ... did not occur all at once, but each of the
relevant steps in that process took place within the ten years before Cipolla filed
his bankruptcy petition. Thus, Cipolla disposed of a portion of a non-exempt
asset, and transferred that value to property that was exempt as a homestead,
within the contemplation of § 522(o).


Cipolla I, 476 Fed.Appx. at 306. To the extent that Cipolla raises this issue as a challenge to
the applicability of TUFTA, he has apparently waived it by not raising it in the first appeal. See
Lindquist, 669 F.3d at 239–40. Even if not waived, this argument fails. The definition of “transfer”
in TUFTA is broad, providing that it covers “every mode, direct or indirect, absolute or conditional,
voluntary or involuntary, of disposing of or parting with an asset or an interest in an asset, and
includes payment of money, release, lease, and creation of a lien or other encumbrance.” Tex.
Bus. & Comm.Code § 24.002(12). The text of this definition encompasses the action that Cipolla
took here: creating a lien on the Missouri property to obtain a loan, which he used to purchase
the Texas property.
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[4]  Cipolla next asserts that the length of time the bankruptcy court used to determine whether he
incurred substantial debt “shortly” after the transfer was too long. See Tex. Bus. & Comm.Code
§ 24.005(b)(10). His argument that the court erred as a matter of law is foreclosed by the law of
the case doctrine. See Castillo, 179 F.3d at 326. Cipolla I specifically held that “the bankruptcy
court did not err as a matter of law by considering the entire course of Cipolla's finances after he
made the transfer at issue, although those debts which he incurred closer in time to the transfer are
clearly more relevant to his intentions when the transfer took place than those which he incurred
later.” Cipolla I, 476 Fed.Appx. at 309. To the extent Cipolla argues that the bankruptcy court
erred in its factual findings, in reexamining the evidence on remand, the bankruptcy court clearly
referenced Cipolla I's direction as to the relative weight to be given to earlier and later incurred
debts, and again found substantial debt incurred shortly after the purchase of the Texas property.
As the district court noted, a significant portion of the total § 300,000 was in fact incurred close
in time to the Texas property purchase, including $16,000 borrowed against the Missouri home in
2002, a Wells Fargo business line of credit for $105,000 taken out in 2001 or 2002, and a Bank
of America credit card with $33,000 debt incurred in 2003 or 2004. Further, the uncertainty about
when each specific debt was incurred appears to be a result of the debtor's inability to provide
specific records. On the record as a whole, we find no clear error in these factual findings.


Next, Cipolla contends that the finding that as a lawyer, he was presumed to be aware of the
homestead exemptions allowed by Texas and Missouri, is a “bell that cannot be unrung,” which
somehow continued to infect the bankruptcy court's findings. There is no support for this argument.
Both courts clearly stated and applied this court's holding that Cipolla's status as an attorney was
an improper factor for consideration.


[5]  Cipolla also argues, somewhat inexplicably, that the bankruptcy court improperly considered
“demeanor” in judging his credibility. The district court's reference to demeanor was not improper,
*479  and was simply a recognition of the fact that the bankruptcy court had heard Cipolla's
testimony, judged his credibility, and weighed it along with the other evidence. We will not disturb
the bankruptcy court's credibility determinations on appeal. See, e.g., Dunbar Med. Sys., Inc. v.
Gammex Inc., 216 F.3d 441, 453 (5th Cir.2000); Fed.R.Civ.P. 52(a)(6).


[6]  Cipolla's remaining argument that the bankruptcy court erred in its ultimate finding that he
acted with actual intent to defraud creditors essentially asks this court to reweigh all the evidence
and decide that his version of events, including his own account of his subjective motivations,
is more plausible than the evidence judged by the bankruptcy court to be indicative of intent to
defraud. However, that is not the function of an appellate court reviewing findings of fact. See
Anderson, 470 U.S. at 573–74, 105 S.Ct. 1504. On this record, which has now been reviewed
twice each by the bankruptcy court, the district court, and this court, the evidence supports the
findings that four TUFTA badges of fraud apply, and that there is sufficient circumstantial evidence
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supporting the bankruptcy court's ultimate finding that Cipolla acted with intent to defraud under
§ 522(o).


III. Conclusion


For the foregoing reasons, we AFFIRM.


All Citations


541 Fed.Appx. 473


End of Document © 2020 Thomson Reuters. No claim to original U.S. Government Works.
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171 B.R. 294
United States Bankruptcy Court,


M.D. Tennessee.


In re Janice Ellen COVINGTON, Debtor.
Michael GIGANDET, Trustee, Plaintiff,


v.
Janice Ellen COVINGTON, Defendant.


Bankruptcy No. 93–01268–GP3–7.
|


Adv. No. 393–0217A.
|


Aug. 26, 1994.


Synopsis
Chapter 7 trustee sought to avoid debtor's prebankruptcy conversion of nonexempt fire insurance
proceeds into exempt life insurance policy and her transfer to family members of remainder interest
in her residence for inadequate consideration. The Bankruptcy Court, Keith M. Lundin, J., held
that prebankruptcy transfers were for purpose of defeating claims of creditors, under Tennessee
law, and thus, were avoidable by trustee in bankruptcy.


Judgment for trustee.


West Headnotes (1)


[1] Bankruptcy Avoidance Rights and Limits Thereon, in General
Fraudulent Conveyances Purchase of Exempt Property or Homestead
Fraudulent Conveyances Want or Insufficiency of Consideration
Chapter 7 debtor's prepetition purchase of exempt single premium insurance policy with
nonexempt proceeds of fire policy and her transfer to family members of remainder interest
in residence for inadequate consideration at time when debtor was acutely aware of her
substantial liabilities to mortgagees was for the purpose of defeating claims of creditors
and would have been avoidable by creditors under Tennessee law; therefore, Chapter 7
trustee could avoid transfers by using strong-arm powers. Bankr.Code, 11 U.S.C.A. §
544(b); T.C.A. §§ 66–3–101, 66–3–308.
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3 Cases that cite this headnote


Attorneys and Law Firms


*295  Stephen M. Miller, Nashville, TN, for debtor/defendant.


T. Turner Snodgrass, Nashville, TN, for plaintiff.


MEMORANDUM


KEITH M. LUNDIN, Bankruptcy Judge.


The question presented is whether Tennessee fraudulent conveyance law permits the Chapter 7
trustee to avoid this debtor's prebankruptcy purchase of a single premium insurance policy and
transfer to family members of a remainder interest in real property. The transfers are avoidable.
The following are findings of fact and conclusions of law. Fed.R.Bankr.P. 7052.


I


Between 1982 and 1985 this debtor acquired three pieces of real property: (1) a residence known
as the “Harrow Court” property; (2) a triplex, the purchase of which was financed by the sellers,
James and Barbara Atkeison; and (3) an apartment building, also financed by the seller, James
W. Pickle.


On June 2, 1989, the Harrow Court residence was destroyed by fire. In December 1989, the
purchase money loan for the apartment building was in default and Pickle began foreclosure. This
foreclosure was delayed by the filing of a Chapter 13 bankruptcy by this debtor's (former) husband.
That Chapter 13 case was dismissed. In June 1990, Pickle completed foreclosure. In September
1990, Pickle sued the debtor for the deficiency and damages.


In March of 1991, the debtor received $53,500 from State Farm Insurance to settle her claim for
the Harrow Court fire. After payment of expenses, the debtor had $40,000 in cash.


The debtor consulted her accountant concerning this money. The accountant referred her to a
Nashville attorney who is a member of the panel of bankruptcy trustees for this district and who
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specializes in bankruptcy law. On July 1, 1991, after consultation with bankruptcy counsel, the
debtor purchased a single premium life insurance policy for $40,000.


On August 2, 1991, the Atkeisons sued the debtor to collect the balance of the purchase price for
the triplex.


On September 26, 1991, after additional consultation with her accountant and bankruptcy counsel,
the debtor conveyed the Harrow Court lot to her children, retaining a life estate. The children paid
the debtor $3,000. The market value of the lot at the time of transfer was between $12,000 and
$20,000.


The Harrow Court property and fire insurance proceeds were the debtor's only significant assets.


On November 12, 1991, Pickle obtained a judgment against the debtor for $110,365.13. Pickle
began garnishing the debtor's wages. On December 6, 1991, the Atkeisons obtained a judgment
against the debtor for $11,911.87.


Pickle filed suit in the Chancery Court for Davidson County, Tennessee on June 16, 1992 to
avoid the transfer of the Harrow Court property as a fraudulent conveyance. On February 17,
1993, the debtor filed Chapter 7. The debtor claimed the cash value of the life insurance policy
exempt pursuant to *296  Tenn.Code Ann. § 56–7–203. 1  The trustee removed Pickle's fraudulent
conveyance action to this court and amended the complaint to allege that the purchase of the single
premium life insurance policy was also avoidable pursuant to 11 U.S.C. § 544(b). 2


1 Tenn.Code Ann. § 56–7–203 provides:
The net amount payable under any policy of life insurance or under any annuity contract upon the life of any person made for
the benefit of, or assigned to, the wife and/or children, or dependent relatives of such persons, shall be exempt from all claims
of the creditors of such person arising out of or based upon any obligation created after January 1, 1932, whether or not the right
to change the named beneficiary is reserved by or permitted to such person.


2 11 U.S.C. § 544(b) provides:
The trustee may avoid any transfer of an interest of the debtor in property or any obligation incurred by the debtor that is voidable
under applicable law by a creditor holding an unsecured claim that is allowable under section 502 of this title or that is not
allowable only under section 502(e) of this title.


II


Tennessee law voids every conveyance made with the intent or purpose to delay, hinder or defraud
creditors. Tenn.Code Ann. §§ 66–3–101, 66–3–308. 3  11 U.S.C. § 544(b) permits a bankruptcy
trustee to “avoid any transfer of an interest of the debtor in property ... that is voidable under
applicable law by a creditor holding an [allowable] unsecured claim.”
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3 Tenn.Code Ann. § 66–3–101 provides:
Every gift, grant, conveyance of lands, tenements, hereditaments, goods, or chattels, or of any rent, common or profit out of the
same, by writing or otherwise; and every bond, suit, judgment, or execution, had or made and contrived, of malice, fraud, covin,
collusion, or guile, to the intent or purpose to delay, hinder, or defraud creditors of their just and lawful actions, suits, debts,
accounts, damages, penalties, forfeitures; or to defraud or to deceive those who shall purchase the same lands, tenements, or
hereditament, or any rent, profit, or commodity out of them, shall be deemed and taken, only as against the person, such person's
heirs, successors, executors, administrators, and assigns, whose debts, suits, demands, estates, or interest, by such guileful and
covinous practices as aforementioned, shall or might be in any wise disturbed, hindered, delayed, or defrauded, to be clearly
and utterly void; any pretense, color, feigned consideration, expressing of use, of any other matter or thing, to the contrary
notwithstanding.


Tenn.Code Ann. § 66–3–308 provides:
Every conveyance made and every obligation incurred with actual intent, as distinguished from intent presumed in law, to hinder,
delay, or defraud, either present or future creditors, is fraudulent as to both present and future creditors.


Tenn.Code Ann. § 66–3–101 derives from the Statutes of 13 Elizabeth (Ch. 5) and 27 Elizabeth (Ch. 4). State v. Nashville Trust Co.,
28 Tenn.App. 388, 416, 190 S.W.2d 785, 796 (1944). Its predecessor was first enacted in Tennessee in 1801. See 1801 Tenn.Pub.
Acts Ch. XXV, § 2. The current version first appeared in 1858. See Tenn.Code § 1759 (1858). In 1919 the Tennessee legislature
enacted a uniform fraudulent conveyance law. See 1919 Tenn.Pub. Acts Ch. 125 § 2. Currently codified at Tenn.Code Ann. §§
66–3–301–314, the uniform law supplements but does not replace its older relative. United States v. Kerr, 470 F.Supp. 278, 281
(E.D.Tenn.1978); Scarborough v. Pickens, 26 Tenn.App. 213, 218, 170 S.W.2d 585, 587 (1943).


The Tennessee Supreme Court has declared that conversion of nonexempt property into exempt
property, with the purpose of placing it beyond the reach of creditors is a voidable fraudulent
conveyance. Hollins v. Webb, 2 Tenn.Cas. (Shan.) 581 (1877). See also In re Hall, 31 B.R. 42, 45
(Bankr.E.D.Tenn.1983).


In Hollins, the debtor borrowed money using nonexempt personal property as collateral. He used
the proceeds to reduce a mortgage on real property to create a homestead exemption. Holding
that the debtor's actions constituted “a fraud upon his creditors, [which] cannot be permitted” the
Tennessee Supreme Court explained:


[t]he fraud seems to consist in this: the debtor who has property subject to his
creditor's claim, by his own act places it beyond their reach, and secures to
himself all the benefits to be derived from it.


Hollins, 2 Tenn.Cas. (Shan.) at 583.


The Sixth Circuit reached a similar result in Shanks v. Hardin, 101 F.2d 177 (6th Cir.1939).
Applying Tennessee law, the court denied a homestead exemption to a debtor who procured
deeds to himself from his siblings for the purpose of shielding real property from creditors.
Finding Hollins v. Webb to be controlling precedent, the Sixth Circuit held that a debtor who, in
contemplation *297  of bankruptcy, converts “property, subject to execution, into a homestead for
the express purpose of defeating his creditors” has committed a fraud. Shanks, 101 F.2d at 178.
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See also In re Hall, 31 B.R. 42, 45 (Bankr.E.D.Tenn.1983) (objection to homestead exemption
sustained where “the debtor, ... while insolvent and in contemplation of bankruptcy, established a
homestead exemption in property, which was then subject to execution, for the express purpose
of defeating the rights of creditors.”).


The Tennessee courts recognize that fraudulent conveyance cases are fact intensive. See Macon
Bank & Trust Co. v. Holland, 715 S.W.2d 347, 349 (Tenn.Ct.App.1986) (“Whether a transfer is
fraudulent is determined by the facts and circumstances of each case.”). The Tennessee appellate
courts have identified many “badges of fraud” to guide the trial courts in divining a debtor's intent
for fraudulent conveyance purposes:


1. The transferor is in precarious financial condition.


2. The transferor knew there was or soon would be a large money judgment rendered against
the transferor.


3. Inadequate consideration for the transfer.


4. Secrecy or haste in carrying out the transfer.


5. A family or friendship relationship between the transferor and the transferee(s).


6. The transfer included all or substantially all of the transferor's nonexempt property.


7. Retention by the transferor of a life estate or other interest in the property transferred.


8. Failure of the transferor to produce available evidence explaining or rebutting a suspicious
transaction.


9. Lack of innocent purpose or use for the transfer.


See Weaver v. Nelms, 750 S.W.2d 158 (Tenn.Ct.App.1987); Macon Bank and Trust Co. v. Holland,
715 S.W.2d 347 (Tenn.Ct.App.1986); Gurlich's, Inc. v. Myrick, 54 Tenn.App. 97, 388 S.W.2d 353
(1964); Union Bank v. Chaffin, 24 Tenn.App. 528, 147 S.W.2d 414 (1940); Bank of Blount County
v. Dunn, 10 Tenn.App. 95 (1929); Grannis, White & Co. v. Smith, 22 Tenn. (3 Hum.) 179 (1842);
Floyd v. Goodwin, 16 Tenn. (2 Yer.) 484 (1835).


The transfers by this debtor are overwhelmingly tainted with badges of fraud. After listening to
the witnesses and observing their demeanor, it is clear that this debtor converted the nonexempt
fire insurance proceeds into an exempt single premium life insurance policy and transferred a
remainder interest in the Harrow Court property to her children for the purpose of defeating the
claims of her creditors.



http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1983130040&pubNum=164&originatingDoc=I8003b9c16ea411d98778bd0185d69771&refType=RP&fi=co_pp_sp_164_45&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_164_45

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1986144890&pubNum=713&originatingDoc=I8003b9c16ea411d98778bd0185d69771&refType=RP&fi=co_pp_sp_713_349&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_713_349

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1986144890&pubNum=713&originatingDoc=I8003b9c16ea411d98778bd0185d69771&refType=RP&fi=co_pp_sp_713_349&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_713_349

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1988067359&pubNum=713&originatingDoc=I8003b9c16ea411d98778bd0185d69771&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1986144890&pubNum=713&originatingDoc=I8003b9c16ea411d98778bd0185d69771&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1986144890&pubNum=713&originatingDoc=I8003b9c16ea411d98778bd0185d69771&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1964129444&pubNum=713&originatingDoc=I8003b9c16ea411d98778bd0185d69771&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1964129444&pubNum=713&originatingDoc=I8003b9c16ea411d98778bd0185d69771&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1941103181&pubNum=713&originatingDoc=I8003b9c16ea411d98778bd0185d69771&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1929001659&pubNum=758&originatingDoc=I8003b9c16ea411d98778bd0185d69771&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1929001659&pubNum=758&originatingDoc=I8003b9c16ea411d98778bd0185d69771&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1842002146&pubNum=757&originatingDoc=I8003b9c16ea411d98778bd0185d69771&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)





In re Covington, 171 B.R. 294 (1994)


 © 2020 Thomson Reuters. No claim to original U.S. Government Works. 6


The debtor was acutely aware of her substantial liabilities to the Atkeisons and to Mr. Pickle. The
debtor discussed these liabilities with her accountant shortly after Pickle sued her. The accountant
referred the debtor to bankruptcy counsel. After the first consultation with bankruptcy counsel, the
debtor invested all of her liquid assets in a single premium life insurance policy. Such policies are
exempt from the claims of creditors under Tennessee law. The second consultation with bankruptcy
counsel took place after the Atkeisons filed suit and just weeks before judgment was entered for
Pickle. This second consultation resulted in the debtor's transfer of real property to her children
with the reservation of a life estate. The effect of this second transfer was to remove a fee simple
interest in real property from the reach of the debtor's creditors.


The nature and timing of these transfers was not coincidental. The debtor's testimony that the
Atkeison and Pickle lawsuits played no role in her decision to purchase the life insurance policy
or to transfer all but a remainder interest in the Harrow Court property to her children was not
believable.


The fire insurance proceeds, combined with the Harrow Court property constituted all of the
debtor's assets. The debtor has offered no credible benign explanation for the purchase of a $40,000
single premium life insurance policy with a death benefit in excess of $150,000 by a debtor with
no dependents. The transfer of a remainder interest in the Harrow Court property to the debtor's
children for inadequate consideration with *298  the retention of a life estate is a classic example
of a fraudulent conveyance. Compare Macon Bank and Trust Co. v. Holland, 715 S.W.2d 347
(Tenn.Ct.App.1986) (transfer of house to debtor's three children for $1.00 with reservation of life
estate was not a fraudulent conveyance where transferor was in poor health, the transfer balanced
other financial transactions among the family members and the transferor was dependent upon the
three children.)


These transfers would be avoidable by a creditor under Tennessee law and thus are avoidable by
the trustee in bankruptcy.


An appropriate order will be entered.


ORDER


For the reasons stated in the Memorandum contemporaneously filed herewith, IT IS ORDERED,
ADJUDGED and DECREED that the purchase of the single premium life insurance policy and
the transfer of a remainder interest in the Harrow Court property are fraudulent conveyances
recoverable by the plaintiff.


IT IS SO ORDERED.
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187 B.R. 773
United States Bankruptcy Court,


S.D. Florida.


In re Charles Richard COVINO, Dorothy Joan Covino, Debtors.
Soneet R. KAPILA, Trustee, Plaintiff,


v.
Charles Richard COVINO and Dorothy Joan Covino, jointly and severally,


and Charles Richard Covino and Dorothy Joan Covino, as the parents
and natural guardians of Todd Richard Covino, a minor. Defendants.


Bankruptcy No. 93–32479–BKC–SHF.
|


Adv. No. 94–0905–BKC–SHF–A.
|


Sept. 26, 1995.


Synopsis
Chapter 7 trustee objected to debtors' exemptions and sought to avoid and recover fraudulent
transfers. The Bankruptcy Court, Steven H. Friedman, J., held that: (1) annuity contracts purchased
with medical malpractice settlement funds were exempt under Florida law; (2) debtor's use of
medical malpractice settlement proceeds to pay off mortgage constituted avoidable fraudulent
transfer of funds from nonexempt status to exempt status; (3) transfer of share of entitlement to
medical malpractice recovery, by creation of annuity in name of debtor's son, constituted fraudulent
transfer under Florida statute; and (4) transfer of medical malpractice settlement proceeds to
debtor's annuity was not fraudulent under Florida statute.


So ordered.


West Headnotes (9)


[1] Exemptions Specific exemptions in general
Annuities purchased for Chapter 7 debtor and her son as result of settlement of medical
malpractice action were exempt under Florida statute, even though debtor and son had no
control over how annuities were funded. West's F.S.A. § 222.14.


1 Cases that cite this headnote
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[2] Bankruptcy Nature and Form of Transfer
Fraudulent Conveyances Transactions Subject to Attack by Creditors
Medical malpractice settlement agreement designating $250,000 to be received by Chapter
7 debtor did not constitute “transfer,” for purposes of fraudulent transfer provisions of
Bankruptcy Code and Florida statute, where debtor was party plaintiff in malpractice
action. Bankr.Code, 11 U.S.C.A. §§ 544, 548; West's F.S.A. § 726.101 et seq.


[3] Bankruptcy Payments by debtor
Fraudulent Conveyances Purchase of exempt property or homestead
Use of medical malpractice settlement proceeds to pay off Chapter 7 debtor's mortgage
constituted “transfer” from nonexempt assets to exempt assets, for purposes of fraudulent
transfer provisions of Bankruptcy Code and Florida statute. Bankr.Code, 11 U.S.C.A. §§
544, 548; West's F.S.A. § 726.101 et seq.


[4] Bankruptcy Intent of debtor
Bankruptcy Fraudulent or Preferential Transfer
If transfer is made with particular creditor in mind, and debtor has attempted to remove
assets from reach of creditor, debtor's discharge will be denied and debtor's conduct
is actionable as fraudulent transfer; however, if debtor is merely looking to his future
well being, discharge will be granted, and such conduct is not otherwise actionable.
Bankr.Code, 11 U.S.C.A. §§ 544, 548.


3 Cases that cite this headnote


[5] Bankruptcy Payments by debtor
Chapter 7 debtor's use of medical malpractice settlement proceeds to pay off mortgage
for sole purpose of hindering his creditors from proceeding against his share of settlement
constituted avoidable fraudulent transfer of funds from nonexempt status to exempt status.
Bankr.Code, 11 U.S.C.A. §§ 544, 548.


[6] Bankruptcy Judgment or order;  relief
When Chapter 7 debtor's use of settlement proceeds to pay off mortgage constituted
avoidable fraudulent transfer, it was appropriate to impose equitable lien in favor of
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Chapter 7 trustee against real property to secure payment to trustee of amount fraudulently
transferred. Bankr.Code, 11 U.S.C.A. §§ 544, 548.


1 Cases that cite this headnote


[7] Fraudulent Conveyances Transactions Subject to Attack by Creditors
Chapter 7 debtors' transfer of share of their entitlement to medical malpractice recovery
through creation of annuity in name of debtor's son, who was not party to malpractice
action, constituted “transfer,” within meaning of Florida fraudulent conveyance statute.
West's F.S.A. § 726.102(12).


[8] Fraudulent Conveyances Transactions Subject to Attack by Creditors
Fraudulent Conveyances Insolvency element of fraud
Fraudulent Conveyances Want or insufficiency of consideration
Chapter 7 debtors' transfer of share of entitlement to medical malpractice recovery
through creation of annuity in name of debtor's son constituted fraudulent transfer under
Florida statute, where debtors did not receive reasonably equivalent value from son in
consideration for annuity, debtors were insolvent at time of settlement agreement, and son
was not party plaintiff in malpractice action. West's F.S.A. § 726.106(1).


[9] Bankruptcy Avoidance rights and limits thereon, in general
Fraudulent Conveyances Transactions Subject to Attack by Creditors
Even if Chapter 7 debtor's act of choosing to receive medical malpractice settlement
proceeds as annuity, as opposed to receiving such proceeds in some other form, constituted
“transfer,” it was not fraudulent under Florida statute and would not be avoided in
bankruptcy court; although debtor was heavily indebted, it was imperative that proceeds
from settlement be used to pay debtor's recurring medical expenses and to sustain her for
rest of her life. Bankr. Code, 11 U.S.C.A. § 544; West's F.S.A. § 726.105(1)(a).


Attorneys and Law Firms


*775  Michael Bakst, Ackerman, Bakst & Cloyd, P.A., West Palm Beach, Florida, for Trustee.


Jeffrey H. Rosenthal, Kind, Rosenthal, Mopsick & Retamar, Boca Raton, Florida, for Defendants.
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MEMORANDUM OPINION


STEVEN H. FRIEDMAN, Bankruptcy Judge.


This cause came before the Court for trial on May 8, 1995, upon the objections to exemptions and
the amended complaint of the Chapter 7 Trustee, Soneet R. Kapila, In his amended complaint,
the Trustee seeks to avoid and recover fraudulent conveyances pursuant to 11 U.S.C. §§ 544,
548 and Florida Statute § 726. The Court, having considered the testimony of the witnesses, the
documentary and deposition evidence presented by the parties, the candor and demeanor of the
witnesses, the underlying pleadings, and being otherwise fully advised in the premises, makes the
following findings of fact and conclusions of law pursuant to F.R.B.P. 7052:


JURISDICTION


1. This Court has jurisdiction over this subject matter pursuant to 28 U.S.C. §§ 157 and 1334(b).
This is a core proceeding for which the Court is authorized to hear and determine all matters
regarding this case in accordance with 28 U.S.C. § 157(b)(2)(H).


PROCEDURAL BACKGROUND


2. This action was commenced by the filing of a voluntary chapter 7 bankruptcy petition for
Charles Richard Covino and Dorothy Joan Covino (collectively the “Debtors”) on July 23, 1993 in
Case Number 93–32479–BKC–RAM. The Plaintiff, Soneet R. Kapila, is the duly appointed and
qualified trustee in this chapter 7 proceeding (the “Trustee”).


3. The Debtors list on their Bankruptcy Schedules an annuity owned by Dorothy Covino valued at
1.5 million dollars, which they claim as exempt on their Schedule “C” pursuant to Florida Statute
§ 222.21. This exemption was amended on May 4, 1995 to assert a claim of exemption under
Florida Statute § 222.14. The Debtors also list the property at 240 Captains Walk, # 501, Delray
Beach, Florida valued at $220,000.00 as being exempt as homestead pursuant to Florida Statute §
222.01. This claim of exemption also was amended on May 4, 1995 to assert a claim of exemption
under Article X, Section 4, Fla. Const.


4. The Trustee filed an Amended Objection to Exemptions on January 12, 1994, as to both the
annuity and the homestead property. The basis for the Trustee's objection is that neither of these
assets qualify as exempt pursuant to the claimed statutes, and also, that these exemptions should
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be denied as the annuity and homestead property were purchased by the Debtors to hinder, delay
or defraud creditors pursuant to 11 U.S.C. §§ 544, 548 and Florida Statute § 726. The hearing on
the Trustee's Amended Objection to Exemptions and Objection to Amended Exemptions, as pled
ore tenus at trial, and subsequently filed with the Court, was conducted simultaneously with the
trial of this adversary proceeding. This Memorandum Opinion is dispositive of all issued raised in
the objection to exemptions and adversary proceedings.


FINDINGS OF FACT


5. In or about 1986, the Debtors invested most of their money and savings, and became personally
obligated, on several loans relating to their stock ownership interest in Envirotech Sanitary
Landfill Systems, Inc. (“Envirotech”). This corporation was unsuccessful from its inception, and,
in approximately 1991, defaulted on its loan with Midlantic National Bank (“Midlantic”). The
Debtors were liable to Midlantic on this loan.


6. In 1988, the Debtors executed a mortgage in favor of Royal Bank of Pennsylvania relating to
property owned by Absolute Realty, a partnership of which the Debtors owned 25%. In 1990, the
obligors on this mortgage and the underlying promissory note, including the Debtors, defaulted.


7. On November 2, 1990, a final judgment was entered against the Debtors in favor of Royal Bank
of Pennsylvania in the United States District Court for the Eastern District of Pennsylvania, Case
Number 90–7012, in the amount of $2,362,071.03 together with *776  interest and costs. Pursuant
to the Debtors' Schedules, as of the date of this bankruptcy filing, this debt remains unsatisfied.


8. On June 9, 1992, a final judgment was entered against the Debtors in favor of Midlantic National
Bank in the Superior Court of New Jersey, Chancery Division, Middlesex County, Case Number
F–2385–91 in the amount of $1,801,764.03 together with post-judgment interest from that date.
Pursuant to the Debtors' Schedules, as of the date of this bankruptcy filing, this debt remained
unsatisfied.


9. In addition to the Envirotech and Absolute Realty investments, the Debtors were involved
in several other business ventures in New Jersey dating back to 1987, such that the Debtors'
aggregate unsecured indebtedness listed on their bankruptcy schedules totals $6,948.063.90. By
August 1990, the Debtors were in desperate financial condition. The Debtors had previously sold
the family business of Covino Industrial Disposal Service, Inc. to Charles Covino's brother, who
filed bankruptcy in August 1990 along with Covino Industrial Disposal Service, Inc. All cash flow
being generated from this business had ceased, and by late August 1990, the Debtors were without
a source of income.



http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS544&originatingDoc=I44c7dbd26ea811d99d4cc295ca35b55b&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS548&originatingDoc=I44c7dbd26ea811d99d4cc295ca35b55b&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)





In re Covino, 187 B.R. 773 (1995)


 © 2020 Thomson Reuters. No claim to original U.S. Government Works. 6


10. The Debtors' schedules list total liabilities in the amount of $10,098,063.90.


11. On October 30, 1991, the Debtors sold their New Jersey home for $150,000.00. As evidenced
by the Uniform Settlement Statement, the Debtors paid $21,624.04 to Royal Bank to release
its judgment lien against the property and paid $19,624.03 to First Fidelity Bank to release
its judgment lien from this property. These judgments were not satisfied by these payments
as evidenced by the Debtors' Schedules as well as the deposition testimony of the Debtors'
attorney, James Moran. The Debtors received no cash proceeds from this sale, and both signed
the Settlement Statement.


12. In 1991, the Debtors voluntarily turned over their boat to lienholder Summerset Trust. The
boat was not worth the value of the lien, which was approximately $60,000.00.


13. On or about May, 1992, the Debtors went to trial as the plaintiffs in a medical malpractice
lawsuit against Valentine Dedulin in the Superior Court of New Jersey, Mercer County Law
Division, Docket L–89–1354. During this trial a “Settlement Agreement and Release” (the
“Settlement Agreement”) was executed by the Debtors, Dedulin, and Medical Inter–Insurance
Exchange of New Jersey (“Medial Inter–Insurance”).


14. Pursuant to the Settlement Agreement, Dedulin and Medical Inter–Insurance agreed to pay:


A. The sum of FIVE HUNDRED FIFTY THOUSAND DOLLARS ($550,000.00) to Patricia
D'Alonzo as guardian ad litem for DOROTHY COVINO, from which sum shall be paid
unpaid medical bills, medical liens, and attorneys' fees and disbursements as authorized by
the Court.


B. The sum of TWO HUNDRED FIFTY THOUSAND DOLLARS ($250,000.00) to
CHARLES RICHARD COVINO.


C. The purchase price for an annuity contract from FIRST COLONY LIFE INSURANCE
COMPANY providing for payments for the benefit of DOROTHY COVINO in the amount
of ONE HUNDRED TWENTY TWO THOUSAND ONE HUNDRED FOUR DOLLARS
($122,104.00) per year and payable on or before the 28th day of April of each year until
the death of DOROTHY COVINO, commending April 28, 1993. In the event of the death
of DOROTHY COVINO prior to April 28, 2022, the payments in the amounts and on the
dates set forth shall continue to Dorothy Covino's beneficiaries as designated in the annuity
contract, with such payments to continue through April 28, 2022.


D. The purchase price for an annuity contract from FIRST COLONY LIFE INSURANCE
COMPANY providing for payments to TODD COVINO, the minor son of DOROTHY
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COVINO, in the amount of NINETEEN THOUSAND THREE HUNDRED FORTY SEVEN
($19,347.00) per year *777  for four (4) years only, commencing on March 19, 1997.


15. On May 21, 1992, the Superior Court of New Jersey entered an Order for judgment which
effectuated the Settlement Agreement. This order substitutes Patricia D'Alonzo (Mrs. Covino's
sister) as the guardian ad litem for Dorothy Covino.


16. On July 2, 1992, Charles Covino paid off a $188,000.00 mortgage on his home at 240 Captains
Walk, # 501, Delray Beach, Florida 33483.


17. On or about April 6, 1993, two annuities which were purchased by Medical Inter–Insurance,
who in turn had assigned its liability to Jamestown Life Insurance Company (hereinafter
“Jamestown”), became effective.


18. The “General Provisions” sections of the annuity contracts provide in pertinent part:


The Owner has all rights stated in this contract. The Owner may amend this
Contract with the Company's consent. The Owner's rights are, however, subject
to the rights of an irrevocable payee and to the terms of any existing collateral
assignment.


19. The total assets of the Debtors as reflected on their bankruptcy schedules, compared to their
representations at trial, are greatly in conflict. Based upon Florida Statute § 726.103, the Debtors
were insolvent from August 1990, through the date of this bankruptcy filing. The Debtors contest
insolvency by relying heavily upon the viability of notes receivables due to them, while in fact,
most of these notes either were in default soon after execution, and/or had minimal value, since the
obligors either had filed bankruptcy or were no longer operating. The Debtors' position asserted
at trial ignores the judgments and liabilities listed on their schedules.


Conclusions of Law


OBJECTION TO EXEMPTIONS


[1]  Pursuant to the terms of the Settlement Agreement, annuities were purchased for Dorothy
Covino and her son Todd Covino. The parties do not dispute that the annuities were purchased,
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but rather, they dispute whether the annuities are exempt under Florida Statute Section 222.14.
This statute provides in pertinent part:


[T]he proceeds of annuity contracts issued to citizens or residents of this state,
upon whatever form, shall not in any case be liable to attachment, garnishment
or legal process in favor ... of any creditor of the person who is the beneficiary of
such annuity contract, unless the ... annuity contract was effected for the benefit
of such creditor.


The Trustee contends that this Court should look beyond the annuity and consider the terms of the
Settlement Agreement. In particular, the Trustee focuses on the language of paragraphs 3, 5 and
6 of the Settlement Agreement. These paragraphs provide:


Plaintiff's Rights to Payments. The Defendant, the Insurer and/or the Assignee shall not
segregate or set aside any of their assets to fund the payments to Plaintiff required herein, it
being understood Plaintiff is and shall be a general creditor to the Defendant, the Insurer and/
or the Assignee. Said payments cannot be accelerated, deferred, increased or decreased by the
Plaintiff and no part of the payments called for herein or any assets of the Defendant, the Insurer
and/or the Assignee are to be subject to execution of any legal process for any obligation in any
manner, nor shall the Plaintiff have the power to sell or mortgage or encumber same, or any part
thereof, nor anticipate the same, or any part thereof, by assignment or otherwise.


Right to Purchase an Annuity. The Defendant, the Insurer and/or the Assignee reserves the
right to fund its liability to make periodic payments through the purchase of an annuity policy
from FIRST COLONY LIFE INSURANCE COMPANY. The Defendant, the Insurer and/or
the Assignee shall be the owner of the annuity policy and shall have all rights of ownership.
The Plaintiff, Dorothy Covino, shall be designated as the “measuring life” under the annuity
policy. The Defendant, the Insurer and/or the Assignee may have FIRST COLONY LIFE
INSURANCE COMPANY mail payments directly to the *778  Plaintiff. The Plaintiff shall be
responsible for maintaining the currency of the proper mailing address and mortality information
to FIRST COLONY LIFE INSURANCE COMPANY.


Qualified Assignment. The parties hereto acknowledge and agree that the Defendant and/or the
Insurer may make a “qualified assignment” within the meaning of Section 130(c) of the Internal
Revenue Code of 1986, as amended, to JAMESTOWN LIFE INSURANCE COMPANY of the
Defendant's and/or the Insurer's liability to make the periodic payments required herein. Any
such assignment, if made, shall be accepted by the Plaintiff without right or rejection and shall
completely release and discharge the Defendant and the Insurer from such obligations hereunder
as are assigned to the assignee. The Plaintiff recognizes that, in the event of such an assignment,
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the assignee shall be their sole obligor with respect to the obligations assigned, and that all other
releases that pertain to the liability of the Defendant and the Insurer shall thereupon become
final, irrevocable and absolute.


If the liability to make the periodic payments is assigned by way of a “qualified assignment”:


(A) Periodic payments from the Assignee cannot be accelerated, deferred or increased or
decreased by the Plaintiff;


(B) The Assignee does not provide to the Plaintiff rights against the Assignee that are greater
than those of a general creditor; and


(C) The Assignee's obligation for payment of the periodic payments is no greater than the
obligation of the person originally liable (whether by suit or agreement) for payment and
from whom the obligation was assigned.


The Trustee argues that this language establishes that Dorothy and Todd Covino have no control
over how the annuity is funded and that they are merely creditors of the Insurer.


The Trustee points to Judge Cristol's decision in In re Solomon, 166 B.R. 998
(Bankr.S.D.Fla.1994), as an example of the Court looking beyond the annuity to the underlying
Settlement Agreement. Although there is some similarity between the agreement at issue in
Solomon and the Settlement Agreement in this case, there are significant differences. First, in that
case, the debtor sought to exempt a lump sum payment as an annuity. Second, the debtor was not
the owner nor the beneficiary of the annuity contract. In this case, the Debtors are not attempting
to exempt the lump sum payment made to Dorothy Covino's guardian ad litem. Further, Dorothy
Covino and Todd Covino are the beneficiaries/payees of the annuities at issue. The Trustee's
arguments mirror the arguments raised and rejected in In re McCollam, 612 So.2d 572 (Fla.1993).
As in this case, the creditor in McCollam argued that McCollam was simply a party to a structured
settlement in which the insurance company remained liable for all sums and obligations contained
in the agreement. The Florida Supreme Court rejected the arguments of the creditor and determined
that the debtor's annuity contract was exempt under Florida law. McCollam is the controlling
law in Florida and Florida law is applicable to the issue of whether the annuities are exempt.
Consequently, the annuity contracts of Dorothy Covino and Todd Covino are exempt under Florida
law and the Trustee's objection to the exemptions is overruled.


FRAUDULENT TRANSFERS


[2]  [3]  The Trustee next attacks three separate transfers as fraudulent. The first transfer which
the Trustee contends was fraudulent is the transfer of the settlement proceeds to Charles Covino
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who used the funds to pay off his mortgage, thus converting non-exempt assets to exempt assets.
Because Charles Covino was a party plaintiff in the malpractice action, the Court does not find
that the settlement agreement designating $250,000 to be received by him constitutes a transfer.
However, the use of those proceeds to pay off his mortgage does constitute a transfer from non-
exempt assets to exempt assets.


[4]  [5]  [6]  This Court has previously determined in In re Davidson, 164 B.R. 782
(Bankr.S.D.Fla.1994), that the complainant in an action to avoid a fraudulent transfer need *779
not show that a debtor's conduct reaches the level of fraud to set aside a transfer, but merely that
such conduct was intended to hinder or delay a creditor at the time of the transfer. In Davidson, this
Court adopted the reasoning of In re Oberst, 91 B.R. 97 (Bankr.C.D.Cal.1988) for determining
when pre-bankruptcy planning becomes probative of an intent to hinder or delay a creditor. If the
transfer is made with a particular creditor in mind, and the debtor has attempted to remove assets
from the reach of the creditor, the debtor's discharge will be denied and the debtor's conduct is
actionable. However, if the debtor is merely looking to his future well-being, the discharge will
be granted, and such conduct not otherwise actionable. In this case, Charles Covino was over $10
million in debt at the time of the transfer. It is clear to this Court that Charles Covino used the
settlement proceeds to pay off his mortgage for the sole purpose of hindering his creditors from
proceeding against his $250,000 share of the malpractice settlement. Therefore, the transfer of
those funds from a non-exempt status to an exempt status is avoidable. Furthermore, the Court
determines that it is appropriate to impose an equitable lien in favor of the Trustee against the
real property located at 240 Captains Walk, Unit 501, Delray Beach, Florida, to secure payment
to the Trustee of the $250,000.00 fraudulently transferred by Charles Covino. See, In re South
Florida Title, Inc., 104 B.R. 489 (Bankr.S.D.Fla.1989). Under similar circumstances, the Florida
Supreme Court, in Jones v. Carpenter, 90 Fla. 407, 106 So. 127 (1925), affirmed the imposition
of an equitable lien, and in so doing noted:


This case presents an instance of injustice and hardship on creditors that the
homestead exemption should be extended, and we think appellee must make
restitution.


Id. at pg. 130. Likewise, equity compels the imposition of an equitable lien against the real property
owned by Charles Covino.


[7]  [8]  The next transfer the Trustee seeks to avoid is the alleged transfer to Todd Covino through
the annuity. The Trustee contends that this transfer is avoidable under Florida Statute Sections
726.105(1)(a), 726.105(1)(b) and 726.106(1). Pursuant to Florida Statute § 726.106(1):
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A transfer made or obligation incurred by a debtor is fraudulent as to a creditor
whose claim arose before the transfer was made or the obligation was incurred
if the debtor made the transfer or incurred the obligation without receiving a
reasonably equivalent value in exchange for the transfer or obligation and the
debtor was insolvent at that time or the debtor became insolvent as a result of
the transfer or obligation.


The Court has already determined that the Debtors were insolvent at the time of the Settlement
Agreement. Further, Todd Covino was not a party plaintiff in the malpractice action. Thus, he
had no entitlement to proceeds when the annuity was formed. The only parties entitled to funds
were the Debtors. The Court finds that the transfer of a share of the entitlement to the malpractice
recovery, by creating an annuity in the name of Todd Covino, constitutes a transfer as defined under
Florida Statute Section 726.102(12). Also, the Debtors did not receive a reasonably equivalent
value from Todd Covino in consideration for the annuity. Consequently, the transfer of the annuity
in which Todd Covino is the payee constitutes a fraudulent transfer under Florida Statute Section
726.106(1).


[9]  The final transfer which the Trustee seeks to avoid is the transfer of a share of the entitlement
in the malpractice recovery to the annuity in which Dorothy Covino is the payee. Although the
term “transfer” as defined under Florida law is broad, the Court has difficulty in concluding that
a party's action of choosing to receive settlement proceeds as an annuity, as opposed to receiving
such proceeds in some other form, constitutes a transfer. The parties, however, did not address this
issue. For purposes of argument the Court will assume, but not determine, that Dorothy Covino's
entitlement to the settlement proceeds was a property interest, and that this property interest was
converted to an annuity thereby constituting a transfer. With such an assumption, the transfer
was from a non-exempt asset (entitlement to to settlement proceeds) to an exempt *780  asset
(annuity). The Trustee claims this transfer was a fraudulent transfer under Florida Statute Section
726.105(1)(a) which provides:


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:


(a) With actual intent to hinder, delay, or defraud any creditor of the debtor.


As mentioned, if a debtor makes a transfer with a particular creditor in mind and has attempted
to remove assets from the reach of the creditor, the debtor's discharge will be denied. However,
if the debtor is merely looking to her future well-being, the discharge will be granted. Although
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Dorothy Covino was as heavily indebted as her husband, it was imperative that the proceeds from
the settlement be used to pay her recurring medical expenses and to sustain her for the rest of her
life. Thus, the transfer of the settlement proceeds to Dorothy Covino's annuity was not fraudulent
and will not be avoided.


A final judgment shall be entered in accordance herewith.


ORDERED.


FINAL JUDGMENT


In accordance with this Court's Memorandum Opinion, it is hereby


DECREED, ORDERED and ADJUDGED:


1. Judgment is granted in favor of Plaintiff SONEET R. KAPILA, TRUSTEE, against Defendant
CHARLES RICHARD COVINO setting aside the transfer by CHARLES RICHARD COVINO of
$250,000 to pay off the mortgage encumbering the real property located at 240 Captains Walk, Unit
501, Delray Beach, Florida and imposing an equitable lien for $250,000.00 against said property
in favor of Plaintiff.


2. Judgment is granted in favor of Plaintiff SONEET R. KAPILA, TRUSTEE, against Defendant
TODD RICHARD COVINO avoiding the transfer of funds to him and/or for his benefit to
purchase an annuity from First Colony Life Insurance Company providing for payments to said
TODD CHARLES COVINO of $19,347.00 per year for four (4) years, in favor of SONEET R.
KAPILA, TRUSTEE.


3. Judgment is granted in favor of Defendant DOROTHY JOAN COVINO against Plaintiff
SONEET R. KAPILA, TRUSTEE, determining that the acquisition by DOROTHY JOAN
COVINO of an annuity with malpractice recovery settlement proceeds does not constitute an
avoidable fraudulent transfer.


All Citations


187 B.R. 773


End of Document © 2020 Thomson Reuters. No claim to original U.S. Government Works.
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Synopsis
Background: Debtor's mother appealed from order of the United States Bankruptcy Court for the
Central District of California, Maureen A. Tighe, J., avoiding as fraudulent transfers two deeds of
trust Chapter 7 debtors executed in her favor.


Holdings: The Bankruptcy Appellate Panel, Kurtz, J., held that:


[1] bankruptcy court's finding that debtors executed deed of trust with actual intent to hinder, delay
or defraud under California fraudulent transfer law was not clearly erroneous, and


[2] statute of repose of California Uniform Fraudulent Transfer Act (UFTA) did not bar Chapter
7 trustee's fraudulent transfer claim under UFTA.


Affirmed.
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West Headnotes (13)


[1] Bankruptcy Conclusions of law;  de novo review
Bankruptcy Particular cases and issues
In appeals from judgments disposing of fraudulent transfer claims, the bankruptcy court's
findings of fact are reviewed under the clearly erroneous standard and its conclusions of
law are reviewed de novo.


4 Cases that cite this headnote


[2] Bankruptcy Clear error
Bankruptcy court's factual findings are not clearly erroneous unless they are illogical,
implausible or without support in the record.


6 Cases that cite this headnote


[3] Fraudulent Conveyances Intent
In determining whether challenged transfer was made with actual intent to hinder, delay
or defraud under the California Uniform Fraudulent Transfer Act (UFTA), courts focus on
the debtor's state of mind. Cal. Civ. Code § 3439.04(a)(1).


5 Cases that cite this headnote


[4] Fraudulent Conveyances Intent
As long as the debtor had the requisite intent, a transfer will qualify as actually fraudulent
under the California Uniform Fraudulent Transfer Act (UFTA) even if reasonably
equivalent value was provided. Cal. Civ. Code § 3439.04(a)(1).


4 Cases that cite this headnote


[5] Fraudulent Conveyances Intent
Under California law, party seeking to avoid transfer as actually fraudulent to creditors
need not demonstrate intent to defraud on part of transferor; intent to hinder or to delay
creditor will suffice. Cal. Civ. Code § 3439.04(a)(1).


2 Cases that cite this headnote
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[6] Fraudulent Conveyances Intent of Grantor
Intent to hinder, delay or defraud, of kind required under California law in order to
avoid transfer as actually fraudulent to creditors, may be established inferentially from the
surrounding circumstances. Cal. Civ. Code § 3439.04(b).


[7] Fraudulent Conveyances Conclusiveness and effect
Statutory list of “badges of fraud” to which court may look in deciding whether challenged
transfer was made with actual intent to hinder, delay or defraud, of kind required under
California law to avoid transfer as actually fraudulent to creditors, does not set in concrete
the factors the trier of fact can or must consider to ascertain the debtor's intent; no single
factor necessarily is determinative, and no minimum or maximum number of factors
dictates a particular outcome, instead, the trier of fact should consider all of the relevant
circumstances surrounding the transfer. Cal. Civ. Code § 3439.04(b).


6 Cases that cite this headnote


[8] Bankruptcy Fraudulent transfers
Bankruptcy Fraudulent transfers
Bankruptcy court's finding that Chapter 7 debtors executed deed of trust in favor of one
debtor's mother with actual intent to hinder, delay or defraud under California fraudulent
transfer law, for purposes of avoiding transfer as fraudulent, was not clearly erroneous;
debtors were engaged in a pattern and practice of shielding their assets from creditors, and
the bankruptcy court inferred from the entirety of the debtors' conduct that various transfers
the debtors made affecting title to and encumbrances against their residence, including the
deed of trust, were made for the purpose of keeping any equity in their residence as far
away from their creditors as possible. Cal. Civ. Code §§ 3439.04(a)(1), 3439.04(b).


1 Cases that cite this headnote


[9] Bankruptcy Presentation of grounds for review
Ordinarily, federal appellate courts will not consider issues not properly raised in the trial
courts; an issue only is “properly raised” if it is raised sufficiently to permit the trial court
to rule upon it.


17 Cases that cite this headnote
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[10] Bankruptcy Presentation of grounds for review
Reviewing court may consider an issue raised for the first time on appeal if (1) there are
exceptional circumstances why the issue was not raised in the trial court, (2) the new issue
arises while the appeal is pending because of a change in the law, or (3) the issue presented
is purely one of law and the opposing party will suffer no prejudice as a result of the failure
to raise the issue in the trial court.


16 Cases that cite this headnote


[11] Limitation of Actions Fraud in obtaining possession of or title to property
Under California law, as predicted by Bankruptcy Appellate Panel, the one-year limitation
period under the California Uniform Fraudulent Transfer Act's (UFTA) discovery rule does
not commence until plaintiff has reason to discover the fraudulent nature of the transfer.
Cal. Civ. Code § 3439.09(a).


6 Cases that cite this headnote


[12] Bankruptcy Presentation of grounds for review
Fact issue, for purposes of limitations defense under the California Uniform Fraudulent
Transfer Act (UFTA) to trustee's avoidance claims, regarding discovery of fraudulent
nature of deed of trust that Chapter 7 debtors executed in favor of debtor's mother, could
not be raised for the first time on appeal. Cal. Civ. Code § 3439.09(a).


[13] Bankruptcy Time limitations;  computation
Statute of repose of California Uniform Fraudulent Transfer Act (UFTA), under which
causes of action respecting fraudulent transfers were extinguished if no action was brought
within seven years of underlying transfer, did not bar Chapter 7 trustee's fraudulent transfer
claim under UFTA against debtor's mother with respect to deed of trust that debtors
executed in favor of mother, as debtors' bankruptcy case was filed within seven years of
deed of trust. Cal. Civ. Code § 3439.04; Cal. Civ.Code § 3439.09(c).


1 Cases that cite this headnote


*926  Appeal from the United States Bankruptcy Court for the Central District of California,
Honorable Maureen A. Tighe, Bankruptcy Judge, Presiding
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Attorneys and Law Firms


Shalem Shem–Tov of Netzah & Shem–Tov, Inc. argued for appellant Shoshana Ezra;


Richard D. Burstein of Ezra Brutzkus Gubner LLP argued for appellee David Seror, chapter 7
trustee.


Before: KURTZ, PERRIS *  and TAYLOR, Bankruptcy Judges.


* Hon. Elizabeth L. Perris, United States Bankruptcy Judge for the District of Oregon, sitting by designation.


OPINION


KURTZ, Bankruptcy Judge:


INTRODUCTION


Shoshana Ezra appeals from the bankruptcy court's judgment avoiding as fraudulent transfers two
deeds of trust the debtors Doron Ezra and Nava Tomer–Ezra executed in her favor. Shoshana 1


contends that at least some of the avoidance claims brought against her by the chapter 7 2  trustee
David Seror were time barred, that there was insufficient evidence the debtors made the transfers
with the intent to hinder, delay or defraud their creditors, and that there was no evidence of the
debtors' insolvency.


1 For the sake of clarity, we refer to the Ezras by their first names. No disrespect is intended.


2 Unless specified otherwise, all chapter and section references are to the Bankruptcy Code, 11 U.S.C. §§ 101–1532, and all “Rule”
references are to the Federal Rules of Bankruptcy Procedure, Rules 1001–9037.


We disagree with Shoshana's position on intent. As for the specific limitations defense she
discusses in her opening appeal brief, it differs from the statute of repose issue she raised in the
bankruptcy court. We decline to address the limitations defense on appeal because it was not
sufficiently raised in the bankruptcy court for the bankruptcy court to decide it. As for her statute of
repose issue, she did not raise it in her opening appeal brief; she only raised it in her appellate reply
brief. This is improper, and we similarly decline to address it. On these grounds, we AFFIRM.


FACTS
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Doron and Nava purchased their residence in 1996. Since then, the residence has been the subject
of several transactions involving various Ezra family members. On October 17, 2001, Doron
quitclaimed his interest in the residence to Nava in her name alone, but a week later Nava executed
a new quitclaim deed transferring title to the residence back to her and Doron as husband and wife.
In January 2010, Doron once again quitclaimed his *927  interest to Nava in her name alone. At
the time of their joint bankruptcy filing in February 2011, Nava still held title to the residence in
her name alone.


In addition to the title transfers, four deeds of trust were of record at the time of the commencement
of the debtors' bankruptcy case. Of these four, the first and third deeds of trust were held by banks
and were not contested by Seror in the debtors' bankruptcy case. The other two deeds of trust of
record were both held by Shoshana and are described as follows:


1. A second deed of trust recorded in April 2004 in favor of Doron's mother Shoshana, as
beneficiary, purportedly securing a debt in the amount of $500,000; and


2. A fourth deed of trust recorded in June 2009 in favor of Shoshana, as beneficiary, purportedly
securing a debt in the amount of $500,000.
In January 2012, Seror filed his complaint seeking to avoid as fraudulent transfers the 2004 and
2009 deeds of trust in favor of Shoshana. He also sought to recover the transfers for the benefit
of the estate pursuant to § 550(a). In relevant part, Seror alleged that the debtors did not receive
reasonably equivalent value in exchange for the 2009 deed of trust and that the debtors were
insolvent at the time or that the 2009 deed of trust rendered them insolvent. Seror further alleged
that, at the time both transfers were made, the debtors faced “demands and/or potential or pending
litigation” and that the debtors made the transfers for the purpose of shielding from creditors any
equity in their residence. Based on these and other allegations, Seror asserted that he was entitled to
avoid the 2009 deed of trust as an actual and constructive fraudulent transfer either under § 548(a)
(1)(A) and (B) or under § 544(b) and Cal. Civ.Code §§ 3439.04(a) and 3439.05. Seror further
claimed that he was entitled to avoid the 2004 deed of trust as an actual fraudulent transfer under
§ 544(b) and Cal. Civ.Code § 3439.04(a).


Shoshana filed a summary judgment motion seeking dismissal of Seror's lawsuit. Shoshana
primarily argued that Seror's claims seeking avoidance of the 2004 deed of trust under California
law were time barred under the seven year statute of repose set forth in Cal. Civ.Code § 3439.09(c),
which states:


(c) Notwithstanding any other provision of law, a cause of action with respect
to a fraudulent transfer or obligation is extinguished if no action is brought or



http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000200&cite=CACIS3439.04&originatingDoc=I0d4fdd5061b911e58212e4bbedac7c67&refType=SP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_8b3b0000958a4

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000200&cite=CACIS3439.05&originatingDoc=I0d4fdd5061b911e58212e4bbedac7c67&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000200&cite=CACIS3439.04&originatingDoc=I0d4fdd5061b911e58212e4bbedac7c67&refType=SP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_8b3b0000958a4

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000200&cite=CACIS3439.09&originatingDoc=I0d4fdd5061b911e58212e4bbedac7c67&refType=SP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_4b24000003ba5





In re Ezra, 537 B.R. 924 (2015)
61 Bankr.Ct.Dec. 146, 15 Cal. Daily Op. Serv. 11,905, 2015 Daily Journal D.A.R. 10,748


 © 2020 Thomson Reuters. No claim to original U.S. Government Works. 7


levy made within seven years after the transfer was made or the obligation was
incurred.


Cal. Civ.Code § 3439.09(c). 3  According to Shoshana, because more than seven years had elapsed
between the recording of the (April) 2004 deed of trust and Seror's January 2012 filing of
his complaint, Seror's fraudulent transfer claims arising from the 2004 deed of trust had been
extinguished by operation of law. The bankruptcy court denied Shoshana's summary judgment
motion, holding that the seven years provided by California's statute of repose had not been
exceeded because the debtors had commenced their February 2011 bankruptcy case within seven
years of the transfer.


3 Recently, the California legislature amended the California Uniform Fraudulent Transfer Act. The amendments make relatively minor
changes to the Act, and none of those changes affect our analysis in this appeal. Moreover, the amendments generally do not apply
to transfers made before the effective date of the amendments. See 2015 Cal. Legis. Serv. Ch. 44 (S.B.161).


Presumably because the statute of repose issue under *928  Cal. Civ.Code § 3439.09(c) was
decided as a matter of law in the summary judgment motion, Shoshana did not raise any factual or
legal issues regarding this defense in the pretrial stipulation or in her trial documents. Nor did she
raise during the pretrial or trial proceedings any issue related to the statute of limitations defense
set forth in Cal. Civ.Code § 3439.09(a), which provides:


A cause of action with respect to a fraudulent transfer or obligation under this chapter is
extinguished unless action is brought pursuant to subdivision (a) of Section 3439.07 or levy
made as provided in subdivision (b) or (c) of Section 3439.07:


(a) Under paragraph (1) of subdivision (a) of Section 3439.04, within four years after the
transfer was made or the obligation was incurred or, if later, within one year after the transfer
or obligation was or could reasonably have been discovered by the claimant.


Cal. Civ.Code § 3439.09(a). 4


4 Shoshana's answer to Seror's complaint included an affirmative defense alleging that Seror's claims were barred under the “applicable
statute of limitations.” Nonetheless, the parties' pretrial stipulation, approved by the court, did not reference this defense, and the
stipulation explicitly provided that it superseded the pleadings and was to govern the course of trial. See Patterson v. Hughes Aircraft
Co., 11 F.3d 948, 950 (9th Cir.1993) (“A pretrial order generally supersedes the pleadings, and the parties are bound by its contents.”).


At the conclusion of trial, the bankruptcy court stated its findings of fact and conclusions of law
on the record. The court found not credible Doron's testimony that his mother Shoshana and his
(now) deceased father Shlomo expected repayment of amounts Doron and Nava spent on family
trips to Israel and on groceries while in Israel and that the two deeds of trust secured repayment
of those amounts. According to the court, Doron's testimony was both bizarre and inconsistent
regarding whether these amounts were gifts or loans. The court further found that Doron's “gifts
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and Israel” explanation did not jibe with Doron's alternate story that his parents lent him the money
for various real estate transactions. In fact, the court explained, Doron's vague and inconsistent
testimony about the bank accounts he used to partially fund some of his real estate transactions
led the court to conclude that all of the accounts Doron referenced effectively belonged to Doron
—even those bank accounts he claimed belonged to his parents. As the bankruptcy court put it:


... he just used those accounts of his parents for his own purposes and they were
effectively his accounts and was not clear that the money coming out of the
accounts was even from the parents or something that he had put in earlier. There
was no attempt to show the funds supplied by the parents. The statements all
came to [Doron's] address, either the home or the business address.


Tr. Trans. (Nov. 3, 2014) at p. 35:10–17.


The bankruptcy court also did not believe Doron's statements that his father Shlomo had kept
ledgers and that he (Doron) lost the two promissory notes memorializing the loans supposedly
secured by the two deeds of trust. As the bankruptcy court explained, Doron was an experienced
businessman who had made a living engaging in sophisticated real estate transactions. In light
of this background, the court found it exceptionally hard to believe (and did not believe) in the
existence of the ledger and the notes given Doron's inability to produce them. The court found
that Doron had not credibly reconciled his 20 years of experience as a real estate investment
professional—who owned interests in *929  and/or partially controlled a number of real estate
investment entities—with his apparently nonchalant attitude with respect to the financing of one
of his family's most important assets: the family residence.


As for the intent to hinder, delay or defraud their creditors, the court found that the debtors' intent
largely was established by their pattern and practice of: (1) ensuring that assets of value were kept in
the name of other family members, even though they continued to exercise control over the assets;
and (2) ensuring that any current or future equity the debtors may have had in their residence was
fully encumbered. The court inferred that the debtors' practice was initially motivated by Doron's
concern over the litigious nature of the business he was engaged in and later by actual demands
and lawsuits the debtors faced.


The bankruptcy court also found that the debtors received less than reasonably equivalent value in
exchange for both deeds of trust. The court further found, with respect to the 2009 deed of trust,
that the debtors were insolvent at the time of the transaction or were rendered insolvent by the
transaction, were left with insufficient assets in light of the business or transaction in which they
were engaged, and intended to incur or reasonably should have believed they would incur debts
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beyond their ability to pay as they came due. However, the court answered each of these financial
status questions in the negative with respect to the 2004 deed of trust.


Based on these findings, the bankruptcy court entered judgment against Shoshana avoiding the
2004 deed of trust as an actual fraudulent transfer under § 544(b) and Cal. Civ.Code § 3439.04(a)
(1) and avoiding the 2009 deed of trust as both an actual and constructive fraudulent transfer under
11 U.S.C. §§ 544(b) and 548, as well as Cal. Civ.Code §§ 3439.04(a)(1), (a)(2)(A), (a)(2)(B) and
3439.05. The bankruptcy court further ordered both transfers recovered for the benefit of the estate
pursuant to § 550(a). On November 26, 2014, Shoshana timely filed her notice of appeal.


JURISDICTION


The bankruptcy court had jurisdiction pursuant to 28 U.S.C. §§ 1334 and 157(b)(2)(H). We have
jurisdiction under 28 U.S.C. § 158.


ISSUE


Did the bankruptcy court correctly rule that the 2004 and 2009 deeds of trust were fraudulent
transfers?


STANDARD OF REVIEW


[1] In appeals from judgments disposing of fraudulent transfer claims, the bankruptcy court's
findings of fact are reviewed under the clearly erroneous standard and its conclusions of law are
reviewed de novo. Decker v. Tramiel (In re JTS Corp.), 617 F.3d 1102, 1109 (9th Cir.2010).


[2] A bankruptcy court's factual findings are not clearly erroneous unless they are illogical,
implausible or without support in the record. Retz v. Samson (In re Retz), 606 F.3d 1189, 1196
(9th Cir.2010).


DISCUSSION


A. Overview
As set forth above, the bankruptcy court avoided both the 2004 deed of trust and the 2009 deed
of trust as actual fraudulent transfers under § 544(b) and California Civil Code § 3439.04(a)(1).
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To the extent we can uphold the bankruptcy court's actual fraudulent transfer determination, we
need not reach the court's constructive fraudulent transfer determination, which only pertained to
the 2009 deed of trust.


*930  Under § 544(b), a chapter 7 trustee may exercise the avoiding powers conferred upon
creditors by California's version of the Uniform Fraudulent Transfer Act, Cal. Civ.Code § 3439, et
seq., to the same extent those powers could have been exercised by a creditor holding an allowable
unsecured claim against the debtor's bankruptcy estate. Wolkowitz v. Beverly (In re Beverly), 374
B.R. 221, 232 (9th Cir. BAP 2007), aff'd in part and adopted, 551 F.3d 1092 (9th Cir.2008); see
also In re JTS Corp., 617 F.3d at 1111 (“Section 544 enables a bankruptcy trustee to avoid any
transfer of property that an unsecured creditor with an allowable claim could have avoided under
applicable state law.”).


To decide whether a transfer is avoidable under California's Uniform Fraudulent Transfer Act, we
must interpret California law. In re Beverly, 374 B.R. at 232. We must answer any questions of
law arising from the Act based on how the California Supreme Court would decide them. Id. If
the California Supreme Court has not yet reached the issue in question, our job is to predict how
the California Supreme Court would decide it. Kekauoha–Alisa v. Ameriquest Mortg. Co. (In re
Kekauoha–Alisa), 674 F.3d 1083, 1087–88 (9th Cir.2012) (citing Sec. Pac. Nat'l Bank v. Kirkland
(In re Kirkland), 915 F.2d 1236, 1239 (9th Cir.1990)).


B. Intent to Hinder, Delay or Defraud
[3]  [4]  [5] The Act provides in relevant part that a transfer is fraudulent as to a creditor,
regardless of when the creditor's claim arose, if the debtor made the transfer with the actual intent to
hinder, delay, or defraud any creditor. Cal. Civ.Code § 3439.04(a)(1). Bankruptcy courts examining
transfers under this provision must focus on the debtor's state of mind. In re Beverly, 374 B.R. at
235. As long as the debtor had the requisite intent, a transfer will qualify as actually fraudulent even
if reasonably equivalent value was provided. Id. Because § 3439.04(a)(1) 's language regarding
the debtor's state of mind is stated in the disjunctive, intent to defraud a creditor is not required.
Either an intent to hinder or an intent to delay a creditor also will suffice. Id.


[6] As the plaintiff, Seror had the burden of proof to establish by a preponderance of the evidence
the existence of the requisite state of mind. Id. Because direct evidence regarding the debtor's
fraudulent or obstructive intent rarely is available, courts typically infer the debtor's intent from the
surrounding circumstances. Id. To facilitate this process, the Act enumerates eleven non-exclusive
“badges of fraud”—factors the court can consider in deciding whether the requisite intent existed.
Cal. Civ.Code § 3439.04(b). These factors include the following:


(1) Whether the transfer or obligation was to an insider.
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(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 *931  transfer was
made or the obligation was incurred.


(10) Whether the transfer occurred shortly before or shortly after a substantial debt was incurred.


(11) Whether the debtor transferred the essential assets of the business to a lienholder who
transferred the assets to an insider of the debtor.


Cal. Civ.Code § 3439.04(b).


[7] Notwithstanding the inclusion of this list in the statute, the list does not set in concrete the
factors the trier of fact can or must consider to ascertain the debtor's intent. No single factor
necessarily is determinative, and no minimum or maximum number of factors dictates a particular
outcome. As we explained in In re Beverly, the list should not be applied formulaically. In re
Beverly, 374 B.R. at 236. Instead, the trier of fact should consider all of the relevant circumstances
surrounding the transfer. Id. (citing Filip v. Bucurenciu, 129 Cal.App.4th 825, 834, 28 Cal.Rptr.3d
884 (2005)).


[8] Shoshana argues on appeal that the bankruptcy court's intent findings were clearly erroneous.
With respect to the 2004 deed of trust, she states that the evidence regarding value given in
exchange for the 2004 deed of trust might have been equivocal, but inadequate consideration alone
cannot support a finding of actual intent to hinder, delay or defraud creditors. Shoshana also points
to other “badges of fraud” factors and correctly notes that there is no evidence in the record that
the debtors were insolvent in 2004 or that they were plagued by pending lawsuits at that time.
In fact, while Shoshana did not mention it in her appeal brief, we further note that there was
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no evidence of concealment of the 2004 deed of trust, no evidence that the 2004 deed of trust
transferred substantially all of the debtors' assets, and no evidence that the debtors were in the
process of absconding at the time.


Even so, Shoshana's intent argument completely (and fatally) ignores the key findings on which
the bankruptcy court based its intent determination. The bankruptcy court found that the debtors,
particularly Doron, were engaged in a pattern and practice of shielding their assets from creditors.
The court inferred from the entirety of the debtors' conduct that the various transfers the debtors
made affecting title to and encumbrances against their residence—including the 2004 deed of
trust—were made for the purpose of keeping any equity in their residence as far away from their
creditors as possible. The bankruptcy court acknowledged the absence of evidence of pending
or imminently threatened litigation at the time of the 2004 deed of trust. The court nonetheless
inferred from all of the circumstances that Doron realized at the time of the 2004 deed of trust that
he was engaged in lines of business—real estate lending and real estate investment—that were
inherently litigious and that this generic litigation risk constantly placed his family's assets at risk.
As a result, the court concluded, this generic litigation risk motivated the debtors to execute and
record the 2004 deed of trust.


Shoshana has not offered us any reason why we should conclude that the bankruptcy court's intent-
related findings with respect to the 2004 deed of trust were illogical, implausible or without support
in the record. Nor are we aware of any such reasons. Therefore, these intent-related findings were
not clearly erroneous.


Shoshana offers even less argument in her opening brief challenging the bankruptcy court's intent-
related findings pertaining to the 2009 deed of trust. Indeed, *932  her argument is limited to a
single paragraph, as follows:


There was likewise no evidence of bad faith as to the 2009 Deed of Trust. That
deed of trust was created by the Debtor because he erroneously believed that the
2004 Deed of Trust had been reconveyed. For the same reasons the 2004 Deed
of Trust has no indicia of bad faith or fraudulent intent, the 2009 Deed of Trust,
intended merely to replace it, likewise could not have been the product of any
bad faith or fraudulent intent.


Aplt. Opn. Br. at 27 (citation omitted).


The bankruptcy court's intent-related findings pertaining to the 2009 deed of trust generally hinged
on the same circumstances the court relied upon in finding the requisite intent with respect to the
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2004 deed of trust. However, in addition to the generic litigation risk noted above, the bankruptcy
court also found that, by the time of the 2009 deed of trust, the debtors' financial condition had
deteriorated and the threat of litigation arising from specific claims had significantly increased,
which only served to reinforce the bankruptcy court's determination that the debtors executed the
2009 deed of trust for the purpose of keeping any equity in their residence as far away from their
creditors as possible. For the same reasons we conclude that the bankruptcy court's intent-related
findings with respect to the 2004 deed of trust were not clearly erroneous, we similarly conclude
that its intent-related findings with respect to the 2009 deed of trust were not clearly erroneous.


C. Limitations Defense Under Cal. Civ.Code § 3439.09(a)—Does the One Year Limitation
Run from Discovery of the Transfer or Discovery of the Fraud?
The only other challenge of Shoshana's that we need to discuss concerns the timeliness of Seror's
claim under § 544(b) and Cal. Civ.Code § 3439.04(a)(1) with respect to the 2004 deed of trust. In
her opening appeal brief, Shoshana argues for the first time that this claim of Seror's was untimely
under Cal. Civ.Code § 3439.09(a).


Neither in her summary judgment motion nor at trial did Shoshana defend against Seror's claim
based on Cal. Civ.Code § 3439.09(a). Nor did the parties' pretrial stipulation identify any issue
of law or fact that required the bankruptcy court to address the statute of limitations set forth in
Cal. Civ.Code § 3439.09(a).


[9] Ordinarily, federal appellate courts will not consider issues not properly raised in the trial
courts. O'Rourke v. Seaboard Sur. Co. (In re E.R. Fegert, Inc.), 887 F.2d 955, 957 (9th Cir.1989);
see also Moldo v. Matsco, Inc. (In re Cybernetic Servs., Inc.), 252 F.3d 1039, 1045 n. 3 (9th
Cir.2001)(stating that appellate court would not explore ramifications of argument because it
was not raised in the bankruptcy court); Scovis v. Henrichsen (In re Scovis), 249 F.3d 975, 984
(9th Cir.2001) (stating that court would not consider issue raised for first time on appeal absent
exceptional circumstances). An issue only is “properly raised” if it is raised sufficiently to permit
the trial court to rule upon it. In re E.R. Fegert, Inc., 887 F.2d at 957.


[10] Notwithstanding this general rule, “[a] reviewing court may consider an issue raised for the
first time on appeal if (1) there are exceptional circumstances why the issue was not raised in the
trial court, (2) the new issue arises while the appeal is pending because of a change in the law, or
(3) the issue presented is purely one of law and the opposing party will suffer no prejudice as a
result of the failure to raise the issue in the trial court.” *933  Franchise Tax Bd. v. Roberts (In
re Roberts), 175 B.R. 339, 345 (9th Cir. BAP 1994) (internal quotations omitted) (citing United
States v. Carlson, 900 F.2d 1346, 1349 (9th Cir.1990)).


Shoshana has not identified any exceptional circumstances that prevented her from raising the
statute of limitations issue under Cal. Civ.Code § 3439.09(a) in the bankruptcy court. Nor did a
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change in law spawn the issue. Nor is the issue “purely” one of law. The statute of limitations
issue raises the subsidiary question of when the fraudulent transfer “could reasonably have been
discovered.” Cal. Civ.Code § 3439.09(a). According to Shoshana, as a matter of law, because the
2004 deed of trust was recorded in 2004, any and all creditors of the debtors reasonably should have
discovered the transfer within one year of the 2004 recordation. But we do not read the discovery
provision contained in Cal. Civ.Code § 3439.09(a) as literally as Shoshana does. We believe that
the one-year period under Cal. Civ.Code § 3439.09(a) 's discovery rule does not commence until
the plaintiff has reason to discover the fraudulent nature of the transfer.


The California Supreme Court has not yet construed the discovery provision as set forth in Cal.
Civ.Code § 3439.09(a). Nor have we found any published decisions from the California Courts of
Appeal on this issue. 5  Consequently, as noted above, we must predict how the California Supreme
Court will decide this issue. In interpreting California's version of the Uniform Fraudulent Transfer
Act, the California Supreme Court has said that courts should primarily focus on the statutory text
Mejia v. Reed, 31 Cal.4th 657, 663, 3 Cal.Rptr.3d 390, 74 P.3d 166 (2003). As Mejia explained,
giving the text its usual, ordinary and contextual meaning is the first and most important part of
the statutory construction process. Id. As Mejia put it:


Because the statutory language is generally the most reliable indicator of
legislative intent, we first examine the words themselves, giving them their usual
and ordinary meaning and construing them in context. Every statute should be
construed with reference to the whole system of law of which it is a part, so that
all may be harmonized and have effect.


Id. (citations and internal quotation marks omitted). Mejia further indicated that, when the
contextual meaning of the statutory text is sufficient to answer the statutory construction question
presented, it generally is unnecessary to consider secondary statutory construction aids like
maxims of construction, legislative history and public policy. Id.


5 We are aware of one unpublished California Court of Appeal decision, Hu v. Wang, 2009 WL 1919367, at *6 (Cal.Ct.App. July 6,
2009), which held in part that Cal. Civ.Code § 3439.09(a) 's discovery rule means and refers to discovery of the fraudulent nature of
the transfer and not just discovery of the transfer itself. In predicting the California Supreme Court's interpretation of Cal. Civ.Code
§ 3439.09(a), we do not rely upon Hu because it is an unpublished decision, and it may not be cited by California state courts. See
Cal. Rules of Court Rule 8.1115.


Even though the California courts have not addressed the question of the meaning of the discovery
provision set forth in Cal. Civ.Code § 3439.09(a), we are not working in a vacuum. A number of
courts from other jurisdictions have construed the same language in their versions of the Uniform
Fraudulent Transfer Act. See Field v. Estate of Kepoikai (In re Maui Indus. Loan & Fin. Co.), 454
B.R. 133, 137 (Bankr.D.Haw.2011) (listing cases). Some of these courts have strictly construed
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the statutory text and have held *934  that the literal language of the Act's discovery provision
requires courts to focus solely on discovery of the transfer itself. See id. (listing cases). Other
courts have more liberally construed the text and have held that a contextual reading of the statute
requires courts to focus on discovery of the fraudulent nature of the transfer; mere discovery of the
transfer itself is not enough. See, e.g., Schmidt v. HSC, Inc., 319 P.3d 416, 426–27 (Haw.Ct.2014);
Freitag v. McGhie, 133 Wash.2d 816, 947 P.2d 1186, 1189–90 (1997).


We find the reasoning of the Schmidt–Freitag line of cases compelling. As explained in detail
in Schmidt, a contextual reading of the statute as well as common sense and the purpose of the
Uniform Fraudulent Transfer Act—to provide relief to victims of fraudulent transfers—all militate
in favor of a liberal construction of the discovery rule. Schmidt, 319 P.3d at 426–27 (citing Freitag,
947 P.2d at 1189–90).


With the exception of different statute numbering, the Hawaii discovery provision at issue in
Schmidt and the Washington discovery provision at issue in Freitag are identical to California's
discovery provision as set forth in Cal. Civ.Code § 3439.09(a). Nor do we perceive any material
difference in underlying purpose between California's version of the Uniform Fraudulent Transfer
Act and the versions of the Act codified in Washington and Hawaii. Compare Schmidt, 319 P.3d at
426 (“the obvious purpose of the UFTA is to prevent fraud and to provide a remedy to those who
are victims of fraudulent transfers”) with Mejia v. Reed, 31 Cal.4th 657, 664, 3 Cal.Rptr.3d 390,
74 P.3d 166 (2003) (“This Act, like its predecessor and the Statute of 13 Elizabeth, declares rights
and provides remedies for unsecured creditors against transfers that impede them in the collection
of their claims.”) (quoting Legis. Comm. Cmt. accompanying Cal. Civ.Code § 3439.01).


Furthermore, adoption of the liberal interpretation of Cal. Civ.Code § 3439.09(a) would be
consistent with California case law before the enactment of the Uniform Fraudulent Transfer Act,
which applied the generic fraud discovery rule contained in Cal.Code Civ. Proc. § 338(4)—now §
338(d)—to pre-Act fraudulent transfer actions. See Adams v. Bell, 5 Cal.2d 697, 703, 56 P.2d 208
(1936) (citing Cal.Code Civ. Proc. § 338(4) and stating “if the creditor knows nothing about the
fraudulent conveyance, the cause (in the absence of laches) does not arise until he discovers the
fraud by which his rights have been invaded.”) (emphasis added).


[11]  [12] Based on the persuasiveness of cases like Schmidt and Freitag, supra, we predict that
the California Supreme Court ultimately will hold that the one-year period under Cal. Civ.Code
§ 3439.09(a) 's discovery rule does not commence until the plaintiff has reason to discover the
fraudulent nature of the transfer. Thus, any question regarding discovery of the fraudulent nature
of the 2004 deed of trust is a factual question, and so the exception permitting consideration of
“purely” legal issues raised for the first time on appeal does not apply here. Accordingly, we decline
to resolve Shoshana's Cal. Civ.Code § 3439.09(a) issue for the first time on appeal.
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D. Limitations Defense Under Cal. Civ.Code § 3439.09(c)—Statute of Repose
We acknowledge that Shoshana did argue in the bankruptcy court, in her summary judgment
motion, that the statute of repose set forth in Cal. Civ.Code § 3439.09(c) barred Seror from pursuing
this claim. However, the statute of repose issue under Cal. Civ.Code § 3439.09(c) and *935  the
statute of limitations issue under Cal. Civ.Code § 3439.09(a) are factually and legally distinct
issues. See Rund v. Bank of Am. Corp. (In re EPD Inv. Co., LLC), 523 B.R. 680, 685–88 (9th Cir.
BAP 2015).


Shoshana did not discuss her argument under Cal. Civ.Code § 3439.09(c) in her opening appeal
brief. Instead, she waited until her reply brief to address the Cal. Civ.Code § 3439.09(c) statute of
repose issue. This would be sufficient grounds for us to decline to consider the statute of repose
issue. See Christian Legal Soc'y v. Wu, 626 F.3d 483, 487–88 (9th Cir.2010); Brownfield v. City of
Yakima, 612 F.3d 1140, 1149 n. 4 (9th Cir.2010).


[13] In any event, even if we were to consider this issue, this panel recently held that Cal. Civ.Code
§ 3439.09(c) 's seven-year statute of repose does not bar a claim under § 544(b) and Cal. Civ.Code
§ 3439.04 so long as the claim arose less than seven years before the debtor's bankruptcy filing. In
re EPD Inv. Co., LLC, 523 B.R. at 691–92. Here, the debtor's February 2011 bankruptcy case was
filed within seven years of the April 2004 deed of trust, so Cal. Civ.Code § 3439.09(c) 's statute
of repose did not bar Seror's Cal. Civ.Code § 3439.04 claim with respect to the 2004 deed of trust.


CONCLUSION


For the reasons set forth above, we AFFIRM the bankruptcy court's judgment avoiding the 2004
deed of trust and the 2009 deed of trust and recovering those transfers for the benefit of the estate.


All Citations


537 B.R. 924, 61 Bankr.Ct.Dec. 146, 15 Cal. Daily Op. Serv. 11,905, 2015 Daily Journal D.A.R.
10,748


End of Document © 2020 Thomson Reuters. No claim to original U.S. Government Works.
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411 B.R. 247
United States Bankruptcy Court, D. Maryland,


Greenbelt Division.


In re Benson J. FISCHER, Debtor.
Roger Schlossberg, Chapter 7 Trustee, Plaintiff,


v.
Benson J. Fischer, et al., Defendants.


Bankruptcy No. 03–13704–TJC.
|


Adversary No. 05–01011.
|


Jan. 28, 2009.


Synopsis
Background: Creditors objected to exemptions claimed by Chapter 7 debtor. In addition, trustee
brought adversary proceeding against debtor, his wife, and his company, asserting claims for, inter
alia, alleged unpaid compensation for services rendered by debtor prepetition, unjust enrichment,
declaration that debtor's ownership interest in company's stock was estate property or could be
administered in bankruptcy, and fraudulent transfer. Debtor moved to dismiss case, and trustee
and creditors objected.


Holdings: Following trial, the Bankruptcy Court, Thomas J. Catliota, J., held that:


[1] benefit received by debtor from services he provided to company without receiving salary
defeated unjust enrichment claim;


[2] debtor and wife held shares of stock in company as tenants by the entirety;


[3] loan repayments made to debtor and wife by company were not invalid under Maryland
Spouses' Liability Act;


[4] payments made by company were not disguised conveyances from debtor to wife, and thus
could not serve as basis for claim alleging actual fraudulent conveyance under Maryland law;
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[5] under Maryland law, as predicted by bankruptcy court, debtor's personal services could not be
deemed “property” the transfer of value of which to wife, without fair consideration, could support
fraudulent conveyance claim;


[6] disallowance was warranted as to proofs of claim filed by trustee that creditors did not want
trustee to administer on their behalf; and


[7] dismissal of case was not warranted.


Ordered accordingly.


West Headnotes (23)


[1] Bankruptcy After-acquired property;  proceeds;  wages and earnings
Chapter 7 debtor was not required to draw a salary, nor was his company required to pay
him a salary, for purposes of trustee's claim seeking recovery against company for unpaid
wages for services rendered by debtor prepetition.


[2] Bankruptcy After-acquired property;  proceeds;  wages and earnings
Chapter 7 debtor did not receive deferred compensation, for purposes of trustee's claim
seeking recovery against debtor's business for unpaid wages for services rendered by
debtor prepetition, where no agreement existed to pay debtor at a later date for services
which he performed while his business was operational, and debtor instead simply did not
take any salary during that period in anticipation of realizing increase in value of his stock
in company.


[3] Implied and Constructive Contracts Unjust enrichment
Under Maryland law, elements of claim for unjust enrichment include a benefit conferred
upon defendant by plaintiff, appreciation or knowledge by defendant of that benefit, and
acceptance or retention by defendant of benefit under such circumstances as to make it
inequitable for defendant to retain benefit without payment of its value.


[4] Implied and Constructive Contracts Unjust enrichment
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Business owner and his co-owner spouse received benefit from services that owner
provided to business at a time when he was not taking a salary, in the form of additional
equity appreciation of business's stock, defeating unjust enrichment claim against business
under Maryland law.


[5] Marriage and Cohabitation Degree of proof
Under Maryland law, husband and wife held shares of stock in their company as tenants
by the entirety; husband and wife acquired stock with intent to hold it as tenants by the
entirety, as evidenced by terms of stock purchase agreement, and there was no evidence
that stock was not conveyed to them in that form of ownership.


[6] Marriage and Cohabitation In general;  nature and incidents
Maryland law retains the estate of tenancy by the entirety in its traditional form.


[7] Marriage and Cohabitation Creation and existence in general
Under Maryland law, creation of a tenancy by the entirety requires the four essential
common-law unities of interest, title, time, and possession; more specifically, creation of
such a tenancy requires that a husband and wife enjoy identical interests in and undivided
possession of the relevant property, and that these identical interests arise at the same time.


[8] Marriage and Cohabitation Enforcement against entireties property
Under Maryland law, property held in a tenancy by the entirety is exempt from process
by creditors of an individual spouse.


1 Cases that cite this headnote


[9] Marriage and Cohabitation Enforcement against entireties property
Under Maryland law, the usufruct, issues, rents, and profits of property held in a tenancy
by the entirety are exempt from process by creditors of an individual spouse.


1 Cases that cite this headnote


[10] Marriage and Cohabitation Joint debts and expenses
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Property held in a tenancy by the entirety is subject to the claims of a joint creditor of both
husband and wife under Maryland law.


2 Cases that cite this headnote


[11] Marriage and Cohabitation Particular Property or Circumstances of Acquisition
Under Maryland law, funds used by husband and wife to purchase shares of stock in
company did not have to be held in tenancy by the entirety for husband and wife to hold
stock in tenancy by the entirety.


[12] Marriage and Cohabitation Particular Property or Circumstances of Acquisition
Marriage and Cohabitation Survivorship
Language in stockholder agreement giving shareholder right to purchase co-shareholder's
shares upon co-shareholder's death did not deprive co-shareholder's spouse of right of
survivorship in co-shareholder's shares, and thus did not establish that shares were not held
by co-shareholder and wife in tenancy by the entirety under Maryland law; shareholder
did not succeed to ownership of shares held by co-shareholder and his spouse but, rather,
simply received option to buy those shares, and agreement contained provision in which
spouse agreed to such sale.


[13] Marriage and Cohabitation Creation and existence in general
Under Maryland law, any conveyance made to a husband and wife without restrictive or
qualifying words is made to them as tenants by the entirety.


[14] Marriage and Cohabitation Money, profits, and proceeds in general
Marriage and Cohabitation Loans and advances
Loan made by husband and wife to company in which they held interest as tenants by
the entirety was bona fide loan, and therefore monthly payments on loan by company
were made to husband and wife as tenants by the entirety and were not invalid, under
Maryland Spouses' Liability Act, as transfers between spouses in prejudice of rights of
present creditors. West's Ann.Md.Code, Family Law, § 4–301(d)(2).


[15] Fraudulent Conveyances Payment or Satisfaction



http://www.westlaw.com/Link/RelatedInformation/DocHeadnoteLink?docGuid=I09df919dfda911ddbc7bf97f340af743&headnoteId=201815896401020170907154333&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=CitingReferences&contextData=(sc.Default)

http://www.westlaw.com/Browse/Home/KeyNumber/253/View.html?docGuid=I09df919dfda911ddbc7bf97f340af743&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Browse/Home/KeyNumber/253k473/View.html?docGuid=I09df919dfda911ddbc7bf97f340af743&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Browse/Home/KeyNumber/253/View.html?docGuid=I09df919dfda911ddbc7bf97f340af743&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Browse/Home/KeyNumber/253k473/View.html?docGuid=I09df919dfda911ddbc7bf97f340af743&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Browse/Home/KeyNumber/253/View.html?docGuid=I09df919dfda911ddbc7bf97f340af743&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Browse/Home/KeyNumber/253k485/View.html?docGuid=I09df919dfda911ddbc7bf97f340af743&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Browse/Home/KeyNumber/253/View.html?docGuid=I09df919dfda911ddbc7bf97f340af743&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Browse/Home/KeyNumber/253k472/View.html?docGuid=I09df919dfda911ddbc7bf97f340af743&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Browse/Home/KeyNumber/253/View.html?docGuid=I09df919dfda911ddbc7bf97f340af743&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Browse/Home/KeyNumber/253k478/View.html?docGuid=I09df919dfda911ddbc7bf97f340af743&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Browse/Home/KeyNumber/253/View.html?docGuid=I09df919dfda911ddbc7bf97f340af743&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Browse/Home/KeyNumber/253k538/View.html?docGuid=I09df919dfda911ddbc7bf97f340af743&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000024&cite=MDFAS4-301&originatingDoc=I09df919dfda911ddbc7bf97f340af743&refType=SP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_4be3000003be5

http://www.westlaw.com/Browse/Home/KeyNumber/186/View.html?docGuid=I09df919dfda911ddbc7bf97f340af743&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Browse/Home/KeyNumber/186k87/View.html?docGuid=I09df919dfda911ddbc7bf97f340af743&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)





In re Fischer, 411 B.R. 247 (2009)


 © 2020 Thomson Reuters. No claim to original U.S. Government Works. 5


Fraudulent Conveyances Transactions in General
Marriage and Cohabitation Loans and advances
Payments made to Chapter 7 debtor and his wife by their company, in which he and
wife owned interest as tenants by the entirety, on account of loan were not disguised
conveyances from debtor to wife, and thus could not serve as basis for fraudulent
conveyance claim under Maryland law, but rather were payments made pursuant to valid
and bona fide loan which were held by debtor and wife as tenants by the entirety. West's
Ann.Md.Code, Commercial Law, §§ 15–201(c), 15-207.


[16] Fraudulent Conveyances Property Subject to Claims of Creditors in General
Marriage and Cohabitation Individual debts and expenses
Under Maryland law, as predicted by bankruptcy court, personal services that debtor
rendered on behalf of company in which he and wife owned interest as tenants by the
entirety could not be deemed “property” the transfer of value of which to wife, without
fair consideration, could support fraudulent conveyance claim. West's Ann.Md.Code,
Commercial Law, § 15–204.


[17] Fraudulent Conveyances Badges of Fraud
Fraudulent Conveyances Particular facts and circumstances
Under Maryland law, “badges of fraud” analysis is applied to determine whether actual
fraud supporting fraudulent transfer claim exists, and generally recognized badges of fraud
include the insolvency or indebtedness of the transferor, lack of consideration for the
conveyance, relationship between the transferor and the transferee, the pendency or threat
of litigation, secrecy or concealment, departure from usual method of business, the transfer
of the debtor's entire estate, the reservation of benefit to the transferor, and the retention
by the debtor of the possession of the property. West's Ann.Md.Code, Commercial Law,
§ 15–207.


[18] Fraudulent Conveyances Solvency of Grantor
Assets that debtor held with his wife as tenants by the entirety had to be disregarded
in determining whether, for purposes of constructive fraudulent transfer claim under
Maryland law, debtor was insolvent with respect to his individual debts. West's
Ann.Md.Code, Commercial Law, §§ 15–201, 15–202.
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[19] Fraudulent Conveyances Transactions Subject to Attack by Creditors
Under Maryland law, where one spouse uses individually owned, nonexempt funds to pay
the principal on a mortgage loan on property held in a tenancy by the entirety, the creditors
of the paying spouse can assert a fraudulent conveyance claim.


[20] Fraudulent Conveyances Purchase of exempt property or homestead
Conversion of nonexempt property to exempt property can provide the basis for a
fraudulent conveyance claim under Maryland law.


[21] Bankruptcy Claims allowable;  what constitutes “claim.”
Disallowance was warranted as to proofs of claim that Chapter 7 trustee filed on behalf
of creditors who filed replies indicating that they did not request and did not want trustee
to administer claims on their behalf.


[22] Bankruptcy Proceedings
Exhibits purportedly representing original stock certificates for company in which Chapter
7 debtor had interest were not admissible at trial in trustee's adversary proceeding
challenging, inter alia, debtor's claim of exemption in stock, given that exhibits were
produced for first time midway through trial by witness who was chairman, vice president,
and secretary-treasurer of company, which was a defendant in action, and that exhibits
were subject of discovery requests and were important, highly relevant documents, such
that their late production constituted unfair prejudice and surprise to trustee. Fed.Rules
Evid.Rule 403, 28 U.S.C.A.


[23] Bankruptcy Cause in general
Dismissal of Chapter 7 case was not warranted on grounds that no assets were available
to satisfy unsecured creditors' claims and there would be no distribution in case where
there appeared to be at least $14,591.56 of unsecured debt jointly owed by debtor and
his nondebtor spouse, which amount of their tenants-by-the entirety property was subject
to administration by trustee for benefit of creditors, and where trustee had intervened as
party in pending action that could result in further recovery by trustee that would benefit
debtor's creditors.
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Schlossberg, Hagerstown, MD, for Plaintiff.
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Ursula Anne Koenig, Rees Broome, PC, Vienna, VA, for Defendants.


MEMORANDUM OF DECISION


THOMAS J. CATLIOTA, Bankruptcy Judge.


Before the Court are a number of matters filed in the above-captioned bankruptcy case and
adversary proceeding: the Amended Complaint filed by Roger Schlossberg, the Chapter 7 Trustee
(the “Trustee” or “Plaintiff”) for the bankruptcy estate of Benson J. Fischer (“Benson *251
Fischer” or “Fischer”) (Docket No. 141 in Adv. Pro. 05–01011); a Joint Objection to the Debtor's
Claim of Exemptions (the “Joint Objection”) (collectively, Docket Nos. 129 and 130 in Case No.
03–13704); two proofs of claim (Claim Nos. 15 and 16) filed by the Trustee on behalf of Sheldon
Fischer (Claim No. 15), and on behalf of Lauren Brisky and Gary Posner, Fischer's sister-in-law
and her husband (Claim No. 16), along with the objections filed thereto (Docket Nos. 383 and 385
in Case No. 03–13704); a motion to exclude Defendant's Exhibits (hereafter “DX”) 57–59; and the
Debtor's Renewed Motion to Dismiss Chapter 7 Case (the “Motion to Dismiss”) (Docket No. 139).


INTRODUCTION


On March 28, 2003, Benson Fischer filed his Chapter 7 bankruptcy petition. He filed the required
schedules (Schedules A–J) on April 28, 2003. On Schedule C—Property Claimed as Exempt,
Fischer claimed exemptions for, inter alia, his “Fifty percent (50%) tenants by the entirety interest
in Montgomery Bakers, Inc.” which he valued at $2 million. He also claimed as exempt a
“Promissory Note executed by Montgomery Bakers, Inc. for the benefit of Benson and Mona
Fischer” also as tenants by the entirety. The original complaint initiating this adversary proceeding
was filed on January 7, 2005 and, on September 14, 2005, pursuant to an order granting the
Trustee's motion, an amended complaint was filed.
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In the Amended Complaint, 1  the Trustee seeks relief on four counts. 2  Count I, against
Montgomery Bakers Inc. (“MBI”), seeks a judgment in the amount of $750,000 for alleged
“unpaid compensation due and owing from [MBI] for services rendered by the Debtor during the
period from January 1, 2001 through March 28, 2003.” Amended Complaint, p. 8, ¶ 40. Count
II, against MBI, Fischer and Mona Fischer, his wife (“Mona Fischer” or, in context, “his wife”)
seeks a declaratory judgment against Defendants that Fischer's ownership interest in MBI's stock
is property of the bankruptcy estate and is not held in a tenancy by the entirety, or, even if held in
a tenancy by the entirety, can still be administered by the Trustee because “there exist holders of
undisputed joint debts among the Debtor's creditors.” Amended Complaint, p. 9, ¶ 46. Count VII,
against Fischer and his wife, requests that this Court set aside alleged transfers made by Fischer
to himself and his wife as tenants by the entireties, which the Trustee alleges operated as a fraud
on creditors, pursuant to Maryland Code, Family Law—Title 4: Spouses, § 4–301. Count VIII,
against Fischer and his wife, also requests the setting aside of the same alleged transfers made by
Fischer to himself and his wife as tenants by the entireties, which the Trustee alleges operated as a
fraud on creditors, pursuant to Maryland Code, Commercial Law—Title 15, Subtitle 2: Fraudulent
Conveyances, §§ 15–201–15–214. In response to the Amended Complaint, MBI, Mona Fischer
and Fischer *252  (collectively, “Defendants”) filed Answers (Docket Nos. 143 and 144 in Adv.
Pro. No. 05–01011).


1 The Trustee filed the initial complaint in this adversary proceeding on January 7, 2005. On July 1, 2005, the Trustee filed a Motion
for Leave to File Amended Complaint (Docket No. 107). Benson and Mona Fischer filed an opposition to that motion (Docket No.
110). The Court held a hearing on August 29, 2005 and granted the motion by order dated September 14, 2005 (Docket No. 140).


2 As filed, the Amended Complaint stated eight counts. However, prior to trial, Plaintiff expressly abandoned Counts V and VI. See
Trustee's Pretrial Statement (Docket No. 196 in Adv. Pro. No. 05–1011 at p. 6). Further, the Trustee also stated that the need for trial
on counts III and IV was obviated by prior orders entered in the adversary proceeding. Id. at p. 5.


Merrill Cohen, the initial trustee of Fischer's bankruptcy estate, and two of Fischer's creditors—
Paley, Rothman, Goldstein, Rosenberg & Cooper, Chartered (“Paley Rothman”) and Alan Mark,
Esquire, an attorney at Paley Rothman (“Mark”)—filed the Joint Objection (Docket No. 129
in Case No. 03–13704). Jill Flax, personal representative of the estate of Harold Flax (“Flax”),
another creditor, joined in and adopted the Joint Objection (Docket No. 130 in Case No. 03–13704).
Fischer filed an Opposition to the Joint Objection (Docket No. 137 in Case No. 03–13704). The
Trustee, standing in the shoes of the initial trustee, has continued to prosecute the Joint Objection.
The relief sought in the Joint Objection is substantially the same as the relief sought by the Trustee
in Count II of the Amended Complaint. 3


3 As filed, the Joint Objection sought the disallowance of the Debtor's exemption of 100 percent of the issued and outstanding stock of
1342 Restaurant Group, Inc. In addition, similar to Count II of the Amended Complaint, the Joint Objection sought disallowance of
the Debtor's exemption of property held as tenants by the entirety to the extent the Debtor and his wife had joint creditors. By letter
dated January 19, 2007 (Docket No. 207 in Adv. Pro. 05–01011), the Trustee abandoned his objection to the exemption of the 1342
Restaurant Group, Inc. stock. In addition, the Trustee deferred his objection to the Debtor's exemption of property held as tenants
by the entirety to the extent that joint creditors exist, pending the determination that any joint claims would be allowed. Because of
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the overlap between Count II and the Joint Objection, they were consolidated for purposes of trial. See Consent Order Severing and
Consolidating Count II of Complaint for Purposes of Trial Only (Docket No. 85 in Adv. Pro. 05–01011).


On September 1, 2004, Fischer filed the Motion to Dismiss. In it, he argues that dismissal of his
bankruptcy case will not prejudice any creditors because all of his assets are held by him and his
wife as tenants by the entirety and thus are not available for distribution to his individual unsecured
creditors. Leslie Atkins (another creditor), Paley Rothman, Flax, and the initial Chapter 7 Trustee
filed objections to the Motion to Dismiss (Docket Nos. 145, 151, 152, and 155 in Case No. 03–
13704).


On January 7, 2007, the Trustee filed a proof of claim (Claim No. 16) on behalf of Gary Posner
and Lauren Brisky (collectively, the “Posners”). The claim alleges that Fischer and his wife are
jointly obligated to the Posners on a note in the amount of $250,000. On January 13, 2007, Fischer
filed an Objection to Allowance of Claims (Docket No. 367 in Case No. 03–13704) and on August
2, 2008 the Posners filed their Reply to Proof of Claim Filed by Trustee (Docket No. 385 in Case
No. 03–13704), in which they stated that they did not ask the Trustee to file a claim in their names
and that they do not want the Trustee to administer this claim on their behalf.


The Court conducted trial proceedings on numerous days throughout 2007: the parties presented
their cases on January 23–24, February 5 and 23, April 13 and June 20; the Court heard closing
arguments on September 10. Both the Trustee and Defendants filed post-trial briefs and reply
briefs.


Having now considered the proofs presented at trial, the closing arguments, the post-trial
memoranda, and other relevant papers, the Court, for the reasons set forth below, will (1) deny the
relief sought in the Amended Complaint and enter judgment in favor of Defendants; (2) disallow
Claim No. 16; (3) overrule the Joint Objection; and (4) deny the Motion to Dismiss.


*253  I. JURISDICTION


The Court has jurisdiction over these matters pursuant to 28 U.S.C. §§ 1334 and 157(a), and Local
Rule 402 of the United States District Court for the District of Maryland. This is a core proceeding
under 28 U.S.C. § 157(b)(2)(A),(B),(H) and (O).


II. FINDINGS OF FACT


A. The Creation of Individual Claims Against Benson Fischer: The Paley Rothman/Flax
Litigation
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In 1997, Fischer, acting through The Fischer Brewing Co., Inc., initiated a civil action against
Flax, Mark, and Paley Rothman in the Superior Court for the District of Columbia (the “Superior
Court”). Fischer's claims in that litigation were based on a letter agreement between him and
Flax which provided for Fischer to pay Flax fifteen percent (15%) of future company stock as
compensation for introducing Fischer to an underwriter who could raise financing for Fischer
Brewing. At that time, Mark and Paley Rothman represented Flax. Flax, Mark and Paley Rothman
filed counterclaims against Fischer, which included a claim for bad faith litigation.


On February 25, 2000, the Superior Court held a bench trial on the bad faith litigation
counterclaims. The Court determined that Fischer was properly notified of the trial date but chose
not to appear by counsel or otherwise. The plaintiffs' case was therefore dismissed.


On May 3, 2000, the Superior Court, per Judge Steffen Graae, entered judgment in favor of
Flax, Mark and Paley Rothman on the bad faith litigation claims “and [ultimately] awarded
them collectively some $930,000 in attorney's fees and costs, together with $40,000 in punitive
damages.” Fischer et al. v. Estate of Flax et al., 816 A.2d 1, 3 (D.C.App.2003); see also
Goldschmidt et al. v. Paley Rothman et al., 935 A.2d 362, 367 (D.C.App.2007) (same). In
reviewing Judge Graae's award of attorney's fees and costs, the D.C. Court of Appeals found no
reason to overturn his findings that “throughout the litigation Fischer had orchestrated a continuing
cover-up of his involvement in the preparation of letters fraudulently documenting” his alleged
causes of action. 816 A.2d at 13 (internal quotations and emendations omitted). Indeed, the
appellate court held that these findings were “tantamount to a determination that Fischer had
perpetrated a fraud upon the court” and that “[b]y themselves they lend strong support to the
judge's conclusion that Fischer's entire suit was filed and maintained in bad faith.” Id. Further,
acknowledging that Judge Graae's award of fees and costs also relied on another basis, the Court
of Appeals went on to note, with regard to another of the claims Fischer made in his complaint, not
only that it was false, but that “Fischer always knew it to be false.” Id. “All told,” the appellate court
held, Judge Graae did not abuse his discretion by concluding that “Fischer's conduct in pursuing
claims of wrongdoing by Flax and Paley Rothman ... was so egregious that fee shifting is warranted
as a matter of equity.” Id. at 14 (internal quotations and citation omitted).


The judgments were entered against Fischer individually, and not against Mona Fischer.


B. Fischer's Involvement in MBI


1. The initial equity investment in and loans to MBI.
MBI was formed in July 2001, to acquire substantially all of the assets of Montgomery Donuts,
Inc. (“MDI”), a bakery in a Chapter 11 proceeding in this Court. See Case No. 99–22865.
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*254  On May 15, 2001 prior to MBI's incorporation, Fischer, his wife, and his parents (Sheldon
Fischer and Ann Fischer) executed a document titled “Agreement Between Sheldon Fischer
and Benson Fischer as to Ownership of Montgomery Bakers, Inc.” (hereafter, the “Stockholder
Agreement”) (Plaintiff's Exhibit 37) (Plaintiff's Exhibits are hereafter “PX”; Defendants' Exhibits
are hereafter “DX”). Paragraph 1 of the Stockholder Agreement provides:


The shares of stock of Montgomery Bakers, Inc. (the “Corporation”) shall be
owned as follows: One Thousand (1,000) shares of stock (or fifty percent (50%)
of the Corporation) will be owned by Benson Fischer and Mona Fischer, as
tenants by the entirety, 4  and Five Hundred (500) shares of stock will be owned
by Sheldon Fischer and Five Hundred (500) shares of stock will be owned by
Ann Fischer.


4 Extremely relevant to an argument advanced by the Trustee, this is one of two references in the Stockholder Agreement to Benson
and Mona Fischer's interest in MBI being held in a tenancy by the entirety. See PX 37, ¶¶ 1 and 3.


PX 37, ¶ 1 (footnote added). In addition, Paragraph 6 of the Stockholder Agreement, in relevant
part, provides as follows:


In the event of (i) the death of Benson Fischer; or (ii) the death of Sheldon
Fischer, the remaining shareholder shall have the right to purchase the shares
of the deceased shareholder at a purchase price to be agreed upon between
the remaining shareholder and the representative of the deceased shareholder....
[Mona Fischer agrees that in the event of the death of Benson Fischer, she shall
join in the sale of the shares to Sheldon Fischer, and in the event of the death
of Sheldon Fischer, and the devolvement of Sheldon Fisher's shares to her by
testamentary devise or operation of law, Ann Fischer agrees to join in the sale
of her shares along with those of Sheldon Fischer to Benson Fischer and Mona
Fischer, as tenants by the entirety].


Id., ¶ 6.


MBI was incorporated on June 22, 2001. Sheldon and Ann Fischer each owned 500 shares
individually. Benson and Mona Fischer jointly owned 1000 shares. The initial total stockholder
investment was $1000. See, e.g., DX 19 at p. 4 (reflecting initial stockholders equity of par value
and additional paid-in capital of $1000). Therefore, Sheldon Fischer invested $250, Ann Fischer
invested $250, and Benson and Mona Fischer invested $500.
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Because of the de minimis stockholder investment, the funds initially needed by MBI were
provided from two loans. The first loan was from Sheldon and Ann Fischer in the amount of
$599,112 at an interest rate of ten percent (10%) per annum. The second loan (the “Debtor Loan”)
was from Fischer and his wife in the amount of $310,000, also at an interest rate of ten percent
(10%) per annum.


The sources for the Debtor Loan consisted of the $250,000 which Fischer and his wife borrowed
from the Posners (and which was disbursed directly to MBI's account) and $60,000 from an
individual account of Mona Fischer. It was evidenced by a promissory note that was payable “to
the order of Benson Fischer and Mona Fischer, as tenants by the entirety....” DX 6, ¶ 1. MBI used
the proceeds of the two loans to finance the purchase of the MDI assets.


In September of 2001, MBI began repaying the Debtor Loan. Generally, MBI made monthly
payments of $8,957. These monthly payments were deposited into a joint checking account Fischer
held with his wife.


*255  By December 31, 2001, MBI had repaid $25,816 of the outstanding principal on the Debtor
Loan. In addition, MBI paid Fischer and his wife at least $7,429.53 in interest on the Debtor Loan
in 2001.


In 2002, MBI repaid $84,795 of principal on the Debtor Loan, reducing its balance to $199,389.
Included in these payments was a $1000 payment to Barry Haberman 5  and $1000 to CitiBank,
which were debited to the Debtor Loan. 6  Moreover, MBI paid Fischer and his wife $24,691.88
in interest on the Debtor Loan in 2002. In 2003, MBI repaid $95,385 in principal on the Debtor
Loan, further reducing the balance to $104,004. Included in the 2003 payments was $12,877.51
to Fischer and his wife for interest on the Debtor Loan.


5 Barry Haberman is an attorney who represented the Debtor in numerous matters in the past.


6 See DX 24.


The books and records of MBI treated the Debtor Loan as a loan from Benson and Mona Fischer to
MBI. Specifically, the Debtor Loan was listed on the balance sheet under the long term liabilities
as a “Note Payable B & M Fischer” in each of years 2001, 2002 and 2003. The amount of the
Debtor Loan was reduced each year to reflect the loan repayments during the year. The MBI
income statement included the interest expense paid on the Debtor Loan. The interest and principal
repayments on the Debtor Loan were deposited into a joint bank account of Benson and Mona
Fischer.
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The Debtor Loan was a bona fide loan made by Benson and Mona Fischer to MBI and held by
them as tenants by the entirety, and the monthly payments by MBI to Benson and Mona Fischer
were principal and interest payments on the Debtor Loan.


2. The lack of compensation for Sheldon and Benson Fischer.
Fischer served as President of MBI, Sheldon Fischer served as Vice President. Fischer, his wife,
and his parents were all members of the board of directors.


From its fledgling days, Fischer played the central role in establishing MBI as a successful
company. He actively managed most aspects of MBI's business affairs (other than the financial
affairs), including marketing, manufacturing, sales, and the day-to-day operations of the company.
The parties entered into a stipulation listing the many, extensive activities in which Fisher was
engaged on behalf of MBI. He sometimes worked seven days a week for MBI without receiving
any compensation.


Neither Benson nor Sheldon Fisher received any salary or compensation from MBI. Sheldon
testified that he structured many businesses the way he and Benson set up MBI—with initial
shareholder loans that would be repaid before officer salaries were taken. The repayment of the
shareholder loans provided the investors with cash flow, and no salary or compensation was paid
that would serve to drain revenues on the income statement. The Court credits Sheldon's testimony
as the reason Sheldon did not receive any compensation from MBI during the 20 months that MBI
operated.


Benson's motivation for not taking a salary is another matter. In the months immediately preceding
the incorporation of MBI, Benson had been the subject of intensive creditor actions by Paley
Rothman, which had served writs of garnishment on numerous banks in Montgomery County
seeking to garnish bank accounts and on four companies with which Fischer had *256  been
associated seeking to garnish any wages. Fischer was being advised by at least two bankruptcy
and creditors' rights lawyers. They reinforced his understanding that the MBI stock, as well as
any other assets he acquired, should be held as tenants by the entirety. Fischer knew full well that
assets he owned individually were subject to attachment, but assets he owned as tenants by the
entirety with Mona were not. Benson's awareness of the protection afforded by owning assets by
the entirety was so heightened that he signed and filed an in forma pauperis affidavit in the District
of Columbia litigation in which he claimed pauper status so that he did not have to pay court costs,
at a time when he and Mona had a net worth of almost two million dollars, including hundreds
of thousands of dollars of marketable securities. His rationale: Since everything he owned was
held by the entirety with Mona, he personally could claim to be a pauper and avoid paying court
costs. 7  Aside from providing a measure of his character, the affidavit evidences Fisher's intense
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focus on the protections afforded by tenancies by the entirety, and the lack of protection for assets
that were not so held.


7 Fischer claimed that he signed and filed the affidavit on advice of counsel. Assuming that would provide an excuse for his actions,
the Court notes that Fischer called the attorney and never asked any questions about the affidavit.


Fischer knew that his salary would be subject to garnishment. He knew that not taking a salary
would enhance the value of his equity interest in MBI, owned by the entirety with Mona. Indeed,
Fischer admits that his expected “remuneration” for his services was the anticipated increase in
the value of MBI stock. 8  Thus Fischer's motivation for not taking a salary from MBI was that
he was able to convert what would have been salary (and therefore subject to garnishment) into
increased equity in MBI (which was held by the entirety and therefore not subject to claims of
Fischer's individual creditors). The Court finds that Fisher did not take any salary from MBI in
bad faith and, further, did so with the actual intent to hinder and delay the collection efforts of
Paley Rothman, Mark and Flax.


8 “It is a fact of corporate existence that officers that hold corporate stock look to capital gains and the commensurate the [SIC] increased
value of their shares as their means of remuneration, rather than salaries, which are taxable as ordinary income and which reduce net
value. In a close corporation, in which officers, shareholders and key employees tend to be the same individuals, this is eminently
just.” Defendants Reply Memorandum of Law, Docket No. 245 in Adv. Pro. 05–01011 at pp. 21–22.


3. The roof collapse and termination of MBI's operations.
MBI initially used the purchased assets to engage in a business similar to MDI's former business.
MBI sold doughnuts and other baked goods on a wholesale basis throughout the Washington, DC
metropolitan area and also operated four retail outlets in Montgomery County, Maryland.


At the time MBI purchased MDI's assets and began operations, the business was losing
approximately $50,000 per month. After the September 11, 2001 terrorist attacks on Washington,
DC—which occurred within months after the acquisition—the volume of sales of MBI's products
went down forty percent (40%) due to decreased travel and decreased purchases by restaurants,
hotels and other regular customers, all of whose businesses were affected by the general business
malaise that ensued in the wake of the 9/11 attacks. In the face of this unfortunate business
slowdown, Fischer employed his expertise in the restaurant and food business, *257  working to
turn MBI into a profitable company.


Structural deficiencies in the roof of the warehouse which served as MBI's manufacturing site
caused it to collapse after a snowstorm in mid-February 2003 and, on February 17, 2003, MBI
ceased business operations completely. As a result of that roof collapse, MBI made claims upon its
insurer, Erie Insurance Exchange (“Erie”), for damages to property and interruption to business.
Erie filed an interpleader action in the Montgomery County Circuit Court (the “Circuit Court”) and
deposited the aggregate sum of $1.6 million in that court's registry. On MBI's motion, the Circuit
Court ordered that the insurance proceeds be released to MBI. On a subsequent motion filed by
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Paley Rothman, the Circuit Court ordered that a portion of the insurance proceeds be held in an
escrow account for the benefit of Paley Rothman, pending the conclusion of collection proceedings
instituted by Paley Rothman in the Superior Court, pursuant to a writ of attachment.


III. CONCLUSIONS OF LAW


A. Count I (Unpaid Wages; Unjust Enrichment)
In Count I, the Trustee's theory is that Fischer performed unpaid services for MBI and that he
should have been paid a salary reflecting the reasonable value of those services. Such salary, then,
would have constituted assets subject to legal process. The Trustee asserts a claim to recover the
unpaid wages and also asserts an unjust enrichment claim.


[1]  The Trustee's argument with regard to unpaid wages is dependent on his assertion that Fischer
was required to draw a salary (or, put another way, that MBI was required to pay Fischer a salary)
for the services he performed in establishing and then operating MBI until it ceased business
operations in February 2003. The Trustee does not cite any legal authority that supports this
assertion and the Court has not discovered any such authority on its own.


[2]  The Trustee also argues that Fischer “deferred compensation, leaving the value of his services
in the corporate fisc until such time as he felt it safe to take it out in the form of salary, bonus or
distributions,” and that “such deferred compensation is ... clearly property of the estate.” Trustee's
Post–Trial Memorandum, p. 11. The Trustee cites In re Mueller, 256 B.R. 445 (Bankr.D.Md.2000)
as support for this argument. That case, however, is inapposite to the facts of this case.


In Mueller, the property at issue was the debtor's interest in a state employees' pension plan, which
has no relation whatever to the loan repayments made to Benson and Mona Fischer in this case. 9


The Court declines to adopt the Trustee's argument regarding alleged deferred compensation. Here,
there was no “deferred compensation” in the traditional sense. No agreement existed to pay Benson
Fischer at a later date for services he performed while MBI was operational. Fischer simply did
not take any salary during that period in anticipation of realizing an increase in the value of the
MBI stock.


9 In addition, the Court notes that in overruling the Chapter 7 trustee's objection to the debtor's exemption of the pension funds, the
Mueller court held that the funds were both excludable from the debtor's estate under the Bankruptcy Code and exemptible from the
estate under state law. See 256 B.R. at 447–448.


[3]  [4]  With regard to unjust enrichment, the parties agree on, and correctly state, the elements
of such a claim:
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*258  A benefit conferred upon the defendant by the plaintiff; [a]n appreciation
or knowledge by the defendant of the benefit; and [t]he acceptance or retention
by the defendant of the benefit under such circumstances as to make it
inequitable for the defendant to retain the benefit without the payment of its
value.


Alternatives Unlimited, Inc. v. New Baltimore City Bd. of School Com'rs, 155 Md.App. 415, 843
A.2d 252, 299–300 (2004) (citations omitted).


The Trustee alleges that he stands in the shoes of Fischer with regard to this theory and that Fischer
has a cause of action against MBI for unjust enrichment. This theory is also dependent on his
assertion that Fischer was required to draw a salary. As already noted, the Trustee does not point
the Court to any legal authority that supports this assertion, and the Court has not found any such
authority either.


There is no dispute between the parties that the first two elements of an unjust enrichment claim are
met here: Fischer's work conferred a benefit on MBI and MBI knew of that benefit. The Trustee's
argument as to the third element is as follows:


It is inequitable for MBI to accept the Debtor's services without appropriate
compensation, regardless of whether the Debtor chose to work without
compensation or simply deferred his compensation until MBI turned
profitable. .... The Trustee therefore has a legal and equitable claim against MBI
for the Debtor's unpaid compensation on the basis of unjust enrichment.


Trustee's Post–Trial Memorandum, p. 12. The theory, however, fails because Fischer (and his
wife) did indeed receive a benefit from the services he provided to MBI. That benefit was in the
form of the additional equity appreciation of the MBI stock. As stated above, Benson and Mona
Fischer acquired the stock for $500, and Benson valued the stock in his bankruptcy schedules at $2
million. The increase in the value of the stock is attributable, in part, to the services Benson Fischer
provided to MBI. Therefore, leaving aside the Trustee's fraudulent conveyance claims discussed
below, the fact that Benson Fischer realized a substantial benefit from his work for MBI defeats
the Trustee's unjust enrichment claim. Accordingly, the Court will deny the relief sought in Count
I and will enter judgment for Defendants.



http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2004176405&pubNum=0000162&originatingDoc=I09df919dfda911ddbc7bf97f340af743&refType=RP&fi=co_pp_sp_162_299&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_162_299

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2004176405&pubNum=0000162&originatingDoc=I09df919dfda911ddbc7bf97f340af743&refType=RP&fi=co_pp_sp_162_299&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_162_299





In re Fischer, 411 B.R. 247 (2009)


 © 2020 Thomson Reuters. No claim to original U.S. Government Works. 17


B. Count II and the Joint Objection (Tenancy by the Entirety) 10


10 See, supra, fn. 3 and accompanying text.


Count II and the Joint Objection are based on the Trustee's contention that Benson and Mona
Fischer did not hold their MBI stock as tenants by the entirety. The record fails to support this
claim.


As stated in the Introduction, Fischer timely filed an exemption in his bankruptcy case claiming the
MBI stock was owned as tenants by the entirety. The commencement of a bankruptcy case creates
an estate comprised of, among other things, all legal or equitable interests of the debtor in property
as of the commencement of the case. 11 U.S.C. § 541(a)(1). Section 522(b)(2)(B) 11  exempts from
bankruptcy administration “any interest in property in which the debtor had, immediately before
the commencement *259  of the case, an interest as a tenant by the entirety ... to the extent that
such interest as a tenant by the entirety ... is exempt from process under applicable nonbankruptcy
law.” Bankruptcy Rule 4003(a) requires that “a debtor shall list the property claimed as exempt
under Section 522 of the Code on the schedule of assets required to be filed by rule 1007....” Fed.
R. Bankr.P. 4003(a). Bankruptcy Rule 4003(b) permits a party in interest to file an objection to a
debtor's listed exemptions. The “objecting party has the burden of proving that the exemptions are
not properly claimed....” Fed. R. Bankr.P. 4003(c).


11 The Bankruptcy Abuse Prevention and Consumer Protection Act of 2005 (“BAPCPA”), Pub.L. 109–8; 119 Stat. 23, renumbered this
provision as 11 U.S.C. § 522(b)(3)(B). With some exceptions not applicable to this case, BAPCPA only applies to bankruptcy cases
filed after October 17, 2005. See Pub.L. 109–8 § 1501. Accordingly, any citation to Title 11 herein is to the Bankruptcy Code as it
stood prior to the BAPCA amendments.


[5]  [6]  “Maryland retains the estate of tenancy by the entirety in its traditional form.” Beall v.
Beall, 291 Md. 224, 234, 434 A.2d 1015 (1981) (citing Columbian Carbon Co. v. Kight, 207 Md.
203, 114 A.2d 28 (Md.1955)). And although “the common-law principle of the unity of husband
and wife had been at least modified by the Married Women's Acts [of 1860]” such that some
case law recognizes the resultant severability of a married couple's rights in the use of common
property, it has been expressly stated that “in none of those cases was it held that the quality of
severability of the interest of the husband and wife in the use of the common property affected
or abrogated the common-law estate of tenancy by the entireties....” Annapolis Banking & Trust
Co. v. Smith, 164 A. 157, 158–159, 164 Md. 8 (1933). “This estate, with its incidents, continues
in Maryland as it existed at the common law.” Id. at 158.


Under Maryland common law, “a conveyance to husband and wife does not constitute them joint
tenants, nor are they tenants in common. They are, in the contemplation of the common law, but
one person, and hence they take, not by moieties, but the entirety. They are each seised of the
entirety, and the survivor takes the whole.” Marburg v. Cole, 49 Md. 402, 411 (Md.1878).
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The common-law rule is that the words which in a conveyance to unmarried
persons constitute a joint tenancy will create, if the grantees are husband and
wife, a tenancy by the entireties;.... It is not because a conveyance or gift is
made to husband and wife as joint tenants that the estate by entireties arises,
but it is because a conveyance or gift is made to two persons who are husband
and wife;.... The marital relation, with its common-law unity of two persons in
one, gives rise to this peculiar estate when a conveyance or gift is made to them
without restrictive or qualifying words; and they hold as tenants by the entirety,
not because they are declared to so hold, but because they are husband and wife.


Brewer v. Bowersox, 48 A. 1060, 1062, 92 Md. 567 (1901).


[7]  Creation of a tenancy by the entirety requires the four essential common law unities of interest,
title, time, and possession. More specifically, creation of such a tenancy requires that a husband
and wife enjoy identical interests in and undivided possession of the relevant property, and that
these identical interests arise at the same time. Cruickshank–Wallace v. County Banking & Trust
Co., 165 Md.App. 300, 312–313, 885 A.2d 403, 410–411 (2005) (citations omitted), cert. den.
391 Md. 114, 892 A.2d 477 (2006).


[8]  [9]  [10]  Under Maryland law, property held in a tenancy by the entirety is “exempt from
process by creditors of an individual spouse.” Schlossberg v. Barney, 380 F.3d 174, 178 (4th
Cir.2004) (applying Maryland law). In addition, the usufruct, issues, rents, and profits of entireties
property are also exempt from process by creditors *260  of an individual spouse. Annapolis
Banking & Trust Co., 164 A. at 159. However, entireties property is subject to the claims of a
joint creditor of both husband and wife. 12  See Cruickshank–Wallace, 165 Md.App. at 312, n.
12, 885 A.2d 403 (citing In re Carroll, 237 B.R. 872, 874 (Bankr.D.Md.1999); see also Sumy v.
Schlossberg, 777 F.2d 921, 925 (4th Cir.1985) (under Maryland law, entireties property can be
used to satisfy joint obligations of husband and wife)).


12 In United States v. Craft, 535 U.S. 274, 122 S.Ct. 1414, 152 L.Ed.2d 437, the Supreme Court, stating that “exempt status under state
law does not bind the federal collector,” held that the IRS could attach property held in a tenancy by the entirety to satisfy the tax
debt of only one spouse. Id. at 288, 122 S.Ct. 1414 (internal quotations and citation omitted).


The evidence at trial established that Benson and Mona Fischer held the MBI stock as tenants
by the entirety. The record established the existence of the four essential common law unities of
interest, title, time, and possession: Benson and Mona Fischer enjoyed identical interests in and
undivided possession of the stock, and their interests arose at the same time. This conclusion was
supported by the testimony of Sheldon Fischer, who was the Vice President of MBI, as well as
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the testimony of Mona Fischer. Both testified that Benson and Mona Fischer intended to own the
stock as tenants by the entirety and, insofar they knew, did so hold it. 13  Their testimony was
corroborated by Stanley Goldschmidt, the attorney who incorporated MBI. The evidence also
included the Stockholder Agreement, which expressly stated that the interest would be held as
tenants by the entirety. 14  Nothing in the record (apart from potentially the Trustee's argument
concerning the Stockholder Agreement addressed below) provided any indication that the stock
interest was conveyed to Benson and Mona Fischer in a form of ownership other than as tenants
by the entirety. 15


13 Benson Fischer also testified to this effect but, for the reasons stated in this opinion, the Court has grave doubts as to his credibility
and therefore gives little weight to his testimony.


14 The Stockholder Agreement contains two discrete references to the ownership status of Benson and Mona Fischer's interest in MBI:
the document specifies that their shares of stock, constituting 50% of the corporation, “will be owned by Benson Fischer and Mona
Fischer, as tenants by the entirety”; it further states that “Benson Fischer and Mona Fischer, as tenants by the entirety, hereby assign,
pledge and hypothecate to Sheldon Fischer their shares of stock in the Corporation until such time as the Fischer Loan (including
interest) is repaid in full.” See PX 37, ¶¶ 1 and 3


15 Further, as Benson Fischer's counsel often pointed out at trial, and as described in the Findings of Fact, at the time Benson and Mona
Fisher acquired their ownership interest in MBI, Fischer was facing considerable creditor recovery actions as a result of the Paley
Rothman judgment. Fischer was well aware of the protections afforded by owning the stock as tenants by the entirety. These facts
lend additional circumstantial support to the finding that the Fischers intended to, and did, acquire their MBI interests as tenants
by the entirety.


Against this weight of evidence, the Trustee asserts three theories in support of his contention that
Benson and Mona Fischer do not hold their interest in MBI as tenants by the entirety: (1) the money
used to purchase the stock interest was not held as tenants by the entirety; (2) certain language
in the Stockholder Agreement establishes a clear intent by Benson and Mona Fischer to not hold
their interest in MBI as tenants by the entirety; and (3) Benson Fischer's alleged fabrication and
manipulation of the MBI stock certificates renders any such certificates unbelievable *261  and
inadmissible. The Court will address each contention in turn.


1. Source of funds for the MBI stock.
The Trustee contends that because the funds used by the Fischers to purchase the MBI stock were
not held as tenants by the entirety, then the stock itself could not be so held. The Trustee contends
that the Fischers acquired the MBI stock with the funds that were used to make the Debtor Loan
and that at least a portion of those funds was not owned as tenants by the entirety. The Trustee
concludes that since “the MBI Stock was ‘bought’ with the proceeds of the [Debtor Loan], ... then
the MBI Stock is not property held as tenants by the entireties.” Trustee's Post–Trial Memorandum,
p. 19.


In fact, however, as the Court has already found, the Debtor Loan was a bona fide loan made by the
Fischers to MBI, treated by MBI as such, and evidenced by a promissory note. Benson and Mona
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Fischer did not use the proceeds of the Debtor Loan to acquire the MBI stock. Therefore, the source
of funds used to make the Debtor Loan is irrelevant to the Fischers's acquisition of the MBI stock.


As set forth in the Findings of Fact, the stockholders' initial capital investment in MBI was $1000.
See Section II.B.1. The record did not establish the source of the funds used for this investment,
although it did establish that all of Benson and Mona Fischer's funds were held in joint bank
accounts at that time.


[11]  Finally, even if the Trustee had established that the funds used by Benson and Mona Fischer
to acquire the MBI stock were not held as tenants by the entirety, his argument still fails. He does
not cite any legal authority supporting his assertion that only funds held in a tenancy by the entirety
can be used to purchase an interest to be held in a tenancy by the entirety.


2. Right of survivorship.
[12]  The Trustee contends that Benson and Mona Fischer do not hold the MBI stock as tenants
by the entirety because Mona Fischer does not hold the right of survivorship. The Trustee points
to the language in the Stockholder Agreement, see Section II.B.2, which gives Sheldon Fischer
the right to purchase Benson's shares upon Benson's death. According to the Trustee, this contract
right deprives Mona Fischer of the right of survivorship and reflects an intention that the stock
was not held as tenants by the entirety.


Sheldon Fischer's contract right to purchase Benson and Mona's stock upon Benson's death does
not defeat Mona's right of survivorship. Under a right of survivorship, ownership vests in the
survivor upon the death of the decedent. See, e.g., Spessard v. Spessard, 64 Md.App. 83, 91–92,
494 A.2d 701 (1985) (in a joint tenancy or tenancy by the entirety, on the death of one party, the
other takes the whole estate). Nothing in the Stockholder Agreement alters that right. Sheldon
Fischer does not succeed to ownership of Benson and Mona's stock upon Benson Fischer's death;
Sheldon merely “shall have the right to purchase” the stock upon that event. PX37, ¶ 6. The option
was entirely up to him. In fact, it is precisely Mona Fischer's survivorship rights to the entirety of
her and Benson's interest in MBI that required her agreement to join in the sale. As the relevant
language in the Stockholder Agreement makes clear, “Mona Fischer agrees that in the event of
the death of Benson Fischer, she shall join in the sale of the shares to Sheldon Fischer....” Id.
Moreover, the Trustee's contention that Sheldon's right to purchase the shares upon Benson's death
evidences *262  an intention that Benson and Mona Fisher would not hold the stock as tenants
by the entirety is belied by the clear and unequivocal references in the agreement directly to the
contrary. See, Id., ¶¶ 1, 3.


3. The controversy over the MBI stock certificates.
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Benson and Mona Fischer's MBI stock certificates were a source of much controversy both before
and during the trial. Initially, Benson Fischer identified DX 10 and 55 as being copies of the original
certificates. These copies stated that Benson and Mona Fischer owned 1000 shares of MBI stock
as tenants by the entirety. Fischer claimed these copies were found in a garage long after the roof
collapsed at MBI. The Trustee contended that Fischer fabricated the copies marked as DX 55 and
that he had dampened them to give them the crinkly appearance of having been left in cold storage.
Until trial, no party had been able to produce original MBI certificates.


During trial, Sheldon Fischer produced for the first time allegedly original MBI stock certificates,
marked as DX 57, 58 and 59. DX 57 and 58 showed that Sheldon and Ann Fischer each owned
500 shares of MBI stock individually. DX 59 showed that Benson and Mona Fischer owned 1000
shares of MBI stock as tenants by the entirety. 16


16 The Trustee objected to the introduction of DX 57–59 on various grounds. The Court will exclude these exhibits for the reasons
stated in Section G, infra.


Benson Fischer conceded, and a simple comparison reveals, that the copies which he had
previously proffered as copies of original certificates (DX 10 and 55) were not in fact copies of the
documents that were now being offered as original certificates (DX 57–59). Fischer's explanation
for the existence of copies of certificates which were not the newly-proffered originals was that
when he created companies, Stanley Goldschmidt, his attorney, would send to him by facsimile
stock certificates that he would sign and send back to the attorney to hold temporarily until
Fischer could sign the original certificates. He offered that DX 10 and 55 were such copies. This
explanation was not supported by (among other things) Goldschmidt's testimony. He incorporated
at least five businesses for Fischer, including MBI. He shared an office with Fischer and would
hand Fischer the certificates to sign. He did not recall incorporating any companies for Fischer
after they stopped sharing office space, and did not recall ever faxing any stock certificates to
either Benson or Mona Fischer.


Fischer's concession that the copies of the certificates (DX 10 and 55) were not in fact copies
of the newly produced original certificates (DX 57–59) supported the Trustee's contention that,
once again, Benson Fischer fabricated documents in a court proceeding. 17  Further, the Trustee
contended that, as a result of the stock certificate machinations and based on Fischer's other
testimony, the Court should conclude that Fischer lacks credibility and therefore should reject his
testimony that he and his wife held their MBI stock as tenants by the entirety.


17 See supra, Section II.A.


Based on Fischer's testimony concerning the stock certificates, as well as a host of evasive,
misleading and glib answers on other subjects, the Court does indeed find that Fischer lacks
credibility. 18  The problem *263  with the Trustee's position, however, is that even if the Court
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were to disregard Fischer's testimony and also exclude from evidence the stock certificates
produced by Sheldon Fischer, the remaining evidence was uncontroverted that Benson and Mona
Fisher held their interest in MBI as tenants by the entirety.


18 This finding is supported, by among other things, Fischer's filing of the in forma pauperis affidavit and his wholly unconvincing
explanation for the existence of DX 10 and 55. As another example, on the second day of his testimony, Fischer apologized to the
Court for his demeanor and answers during his first day of testimony—no doubt after having been taken to the proverbial woodshed
by experienced counsel.


[13]  The issue of whether Benson and Mona Fischer owned the MBI stock as tenants by the
entirety was originally raised in the Joint Objection. As stated above, Count II of the Amended
Complaint raises this same issue. The burden of proof is on the party objecting to an exemption,
in this case the Trustee. Fed. R. Bankr.P. 4003(c). Further, in Maryland, any conveyance made
to a husband and wife without restrictive or qualifying words is made to them as tenants by the
entirety. Brewer, 48 A. at 1062. No evidence was produced that the conveyance of the MBI stock to
Benson and Mona Fischer was made with “restrictive or qualifying words.” Benson Fischer's lack
of credibility alone is not sufficient to carry the Trustee's burden, overcome the presumption that
the conveyance was made by the entirety, or—even if the burden were on the Fischers—rebut the
remaining evidence that Benson and Mona Fischer held the MBI stock as tenants by the entirety.
The Court will enter judgment for the Defendants on Count II of the Amended Complaint and will
enter an order overruling the Joint Objection.


C. Count VII (Maryland Spouses' Liability Act)
[14]  Alleging that the loan repayments made to Fischer and his wife “were transfers between
spouses in prejudice of the rights of present creditors and therefore invalid” (Amended Complaint,
p. 17, ¶ 105), the Trustee cites Maryland Code: Family Law, § 4–301, which, in relevant part,
provides “[a] transfer of property between spouses is invalid if made in prejudice of the rights
of present creditors.” MD. CODE ANN., Family Law § 4–301(d)(2) (West 2009). This count
is dependent on the Trustee's allegation that the payments on the Debtor Loan made by MBI to
Benson Fischer and Mona Fischer were merely “alleged” loan repayments, i.e., not really loan
repayments at all, but, rather, “transfers” from Benson Fischer to Mona Fischer.


As set forth in the Findings of Fact, the record established that the Debtor Loan was a bona fide
loan made by Benson and Mona Fischer to MBI, and held by them as tenants by the entirety. 19


See Section II. B.1. Thus, the monthly payments were from MBI to Fischer and his wife as tenants
by the entirety. The Court will enter judgment for the Defendants on this count.


19 To be sure, a portion of the funds used to make the Debtor Loan came from Mona Fischer individually. This fact, however, does
nothing to establish that there was any transfer from Benson to Mona Fischer.


D. Count VIII (Maryland Fraudulent Conveyance Act)
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[15]  In this Count, the Trustee asserts that Fischer “took alleged ‘loan repayments' (the
‘Transfers') from [MBI] in lieu of wages” (Amended Complaint, p. 17, ¶ 107). The Trustee further
asserts that the repayments made to Fischer and his wife on account of the Debtor Loan were really
transfers—or, for purposes of the Trustee's fraudulent conveyance claim, “conveyances”—from
Fischer to his wife. The Trustee argues these “transfers” can *264  be set aside under “Sections
15–201 et seq. of the Commercial Law Article of the Annotated Code of Maryland” (Amended
Complaint, p. 18).


The relevant provision of the Maryland Code—Title 15: Commercial Law (captioned as “Debt
Collection—Special Provisions”) is as follows:


§ 15–201. Definitions.


* * *


(c) “Conveyance” includes every payment of money, assignment, release, transfer, lease,
mortgage, or pledge of tangible or intangible property, and also the creation of any lien or
encumbrance.
MD. CODE ANN., Commercial Law § 15–201(c) (West 2009).


In attempting to establish that Fischer conveyed an interest in property to his wife, the Trustee
alleges that Fischer “intended to and attempted to convert non-exempt assets to exempt assets
by voluntarily transferring each and every joint payment of $8,957.00 to himself and his wife
under the guise of loan payments claimed to be held as tenants by the entireties to the prejudice of
existing creditors and with the intent to hinder, delay and defraud his existing creditors.” Amended
Complaint, p. 18, ¶ 113. As with Count VII, the Trustee failed to meet his burden of proof at
the very threshold: the allegations of “transfers” from Fischer to his wife on which this theory of
recovery is based simply were not proved. The Trustee did not establish that the payments by MBI
on account of the Debtor Loan were a conveyance from Benson to Mona Fischer. The payments
made by MBI to Fischer and his wife were payments on the Debtor Loan, which the Court has
found to be a valid and bona fide loan.


[16]  In addition to his claim that the payments on the Debtor Loan were really salary, the Trustee
alleges that “MBI's failure to pay compensation to the Debtor for his services ... constitutes a
fraudulent conveyance from the Debtor to the Debtor and his non-debtor spouse, [which] arises
under either an actual fraud analysis or one relying on constructive fraud.” Trustee's Post–Trial
Memorandum, p. 26. 20  Under this theory, Benson Fischer's failure to take any salary, done with
actual intent to hinder or delay his creditors, or while insolvent and for lack of fair consideration,
transferred to himself and his wife nonexempt individual property (i.e., salary) to exempt jointly
owned property (i.e., equity in MBI).



http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000020&cite=MDCLS15-201&originatingDoc=I09df919dfda911ddbc7bf97f340af743&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000020&cite=MDCLS15-201&originatingDoc=I09df919dfda911ddbc7bf97f340af743&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000020&cite=MDCLS15-201&originatingDoc=I09df919dfda911ddbc7bf97f340af743&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000020&cite=MDCLS15-201&originatingDoc=I09df919dfda911ddbc7bf97f340af743&refType=SP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_4b24000003ba5





In re Fischer, 411 B.R. 247 (2009)


 © 2020 Thomson Reuters. No claim to original U.S. Government Works. 24


20 Under Maryland law, an actual fraudulent transfer is defined as:
Every conveyance made and every obligation incurred with actual intent, as distinguished from intent presumed in law, to hinder,
delay or defraud present or future creditors, is fraudulent as to both present and future creditors. MD. CODE ANN., Commercial
Law § 15–207 (West 2009).


A constructive fraudulent conveyance is defined as:
Every conveyance made and every obligation incurred by a person who is or will be rendered insolvent by it is fraudulent as to
creditors without regard to his actual intent, if the conveyance is made or the obligation incurred without a fair consideration. MD.
CODE ANN., Commercial Law § 15–204 (West 2009).


[17]  [18]  The evidence established that Benson Fischer failed to take a salary with an expectation
that his equity interest in MBI would increase in value, which, as already noted, he expressly
concedes. See, supra, p. 11, fn. 8. Thus, Fischer failed to take any salary with the intention of
converting nonexempt salary to exempt stock held by the entirety. The evidence also established
that Fischer did so in bad *265  faith and with actual intent to hinder or delay his creditors. See,
supra, Section II. B.2. 21  The evidence further established that Fisher was insolvent at the time
he incorporated MBI. 22


21 Maryland courts continue to apply the “badges of fraud” analysis to determine whether actual fraud exists. Among the generally
recognized badges of fraud are the insolvency or indebtedness of the transferor, lack of consideration for the conveyance, relationship
between the transferor and the transferee, the pendency or threat of litigation, secrecy or concealment, departure from usual method
of business, the transfer of the debtor's entire estate, the reservation of benefit to the transferor, and the retention by the debtor of
the possession of the property. In re Colandrea, 17 B.R. 568, 580 (Bankr.D.Md.1982). Here, virtually all of the badges are present:
The beneficiary of the transfer was Fischer's wife, Fischer received no consideration for the transfer, he agreed to not take a salary
at a time that there were substantial unpaid judgments against him personally (which he was aware of), no persuasive testimony
established that the MBI structure was Benson Fischer's (as opposed to Sheldon Fischer's) usual way of doing business, and Fischer
retained the benefit of the value of his services.


22 In Maryland, a person is insolvent if the “present fair market value of his assets is less than the amount required to pay his probable
liability on his existing debts as they become absolute and matured.” MD. CODE ANN., Commercial Law § 15–202 (West 2009).
The term “assets” is, in relevant part, defined as “property of a debtor not exempt from liability for his debts.” MD. CODE ANN.,
Commercial Law § 15–201(b)(1). (West 2009). Thus, in determining whether Fischer was insolvent with respect to his individual
debts, such as the Paley Rothman judgment, the Court disregards the assets Fisher held with his wife as tenants by the entirety.


[19]  [20]  For purposes of analyzing the Trustee's claim, the Court assumes that Fischer's failure
to take a salary with the intention of increasing the value of the MBI stock constitutes a “transfer”
to Fischer and his wife because it converted the value of the services into the value of the stock. 23


Further, Fischer did not receive fair consideration from Mona for the transfer to her of the value of
his services. The dispositive question that remains is: Can personal services be deemed “property”
for purposes of the Maryland fraudulent conveyance law? The parties did not provide the Court
with any legal authority on this question.


23 It is established in Maryland law that, where one spouse uses individually owned, nonexempt funds to pay the principal on a mortgage
loan on property held in a tenancy by the entirety, the creditors of the paying spouse can assert a fraudulent conveyance claim. See
Cruickshank Wallace v. County Banking and Trust Co., 165 Md.App. 300, 328 and fn. 15, 885 A.2d 403 (2005). Thus, the conversion
of nonexempt property to exempt property can provide the basis for a fraudulent conveyance under Maryland law.
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The Court has not found any Maryland case law directly on point, but there is one case that touches
the issue. In Sunderland v. Ebling, 125 Md. 686, 94 A. 344, the Maryland Court of Appeals, citing
cases and treatises, held that the “law implies no promise to pay for services rendered by members
of a family to each other,” and, further, that “[n]o action can be maintained for such services, in
the absence of an express contract or engagement to pay for them.” Id. at 345 (citations omitted).


On this issue, the Fourth Circuit determined


that the great weight of authority, in many other jurisdictions, approves the
principle that a debtor, even though insolvent, has committed no fraud in law or
in fact by giving his labor away, for by so doing he has not concealed, withheld
or disposed of anything on which his creditors have any claim in law or in equity;
and, generally, this rule applies with equal force although the relationship *266
of the debtor and his employer is that of husband and wife.


Studds v. Fidelity and Deposit Co. of Md., 267 F.2d 875, 876 (4th Cir.) (citing 28 A.L.R. 1046 and
37 C.J.S. Fraudulent Conveyances), cert. den. 361 U.S. 876, 80 S.Ct. 140, 4 L.Ed.2d 114 (1959).
And the Fourth Circuit further stated “that Virginia has adopted the majority view....” Id. at 877
(citing Childress v. Fidelity & Cas. Co. of NY, 194 Va. 191, 72 S.E.2d 349, 353 (1952)).


The relevance of this majority view to the case at bar is best summed up by the Supreme Court
of Alabama: “Manifestly, such a donation of labor or services presents no analogy to a donation
of property which is subject to the claims of creditors, and the rules of law that govern fraudulent
conveyances can have no application.” Most Worshipful Grand Lodge of Alabama Ancient Free
and Accepted Masons v. Allen, 208 Ala. 292, 94 So. 343, 344 (1922). See also Krebs v. Lay, 222
Or. 278, 352 P.2d 577 (1960); SASCO 1997 NI, LLC v. Zudkewich, 2007 WL 1827257 at **16–18
(N.J.Super.A.D.2007) (citing cases, including Studds, supra ).


The Court will enter judgment for the Defendants on this count.


E. Claim Nos. 15 and 16 (in Bankruptcy Case No. 03–13704)
[21]  The Trustee filed a claim on behalf of Sheldon Fischer (Claim No. 15) and, in response,
Sheldon and Ann Fischer filed a Reply to Proof of Claim Filed by Trustee, which stated that they
“never requested that [the Trustee] do so” and that they “do not want the Trustee to administer the
claim on their behalf.” Docket No. 383 at p. 1. The Trustee also filed Claim No. 16 on behalf of the
Posners. In response, the Posners filed a Reply to Proof of Claim Filed by Trustee in which they
stated that they “never requested that [the Trustee] do so” and that they “do not want the Trustee
to administer the claim on their behalf.” Docket No. 385 at p. 1. The Trustee has not cited any
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authority that would obligate a creditor who does not want its claim administered to subject its
claim to bankruptcy administration. Accordingly, the Court will disallow Claim Nos. 15 and 16.


F. Exclusion of DX 57–59
[22]  In Section III.B.3, the Court addressed at some length the controversy over Benson and Mona
Fischer's MBI stock certificates. These issues were also addressed in the Order Denying as Moot
Motion to Determine that Sheldon Fischer Waived the Attorney–Client Privilege (Docket No. 234
in Adv. Pro. 05–01011, entered June 19, 2007) (the “June 19 Order”). In the June 19 Order, the
Court excluded DX 10 and 55 for the following reason:


As pertinent to this ruling, [Benson Fischer] has stipulated that the copies of
the MBI certificates (DX 10 and DX 55) which he previously proffered to be
copies of original certificates, are not, in fact, copies of DX 57–59. Therefore,
DX 10 and DX 55 are not “duplicates”—as that term is defined in Fed R. Evid.
1001(4)—of the certificates that the Debtor now contends are the actual, original
certificates. Accordingly, DX 10 and DX 55 are not admissible as duplicates
of DX 57–59. See Fed.R.Evid. 1002; 1003. Further, a “genuine question” has
been raised as to the authenticity and availability of the original document of
which DX 10 and DX 55 are duplicates. See Fed.R.Evid. 1003. Accordingly, DX
10 and DX 55 are not admissible as duplicates of the unavailable, unidentified
original document from which they were duplicated.


*267  June 19 Order at p. 5 (footnote omitted). The Court deferred ruling on the admissibility of
DX 57–59. For the reasons set forth herein, the Court will deny the admissibility of DX 57–59.


DX 57–59 were produced for the first time in this litigation midway through trial. They were
produced by Sheldon Fischer, who was the Chairman and Vice President and (according to the
exhibits themselves) the Secretary–Treasurer of MBI, a party defendant. There is no dispute that
the exhibits were the subject of discovery requests, and that they certainly were important, highly
relevant documents. Under these circumstances, the late production of these documents constitutes
unfair prejudice and surprise to the Trustee. See Fed.R.Evid. 403.


G. Motion to Dismiss (in Bankruptcy Case No. 03–13704)
[23]  In the Motion to Dismiss, Fischer argues that cause exists to dismiss this case because “there
are no assets available to satisfy the claims of [Fischer's] unsecured creditors and there will be no
distribution in this case.” Motion to Dismiss, p. 2, ¶ 7. Based on the record, however, the Court
will deny the Motion to Dismiss.
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The Hartford Fire Insurance Company (“Hartford”) filed a claim (Claim No. 7) that appears to
constitute a debt of Fischer's on which his wife is also a co-obligor. Hartford initially filed Claim
No. 2 in this bankruptcy case, based on a “Contingent subrogation claim based upon indemnity
agreement re: appeal bond” that arose out of an action in Montgomery County Circuit Court
captioned as The Fischer Brewing Co., et al. v. Paley, Rothman, et al. (Case No. 218733). By order
of that court, the full amount of that appeal bond ($30,134.95) was ultimately tendered to Paley
Rothman, which, in turn, executed an assignment of the full amount to Hartford.


The “General Indemnity Agreement” which is attached to the Appeal Bond (filed with both
Claim No. 2 and Claim No. 7) includes a list of the indemnitors with their signatures
and identifying information. This list is preceded by the following statement: “WE HAVE
READ THIS INDEMNITY AGREEMENT CAREFULLY. THERE ARE NO SEPARATE
AGREEMENTS OR UNDERSTANDINGS WHICH IN ANY WAY LESSEN OUR
OBLIGATIONS AS ABOVE SET FORTH.” (capitalization and boldface in original). Fischer's
wife, Mona Fischer, is one of the Indemnitors.


Claim No. 7 is based in part on the indemnity agreement. Attached to it is a document dated
February 22, 2005 stating that since its payment of the $30,134.95 to Paley Rothman, “Hartford
has received $15,543.39 from Stanley Goldschmidt, a co-obligor on that bond.” Claim No. 7,
which Hartford refers to as an “Amended Proof of Claim,” lists the original claim of $30,134.95
and specifies $14,591.56 (the remainder after Stanley Goldschmidt's payment is subtracted) as its
unsecured nonpriority claim.


On September 1, 2004, Fischer filed the Motion to Dismiss, in which he stated that “there is only
one joint unsecured debt for a small amount. That is the claim for Hartford Insurance on a surety
bond. This claim has been paid by co-debtor, Stanley Goldschmidt.” Renewed Motion, pp. 1–2, ¶
4. Other than the partial payment made by Goldschmidt, however, the record is devoid of evidence
of any additional payments. Further, the proof of claim filed by Hartford has not been withdrawn,
and no objection to it has been sustained. Therefore, there appears to be at least $14,591.56 of
unsecured debt jointly owed by Fischer and his wife, which amount of their tenants-by-the-entirety
property is subject to administration by *268  the Trustee for the benefit of creditors. Accordingly,
dismissal of this bankruptcy case is inappropriate.


Furthermore, the Court notes that the Trustee has intervened as a party in a pending action in D.C.
Superior Court which may result in further recovery by the Trustee that would benefit creditors of
Benson Fischer, thereby making dismissal even more inappropriate at this point. For these reasons,
the Court will deny the Motion to Dismiss.
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CONCLUSION


For the foregoing reasons, the Court will: (1) deny the relief sought in the Amended Complaint
and enter judgment in favor of Defendants; (2) overrule the Joint Objection; (3) disallow Claim
Nos. 15 and 16, and sustain the objections thereto; (4) exclude DX 57–59; and (5) deny the Motion
to Dismiss.


All Citations


411 B.R. 247


End of Document © 2020 Thomson Reuters. No claim to original U.S. Government Works.
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403 B.R. 79
United States Bankruptcy Court, D. Idaho.


In re Patrick Franklin GANIER and Marcie Cseplo Ganier, Debtors.
Jeremy Gugino, Plaintiff,


v.
Paul Orlando, Patrick Franklin Ganier, and Marcie Cseplo Ganier, Defendants.


Bankruptcy No. 08–00561–TLM.
|


Adversary No. 08–06058–TLM.
|


Jan. 16, 2009.


Synopsis
Background: Chapter 7 trustee filed adversary complaint, seeking to avoid certain pre-bankruptcy
transfers made by debtors as fraudulent. Debtors filed motion to dismiss.


[Holding:] The Bankruptcy Court, Terry L. Myers, Chief Judge, held that trustee's allegations
regarding debtors' eve-of-bankruptcy conversion of non-exempt funds into an exempt retirement
account and into exempt equity in their homestead stated a claim for a fraudulent transfer.


Motion to dismiss denied.


West Headnotes (15)


[1] Bankruptcy Judgment or Order
Consideration of “affidavit” filed by Chapter 7 debtors in support of their motion to dismiss
trustee's fraudulent avoidance complaint did not require the bankruptcy court to consider
debtors' motion as a motion for summary judgment where the affiant was debtors' counsel,
and the affidavit did nothing more than provide copies of pleadings and papers in the
underlying Chapter 7 case file, including schedules, statement of financial affairs, a Rule
2004 motion and order, and a copy of the court docket. Fed.Rules Bankr.Proc.Rule 7012,
11 U.S.C.A.; Fed.Rules Civ.Proc.Rule 12(b)(6), (d), 28 U.S.C.A.
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1 Cases that cite this headnote


[2] Bankruptcy Judgment or Order
Under the rule governing motions to dismiss for failure to state a claim upon which
relief can be granted, a court may consider matters that are subject to judicial notice,
without transforming the motion to dismiss into one for summary judgment. Fed.Rules
Bankr.Proc.Rule 7012, 11 U.S.C.A.; Fed.Rules Civ.Proc.Rule 12(b)(6), (d), 28 U.S.C.A.


1 Cases that cite this headnote


[3] Bankruptcy Pleading;  dismissal
In light of the Supreme Court's decision in Bell Atlantic Corp. v. Twombly, a complaint
attacked for failure to state a claim upon which relief can be granted needs to give the
defendant fair notice of what the claim is and the grounds upon which it rests, and does
not need detailed factual allegations, though it must set forth more than mere labels
and conclusions. Fed.Rules Bankr.Proc.Rule 7012, 11 U.S.C.A.; Fed.Rules Civ.Proc.Rule
12(b)(6), 28 U.S.C.A.


1 Cases that cite this headnote


[4] Bankruptcy Pleading;  dismissal
Under the Supreme Court's decision in Bell Atlantic Corp. v. Twombly, for a complaint to
survive a motion to dismiss for failure to state a claim upon which relief can be granted,
the factual allegations must be sufficient to raise a right to relief above the speculative
level, on the assumption that all the allegations in the complaint are true, even if doubtful
in fact. Fed.Rules Bankr.Proc.Rule 7012, 11 U.S.C.A.; Fed.Rules Civ.Proc.Rule 12(b)(6),
28 U.S.C.A.


1 Cases that cite this headnote


[5] Bankruptcy Pleading;  dismissal
Asking for plausible grounds to infer a claim does not impose a probability requirement
at the pleading stage; it simply calls for enough facts to raise a reasonable expectation
that discovery will reveal evidence of the claim. Fed.Rules Bankr.Proc.Rule 7012, 11
U.S.C.A.; Fed.Rules Civ.Proc.Rule 12(b)(6), 28 U.S.C.A.
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[6] Bankruptcy Pleading;  dismissal
Well-pleaded complaint may proceed, despite a motion to dismiss for failure to state a
claim upon which relief can be granted, even if it strikes a savvy judge that actual proof
of those facts is improbable, and that a recovery is very remote and unlikely. Fed.Rules
Bankr.Proc.Rule 7012, 11 U.S.C.A.; Fed.Rules Civ.Proc.Rule 12(b)(6), 28 U.S.C.A.


[7] Bankruptcy Pleading;  dismissal
Dismissal without leave to amend is improper unless it is beyond doubt that the complaint
could not be saved by any amendment. Fed.Rules Bankr.Proc.Rule 7012, 11 U.S.C.A.;
Fed.Rules Civ.Proc.Rule 12(b)(6), 28 U.S.C.A.


[8] Bankruptcy Pleading;  dismissal
Although factual “findings” are improper in a situation involving a motion to dismiss,
recitations of salient factual assertions in the complaint are acceptable. Fed.Rules
Bankr.Proc.Rule 7012, 11 U.S.C.A.; Fed.Rules Civ.Proc.Rule 12, 28 U.S.C.A.


[9] Bankruptcy Proceedings
Chapter 7 debtors' claimed exemption in an individual retirement account (IRA), which
was not contested, would be allowed. West's I.C.A. § 11–604A.


1 Cases that cite this headnote


[10] Bankruptcy Preference, fraudulent transfer, or concealment
Debtor's conversion of non-exempt assets into exempt assets on the eve of bankruptcy is
not fraudulent per se.


2 Cases that cite this headnote


[11] Bankruptcy Nature and Form of Transfer
Bankruptcy Preference, fraudulent transfer, or concealment
Although not per se fraudulent, a debtor's pre-bankruptcy transfers of non-exempt assets
into exempt assets are also not per se proper and insulated from scrutiny and possible
avoidance. 11 U.S.C.A. § 548(a).



http://www.westlaw.com/Browse/Home/KeyNumber/51/View.html?docGuid=I2872a369082411deb7e683ba170699a5&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Browse/Home/KeyNumber/51k2162/View.html?docGuid=I2872a369082411deb7e683ba170699a5&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000611&cite=USFRBPR7012&originatingDoc=I2872a369082411deb7e683ba170699a5&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000611&cite=USFRBPR7012&originatingDoc=I2872a369082411deb7e683ba170699a5&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000600&cite=USFRCPR12&originatingDoc=I2872a369082411deb7e683ba170699a5&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_61d20000b6d76

http://www.westlaw.com/Browse/Home/KeyNumber/51/View.html?docGuid=I2872a369082411deb7e683ba170699a5&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Browse/Home/KeyNumber/51k2162/View.html?docGuid=I2872a369082411deb7e683ba170699a5&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000611&cite=USFRBPR7012&originatingDoc=I2872a369082411deb7e683ba170699a5&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000600&cite=USFRCPR12&originatingDoc=I2872a369082411deb7e683ba170699a5&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_61d20000b6d76

http://www.westlaw.com/Browse/Home/KeyNumber/51/View.html?docGuid=I2872a369082411deb7e683ba170699a5&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Browse/Home/KeyNumber/51k2162/View.html?docGuid=I2872a369082411deb7e683ba170699a5&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000611&cite=USFRBPR7012&originatingDoc=I2872a369082411deb7e683ba170699a5&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000611&cite=USFRBPR7012&originatingDoc=I2872a369082411deb7e683ba170699a5&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000600&cite=USFRCPR12&originatingDoc=I2872a369082411deb7e683ba170699a5&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Browse/Home/KeyNumber/51/View.html?docGuid=I2872a369082411deb7e683ba170699a5&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Browse/Home/KeyNumber/51k2802/View.html?docGuid=I2872a369082411deb7e683ba170699a5&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000007&cite=IDSTS11-604A&originatingDoc=I2872a369082411deb7e683ba170699a5&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/RelatedInformation/DocHeadnoteLink?docGuid=I2872a369082411deb7e683ba170699a5&headnoteId=201825710200920200713153144&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=CitingReferences&contextData=(sc.Default)

http://www.westlaw.com/Browse/Home/KeyNumber/51/View.html?docGuid=I2872a369082411deb7e683ba170699a5&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Browse/Home/KeyNumber/51k2798/View.html?docGuid=I2872a369082411deb7e683ba170699a5&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/RelatedInformation/DocHeadnoteLink?docGuid=I2872a369082411deb7e683ba170699a5&headnoteId=201825710201020200713153144&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=CitingReferences&contextData=(sc.Default)

http://www.westlaw.com/Browse/Home/KeyNumber/51/View.html?docGuid=I2872a369082411deb7e683ba170699a5&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Browse/Home/KeyNumber/51k2645/View.html?docGuid=I2872a369082411deb7e683ba170699a5&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Browse/Home/KeyNumber/51/View.html?docGuid=I2872a369082411deb7e683ba170699a5&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Browse/Home/KeyNumber/51k2798/View.html?docGuid=I2872a369082411deb7e683ba170699a5&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS548&originatingDoc=I2872a369082411deb7e683ba170699a5&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_8b3b0000958a4





In re Ganier, 403 B.R. 79 (2009)


 © 2020 Thomson Reuters. No claim to original U.S. Government Works. 4


5 Cases that cite this headnote


[12] Bankruptcy Preference, fraudulent transfer, or concealment
Facts matter, in determining whether a debtor's pre-bankruptcy conversion of non-exempt
assets into exempt assets is fraudulent.


[13] Bankruptcy Nature and Form of Transfer
Bankruptcy Preference, fraudulent transfer, or concealment
There is no absolute safe harbor for bankruptcy exemption planning, for fraudulent
avoidance purposes. 11 U.S.C.A. § 548(a).


1 Cases that cite this headnote


[14] Bankruptcy Pleading
Chapter 7 trustee stated a claim for a fraudulent transfer by alleging that, on the eve of
bankruptcy, debtors received non-exempt tax refunds totaling $60,195.00, that these tax
refunds represented substantially all of debtors' non-exempt and unencumbered assets,
that only hours prior to filing debtors deposited $2,500.00 of the refunds into an exempt
retirement account, that debtors did not disclose this transfer in their statement of financial
affairs (SOFA), that in the month before filing debtors transferred a total of $29,625.00
to a secured creditor holding a deed of trust on their property, that the first three transfers
to secured creditor were a “down payment” on debtors' residence and the last represented
“prepayment” of three mortgage installments, that none of these transfers were disclosed
in the SOFA, that debtors claimed their residence as their homestead and the equity therein
as exempt, and that debtors scheduled $112,143.90 in nonpriority unsecured debt. 11
U.S.C.A. § 548(a).


[15] Bankruptcy Preference, fraudulent transfer, or concealment
In determining whether a debtor's pre-bankruptcy conversion of non-exempt assets into
exempt assets was fraudulent, the “magnitude of transfer” issue must be viewed as
inherently case-specific.


2 Cases that cite this headnote
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Attorneys and Law Firms


*81  Jeremy Gugino, Boise, ID, pro se.


Paul Orlando, Meridian, ID, pro se.


Randal J. French, Boise, ID, for Defendants.


MEMORANDUM OF DECISION


TERRY L. MYERS, Chief Bankruptcy Judge.


INTRODUCTION
The chapter 7 trustee, Jeremy Gugino (“Trustee”) filed this adversary proceeding to obtain a
judgement avoiding certain prebankruptcy transfers made by debtors, Patrick Franklin Ganier
and Marcie Cseplo Ganier (“Debtors”) as fraudulent. See § 548(a). 1  Debtors responded with a
motion to dismiss the complaint under Fed.R.Civ.P. 12(b)(6), made applicable by Fed. R. Bankr.P.
7012, alleging Trustee “failed to state a claim for which relief may be granted.” See Doc. No. 3
(“Motion”). The *82  Motion was briefed, argued, and taken under advisement. 2


1 Unless otherwise indicated, all statutory references are to the Bankruptcy Code, 11 U.S.C. §§ 101–1532.


2 Trustee sued not just Debtors but also an individual, Paul Orlando, who allegedly received certain of the transfers, contending that
recovery could be had against Orlando as an initial transferee under § 550(a). Orlando has not answered the complaint, and is not
party to the Motion.


The Court determines that the Motion will be denied.


STANDARD
Rule 12 provides in pertinent part:


(b) How to Present Defenses. Every defense to a claim for relief in any pleading must be
asserted in the responsive pleading if one is required. But a party may assert the following
defenses by motion:


...


(6) failure to state a claim upon which relief can be granted....


(d) Result of Presenting Matters Outside the Pleadings. If, on a motion under Rule 12(b)
(6) or 12(c), matters outside the pleadings are presented to and not excluded by the court, the
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motion must be treated as one for summary judgment under Rule 56. All parties must be given
a reasonable opportunity to present all the material that is pertinent to the motion.


Fed.R.Civ.P. 12.


[1]  [2]  Debtors filed an “affidavit” in support of the Motion. See Doc. No. 5. The affiant is
Debtors' counsel, and the affidavit does nothing more than provide copies of pleadings and papers
in the underlying chapter 7 case file (schedules, statement of financial affairs, a Rule 2004 motion
and order, and a copy of the court docket). Consideration of this material does not require that the
motion be construed or considered as a motion for summary judgment under Rule 12(d). Gibson
v. Ada County, 2008 WL 4889895 at *2 (D.Idaho Nov.12, 2008). 3


3 The Idaho District Court held that under Rule 12(b)(6), a court may consider matters that are subject to judicial notice, without
transforming the motion to dismiss into one for summary judgment under Rule 12(d). Id. (citing Mullis v. United States Bankruptcy
Court, 828 F.2d 1385, 1388 (9th Cir.1987), and Disabled Rights Action Comm. v. Las Vegas Events, Inc., 375 F.3d 861, 866 n. 1
(9th Cir.2004)).


The Court therefore analyzes the Motion under Rule 12(b)(6), not Rule 56, standards.


[3]  [4]  [5]  [6]  [7]  In Gibson, the Idaho District Court noted that, in light of Bell Atlantic
Corp. v. Twombly, 550 U.S. 544, 127 S.Ct. 1955, 167 L.Ed.2d 929 (2007), a complaint attacked
under Rule 12(b)(6) needs to “give the defendant fair notice of what the ... claim is and the grounds
upon which it rests” and does not need detailed factual allegations, though it must set forth more
than mere labels and conclusions. Gibson, 2008 WL 4889895 at *1. 4  Under Twombly, *83  the
factual allegations must be sufficient “to raise a right to relief above the speculative level, on the
assumption that all the allegations in the complaint are true (even if doubtful in fact).” Twombly,
550 U.S. at 556, 127 S.Ct. at 1965. It further explains:


4 There was a prior and oft-quoted Rule 12(b)(6) standard. As stated in Zimmer v. PSB Lending Corp. (In re Zimmer), 313 F.3d 1220,
1222 (9th Cir.2002):


A motion to dismiss for failure to state a claim should only be granted if it “appears beyond doubt that the plaintiff can prove no
set of facts in support of his claim which would entitle him to relief.” Conley v. Gibson, 355 U.S. 41, 45–46, 78 S.Ct. 99, 2 L.Ed.2d
80 (1957); see also [Blyler v. Hemmeter (In re Hemmeter) ], 242 F.3d [1186 (9th Cir.2001)] at 1189.


See also North Slope Borough v. Rogstad (In re Rogstad), 126 F.3d 1224, 1228 (9th Cir.1997); Educ. Credit Mgmt. Corp. v. McBurney
(In re McBurney), 357 B.R. 536, 539 (9th Cir.BAP2006). The bankruptcy court in Miller v. McDougal Bros. Invs., 2008 WL 4224504
(Bankr.D.Or. Sept.15, 2008), suggests that Twombly “supercedes” the Conley standard. Id. at *2 n. 2. This is a fair characterization.
The Supreme Court noted that Conley had been read and applied too literally and without respecting the context in which it was
written. Therefore, the Supreme Court concluded in Twombly that the Conley construct had been “questioned, criticized, and explained
away long enough” and “after puzzling the legal profession for 50 years, this famous observation has earned its retirement. The phrase
is best forgotten as an incomplete, negative gloss on an accepted pleading standard[.]” 550 U.S. at 561–63, 127 S.Ct. at 1968–69.


[a]sking for plausible grounds to infer [a claim] does not impose a probability requirement at the
pleading stage; it simply calls for enough facts to raise a reasonable expectation that discovery
will reveal evidence of [the claim]. And, of course, a well-pleaded complaint may proceed even
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if it strikes a savvy judge that actual proof of those facts is improbable, and that a recovery is
very remote and unlikely.
Id. (quotations omitted). 5


5 Gibson also observed that a dismissal under the Rule “may be appropriate when the plaintiff has included sufficient allegations
disclosing some absolute defense or bar to recovery.” No such impediment is found here. Even if it were, Gibson finds that a “dismissal
without leave to amend is improper unless it is beyond doubt that the complaint ‘could not be saved by any amendment.’ ” Gibson,
2008 WL 4889895 at *1–*2 (citations omitted).


[8]  These standards are applied by the Court to the Motion and the underlying complaint.


FACTS 6


6 Factual “findings” are, of course, improper in a Rule 12 situation, but recitations of salient factual assertions in the complaint are
acceptable. See Hemmeter, 242 F.3d at 1189 n. 1. The Court here sets out these “facts” only for context in applying the Rule 12(b)
(6) standards to the allegations in the complaint.


[9]  On March 28, 2008, Debtor filed a joint petition for relief under chapter 7. Their schedules
and statement of financial affairs were filed two weeks later, on April 11. Debtors disclosed on
schedule B, among other assets, $2,500 in an Edward Jones IRA. This asset was claimed as exempt
under Idaho Code 11–604A on Debtors' schedule C. 7  The exemption was not contested. 8


7 Debtors also disclosed as assets $11,128.37 in a Kindred Human Resources 401(k) and $37,718.25 in a New York Life Insurance and
Annuity Corporation IRA, and claimed both as exempt under Idaho Code § 11–604A. Trustee makes no improper transfer assertions
related to these two accounts.


8 The exemption is therefore allowed. Taylor v. Freeland & Kronz, 503 U.S. 638, 112 S.Ct. 1644, 118 L.Ed.2d 280 (1992) (holding
that a debtor's claimed exemption, even if wholly without merit and devoid of a statutory basis, was nevertheless allowable because
the objecting party did not file an objection until well past the Rule 4003(b) thirty-day deadline); see also Rainsdon v. Farson (In
re Farson), 387 B.R. 784, 797 (Bankr.D.Idaho 2008).


Trustee's complaint notes that Debtors received tax refunds for 2005, 2006 and 2007 in March,
2008—just prior to filing their March 28, 2008, bankruptcy petition—collectively totaling
$60,195.00. 9  Trustee alleges that the tax refunds represent substantially all of Debtors' non-exempt
and unencumbered assets at the time.


9 The statement of financial affairs bears out the assertion. See Case No. 08–00561–TLM at Doc. No. 15. Trustee's complaint alleges
that the tax refunds were received on March 8, 2008. The statement of financial affairs indicates only that they were received in “3/08.”


*84  According to Trustee, on March 28, only hours prior to filing, $2,500.00 of these tax refunds
were deposited to create the Edward Jones IRA account. Debtors did not disclose this transfer in
their statement of financial affairs. Trustee contends that this transfer of nonexempt funds into an
exempt retirement account is subject to avoidance under § 548(a) as a transfer made with actual
intent to hinder, delay or defraud creditors.


Trustee also alleges that between February 23 and March 28, 2008, Debtors made a series of
transfers to Defendant Paul Orlando totaling $29,625.00. 10  No transfers to Orlando were disclosed
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in the statement of financial affairs. Orlando is disclosed, however, on Debtors' schedule D as
a secured creditor holding a “3/08” deed of trust on Debtors' property located at 3874 S. Milan
Way, Meridian, Idaho. Trustee alleges that the first three transfers were a “down payment” on
Debtors' purchase of the residence and that the last, $5,625.00, represented “prepayment” of April,
May and June mortgage installments. Debtors' schedules value that property at $325,000.00 and
assert Orlando's claim is $300,000.00. Debtors claim the Milan property as their homestead and
the equity therein exempt up to a maximum of $100,000.00. 11  Trustee alleges that the transfers
of nonexempt funds to Orlando, which created and then increased the exempt equity in Debtors'
homestead, are avoidable under § 548(a) as transfers made with the actual intent to hinder, delay
and/or defraud creditors. 12


10 The transfers were: February 23 ($750.00); March 7 ($10,000.00); March 14 ($13,250.00); and an unspecified day in March, but
prior to March 28 ($5,625.00).


11 As with the exemptions in the IRA and 401(k) accounts, the homestead exemption was never objected to by Trustee or any creditor.


12 The $2,500.00 Edward Jones transfer and the $29,625.00 Orlando transfers clearly do not account for all of the $60,195.00 in refunds
received the month of filing. However, the adversary proceeding before the Court addresses only potential avoidance of the described
transfers.


DISCUSSION AND DISPOSITION
[10]  Debtors argue, correctly, that the conversion of non-exempt assets into exempt assets on the
eve of bankruptcy is not fraudulent per se. Gill v. Stern (In re Stern), 345 F.3d 1036, 1044 (9th
Cir.2003). Stern stated: “Here, the principal evidentiary inference relied upon by the Trustee is
that non-exempt assets were converted to exempt assets immediately prior to bankruptcy.... [T]his
inference is insufficient as a matter of law to establish a fraudulent transfer.” Id.


[11]  But, a recent Ninth Circuit Bankruptcy Appellate Panel decision explains that even though
not per se fraudulent, prebankruptcy transfers of nonexempt assets into exempt assets are also
not per se insulated from avoidance. Wolkowitz v. Beverly (In re Beverly), 374 B.R. 221 (9th
Cir.BAP2007), aff'd 551 F.3d 1092 (9th Cir.2008). 13  Accord Fitzgerald v. Hawkins (In re
Hawkins), 91 I.B.C.R. 54, 55 (Bankr.D.Idaho 1991) (“While the fact that [debtors] may have
availed themselves of the annuity contract exemption on the eve of the filing of their bankruptcy
case is not, in itself, conclusively fraudulent, Plaintiff is entitled to an opportunity to present other
evidence of their fraudulent intent. This proof may come from showing the *85  existence of a
variety of factors, or ‘badges of fraud.’ ”).


13 The portion of the Uniform Fraudulent Transfer Act (“UFTA”) asserted by Beverly's trustee was that allowing avoidance of “actually
fraudulent” transfers, i.e., those made with actual intent to hinder, delay or defraud creditors. 374 B.R. at 235. It is thus the same sort
of actual fraud contention as Trustee raises here under § 548(a).
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In Beverly, the BAP reversed a trial court's determination that the protection given to a marital
settlement agreement and exemption planning generally also blocked the exercise of the trustee's
avoidance powers including those under the UFTA and § 548. 374 B.R. at 229. 14  The BAP stated:


14 The BAP not only reversed the bankruptcy court's judgment for the debtor, it remanded the matter with instructions to enter judgment
for the trustee. 374 B.R. at 246.


The bankruptcy planning dispute presented in these related appeals requires us to transit waters
made turbulent by cross-currents of exemptions, fraudulent transfer, denial of discharge, and
divorce. We publish to dispel the myth that the toleration of bankruptcy planning for some
purposes insulates such planning from all adverse consequences—it does not. In matters of
bankruptcy and insolvency planning, supposed safe harbors from one danger are exposed
to dangers from other quarters and may, in any event, be too small to shelter large capital
transactions.
374 B.R. at 226 (emphasis added).


In Beverly, the BAP considered Stern and determined that:


the Stern ruling was that, in the absence of any direct evidence regarding intent,
the circumstantial evidence of repositioning assets from a (fully or partially)
exempt IRA to an exempt pension plan before filing a short-lived chapter 11 ...
was “unspectacular” and inadequate, standing alone, to support a finding of
actual intent to hinder, delay, or defraud creditors.


374 B.R. at 241. The BAP concluded that “Stern materially differs” from the situation in Beverly,
in part because “the challenged transfer [in Stern did not] involve an entirely nonexempt asset;
rather, it was a transfer of an exempt IRA to an exempt pension plan” and also because “there [was
not in Stern ] direct evidence probative of intent.” Id.


Beverly was recently affirmed in part by the Ninth Circuit in an exceedingly brief decision. 551
F.3d 1092. As to transfer avoidance, the Ninth Circuit said:


The BAP held that the Beverlys' transfer of assets through a marital settlement
agreement was an avoidable transfer pursuant to 11 U.S.C. § 544(b) and [the
UFTA]. The BAP also rejected the argument that our decision in Gill v. Stern
(In re Stern), 345 F.3d 1036 (9th Cir.2003), allowed the transfer in this case. We
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have jurisdiction to consider the avoidance claims ... and adopt as our own the
well-reasoned BAP opinion, In re Beverly, 374 B.R. 221.


Id. In affirming Beverly, the Ninth Circuit adopted the BAP's reading of Stern.


[12]  [13]  As Beverly concludes, “[t]he perennial difficulty [is] that the boundary between a
legitimate and a fraudulent exemption [is] difficult to discern. As explained in the contemporary
Collier treatise, ‘[T]he distinction is often a close one and depends entirely on the facts.’ ” 374
B.R. at 244 (citing 1A Collier on Bankruptcy ¶ 6.11[3] (14th ed.1978)). The upshot is clear, and
not particularly surprising. Facts matter. The prebankruptcy conversion of non-exempt assets to
exempt assets is not per se fraudulent, but neither is it per se proper and insulated from scrutiny
and possible avoidance. There is no absolute safe harbor for bankruptcy exemption planning.


[14]  [15]  Debtors, having analyzed Beverly, argue that the amounts converted in the present case
to exempt status are far less than the $1,000,000 involved in Beverly, *86   and do not amount to
a sufficiently “large” capital transaction. 15  They further assert that Trustee has not alleged much
if anything beyond the eve-of-filing timing. However, the “magnitude of transfer” issue must be
viewed as case specific. 16  Here, Trustee notes that the tax refunds gathered by Debtors in the
month before filing would have been sufficient to provide a substantial payment to creditors 17


and that, as a result of the conversion of those funds into homestead and IRA exemptions, the case
was filed and noticed out as a “no asset” chapter 7. 18  Secondly, Debtors' failure to disclose their
conduct and the substantial eve of filing transfers of the refunds received is “a fact” that may be
considered in addition to the “mere timing” of the conversion of assets.


15 Beverly stated that “[t]he reality is that cases finding discharge-disqualifying intent to hinder, delay, or defraud creditors typically
involve some combination of large claims of exemption and overtones of overreaching.” 374 B.R. at 245.


16 During oral argument and responding to questions from the Court, Debtors' counsel was unable to identify a monetary amount that
would be sufficiently “large” to be presumptively fraudulent, changing a transfer from permissible to “too much.” Such an inability
to identify a magic number stems from the fact that the determination is inherently case specific.


17 Debtors scheduled $112,143.90 in nonpriority unsecured debt.


18 Trustee later caused to be issued a notice of potential assets and request to file claims under Fed. R. Bankr.P. 3002(c)(5).


In light of the authorities governing Rule 12(b)(6) motions discussed at the outset of this Decision,
and given the presence of factual allegations beyond the mere timing of the conversion of assets,
the Court concludes it would be error to dismiss the complaint as failing to state a claim.


The Motion will be denied by separate order.
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464 B.R. 896
United States Bankruptcy Court, D. Idaho.


In re Gerald G. HALL and Sandra L. Hall, Debtors.


No. 11–01506–JDP.
|


Jan. 6, 2012.


Synopsis
Background: Chapter 7 trustee objected to state law exemption claimed by debtor in annuity
payments from annuity purchased prepetition, on theory that debtors had acquired annuity with
intent to defraud their creditors.


Holdings: The Bankruptcy Court, Jim D. Pappas, J., held that:


[1] badges of fraud surrounding debtors' prepetition purchase of annuity were sufficient to shift to
debtors the burden of showing that their claim of Idaho state law exemption in annuity payments
was proper, but


[2] trustee failed to satisfy ultimate burden of proof on intent issue.


Objection overruled.


West Headnotes (13)


[1] Bankruptcy Proceedings
As objecting party, Chapter 7 trustee bore burden of proving that debtors had not properly
claimed Idaho state law exemption in annuity which they purchased, at time when they
were insolvent, with money traceable to excess proceeds from sale of home, which they
had not reinvested in another residence. Fed.Rules Bankr.Proc.Rule 4003(c), 11 U.S.C.A.;
West's I.C.A. § 41–1836.


1 Cases that cite this headnote
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[2] Bankruptcy Proceedings
Once Chapter 7 trustee presented sufficient evidence to rebut the prima facie validity of
debtors' claimed exemption, burden shifted to debtors to demonstrate that exemption was
proper.


2 Cases that cite this headnote


[3] Exemptions Construction of exemption laws in general
Idaho exemption statutes are liberally construed in favor of debtor.


4 Cases that cite this headnote


[4] Bankruptcy Waiver or Loss of Exemption
Bankruptcy Preference, fraudulent transfer, or concealment
The law tolerates a certain amount of pre-bankruptcy exemption planning, and it is not
per se fraudulent for debtor to convert nonexempt property to exempt property on eve of
bankruptcy filing.


1 Cases that cite this headnote


[5] Bankruptcy Waiver or Loss of Exemption
Bankruptcy Preference, fraudulent transfer, or concealment
Facts matter, and while prebankruptcy conversion of nonexempt assets to exempt assets
is not per se fraudulent, neither is it per se proper and insulated from scrutiny and possible
avoidance; in other words, there is no absolute safe harbor for bankruptcy exemption
planning.


2 Cases that cite this headnote


[6] Bankruptcy Proceedings
Proof of fraudulent intent, of kind sufficient to deny debtor an exemption in annuity
payments on ground that debtor purchased annuity or made premium payments thereon
“with intent to defraud creditors,” must be made by preponderance of evidence.


1 Cases that cite this headnote
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[7] Exemptions Fraudulent conveyance or concealment
Fraudulent intent, of kind sufficient under Idaho law to deny debtor an exemption in
annuity payments on ground that debtor purchased annuity or made premium payments
thereon “with intent to defraud creditors,” may be inferred from presence of certain indicia
or badges of fraud. West's I.C.A. § 41–1836.


1 Cases that cite this headnote


[8] Bankruptcy Proceedings
Badges of fraud surrounding Chapter 7 debtors' prepetition purchase of annuity, at time
when they were already insolvent, with money traceable to excess proceeds from sale of
home, which they had not reinvested in another residence, were sufficient to shift to debtors
the burden of showing that their claim of Idaho state law exemption in annuity payments
was proper and should not be denied as working a fraud on their creditors. Fed.Rules
Bankr.Proc.Rule 4003(c), 11 U.S.C.A.; West's I.C.A. § 41–1836.


[9] Bankruptcy Proceedings
While a close case, Chapter 7 trustee failed, on balance, to satisfy ultimate burden of
showing that, in using $50,000 traceable to excess proceeds from sale of their home,
proceeds that debtors had not reinvested in another residence, in order to acquire annuity
roughly 18 months before their bankruptcy filing, debtors had acted with willful intent
to defraud their creditors, as required under Idaho law to deny debtors' claim of Idaho
state law exemption in annuity payments, though debtors purchased annuity at time when
they were already insolvent and, by depositing proceeds in account belonging to debtor-
wife's mother until they could be used to purchase annuity, engaged in conduct that could
be viewed as attempt to frustrate creditors' collection efforts; debtor-husband testified, by
way of mitigation, that at time he purchased annuity he believed that he could negotiate
settlement of his obligations to creditors, as corroborated by fact that he did negotiate
settlement of much of his debt. Fed.Rules Bankr.Proc.Rule 4003(c), 11 U.S.C.A.; West's
I.C.A. § 41–1836.


1 Cases that cite this headnote


[10] Bankruptcy Exemptions
Congress drafted the Bankruptcy Code to include exemptions in order to facilitate debtor's
fresh start, and debtors ought to be able to make full use of those available exemptions.
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1 Cases that cite this headnote


[11] Exemptions Fraudulent conveyance or concealment
No minimum number of factors tips the scales toward a finding of actual fraudulent intent,
of kind sufficient under Idaho law to deny debtor an exemption in annuity payments upon
ground that debtor purchased annuity or made premium payments thereon “with intent to
defraud creditors”; trier of fact is entitled to find actual intent to defraud based on evidence
in case, even if no “badges of fraud” are present. West's I.C.A. § 41–1836.


[12] Exemptions Evidence
Specific evidence may negate an inference of fraudulent intent, of kind sufficient under
Idaho law to deny debtor an exemption in annuity payments upon ground that debtor
purchased annuity or made premium payments thereon “with intent to defraud creditors”
notwithstanding presence of number of “badges of fraud.” West's I.C.A. § 41–1836.


[13] Bankruptcy Preference, fraudulent transfer, or concealment
While it is difficult to draw line between legitimate bankruptcy planning and intent
to defraud creditors, there must be evidence beyond the mere timing of conversion of
nonexempt to exempt assets in order to show fraud by debtor, and cases finding an intent
to defraud typically involve some combination of large claims of exemption and overtones
of overreaching.


Attorneys and Law Firms


*898  Joseph M. Meier, Cosho Humphrey, LLP, Boise, ID, Attorney for Debtors.


Judy L. Geier, Evans Keane, LLP, Boise, ID, Attorney for Trustee.


MEMORANDUM OF DECISION


JIM D. PAPPAS, Bankruptcy Judge.
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Introduction


The debtors in this case, Gerald Gregory *899  Hall and Sandra Hall 1  filed a chapter 7 2


bankruptcy petition on May 18, 2011. Dkt. No. 1. This decision addresses the Amended Objection
to Debtors' Claims of Exemption filed in that case by the chapter 7 trustee Richard Crawforth
(“Trustee”). Dkt. No. 24. Debtors responded to this objection on August 3, 2011. Dkt. No. 31. The
Court conducted an evidentiary hearing concerning this contested matter on October 18, 2011,
and thereafter invited the parties to submit closing briefs. Dkt. No. 59. When the briefing was
complete, the objection was deemed under advisement.


1 Apparently, Mr. Hall has at times used the names “G. Gregory Hall,” “Gregory Hall,” or “Greg Hall”. In this decision, the Court
refers to him as “Hall” individually, and to “Debtors” when referring to both joint debtors collectively.


2 Unless otherwise indicated, all chapter and section references are to the Bankruptcy Code, 11 U.S.C. §§ 101–1532, and all rule
references are to the Federal Rules of Bankruptcy Procedure, Rules 1001–9037.


The Court has considered the submissions of the parties, the testimony presented, the arguments
of counsel, as well as the applicable law. This Memorandum constitutes the Court's findings of
fact, conclusions of law, and decision resolving the issues. Fed. R. Bankr.P. 7052; 9014.


Facts


Prior to his bankruptcy, Hall had been engaged in the business of real estate development for a
number of years. His business model usually involved the purchase of parcels of real property,
to which he and his business partners would add minimal improvements (such as securing plat
approval for the property), then selling the lots to another developer for a profit. Hr'g. Tr., October
18, 2011 (“Tr.”) at 122. It was Hall's practice to create a separate limited liability corporation for
each tract of land acquired by him and his partners. Tr. at 120–21. Although there were many others,
the limited liability companies implicated in this case were Colony Homes, LLC; Canterbury
Commons, LLC; and S.B. Development, LLC (“SB Dev.”)


Hall's business was successful when the real estate market was booming. However, when the
economy began to sag in 2007, it became significantly more difficult to sell lots. In response, Hall
and his partners elected to change their approach; to make the properties they had acquired more
saleable, they erected what Hall referred to as “vertical construction” on the lots. Tr. at 125–26.
As the Court understands Hall's testimony and this terminology, this means that Hall's companies
started building houses on the lots they owned. In order to obtain financing for this construction,
the companies had to borrow money, and Hall and his business partners were asked to guarantee
those loans.
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In January 2008, Hall, along with others, executed a personal guarantee with Idaho Independent
Bank (“IIB”) for a $1.7 million loan made to SB Dev. Ex. 9. According to the promissory note,
SB Dev. was obliged to make monthly payments on the note, with a balloon payment due on
November 26, 2008. Id. SB Dev. ultimately defaulted on the IIB loan.


Hall also guaranteed two promissory notes executed by Canterbury Commons in favor of Mountain
West Bank (“Mountain West”) in the amounts of $5,000,875 and $1,475,410. Ex. 115. It is
unclear when Hall entered into the agreement to personally guarantee the loans, but the loans were
originally entered into on June *900  28, 2007. Ex. 115. Those loans also eventually went into
default.


On May 7, 2008, Hall obtained a personal line of credit from Banner Bank for $500,000. Ex. 3.
According to the terms of the Banner Bank note, all amounts were due and payable on April 30,
2009. Id. According to Hall, the proceeds from the Banner Bank Note were used for business
purposes, to service the various debts upon which he was obligated. Tr. at 130.


With the economy worsening, and given their heavy debt burden, Debtors made some important
decisions concerning their personal finances. On December 9, 2008, less than two weeks after
SB Dev. defaulted on the loan to IIB, Debtors sold their home located on Holl Drive in Eagle for
$610,000 and received $350,898.17 in cash proceeds from the sale. Ex. 1. Shortly thereafter, they
used $95,000 of those proceeds to purchase a smaller home located on Seven Oaks Way in Eagle.
Tr. at 21–22. In addition to the making the down payment, Debtors borrowed $210,000 to buy
the Seven Oaks house; this loan required monthly payments of $1,518.22. Ex 2. Hall testified that
he used the remaining cash from the sale of the Holl Drive home to make an additional capital
investment in Colony Homes, as well as to service debts of the other entities. Tr. at 22. He did
this in an attempt to generate a revenue stream to service the large amount of debts owed by
the companies. Tr. at 22; 126–27. This strategy also reduced the amount of Debtors' mortgage
payments. Tr. at 129.


As of January 2009, Debtors' personal assets consisted of their home, three residential rental
properties on which they owed more than the value of the properties, each with a negative cash-
flow, and a single, bare residential lot in which Debtors owned a one-third interest. Tr. at 30–32;
43;152. Their debts exceeded $16 million.


On February 3, 2009, Hall wrote two checks for $7,000 each payable to Debtors' retirement account
at TD AmeriTrade. Ex 2, check nos. 5071, 5072; Tr. at 33. The money to cover those two checks
was already in Debtors' checking account at the time the checks were written. Tr. at 34.
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A few days later, on February 9, 2009, Hall entered into an agreement to release one of his
partners, Scott Stewart, from Stewart's personal guarantee of the $1.7 million loan with IIB.
Ex. 9. The following day, February 10, 2009, Debtors made their regular monthly mortgage
payment of $1,518.22. Ex 2. Later that month, on February 25, 2009, Debtors made an additional
$13,674.98 “pre-payment” on their home loan, this amount representing approximately nine
months of mortgage payments. Ex. 2; Tr. at 34–35. Hall testified that, at this time, he knew he
and his wife would not be able to pay the Banner Bank Note when it came due, and he wanted to
ensure that Debtors' home loan payments were paid in advance. Tr. at 34–35.


On May 1, 2009, Debtors defaulted on the Banner Bank Note. Ex. 3, ¶ 9. On July 10, 2009,
Banner Bank sued Debtors in state court; a judgment was eventually entered against them for
approximately $500,000 on March 1, 2010. Ex 4.


At some point during 2009, Hall testified that he spoke with his attorney, Mr. Meier, regarding the
benefits of filing for bankruptcy, and about pre-bankruptcy exemption planning. Tr. at 50–51. Also
during this time, Hall had a conversation with his former partner, Stewart, regarding the purchase
of annuities. Tr. at 44–48; Stewart *901  referred Hall to Gary Walker, an agent of Lafayette Life
Insurance Company.


On October 5, 2009, IIB sent Hall a letter in which it threatened to sue Debtors for breach of Hall's
personal guarantee on the $1.7 million loan. Tr. at 70. On October 29, 2009, Hall wrote himself a
check for $50,000 drawn on the Colony Homes bank account. Ex. 6, Check No. 2156. This was
done without the knowledge or consent of his partner, Dave Buich. Tr. at 55–56. That same day,
Hall unilaterally terminated his ownership interest in, and resigned all of his management authority
over, each of the entities in which Dave Buich was also involved. Ex. 5. 3


3 Debtors did not disclose this so-called “Termination Agreement” in their Statement of Financial Affairs (“SOFA”) when they filed
the bankruptcy case. Dkt. No. 1.


On November 4, 2009, Hall signed an application to purchase Annuity Policy No. 1343 in the
amount of $50,000 from Lafayette Life Insurance Company (“2009 Annuity”). Ex. 8. The money
to purchase the 2009 Annuity came from the funds Hall removed from the Colony Homes bank
account. Ex. 6, Check No. 2156; Ex. 7, Check No. 5169. On their SOFA, Debtors represented that
the funds used to purchase the 2009 Annuity were generated from the “proceeds from sale of real
property.” Dkt. No. 1, SOFA Question No. 10.


Shortly after purchasing the 2009 Annuity, Hall became employed by McMillen Engineering, at
which employment he worked for about one year. Tr. at 149.


On March 1, 2010, the same day Banner Bank obtained a money judgment against Debtors, IIB
sued Hall and his business partner, Aaron Doughty, to enforce their guarantees. Ex. 9. A settlement
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was ultimately reached in that case on June 9, 2010, when Debtors signed an agreement with IIB
in which IIB agreed to release Debtors from the guaranty in exchange for their assignment of all of
their membership interests, including rights to payment, in all of their business. Ex. 113. As part of
the settlement, Debtors executed an Assignment of Distributions, Pledge and Security Agreement,
Ex. 113, as well as a Non–Merger Deed in Lieu of Foreclosure on behalf of SB Dev., Ex. 114.
These transfers were not disclosed in Debtors' bankruptcy SOFA. Dkt. No. 1. 4


4 It is also unclear whether Hall disclosed to IIB that he had previously terminated his ownership and management interest in a number
of business entities, although SB Dev. was not one of the listed entities. Ex. 5. Regardless, Hall's disclosures to IIB are not relevant
to the issues at hand.


Hall continued his ongoing efforts to settle his remaining debts. In July 2010, Debtors executed
a Settlement Agreement with Mountain West. Ex. 115. In it, the bank agreed to release Debtors
from their guarantee obligations in exchange for delivery of a deed in lieu of foreclosure on the
property securing loans from Mountain West to Canterbury Commons. Ex. 115. Hall also agreed
to pay Mountain West $5,200. Id. These transfers were likewise not disclosed in Debtors' SOFA.
Dkt. No. 1.


In September or October 2010, Hall was informed by his accountant that Debtors may qualify
for a 2009 tax refund for carry-back losses arising from their various business ventures. Tr. at 74.
They filed their tax return on October 6, 2010. Ex. 104. In doing so, Debtors were aware that if
the Internal Revenue Service (“IRS”) accepted their 2009 tax return as *902  filed, they would
receive a refund in the amount of $53,135.


On November 24, 2010, the Halls were served with a Second Order for Examination of Defendant
by Banner Bank. 5  Ex 12. The Order commanded that Hall appear for examination on December
10, 2010, and that he bring with him specific information and documentation concerning Debtors'
finances and assets, including a copy of their 2009 federal tax return. Id. During the debtor's
examination, when Hall was asked by the bank's attorney for copies of his 2009 tax returns, he
indicated that he had not brought copies with him because he had been advised by his attorney
to bring only a recent financial statement. Ex. 13 at p. 6. Further, when Hall was asked whether
he could think of anyone who owed him money for any reason, he responded in the negative; he
did not volunteer any information regarding the potential $53,000 income tax refund. Ex. 13 at
p. 28. At the hearing on this matter, Hall clarified that he discussed with his state court counsel,
Mr. McColl, whether to bring his 2009 federal tax returns to the examination, but had decided
against it as Debtors were unsure whether the Internal Revenue Service would accept the return as
filed. Hall followed his counsel's advice to respond truthfully to the questions asked. As a result,
since he was not asked specific questions about the tax refund, in Hall's opinion, he did not need
to volunteer the information.
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5 Debtors had been ordered to appear at an earlier debtor's examination, but they did not receive notice of that examination, and failed
to appear.


Debtors continued in their efforts to settle the remaining business debt. On January 19, 2011,
Debtors, through counsel, sent offers to both Banner Bank and Washington Trust to settle their
debts to each bank for a total of $20,000, to be paid over five years, or via a lump sum payment
of $10,000. Exs. 19, 20. Banner Bank apparently rejected the offer within a couple of weeks. Tr.
at 178–79.


On February 7, 2011, Debtors received a tax refund check in the amount of $53,135. 6  Ex. 14. That
same day, they deposited the check in a bank account belonging to Mary Faddis, Hall's mother-
in-law. Id. The following day, February 8, 2011, Faddis purchased a cashier's check payable to
Lafayette Life Insurance Company in the amount of $45,000, which Debtors used to purchase a
second annuity from Lafayette Life Insurance Company, Policy No. 3181 (“2011 Annuity”). Exs.
14;15.


6 While the check itself is dated February 4, 2011, Hall testified that they actually received the check on February 7, 2011. Tr. at 163.


On May 18, 2011, Debtors filed their bankruptcy petition. Dkt. No. 1. On schedule B, Debtors
disclosed that they owned two annuities with unknown values, as well as four retirement accounts
with a combined value of $78,098.60. Id. On their schedule C, Debtors claimed an exemption for
100% of the value of both annuities pursuant to Idaho Code § 41–1836(1)(b). They claimed an
exemption in the four retirement accounts pursuant to Idaho Code § 11–604A. Id. In their SOFA,
responding to Question 10, Debtors indicated that the 2011 Annuity was funded with “$45,000
from tax refund,” and the 2009 Annuity was funded with “$50,000 from proceeds from sale of
real property.” Id.


On July 7, 2011, Trustee timely objected to the Debtors' claims of exemption in both the annuities
and all of the retirement accounts. Trustee alleged that Hall purchased *903  the annuities “with
the intent to shelter the funds and to defraud creditors, which does not qualify as a proper purpose
pursuant to Idaho Code § 41–1836(1)(b).” Dkt. No. 23. On August 3, 2011, Debtors filed a Reply
to Trustee's Objection to Debtors' Claims of Exemption, Dkt. No. 31, and requested a hearing,
Dkt. No. 32.


Hall submitted to a Rule 2004 examination on August 18, 2011. Dkt. No. 28. Trustee thereafter
withdrew his objection to Debtors' claims of exemption in the retirement accounts. Dkt. No. 48.
The Court conducted an evidentiary hearing on Trustee's objection to Debtors' claims of exemption
as to the two annuities on October 18, 2011. Dkt. No. 59. On the morning of the hearing, Debtors
voluntarily withdrew their claim of exemption as to the 2011 Annuity, leaving only the exemption
in the 2009 Annuity at issue. Dkt. No. 62.



http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000007&cite=IDSTS41-1836&originatingDoc=Ia322bdde3b2411e1aa95d4e04082c730&refType=SP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_a20b0000590b0

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000007&cite=IDSTS11-604A&originatingDoc=Ia322bdde3b2411e1aa95d4e04082c730&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000007&cite=IDSTS41-1836&originatingDoc=Ia322bdde3b2411e1aa95d4e04082c730&refType=SP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_a20b0000590b0





In re Hall, 464 B.R. 896 (2012)


 © 2020 Thomson Reuters. No claim to original U.S. Government Works. 10


Discussion


A. Exemption Law
As is well-understood, when a bankruptcy petition is filed, a bankruptcy estate is automatically
created, into which flows all legal and equitable interests which Debtors have in property, as of the
commencement of the case. § 541(a). The Code permits Debtors to shield certain property from
administration by Trustee, through the use of exemptions. § 522(b)(1). While the Code contains
a list of property which may be claimed as exempt, it also allows states to opt out of the federal
exemption scheme in favor of its own. § 522(b)(3). Idaho has chosen to opt out, and thus debtors
in this state may claim only those exemptions allowable under Idaho law, as well as those listed
in § 522(b)(3). Idaho Code § 11–609; 11 U.S.C. § 522(b)(3).


[1]  [2]  [3]  As the objecting party, Trustee bears the burden of proving that Debtors' claim of
exemption is not proper. Rule 4003(c). Once the Trustee presents “sufficient evidence to rebut
the prima facie validity of the exemption, the burden shifts to a debtor to demonstrate that the
exemption is proper.” In re Wilcox, 08.1 IBCR 13, 14 (Bankr.D.Idaho 2008) (quoting In re Hess,
350 B.R. 882, 885 (Bankr.D.Idaho 2005)). In Idaho, exemption statutes are liberally construed in
favor of the debtor. In re Moore, 05.3 I.B.C.R. 51, 51 (Bankr.D.Idaho 2005) (citing In re Duman,
00.3 I.B.C.R. 137, 137 (Bankr.D.Idaho 2000)).


Idaho law provides that any annuity payments, or prospective payments, are exempt up to a
maximum of $1,250 per month. Idaho Code § 41–1836. The statute provides in relevant part:


The benefits, rights, privileges and options which under any annuity contract heretofore or
hereafter issued are due or prospectively due the annuitant, shall not be subject to execution
nor shall the annuitant be compelled to exercise any such rights, powers, or options, nor shall
creditors be allowed to interfere with or terminate the contract, except:


(a) As to amounts paid for or as premium on any such annuity with intent to defraud creditors,
with interest thereon, and of which the creditor has given the insurer written notice at its home
office prior to the making of the payments to the annuitant out of which the creditor seeks
to recover. Any such notice shall specify the amount claimed or such facts as will enable the
insurer to ascertain such amount, and shall set forth such facts as will enable the insurer to
ascertain the annuity contract, the annuitant and the payments sought to be avoided on the
ground of fraud.


Idaho Code § 41–1836 (emphasis added).
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In this case, Trustee argues that the amounts paid by Debtors as the premium *904  for the 2009
Annuity 7  are not exempt because Debtors intended to defraud their creditors via the purchase. 8


This is, necessarily, a factual determination. See Idaho Code § 55–908.


7 Trustee has not questioned whether the 2009 Annuity for purposes of the exemption statute, and the Court expresses no opinion in
that regard.


8 As can be seen, a determination of whether an annuity contract was purchased with intent to defraud creditors is required as a condition
of the to determining the validity of the exemption under the plain language of Idaho Code § 41–1836(a). Therefore, when an annuity
is at issue, it is proper for a trustee rely upon a debtor's fraudulent intent in connection with an objection to claim of exemption,
rather than by some other motion.


B. Intention to Defraud Creditors
[4]  The law tolerates a certain amount of pre-bankruptcy exemption planning. In other words, it
is not per se fraudulent for a debtor to convert nonexempt property to exempt property on the eve
of a bankruptcy filing. See, e.g., In re Daniel, 771 F.2d 1352,1358 (9th Cir.1985); In re Ganier,
403 B.R. 79, 84 (Bankr.D.Idaho 2009); Fitzgerald v. Hawkins (In re Hawkins), 91 IBCR 54, 54
(Bankr.D.Idaho 1991).


[5]  [6]  However, as this Court has noted, “[f]acts matter,” and while the “prebankruptcy
conversion of non-exempt assets to exempt assets is not per se fraudulent, [ ] neither is it per se
proper and insulated from scrutiny and possible avoidance. There is no absolute safe harbor for
bankruptcy exemption planning.” In re Ganier, 403 B.R. at 85. Proof of fraudulent intent must be
made by a preponderance of the evidence. Gill v. Stern (In re Stern), 345 F.3d 1036, 1043 (9th
Cir.2003).


[7]  As the annuity exemption statute is one provided by state law, its interpretation is likewise
governed by state law. In re Hawkins, 91 IBCR at 54–55. Because direct evidence of fraudulent
intent is generally unavailable, Idaho courts have held that its existence “may be inferred from the
presence of certain indicia of fraud or ‘badges of fraud.’ ” DBSI/TRI v. v. Bender, 130 Idaho 796,
948 P.2d 151, 162 (1997); see also Idaho Code § 55–913(2) (Idaho's Uniform Fraudulent Transfer
Act provides a nonexhaustive list of factors to consider which evidence an indicia of fraudulent
intent). Because of the similarity in the language employed by the Idaho Legislature in both the
Uniform Fraudulent Transfer Act and the statute governing the exemption of annuities, as well
as both laws' purposes (i.e. protecting creditors from fraudulent conduct by a debtor), the Court
in this case is informed by the list of factors provided in Idaho Code § 55–913(2) for guidance
in deciding whether so-called “badges of fraud” are present in this case. Those factors direct the
Court to consider whether:


(a) The transfer or obligation was to an insider;


(b) The debtor retained possession or control of the property transferred after the transfer;
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(c) The transfer or obligation was disclosed or concealed;


(d) Before the transfer was made or obligation was incurred, the debtor had been sued or
threatened with suit;


(e) The transfer was of substantially all the debtor's assets;


(f) The debtor [absconded];


(g) The debtor removed or concealed assets;


*905  (h) 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;


(i) The debtor was insolvent or became insolvent shortly after the transfer was made or the
obligation was incurred;


(j) The transfer occurred shortly before or shortly after a substantial debt was incurred; and


(k) The debtor transferred the essential assets of the business to a lienor who transferred the
assets to an insider of the debtor.


Idaho Code § 55–913(2).


[8]  Considering those factors in light of the facts surrounding the transfer by Debtors to purchase
the 2009 Annuity, it is clear that several badges of fraud are present.


1. Lawsuits.
First, Debtors had been both sued, and threatened with suit, when they purchased the 2009 Annuity.
Shortly before his purchase of the 2009 Annuity, Banner Bank had filed an action against Hall to
collect the debts he had guaranteed. Hall received IIB's demand letter only one month prior to the
purchase of the annuity. This factor suggests fraud is present under these facts.


2. Transfer of Substantially All Assets.
A second badge of fraud is also evidenced here. Hall's testimony at the hearing made it clear that,
when he purchased the 2011 Annuity, he took what was basically Debtors' only cash asset, the tax
refund, and transferred it beyond the reach of his creditors. To a somewhat lesser degree, the same
can be said as to both the purchase of the 2009 Annuity, as well as the distribution of the proceeds
from the January 2009 sale of their home.
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For the 2009 Annuity, Hall took $50,000 from the Colony Homes bank account, and invested
it in the annuity. While Hall considered that money a withdrawal of a portion of his investment
in Colony Homes, it is debatable whether Hall had any legal basis to access those funds. He
admittedly withdrew the funds without his partner's knowledge or consent, and moreover, he used
this money to purchase the 2009 Annuity, rather than pay his creditors.


Hall's disbursement of the home sale proceeds is also somewhat equivocal as to this particular
badge of fraud. It is true that Debtors sold their home and utilized $95,000 as a down payment
on a new home, which equity would certainly be protected under Idaho's homestead statute. On
the other hand, they took the remaining approximately $250,000 and reinvested it into Colony
Homes. It was Hall's testimony that this was done to fund “vertical construction” in the hopes of
generating a revenue stream by which he and his partners could service their debts; nevertheless,
this act put funds out of creditors' hands. Moreover, Hall could still access the money, so perhaps
it had not been spent on “vertical construction” after all. In sum, Debtors converted less than one
third of the sale proceeds to non-exempt assets.


3. Debtors' Insolvency at the Time of Transfer.
This is a third badge of fraud clearly present in this case. At the time Debtors sold their home
in January 2009, as well as *906  when they purchased the 2009 Annuity in November, they
were directly obligated on the note with Banner Bank, and on their personal guarantees with IIB,
Washington Trust and Mountain West, in an amount over $16 million. And, while the exact value
of the tracts of land owned by the various companies was not demonstrated at the hearing, it was
clear that the value of these properties had markedly declined in relation to their purchase prices,
and that no buyers could be found for the properties. Thus, Debtors' debts were far greater than
their assets. Moreover, Debtors were in default on all of their business loans, and thus were not
generally paying debts as they came due. The Court finds that Debtors were insolvent at the time
the 2009 Annuity was purchased.


4. Concealment of the Transfers.
Trustee alleges that Debtors concealed the receipt of the tax refunds as well as made several
omissions on their SOFA. The Court agrees that at the judgment debtor's examination, Hall
intentionally decided not to divulge that Debtors had filed a tax return which, if accepted by the
Internal Revenue Service, would have entitled Debtors to receive a $53,000 refund.


In addition, Debtors made several omissions on their bankruptcy SOFA. First, they indicated that
the 2009 Annuity was funded from the proceeds from the sale of real property, which was, at best,
only indirectly true. Second, they did not disclose that they had paid $5,200 to settle with Mountain
West. Lastly, they also did not list the settlement with IIB, which included signing an Assignment
of Distributions, Pledge and Security Agreement, thus divesting Hall of his interest in SB Dev.,
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among other entities. In sum, because of their failure to disclose these and other transactions, the
Court may infer that Debtors were attempting to conceal assets.


Based upon the presence of several badges of fraud in this case, the burden shifts to Debtors to
show that the claim of exemption is proper, and that their purchase of the 2009 Annuity was not
done with intent to defraud their creditors.


C. Mitigating Factors
[9]  Through the evidence and testimony presented, Debtors have attempted to mitigate the fraud
evidence presented by Trustee. The Court will briefly review this evidence.


1. Debtors' Decision to Purchase Annuities.
The evidence shows that Debtors' choice to convert their cash assets to annuities was not accidental.
Hall spoke with others similarly engaged in financially challenged real estate ventures, and learned
about asset protection using annuities.


[10]  On the other hand, Hall testified credibly that he was unemployed at the time he purchased
both the 2009 and 2011 Annuities. Because he had no other reliable source, an annuity would
conceivably provide a regular source of income to pay basic expenses, which Hall would otherwise
be unable to access to service debt. In this regard, the Court is mindful that Congress drafted the
Code to include exemptions in order to facilitate a debtor's fresh start, and that Debtors ought to
be able to make full use of those available exemptions. Cirilli v. Bronk (In re Bronk), 444 B.R.
902, 915 (Bankr.W.D.Wis.2011).


2. Settlement of Business Debt.
The Court also finds credible Hall's testimony that he sincerely believed in 2009 *907  that he
could settle most, if not all, his business debts. As it turned out, through lengthy negotiations, Hall
was able to extricate himself from many millions of dollars in debt on the personal guarantees he
had given to IIB and Mountain West under agreements requiring only a cash payment of $5,200
to Mountain West.


3. Tax Refund.
When it comes to Debtors' use of the income tax refund to purchase an annuity, as opposed to
using the money to settle with Banner Bank, the Court is less convinced about Debtors' motives.
The evidence indicates that, at the time the refund check arrived, Banner Bank held a large money
judgment against Debtors and was attempting to collect it. There is no question Hall understood
that, if he deposited the refund monies in his personal account, Banner Bank might seize them. The
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Court believes Debtors' testimony that their bank would not immediately issue a cashier's check
upon deposit of the tax refund check. However, the Court also perceives that Debtors did not want
to let the $53,000 rest in their account for long. Thus, they utilized Hall's mother-in-law's bank
account to ensure their immediate access to the funds, and the next day they funneled those funds
into an exempt asset—the 2011 Annuity.


In response to questioning about why he did not offer the $50,000 from the tax refund to Banner
Bank in settlement of the note, Hall testified he did not believe that $50,000 would buy him a
settlement with Banner Bank. Tr. at 167. Therefore, Hall says he invested the money in the 2011
Annuity, and believed he could use the equity in his home to fund a settlement, assuming one could
be negotiated. The Court views this explanation for Debtors' conduct with suspicion.


First, Hall had testified at the Rule 2004 examination that he wanted to use the tax refund monies
to settle with the remaining banks; thus, his testimony is inconsistent on this issue. Tr. at 176–
77; 178. Second, if settlement was truly Debtors' aim, why would it make sense to make $50,000
unavailable to fund a settlement by putting it out of reach of both Debtors and their creditors?
Doing so not only decreased the amount they could offer in settlement by $50,000, but would also
force them to tap the equity in their home to make a deal with the bank.


Hall's testimony surrounding the non-disclosure of the potential tax refund at the judgment debtor's
exam is believable. While perhaps bad advice, Hall followed the instructions of his counsel in
not bringing the 2009 tax return to the examination, even though directed to do so by the state
court's order. Moreover, his counsel gave him verbal directions on how the debtor's examination
would proceed, including explaining that he would be asked directly about the tax refund. As the
questioning proceeded along the lines his counsel had predicted, Hall waited for a question about
the amount of his 2009 tax refund. However, the question never came, and so he never provided
that information to the bank's lawyer. While he almost certainly would have been asked questions
about the status of any refund had he provided the 2009 return as he was supposed to, the bank's
attorney never asked him about any refund. The Court is satisfied with Hall's explanation on his
failure to volunteer that information.


4. Withdrawal of Colony Homes Funds.
Trustee attempts to make much of the fact that Hall withdrew $50,000 from the *908  Colony
Homes business without his partner, Dave Buich's knowledge, immediately prior to Hall's
termination of his association with Buich. However, the Court does not view this as a sinister act
as does Trustee.


Recall, when Debtors sold their home, they took approximately $200,000 to $250,000 of the
proceeds generated from that sale, and invested them into Colony Homes. As time progressed,
Hall became disenchanted with Buich as a business partner, and ultimately elected to sever the
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relationship. Removing himself from that business, Hall sought to recoup a fraction of the home
sale proceeds he had infused recently in the venture. The Court believes him when Hall testified
that he thought he was “taking back” a share of his investment as he retreated from the business.
But regardless of the propriety of that maneuver, legally or otherwise, Trustee's suggestion that
Hall essentially stole operating capital from the business and converted it to his own use is not
supported by the evidence.


5. Errors and Omissions on Debtors' SOFA.
The Court finds the omissions on Debtors' SOFA to be adequately explained. First, Hall testified
credibly that he did not list the $5,200 payment to Mountain West in response to Question 10,
because the question asks only for transfers “other than property transferred in the ordinary course
of the business,” and Hall felt that this was payment on a business debt. Likewise, he did not
list the assignment that he signed in favor of IIB because he believed it to be valueless. While
he acknowledged, that the SOFA should be amended to include this transfer, Hall felt it had no
bearing on his creditors. While the Court agrees that the SOFA should be amended to include this
transfer, the Court also accepts Hall's explanation and finds nothing sinister afoot with regard to
this omission.


Disposition


[11]  [12]  In determining whether there was intent to defraud, the focus is on the intent of the
transferor. Wolkowitz v. Beverly (In re Beverly), 374 B.R. 221, 235 (9th Cir.BAP2007). With regard
to the indicia of fraud,


[n]o minimum number of factors tips the scales toward actual intent. A trier
of fact is entitled to find actual intent based on the evidence in the case, even
if no “badges of fraud” are present. Conversely, specific evidence may negate
an inference of fraud notwithstanding the presence of a number of “badges of
fraud.”


In re Beverly, 374 B.R. at 236.


The Court considers this to be a very close call. There is no question that Debtors converted non-
exempt assets to exempt assets at a time they were in financial peril, facing threats and lawsuits
from lenders. In addition, portions of Hall's testimony have not always been consistent, nor has he
been completely forthright about the facts at times.
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[13]  Nevertheless, the Court finds that Debtors honestly hoped they could settle their debts
without the use of the funds they converted to exempt assets. In large part, they did so successfully.
As the In re Beverly court noted, “it is difficult to draw the line between legitimate bankruptcy
planning and intent to defraud creditors....” However, two things are certain: first, there must be
evidence beyond the mere timing of the conversion of property from non-exempt to exempt in
*909  order to show fraud by a debtor; and second, cases finding an intent to defraud typically
“involve some combination of large claims of exemption and overtones of overreaching.” 374
B.R. at 245.


Here, with the exception of the 2011 Annuity, it cannot necessarily be said that Debtors converted
non-exempt property to exempt property on the eve of bankruptcy. The sale of the home, and the
purchase of the 2009 Annuity shortly thereafter using a portion of the proceeds, occurred eighteen
months or so before Debtors filed their bankruptcy petition. However, Debtors' acquisition of the
2011 Annuity was just a few months before the bankruptcy filing.


With regard to a combination of large claims of exemption and overreaching, that is not present
here. Recall, at one time, Debtors owed in excess of $15 million in debts. Realistically, nothing they
owned by way of personal assets would come even close to paying that amount of debt. Rather,
Debtors guaranteed themselves a relatively minimal stream of income through their investments,
and then bargained with their biggest playing cards: the parcels of real property.


Conclusion


Though this is a close case, the Court finds, on balance, that Trustee has not demonstrated by
a preponderance of the evidence that Debtors wilfully intended to defraud their creditors by
converting non-exempt assets to a potentially exempt annuity in 2009. The Code provides Debtors
the right to a financial fresh start, and Debtors actively took advantage of that right.


Trustee's objection to Debtors' claim of exemption regarding the 2009 Annuity will be denied by
separate order.


All Citations


464 B.R. 896


End of Document © 2020 Thomson Reuters. No claim to original U.S. Government Works.
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461 B.R. 878
United States Bankruptcy Court, D. New Mexico.


In re Katherine Ruth HAMILTON, Debtor.


No. 7–09–12647 JR.
|


March 18, 2011.


Synopsis
Background: Chapter 7 debtor moved to avoid judicial lien on ground that it impaired her
homestead exemption. Judgment creditor objected to claimed homestead exemption.


Holdings: The Bankruptcy Court, Robert H. Jacobvitz, J., held that:


[1] debtor did not act in bad faith by amending her exemptions to claim homestead exemption in
property under New Mexico law;


[2] debtor could claim property as exempt homestead under New Mexico law;


[3] structure on debtor's property qualified as “dwelling house” within meaning of homestead
exemption statute;


[4] disallowance of homestead exemption was not warranted on ground that debtor acted with
intent to defraud creditors; and


[5] judicial lien impaired homestead exemption and was avoidable in its entirety.


Objection overruled; lien avoidance granted.


West Headnotes (13)


[1] Bankruptcy Property
Bankruptcy Creditors
Bankruptcy Debtor's duties in general
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Debtors have a duty to file a complete and accurate schedule of their assets and liabilities.
11 U.S.C.A. § 521(a)(1)(B); Fed.Rules Bankr.Proc.Rule 7001(b)(c), 11 U.S.C.A.


[2] Bankruptcy Amendment
Debtor's amendment to a claim of exemption may be denied if the amendment is made in
bad faith or there is legal prejudice to creditors.


[3] Bankruptcy Amendment
Chapter 7 debtor did not act in bad faith by amending her exemptions to claim homestead
exemption under New Mexico law, and therefore permitting amendment was warranted,
where debtor obtained postpetition appraisal of property and, approximately nine months
later, amended schedules to reduce property's scheduled value to appraised value, debtor's
new counsel amended schedules within three months of being retained by debtor to reflect
property's lower value and amend claimed exemptions, and counsel amended claimed
exemptions further after learning that he was mistaken about existence of consensual
lien against property and that exemption previously claimed would not protect debtor's
interest in property. 11 U.S.C.A. § 521(a)(1)(B); Fed.Rules Bankr.Proc.Rule 7001(b)(c),
11 U.S.C.A.; West's NMSA § 42–10–9.


[4] Homestead Intent in acquisition and occupancy
Homestead Extent of occupancy
Chapter 7 debtor occupied property approximately three weeks prior to her petition
date with intent to establish it as her principal residence for foreseeable future and had
continued to reside at property, notwithstanding its minimal improvements, and therefore
debtor could claim property as exempt homestead under New Mexico law. West's NMSA
§ 42–10–9.


[5] Bankruptcy Date of determination
Bankruptcy Homestead;  residence
Court may consider debtor's acts and conduct prior to and after actual occupancy to
ascertain whether debtor claiming homestead exemption had established property as her
principal residence before commencing bankruptcy case.
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[6] Homestead Nature of property in general
Metal building on debtor's property that was constructed for commercial warehouse use
qualified as “dwelling house” within meaning of New Mexico's homestead exemption
statute where, before moving to property, debtor did not use it other than for sale of
fireworks for two-week period during Fourth of July holiday seasons and to store personal
items, property was located in unzoned area of county containing both residential and
commercial properties, and debtor's use of property since she moved there was primarily
residential, with her use of property to sell fireworks being only incidental to residential
use. West's NMSA § 42–10–9.


2 Cases that cite this headnote


[7] Bankruptcy Preference, fraudulent transfer, or concealment
Homestead Fraudulent conveyance
By claiming New Mexico homestead exemption, Chapter 7 debtor took legitimate
advantage of statutory exemption available to her, and did not act with intent to defraud
creditors in contravention of state's version of Uniform Fraudulent Transfer Act (UFTA),
and therefore disallowance of exemption was not warranted. West's NMSA §§ 42–10–9,
56–10–1 et seq.


[8] Bankruptcy Preference, fraudulent transfer, or concealment
Exemptions Fraudulent conveyance or concealment
A claim of exemption under New Mexico law may be disallowed if transmutation of
nonexempt property to exempt form would constitute a fraud on creditors.


1 Cases that cite this headnote


[9] Bankruptcy Preference, fraudulent transfer, or concealment
In determining whether, under New Mexico law, debtor took legitimate advantage of
statutory exemptions by converting non-exempt asset to exempt form or acted with intent
to defraud creditors, court should consider the purpose of the homestead exemption and
the “badges of fraud,” which represent a list of circumstantial factors that a court may use
to infer fraudulent intent. West's NMSA § 42–10–9.


1 Cases that cite this headnote
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[10] Bankruptcy Preference, fraudulent transfer, or concealment
Exemptions Fraudulent conveyance or concealment
Under New Mexico law, factors relevant to whether debtor took legitimate advantage of
statutory exemptions by converting non-exempt assets to exempt form or acted with intent
to defraud creditors include the following: (1) whether transmutation of non-exempt assets
into exempt form was disclosed or concealed, and whether debtor removed or concealed
assets, (2) whether transmutation occurred shortly before or after substantial debt was
incurred or when debtor was being sued or threatened with suit, (3) whether debtor already
owned exempt asset and used non-exempt assets to increase its value, (4) whether debtor
borrowed funds to acquire or enhance value of exempt asset, (5) whether and to what
extent debtor's acquisition of exempt asset or enhancement of its value deviated from
debtor's historical conduct, (6) value of asset claimed as exempt, and whether and to what
extent nonexempt assets remain available for distribution to creditors in bankruptcy, (7)
whether debtor was insolvent or became insolvent shortly after transmutation, (8) whether
exemption is limited or unlimited, (9) whether bankruptcy case is voluntary or involuntary,
(10) proximity of transmutation to bankruptcy filing, and whether transmutation was made
in contemplation of bankruptcy filing, (11) whether debtor acted in bad faith, such as
by absconding or misrepresenting any aspect of transactions resulting in transmutation,
and (12) whether debtor intended to use exempt asset for legislative purpose for claimed
exemption, and extent to which allowance of exemption will serve that legislative purpose.


1 Cases that cite this headnote


[11] Homestead Nature of estate or right
Purpose of New Mexico's homestead exemption is to protect debtor's home or preserve
funds to provide shelter for debtor and debtor's dependents, despite insolvency, financial
distress, or calamitous circumstances. West's NMSA § 42–10–9.


[12] Bankruptcy Homestead;  residence
Judgment creditor's transcript of judgment constituted judicial lien subject to avoidance
under Bankruptcy Code on grounds that it impaired Chapter 7 debtor's homestead
exemption. 11 U.S.C.A. § 522(f).


[13] Bankruptcy Homestead;  residence
Bankruptcy Operation and effect
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Sum of judicial lien of $52,518.44 on Chapter 7 debtor's homestead property and
$60,000.00 exemption that debtor could claim if there were no liens on property exceeded
value of $55,000.00 interest in property that debtor would have in absence of liens, and
therefore judicial lien impaired debtor's homestead exemption and was avoidable under
Bankruptcy Code in its entirety. 11 U.S.C.A. § 522(f)(2)(A).


1 Cases that cite this headnote


Attorneys and Law Firms


*880  R. Trey Arvizu, III, Las Cruces, NM, for Debtor.


*881  MEMORANDUM OPINION


ROBERT H. JACOBVITZ, Bankruptcy Judge.


This matter is before the Court on Debtor's Amended Motion to Avoid Judicial Lien of Roy
McKinney (“Motion to Avoid Lien”) (Docket No. 43), Debtor's Motions to Extend Time to File
Amendments to Claim of Exemption (“Motion to Extend”) (Docket Nos. 51 and 52), and Creditor
Roy McKinney's Objection to Debtor's Claim of Amended Exemptions (Docket No. 57).


The Court held an evidentiary hearing on November 16, 2010. The Debtor, Katherine, Hamilton,
appeared through counsel, R. Trey Arvizu. Roy McKinney appeared through counsel Tim J.
O'Quinn. At the conclusion of the hearing, the Court granted the Motion to Extend, allowing
Ms. Hamilton to amend her claim of exemptions. The Court took the remaining matters under
advisement.


Ms. Hamilton asserts that the judicial lien held by Mr. McKinney and recorded on December 4,
2008 impairs her homestead exemption and seeks to avoid the lien pursuant to 11 U.S.C. § 522(f)
(1)(A). Mr. McKinney contends that the Ms. Hamilton's claim of homestead should be disallowed
and the Motion to Avoid Lien denied.


The Court having considered the evidence, argument of counsel, and applicable statutory and case
law, will overrule the objection to the amended claims of exemption, and will allow the homestead
exemption. The Court will grant the Motion to Avoid Lien on the ground that the judicial lien
impairs the Debtor's homestead exemption.
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PROCEDURAL HISTORY AND FACTS


In 2001 Ms. Hamilton acquired certain real property located at 5309 N. Prince, Clovis, New
Mexico (the “Prince Property” or “Property”). Her father, James Cage Allen, loaned her $67,000
to purchase the Property. The loan was unsecured. There is a metal building on the Property built
for use as commercial warehouse. The exterior dimensions of the building are 60′ x 60′. There is
no evidence before the Court that Ms. Hamilton used the Property prior to 2006. Since 2006 or
2007, Ms. Hamilton has used the Property for the sale of fireworks for an approximate 2–week
period each year during the Fourth of July holiday season.


On November 20, 2008, Mr. McKinney obtained a judgment against Ms. Hamilton in the amount
of $52,518.44 entered in Cause # D–0905–CV–02007–00133, Ninth Judicial District Court, Curry
County, New Mexico entitled Roy A. McKinney and Brenda J. McKinney v. Katherine R. Hamilton.
Shortly thereafter, on November 20, 2008, Ms. Hamilton executed a Quitclaim Deed transferring
the Prince Property to her father. On December 4, 2008 Mr. McKinney recorded a Transcript of
Judgment against Ms. Hamilton in Curry County, New Mexico in the amount of $52,518.44, which
created a judicial lien against the Prince Property. The Quitclaim Deed transferring the Prince
Property to Mr. Allen was recorded on December 16, 2008.


Ms. Hamilton filed her voluntary petition under Chapter 7 of the Bankruptcy Code on June 18,
2009 (the “Petition Date”), thereby commencing this bankruptcy case. On the Petition Date,
Ms. Hamilton filed her schedules of assets and liabilities (“Schedules”) and her Statement of
Financial Affairs. Schedule A listed the Prince Property. Ms. Hamilton valued the Prince Property
at $100,000. Schedule C included a claim of exemption for the Prince Property in the amount of
$60,000.00 under N.M.S.A.1978, § 42–10–9. Schedule D reflected Mr. McKinney's judgment lien
against the Prince Property *882  in the amount of the recorded transcript of judgment.


On June 19, 2009, Ms. Hamilton filed a Motion to Avoid Lien in which she sought to avoid
Mr. McKinney's judicial lien against the Prince Property on the ground that the lien impaired
her homestead exemption. Mr. McKinney objected to the claim of homestead exemption on the
ground that the Prince Property is a commercial warehouse, not a dwelling house. An appraisal
Ms. Hamilton procured after the filing of the bankruptcy case reflected an estimated market value
of the Prince Property of $55,000.00 as of September 15, 2009.


On April 19, 2010, Ms. Hamilton retained new counsel in her chapter 7 case in her original counsel.
On July 9, 2010 her new counsel amended her schedules to reflect a value for the Prince Property
of $55,000.00 based on a post-petition appraisal, to elect the exemption scheme set forth in 11
U.S.C. § 522(d), and to claim an exemption against the Prince Property under 11 U.S.C. § 522(d)
(5) in the amount of $2,481.56 1 . On July 9, 2010, Ms. Hamilton also filed an amended motion
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under 11 U.S.C. § 522(f) to avoid the judicial lien held by Mr. McKinney on the ground that it
impaired her exemption against the Prince Property claimed under 11 U.S.C. § 522(d)(5). Mr.
McKinney objected.


1 Section 522(d)(5), 11 U.S.C. § 522(d)(5), permits a debtor to an interest in any property up to a specified dollar limit.


At a status conference held on September 20, 2010 on the amended motion to avoid judicial lien
Ms. Hamilton's new counsel stated in support of his theory of lien avoidance that he understood
there was an unscheduled first priority consensual lien against the Prince Property but needed a
title report to confirm it before correcting the Schedules. He further stated that the existence of the
consensual lien made litigation over allowance of a homestead exemption unnecessary. Counsel for
Mr. McKinney countered that he had a title report on the Property showing no such lien. The order
resulting from the status conference entered September 23, 2010 provided that Mr. McKinney
would furnish a copy of the title report on the Property to the Ms. Hamilton's counsel, and fixed
a deadline for Ms. Hamilton to file a further amendment to her claim of exemptions subject to
the right of Mr. McKinney to object. On October 8, 2010, Ms. Hamilton filed a second amended
Schedule C by which she elected the exemption scheme under New Mexico law and claimed the
$60,000 New Mexico homestead exemption. Mr. McKinney objected to the second amendment
of her claim of exemptions.


After the status conference, on September 30, 2010 and October 4, 2010, Ms. Hamilton filed
Motions to Extend Time to File Amendments to Claim of Exemptions. On October 8, 2010
she filed an Amended Schedule C claiming exemptions under New Mexico law, including an
exemption in the Prince Property under the New Mexico homestead exemption statute set forth in
N.M.S.A.1978, § 42–10–9. On November 8, 2011 Mr. McKinney filed his objection to Debtor's
second amended claim of exemptions.


The Court makes the following additional findings of fact:


1. Ms. Hamilton did not act in bad faith by amending Schedule C on October 8, 2010, and there
is no evidence of legal prejudice to Mr. McKinney in connection with the amendment.


2. Ms. Hamilton has resided at the Prince Property from the third week of May 2009 until at least
the November 16, 2010 evidentiary hearing before this Court *883  with the intent of establishing
the Prince Property as her principal residence for the foreseeable future.


3. Ms. Hamilton uses the Prince Property primarily as her residence. The commercial use of the
Prince Property is incidental to the residential use.


4. Ms. Hamilton did not intend to hinder, delay, or defraud creditors by her pre-petition conveyance
of the Prince Property to her father, by her obtaining a pre-petition reconveyance of the Prince
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Property to her in contemplation of bankruptcy, or by her establishing the Prince Property as her
principal residence in contemplation of bankruptcy and with the intention of claiming a homestead
exemption against the property.


DISCUSSION


A. Claim of Homestead Exemption Pursuant to N.M.S.A.1978, § 42–10–9.
The first issue before the Court is whether Ms. Hamilton's claim of homestead exemption should
be allowed. A debtor's claim of exemptions in a bankruptcy case is governed by 11 U.S.C. § 522.
Sections 522(b)(1), (2) and (3) permit individual debtors to elect either the exemptions available
to them under applicable non-bankruptcy state or federal law, or the exemptions available under
11 U.S.C. § 522(d), unless applicable state law does not permit a debtor to claim exemptions under
11 U.S.C. § 522(d). New Mexico law does not preclude claims of exemptions under 11 U.S.C. §
522(d). 2  Ms. Hamilton elected to claim exemptions under New Mexico law. The party objecting
to the claim of exemption bears the burden of proving the exemption should be disallowed. See
Rule 4003(c), Fed.R.Bankr.P.


2 See 11 U.S.C. § 522(b)(1) and (2); 4 Collier on Bankruptcy ¶ 522.01, n.2 (Alan N. Resnick and Henry J. Sommer, eds. 15th ed. rev.
2005) (listing those states that have opted out of the exemptions contained in § 522(d) and ¶ 522.02[1] ).


Mr. McKinney asserts four grounds for disallowing Ms. Hamilton's claim of homestead exemption:
(1) Ms. Hamilton acted in bad faith in connection with amending her claim of exemptions and
therefore the amendment should not be permitted; (2) Ms. Hamilton had not actually established
the Prince Property as her residence on the Petition Date; (3) the structure situated on the Prince
Property is a commercial warehouse, not a “dwelling house” as required by the New Mexico
homestead exemption statute; and (4) Ms. Hamilton acted in fraud of creditors by transferring the
Prince Property to her father shortly after Mr. McKinney obtained a judgment against her, and by
obtaining a reconveyance of the Property and purporting to occupy it on the eve of bankruptcy for
the purpose of claiming the homestead exemption. The Court will address each of these grounds
separately.


[1]  [2]  [3]  Pursuant to 11 U.S.C. § 521(a)(1)(B) and Rule 7001(b)(c), Fed.R.Bankr.P., debtors
have a duty to file a complete and accurate schedule of their assets and liabilities. 3  Bankruptcy
Rule 1009 provides that debtors may amend their schedules “as a matter of course at any time
before the case is closed.” 4  An amendment to a claim of exemption, however, may be denied if
the amendment is made in bad faith or there is legal prejudice to creditors. 5  Mr. McKinney has not
*884  alleged legal prejudice. The Bankruptcy Code does not define bad faith. 6  Courts have, for
example, found bad faith and denied amendments to claims of exemptions in cases where debtors
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intentionally concealed assets and attempted to claim the assets exempt after the concealment was
discovered. 7


3 11 U.S.C. § 521(a)(1)(B) and Fed.R.Bankr.P. 7001(b)(c); In re Ruiz, 406 B.R. 897, 900–901(Bankr.E.D.Cal.2009).


4 Ruiz, 406 B.R. at 901.


5 See Calder v. Job (In re Calder), 973 F.2d 862, 867 (10th Cir.1992) (“An amendment may be denied if there is bad faith by the debtor
or prejudice to creditors”). See also, In re Arnold, 252 B.R. 778 (9th Cir. BAP 2000) (Amendments to the exemption schedule may be
disallowed if the debtor has acted in bad faith or if prejudice would result); In re Shethi, 389 B.R. 588, 597 (Bankr.N.D.Ill.2008)(citing
Doan v. Hudgins (In re Doan), 672 F.2d 831 (11th Cir.1982)); In re Grogan, 300 B.R. 804, 807(Bankr.D.Utah 2003) (where Court
denied amendment to exempt proceeds in an asset debtors knowingly concealed and failed to disclose on initial schedules).


6 In re Ford, 492 F.3d 1148, 1156 (10th Cir.2007) (citing In re Vincent J. Fasano, Inc., 55 B.R. 409 (Bankr.N.D.N.Y.1985).


7 Grogan, 300 B.R. at 807 (citing Matter of Yonikus, 996 F.2d 866, 868(7th Cir.1993) (“fraudulent concealment of an asset works as a
forfeiture of exemption rights”); Doan, 672 F.2d at 833. (“concealment of an asset will bar exemption of that asset”); In re Miller, 255
B.R. 221, 222 (Bankr.D.Neb.2000) (“concluding ‘a debtor may not claim as exempt property intentionally omitted from schedules'
”); In re Park, 246 B.R. 837, 840 (Bankr.E.D.Tex.2000) (“A debtor may not claim as exempt property which he knowingly concealed
and failed to disclose to trustee which normally would be exempt had it been properly scheduled and claimed.”); In re St. Angelo,
189 B.R. 24, 26(Bankr.D.R.I.1995) (“Intentional concealment of estate property will bar the debtor from claiming such property as
exempt, after it surfaces as an asset.”)).


The Court finds that Ms. Hamilton did not act in bad faith by amending her exemptions to
claim a homestead exemption under New Mexico law, and therefore will permit her to amend.
Ms. Hamilton obtained a new appraisal of the Prince Property about three months after she
commenced her bankruptcy case, and amended her schedules about nine months later to reduce the
scheduled value of the Prince Property from $100,000 to the $55,000 appraised value. There is no
evidence that Ms. Hamilton knowingly or intentionally overvalued the Property in her schedules.
Any economic incentive to misstate the value would be to undervalue the Property to facilitate
exemption of the entire Property. Further, there is no evidence of bad faith on the part of Ms.
Hamilton in delaying her filing of an amended schedule to reflect the lower value or in amending
Schedule C twice. Her new bankruptcy counsel amended her schedules within three months of his
retention to reflect the lower value of the Prince Property and to amend her claim of exemptions.
He amended the claim of exemptions further after learning he was mistaken about the existence
of a consensual lien against the Prince Property and that an exemption under 11 U.S.C. § 522(d)
(5) would not protect Ms. Hamilton's interest in the Property.


1. The Prince Property is the Debtor's Residence
[4]  Mr. McKinney asserts that Ms. Hamilton did not actually reside at the Prince Property on the
Petition Date and had not established it as her residence. He maintains that the Prince Property is
uninhabitable and that Ms. Hamilton staged the Property to make it appear as her residence.


In In re Robinson, 295 B.R. 147 (10th Cir. BAP 2003) the Tenth Circuit Bankruptcy Appellate
Panel affirmed a bankruptcy court's denial of a homestead exemption under Oklahoma law. Id. at
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149. The bankruptcy court concluded that the property in question was not the debtor's principal
residence as of the commencement *885  of the bankruptcy case. Id. The debtor spent her first
night at the property two days before filing her bankruptcy case. Id. at 153. The bankruptcy court
found the debtor's testimony regarding repairs she made to the property before moving in not to be
credible. Id. at 152. The bankruptcy court found further the debtor's testimony that she had lived
at the property for several months before filing bankruptcy was refuted by surveillance videos and
other evidence. Id. at 151. The Bankruptcy Appellate Panel determined that the “bankruptcy court
correctly concluded that the determination of a debtor's intent to designate a homestead under
Oklahoma law requires more than a ‘snapshot’ taken at the date of filing,” and that under Oklahoma
law a court may examine “a party's acts and conduct prior to actual occupancy to ascertain whether
an intention to make the property one's principal residence is present” Id. at 154.


[5]  This Court agrees that it may consider a debtor's acts and conduct prior to and after actual
occupancy to ascertain whether the debtor had established a property as her principal residence
before commencing a bankruptcy case. The Court is convinced that Ms. Hamilton occupied the
Prince Property approximately three weeks prior to the Petition Date with the intent to establish
it as her principal residence for the foreseeable future, and since the third week of May 2009 has
continued to reside at the Prince Property.


The evidence established that there is a 60′ x 60′ metal building on the Prince Property built as
warehouse space. Ms. Hamilton acquired the Property in 2001 with funds borrowed from her
father. Since 2006 or 2007, she has used the Property for an approximate 2–week period each year
during the Fourth of July holiday season to sell fireworks. At least until May 2009, this was the
sole use of the Property while Ms. Hamilton owned it except for her storing some personal items at
the Property. There is no water service or gas service to the Property. The building on the Property
has no heating or cooling system and little or no insulation. The bathrooms, which are closed off,
are very dirty and are unusable. A camping trailer is located on the Property. Aaron McKinney,
Mr. McKinney's son, testified that when he inspected the metal building on the Prince Property
after Ms. Hamilton commenced her chapter 7 case it was apparent that Ms. Hamilton had staged
the Property to make it appear she lived there.


Ms. Hamilton testified that she and her boyfriend, Lance Cooms, moved into the Prince Property
during the last week of May 2009, or about three weeks before she commenced her chapter 7 case,
that they have resided there since that time, and that she intended at the time she moved in to
establish the Prince Property as her residence and still intends to reside at the Prince Property for
the indefinite future. The Court finds this testimony credible.


Prior to moving to the Prince Property, Ms. Hamilton did not have a place where she could regularly
reside. She stayed with her mother and with her son-in-law, off and on. Ms. Hamilton, Mr. Cooms,
and Ms. Hamilton's son-in-law, Paul Sanchez, all testified that Ms. Hamilton moved into the
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building on the Prince Property in May 2009 and has resided there since. Mr. Cooms testified
that he and Ms. Hamilton reside at the Prince Property. Donna Bitner, the owner and operator of
a campground six miles from the Property, testified that Ms. Hamilton and Mr. Cooms regularly
purchase containers of water from her and use the campground facilities to takes showers. In May
2009, Ms. Hamilton's uncle, Claude Walters, lent Ms. Hamilton money to activate electric service
at the Prince Property, and loaned her a portable generator. He also loaned her *886  use of a
camping trailer to place on the Property so she would have an operable bathroom facility. The
camping trailer is located on the Property. The upstairs loft in the building on the Property has been
converted to a bedroom. It has subflooring and carpet padding partially covered by Indian rugs, a
bed with bedding, a night table with a small portable stereo, and a 55 gallon barrel used for heating
by burning scrap wood. Downstairs there is a microwave oven, a small refrigerator and a toaster.
Although improvements at the Prince Property are minimal, it provides Ms. Hamilton with a home.


2. The Structure on the Prince Property is a “Dwelling House” Within the Meaning of the
New Mexico Homestead Exemption Statute.


[6]  Mr. McKinney also asserts that the metal building on the Prince Property is not a “dwelling
house” within the meaning of the New Mexico homestead exemption statute because it is a
commercial warehouse.


The New Mexico's homestead exemption, N.M.S.A.1978, § 42–10–9. That Section provides,


Each person shall have exempt a homestead in a dwelling house and land
occupied by the person or in a dwelling house occupied by the person although
the dwelling is on land owned by another, provided that the dwelling is
owned, leased or being purchased by the person claiming the exemption. Such
a person has a homestead of sixty thousand dollars ($60,000) exempt from
attachment, execution or foreclosure by a judgment creditor and from any
proceeding of receivers or trustees in insolvency proceedings and from executors
or administrators in probate.


The New Mexico statutes do not define “dwelling house” as used in the exemption statute. In State
v. Ervin, 96 N.M. 366, 367, 630 P.2d 765, 766 (Ct.App.1981), the New Mexico Court of Appeals
observed:
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The common law definition of dwelling house holds that a building is not a
dwelling before the first occupant has moved in; nor does it continue to be a
dwelling after the last occupant has moved out with no intention of returning.


New Mexico case law interpreting “dwelling house” in the context of burglary cases cite to
Uniform Criminal Jury Instruction 16.21, which defines, “a dwelling house as ‘any structure, any
part of which is customarily used as living quarters.’ ” 8  Black's Law Dictionary defines “dwelling
house” as “[t]he house or other structure in which a person lives; a residence or abode.” 9


8 State v. Lara, 92 N.M. 274, 275, 587 P.2d 52, 53 (Ct.App.1978). See also State v. Ross, 100 N.M. 48, 50, 665 P.2d 310, 314
(Ct.App.1983).


9 Black's Law Dictionary 524 (7th ed. 1999).


Ms. Hamilton's use of the Prince Property is mixed commercial and residential. The building
was built as a commercial warehouse. Ms. Hamilton uses the Property both as her residence and
for the sale of fireworks. Where there is mixed commercial and residential use of a property,
courts generally allow the homestead exemption where residential use is primary and business
use is incidental, and disallow the exemption where business use is primary and residential use is
incidental. 10  *887  However, courts applying these criteria have reached varying results. 11  If the
applicable homestead exemption law is limited by use and the quantity of land but not by dollar
amount, courts tend to be more restrictive in allowing the homestead exemption where there is
mixed residential and commercial use. In re Springmann, 328 B.R. at 258–59. 12  New Mexico's
homestead exemption is limited by the use of the property and dollar amount but not by the quantity
of land. N.M.S.A.1978, § 42–10–9.


10 In re Springmann, 328 B.R. 251, 256 (Bankr.D.Dist.Col.2005) (“where the place is primarily the home of the family, and some
business is engaged in on the premises in an incidental way, the conduct of such a business does not deprive the owner of the right to
his homestead claim”); In re MacLeod, 295 B.R. 1 (Bankr.D.Me.2003) (when there is mixed use, and the primary use is commercial,
the exemption will not attach to the business property); In re Jefferson, 163 B.R. 204, 205–06 (Bankr.D.N.M. 1993 (“incidental quasi-
commercial use of property ... does not defeat the claim of exemption”).


11 Compare In re Majewski, 362 B.R. 67, 70 (Bankr.D.Conn.2007) (the Court allowed a homestead exemption in the Debtor's half
interest in a 3–unit residential property under Connecticut law); In re Springmann, 328 B.R. at 256 (the debtor who used part of his
basement as an office for business purposes was allowed a District of Columbia homestead exemption); In re Shell, 295 B.R. 129,
134 (Bankr.D.Alaska 2003) (the debtor who resided in one unit and rented the other 5 units was allowed a homestead exemption
under Alaska law against the six-unit residential Property); In re Carey, 282 B.R. 118, 120 (Bankr.D.Mass.2002) (the debtor who
resided in one unit and rented the other 2 units was allowed a homestead exemption under Massachusetts law against the three-
unit residential Property); In re Jefferson, 163 B.R. 204, 205 (Bankr.D.N.M.1993) (the court overruled a creditor's objection to a
homestead exemption where the debtor sought to exempt multiple contiguous lots); and Wholesale Grocery Co. v. Johnson, 114 Kan.
89, 216 P. 828, 829 (1923) (the homestead exemption allowed on two buildings located on adjoining city lots that shared common
plumbing and electric wiring; one building was used as a residence and the other to operate a grocery store and to store person items
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in the basement) with In re Klein, 272 B.R. 807, 809 (Bankr.M.D.Fla.2002) (the Florida homestead exemption does not cover a
detached guesthouse that is rented seasonally); In re Mirulla, 163 B.R. 910, 912 (Bankr.D.N.H.1994) (the New Hampshire homestead
exemption only applied to hotel rooms occupied by debtor); In re Aliotta, 68 B.R. 281, 282 (Bankr.M.D.Fla.1986) (the debtors who
resided in one unit and rented the other 3 units was allowed a homestead exemption under Florida law only for the unit they used as a
residence); and Anderson v. Shannon, 146 Kan. 704, 73 P.2d 5, 6 (1937) (after considering whether the building was chiefly valuable
for business purposes, mostly used for business purposes, and/or constructed for business or commercial purposes, the Court denied
the Kansas homestead exemption to a widow who moved into and occupied 738 square feet of a 12,800 square foot commercial
theater where her deceased husband formerly had his medical offices).


12 Subject in some cases to certain limitations or qualifications, jurisdictions that do not limit the homestead exemption by dollar amount
include District of Columbia, District of Columbia Code § 15–501; Florida, Florida Constitution, Article 10 § 4; Iowa, Iowa Code
Annot. §§ 561.2 and 561.16; Kansas, Kansas Constitution, Article 15 § 9 and Kansas Statutes, Annotated, § 60–2301, Iowa Code
Annotated, §§ 561.2 and 561.16, Oklahoma, Oklahoma Statutes, Annot., §§ 1 and 2; and Texas, Texas Property Code, Annot., §§
41.001 and 41.002 and Texas Constitution, Article 16 § 51. If a homestead exemption is claimed in a bankruptcy case, the Bankruptcy
Code imposes a dollar limit on the homestead exemption in specified circumstances. 11 U.S.C. § 522(q).


This Court finds that Mr. McKinney has not satisfied his burden of showing that Ms. Hamilton's
use of the Prince Property was not primarily residential and that the business use of the Property
was not incidental to the residential use. The 3,600 square foot metal building situated on the Prince
Property was designed and built for commercial warehouse use. However, there is no evidence
before the Court that Ms. Hamilton used the Property between the time she acquired it in 2001
and when she moved into the Property in May of 2009 for any purpose other than the sale of
fireworks for a 2–week period during Fourth of July holiday seasons and to store personal items.
The Property is located in an unzoned area in the county where both residential and commercial
*888  properties are located. Since Ms. Hamilton moved into the Prince Property, she has used
an upstairs loft in the building as a bedroom and a portion of the ground level as a kitchen and
to store personal items, and has used part of the ground level to sell fireworks during the Fourth
of July holiday season. The remainder of the ground level of the building has remained vacant.
There is no evidence before the Court to support a finding that Ms. Hamilton intends to use the
Prince Property as her residence only on a temporary basis or to put the Property to substantial
commercial use in the foreseeable future.


Under these circumstances, and because New Mexico courts liberally construe exemption statutes
to promote the purpose of the statutes, 13  the Court finds that Ms. Hamilton occupies a “dwelling
house” on the Prince Property within the meaning of New Mexico's homestead exemption statute.


13 In re Portal 132 N.M. 171, 172, 45 P.3d 891, 892 (2002); Ruybalid v. Segura, 107 N.M. 660, 666, 763 P.2d 369, 375 (Ct.App.1988);
Coppler & Mannick, P.C. v. Wakeland, 138 N.M. 108, 111, 117 P.3d 914, 917 (2005).


3. Establishing a Homestead in Contemplation of Bankruptcy
[7]  Mr. McKinney further argues that Ms. Hamilton acted in bad faith and in fraud of creditors
with respect to her claim of a homestead exemption against the Prince Property, and therefore her
exemption should be denied. He asserts that after he obtained a judgment against Ms. Hamilton,
she transferred the Prince Property to her father without consideration to shield the Property from
his collection efforts. 14  He further asserts that in contemplation of bankruptcy and for the purpose
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of claiming a homestead exemption against the Prince Property, she purported to move into the
Property only about three weeks prior to filing her chapter 7 case, 15  and that she obtained and
recorded a reconveyance of the Property from her father only two days before commencing her
bankruptcy case.


14 Mr. McKinney has not relied upon 11 U.S.C. § 522(o ). The Court therefore will not consider its applicability. Section 522(o ) provides
in part: For purposes of subsection (b)(3)(A) ... (4) real or personal property that the debtor or a dependent of the debtor claims as
a homestead; shall be reduced to the extent that such value is attributable to any portion of any property that the debtor disposed of
in the 10–year period ending on the date of the filing of the petition with the intent to hinder, delay, or defraud a creditor and that
the debtor could not exempt, or that portion that the debtor could not exempt, under subsection (b), if on such date the debtor had
held the property so disposed of.”


15 Mr. McKinney asserts Ms. Hamilton did not actually move into the Prince Property, and in the alternative asserts that if she did the
homestead exemption should be denied because Ms. Hamilton acted in bad faith and to defraud creditors.


[8]  A claim of exemption under New Mexico law may be disallowed if transmutation of
nonexempt property to exempt form would constitute a fraud on creditors. Dona Ana Savings
and Loan Ass'n v. Dofflemeyer, 115 N.M. 590, 593, 855 P.2d 1054, 1057 (1993). After analyzing
applicable law, this Court held in In re Channon, 424 B.R. 895, 900 (Bankr.D.N.M.2010) that to
determine whether an exemption available under New Mexico law should be denied on the basis
of a debtor's conversion of non-exempt assets into exempt form the court must determine in each
case whether a debtor has crossed the line of taking legitimate advantage of exemptions afforded
by the state and is defrauding creditors under the actual fraud provisions of the Uniform Fraudulent
Transfer Act (“UFTA”) as adopted in New Mexico. In Dofflemeyer, the New Mexico Supreme
*889  Court held that the “Uniform Fraudulent Transfer Act and the exemption statutes should
be construed together to obtain the purposes of both....” 855 P.2d at 1057. The Dofflemeyer Court
further held that to reconcile the two statutes requires an analysis of whether a transmutation of
non-exempt property into exempt form serves the underlying purpose of the exemption statutes
and was not in furtherance of an intent to defraud creditors. Id. at 1058.


[9]  [10]  In determining whether a debtor took legitimate advantage of statutory exemptions by
converting a non-exempt asset to exempt form or acted with intent to defraud creditors, a court
should consider the purpose of the homestead exemption and the badges of fraud. “Badges of
fraud represent ... a list of circumstantial factors that a court may use to infer fraudulent intent.”
In re Sholdan, 217 F.3d 1006, 1009 (8th Cir.2000). The UFTA sets forth a nonexclusive list of the
badges of fraud. N.M.S.A.1978, § 56–10–18. Factors relevant to whether a debtor took legitimate
advantage of statutory exemptions by converting non-exempt assets to exempt form or acted with
intent to defraud creditors include:


1) Whether the transmutation of non-exempt assets into exempt form was disclosed or
concealed, and whether the debtor removed or concealed assets;
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2) Whether the transmutation occurred shortly before or after a substantial debt was incurred or
when the debtor was being sued or threatened with suit;


3) Whether the debtor already owned the exempt asset and used non-exempt assets to increase
its value;


4) Whether the debtor borrowed funds to acquire or enhance the value of the exempt asset;


5) Whether and to what extent the debtor's acquisition of the exempt asset or enhancement of
its value deviated from the debtor's historical conduct;


6) The value of the asset claimed as exempt, and whether and to what extent nonexempt assets
remain available for distribution to creditors in the bankruptcy case;


7) Whether the debtor was insolvent or became insolvent shortly after the transmutation;


8) Whether the exemption is limited or unlimited;


9) Whether the bankruptcy case is a voluntary or involuntary case;


10) The proximity of the transmutation to the bankruptcy filing, and whether the transmutation
was made in contemplation of a bankruptcy filing;


11) Whether the debtor acted in bad faith, such as by absconding or misrepresenting any aspect
of the transactions resulting in the transmutation; and


12) Whether the debtor intended to use the exempt asset for the legislative purpose for the
claimed exemption, and the extent to which allowance of the exemption will serve that
legislative purpose. 16


16 See In re Channon, 424 B.R. at 902 (setting forth equivalent factors).


A court need not give equal weight to all of the factors; the relative weight given to individual
factors depends upon the facts and circumstances of each case. 17


17 In re Soza, 542 F.3d at 1066–67; Clark v. Wilmoth (In re Wilmoth), 397 B.R. 915, 920(8th Cir. BAP 2008); In re Moore, 177 B.R.
437, 442–43 (Bankr.N.D.N.Y.1994); see also, In re Sholdan, 217 F.3d at 1009–10) (a court is not limited to statutory factors but free
to consider other factors bearing on the issue of fraudulent intent).


*890  This Court finds, after carefully considering all of the pertinent facts and weighting the
relevant factors, that Ms. Hamilton by claiming the New Mexico homestead exemption is taking
legitimate advantage of the statutory exemption available to her and has not acted with intent to
defraud creditors. 18
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18 Factors 1, 9, 10 and 12 support allowance of the exemption. Factors 2, 6, 7, 8, 11 support disallowance of the exemption.


Although Ms. Hamilton conveyed the Prince Property to her father in response to Mr. McKinney
obtaining a judgment against her, the Court is persuaded that Ms. Hamilton transferred the Property
to her father in an effort to pay Mr. McKinney and not to shield the Property from his collection
efforts. Mr. McKinney obtained a state court judgment against Ms. Hamilton on November 20,
2008 in the amount of $52,518.44. On December 4, 2008, he recorded a transcript of the judgment
in Curry County, New Mexico, thereby obtaining a judicial lien against the Prince Property. On
November 21, 2008, Ms. Hamilton executed a Quitclaim Deed transferring the Price Property to
her father. The Quitclaim Deed was recorded on December 16, 2008. On June 16, 2009, a second
Quitclaim Deed was recorded reconveying the Prince Property from Ms. Hamilton's father to Ms.
Hamilton. Two days later, on June 18, 2009, Ms. Hamilton commenced her chapter 7 case.


Ms. Hamilton testified that after learning of the State Court's ruling that a judgment in favor of
Mr. McKinney would be entered against her, she attempted to obtain a loan from Wells Fargo
Bank secured by the Prince Property to pay off the debt but the loan was declined because of her
credit. She testified that after talking to a banker she transferred to Prince Property to her father to
facilitate his using his better credit to obtain a loan secured by the Property to pay off the debt to Mr.
McKinney, but his attempt to obtain the loan from Wells Fargo Bank likewise was unsuccessful.
Ms. Hamilton delayed recording the quitclaim deed to her father for almost a month after it was
executed, which permitted Mr. McKinney to obtain a judicial lien against the Property by recording
a transcript of his judgment prior to recordation of the deed. As a result, Ms. Hamilton's father
acquired title to the Property subject to the judicial lien. There was no legal impediment to Mr.
McKinney seeking to foreclose the judicial lien against the Prince Property between the date of
the transfer and Ms. Hamilton's commencement of her chapter 7 case.


Ms. Hamilton further testified that it did not occur to her at the time that she should ask her father
to reconvey the Property to her. She considered herself the owner of the Property even after the
transfer to her father. Ms. Hamilton testified that she had decided in June 2008 to move into the
Prince Property, a year prior to commencement of her bankruptcy case. Ms. Hamilton was not
questioned about what motivated her to move into the Prince Property in May 2009 or whether she
moved in after consulting bankruptcy counsel. She testified that she obtained a reconveyance of the
Property from her father before commencing her bankruptcy case on the advice of her bankruptcy
attorney.


The Court finds credible Ms. Hamilton's testimony that she had intended for some time before
moving into the Prince Property to make it her residence despite the proximity of her moving
into the Prince Property and the commencement of her chapter 7 case. However, in the absence
of any other credible explanation for her decision in May 2009 to actually move into *891  the
Property, the Court finds that Ms. Hamilton acted on her prior intention to establish residence
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at the Prince Property in order to protect the Property in her bankruptcy case by claiming a
homestead exemption. This finding is not by itself sufficient to require disallowance of the
homestead exemption. A finding that a debtor was motivated in part in transmuting a nonexempt
asset into exempt form by an intent to protect an asset from creditors does not by itself establish
intent to defraud creditors; otherwise, the exemption always would be disallowed whenever the
debtor converted a non-exempt asset into exempt form for the purpose of taking advantage of an
exemption statute.


The evidence does not support a finding of bad faith on the part of Ms. Hamilton in connection with
the reconveyance of the Prince Property to her on the eve of bankruptcy even though allowance of
the homestead exemption against the Prince Property will leave no assets in the bankruptcy estate
for creditors and will mean no recovery by Mr. McKinney on his judicial lien. So that she could
claim a homestead exemption in her bankruptcy case, on the eve of bankruptcy and on advice of
counsel, Ms. Hamilton obtained from her father and recorded a quitclaim deed so that title to the
Prince Property would be in her name on the Petition Date. Mr. McKinney has not proven that Ms.
Hamilton's failure to obtain a reconveyance of the Property from her father sooner was motivated
by an intent to hinder his collection efforts. Ms. Hamilton testified that she considered the Prince
Property to be hers. There is no evidence that she gained any advantage by keeping title to the
Property in her father's name subject to Mr. McKinney's judicial lien, that she did so for strategic
reasons, or that any creditors were prejudiced thereby. There is no evidence that Ms. Hamilton's
father made any use of the Prince Property while he was vested with record title to the Property,
or exercised any of the incidents of ownership in relation to the Property. The reconveyance of
the Prince Property to Ms. Hamilton by her father restored the status quo that existed before the
transfer of the Property to him.


[11]  The purpose of the homestead exemption is to protect a debtor's home or preserve funds to
provide shelter for a debtor and the debtor's dependents, despite insolvency, financial distress or
calamitous circumstances. 19  Allowance of Ms. Hamilton's claim of homestead exemption serves
this purpose. Ms. Hamilton did not have a home and did not rent a *892  place to live prior to her
moving into the Prince Property, having stayed with various family members. She moved into the
Prince Property so she would have her own place to live. Although living conditions at the Prince
Property may be harsh, and its accoutrements austere, it is a refuge that provides Ms. Hamilton with
basic shelter, privacy and a sense of security. The Court finds that protection of Ms. Hamilton's
home from claims of creditors serves the purpose of New Mexico's homestead exemption statutes
without contravening the purposes of the Uniform Fraudulent Transfer Act.


19 Cf. Matter of Lombard, 739 F.2d 499, 503 (10th Cir.1984) ( “The purpose of the Colorado homestead exemption is to secure to
the householder a home for himself and his family, regardless of his financial condition”); In re Polimino, 345 B.R. 708, 711–712
(10th Cir. BAP 2006) (construing the Colorado homestead exemption statute, acknowledging that “it is also well-established that the
purpose of the homestead exemption is to provide protection for a debtor's home for himself and his dependents and assure that a
debtor and his family have a residence despite insolvency.”) (citations omitted); In re White, 389 B.R. 693, 703 (9th Cir.BAP 2008)
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(“the purpose of the [Arizona] homestead exemption is to preserve funds to provide shelter for the family.”); In re Wood, 8 B.R. 882,
886 (Bankr.D.S.D.1981) (The purpose of the homestead exemption is to “provid[e] the family a home in which it may have shelter
from and a protection against the claims of creditors or its own improvidence and where it may live and be protected.”); Mannick v.
Wakeland, 138 N.M. 113, 122, 117 P.3d 919, 928 (Ct.App.2004) (“The purpose of the homestead exemption is to prevent debtors from
becoming destitute.”); Jackman v. Nance, 109 Nev. 716, 718, 857 P.2d 7 (1993) (“the purpose of the [Nevada] homestead exemption
is to preserve the family home despite financial distress, insolvency or calamitous circumstances, and to strengthen family security
and stability for the benefit of the family, its individual members, and the community and state in which the family resides.”).


B. Lien Avoidance Under 11 U.S.C. § 522(f)
[12]  The second issue before the Court is whether Mr. McKinney's judicial lien impairs Ms.
Hamilton's homestead exemption. Ms. Hamilton seeks to avoid the lien under 11 U.S.C. § 522(f)
as an impairment to her homestead exemption. 20  In accordance with 11 U.S.C. § 522(f), a debtor
is entitled to avoid the fixing of a judicial lien to the extent it impairs an exemption that the debtor
is otherwise entitled. 11 U.S.C. § 522(f). Mr. McKinney's transcript of judgment constitutes a
judicial lien subject to avoidance under 11 U.S.C. § 522(f). 21


20 Ms. Hamilton filed two motions to avoid Mr. McKinney's judicial lien, the first one after she initially claimed the New Mexico
homestead exemption and an amended motion after she amended her exemptions to claim the Prince Property exempt under 11 U.S.C.
§ 522(d)(5). See Docket Nos. 1, 8, 42, and 43. The amended motion seeks avoidance of the judicial lien on the ground that it impairs
an exemption under 11 U.S.C. § 522(d)(5). Ms. Hamilton did not amend the motion further after amending her exemptions a second
time to again claim the New Mexico homestead exemption. The parties have not noted this oversight. The Court will treat the pending
motion to avoid lien as seeking to avoid the judicial lien on the ground that it impairs the New Mexico homestead exemption.


21 See 11 U.S.C. § 101(36) (“The term ‘judicial lien’ means lien obtained by judgment, levy, sequestration, or other legal or equitable
process or proceeding.”); In re Gregory Rockhouse Ranch, 380 B.R. 258, 262 (Bankr.D.N.M.2007) (stating that “[t]ranscripts of
judgment are the type of judicial lien that is avoidable under 11 U.S.C. § 522(f).”) (citation omitted).


[13]  Whether a judicial lien impairs a debtor's exemption is determined in accordance with the
formula found in 11 U.S.C. § 522(f)(2)(A). That section provides:


[A] lien shall be considered to impair an exemption to the extent that the sum of—


(i) the lien;


(ii) all other liens on the Property; and


(iii) the amount of the exemption that the debtor could claim if there were no liens on the
Property;


exceeds the value that the debtor's interest in the Property would have in the absence of any liens.


11 U.S.C. § 522(f)(2)(A).


While the debtor initially listed the Prince Property on her Schedule A and provided a value of
$100,000, she subsequently amended her Schedule A to reflect a Property value of $55,000 based
on an appraisal dated September 15, 2009. The parties stipulated at the commencement of trial to
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the $55,000 appraised value. Mr. McKinney's transcript of judgment was recorded in the amount
of $52,518.44. Ms. Hamilton's homestead exemption is $60,000.00. N.M.S.A.1978, § 42–10–9.
The formula found in 11 U.S.C. § 522(f)(2)(A) applied in this case yields the following:


McKinney Judicial Lien:
 


$ 52,518.44
 


 


Homestead Exemption
 


$ 60,000.00
 


 


(as if there were no liens)
 


 
 


 


TOTAL:
 


$112,518.44
 


 


*893  Because the sum of the judicial lien on the Prince Property and the amount of the exemption
that the Debtor could claim if there were no liens on the Property ($112,518.44) exceeds the value
that Ms. Hamilton's interest in the Property would have in the absence of any liens ($55,000), Mr.
McKinney's transcript of judgment impairs Ms. Hamilton's homestead exemption and the judicial
is to be avoided in its entirety. The Court therefore finds in accordance with 11 U.S.C. § 522(f)
that the Motion to Avoid Lien of Roy McKinney should be granted.


This Memorandum Opinion shall constitute the Court's findings of fact and conclusions of law
under Rule 7052, Fed.R.Bankr.P. An appropriate order will be entered.


All Citations


461 B.R. 878
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134 F.3d 1046
United States Court of Appeals,


Eleventh Circuit.


In Re: Myron LEVINE, a.k.a. Mike Levine;
Jacquelyn P. Levine, a.k.a. Jackie Levine, Debtors.


Myron LEVINE, a.k.a. Mike Levine; Jacquelyn
Levine, a.k.a. Jackie Levine, Plaintiffs–Appellants,


v.
Charles WEISSING, Trustee, Defendant–Appellee.


No. 96–2803.
|


Feb. 3, 1998.


Synopsis
Chapter 7 trustee brought fraudulent transfer complaint seeking to set aside debtors' transfer of
non-exempt assets to various insurance companies for purchase of annuities that were exempt
from creditors' claims under Florida law. The Bankruptcy Court, No. 91–327–8P7, 139 B.R. 551,
dismissed complaint, and appeal was taken. The United States District Court for the Middle District
of Florida, No. 96–60–CIV–T–23B, reversed. On remand, the Bankruptcy Court, Alexander L.
Paskay, J., entered order setting aside purchase of annuities as to one insurance company, and
the District Court, Steven D. Merryday, J., affirmed. Debtors appealed. The Court of Appeals,
Birch, Circuit Judge, held that: (1) conversion of funds from non-exempt to exempt status
through purchase of annuities constituted “transfer” for purposes of Florida fraudulent transfer
law; (2) trustee's complaint was not subject to 30-day limitations period governing objections to
claimed exemptions, but was timely filed under two-year statute of limitations governing adversary
proceedings under trustee's avoidance powers; and (3) evidence supported bankruptcy court's
factual determinations in finding that debtors purchased exempt annuities with intent to hinder or
defraud known creditor.


Affirmed.


West Headnotes (8)


[1] Bankruptcy Clear Error
Court of Appeals reviews bankruptcy court's factual findings under clearly erroneous
standard.
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2 Cases that cite this headnote


[2] Bankruptcy Conclusions of Law;  De Novo Review
Court of Appeals reviews determinations of law, whether from bankruptcy court or district
court, de novo.


3 Cases that cite this headnote


[3] Fraudulent Conveyances Exempt Property in General
Chapter 7 debtors' purchase of annuities, thereby converting non-exempt assets to exempt
status, was “transfer” for purposes of Florida fraudulent transfer law; in purchasing
annuity, debtors voluntarily parted with interest in asset in exchange for guaranteed
monetary return on their investment. West's F.S.A. § 726.102(12).


8 Cases that cite this headnote


[4] Annuities Annuities
Although individual who purchases annuity remains technical owner of the asset, he does
not retain total control over that asset and does not have unfettered access to full amount
of his own “property.”


3 Cases that cite this headnote


[5] Fraudulent Conveyances Exempt Property in General
Despite reluctance of Florida courts to interfere with exempt assets, as illustrated by
Florida cases protecting constitutionally-protected homestead exemption regardless of
debtor's intent, Florida fraudulent transfer statute allowed Chapter 7 trustee to seek to set
aside debtors' transfer of non-exempt assets to various insurance companies for purchase
of annuities that were exempt from creditors' claims under Florida law; transfers from
non-exempt to exempt status could be set aside when effected to defraud creditors. West's
F.S.A. § 726.105(1).


17 Cases that cite this headnote


[6] Fraudulent Conveyances Retroactive Operation
Florida statutory amendment, defining fraudulent transfer to include transfers resulting in
exempt funds, did not indicate that, prior to enactment of amendment, Florida legislature
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had not provided remedy for fraudulent conversion of asset from non-exempt to exempt
status, and amendment did not preclude reliance on general fraudulent transfer statute to
provide remedy for claims, involving fraudulent conveyances otherwise deemed exempt
from reach of creditors, that accrued prior to amendment's enactment. West's F.S.A. §§
222.30, 726.105.


2 Cases that cite this headnote


[7] Bankruptcy Time Limitations;  Computation
Chapter 7 trustee's fraudulent transfer complaint, contesting debtors' transfer of non-
exempt assets to insurance companies for purchase of exempt annuities, was not subject
to 30-day limitations period governing objections to claimed exemptions, but, rather,
was subject to two-year statute of limitations governing adversary proceedings under
trustee's avoidance powers; trustee did not seek to contest exemptions per se, but to avoid
allegedly fraudulent transfer. Bankr.Code, 11 U.S.C.A. §§ 544(a), 546(a)(1)(A); Fed.Rules
Bankr.Proc.Rule 4003, 11 U.S.C.A.


9 Cases that cite this headnote


[8] Bankruptcy Fraudulent Transfers
Fraudulent Conveyances Intent to Defraud Pre-Existing Creditors
Evidence supported bankruptcy court's factual determinations in finding that Chapter 7
debtors purchased exempt annuities with intent to hinder or defraud known creditor, as
required under Florida fraudulent transfer law, based on record evidence that debtors
converted non-exempt assets to annuities that were exempt under Florida law shortly after
learning that such transfer would be beyond reach of particular creditor whom debtors
had reason to believe would likely prevail in lawsuit filed against them. Bankr.Code, 11
U.S.C.A. § 544(a); West's F.S.A. § 726.105(2).


14 Cases that cite this headnote


Attorneys and Law Firms


*1047  John Allen Yanchunis, Sr., St. Petersburg, FL, for Plaintiffs–Appellants.


Bernard Jay Morse, IV, Tampa, FL, for Defendant–Appellee.


Appeal from the United States District Court for the Middle District of Florida.
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Before BIRCH, Circuit Judge, RONEY, Senior Circuit Judge, and O'KELLEY * , Senior District
Judge.


* Honorable William C. O'Kelley, Senior U.S. District Judge for the Northern District of Georgia, sitting by designation.


Opinion


BIRCH, Circuit Judge:


This appeal requires that we examine and resolve several issues relating to bankruptcy law as
applied in Florida. Specifically, we must decide whether (1) the conversion of funds from non-
exempt to exempt status through the purchase of annuities constitutes a “transfer” for purposes of
state law pertaining to fraudulent transfers; (2) the act of converting or “transferring” funds from
non-exempt to exempt status can be isolated analytically from the result of that transfer; and (3)
Florida law provided for an action to set aside fraudulent conveyances otherwise deemed exempt
from the reach of creditors prior to 1993. In addition, we must decide whether, under the facts of
this particular case, the trustee's action to set aside a fraudulent *1048  transfer is barred by the
Bankruptcy Code's statute of limitations and whether the bankruptcy court's factual determinations
are clearly erroneous. For the reasons that follow, we conclude that the district court properly
affirmed the bankruptcy court's order.


I. BACKGROUND


The debtors in this action, Myron and Jacquelyn Levine (the “Levines”), filed a voluntary petition
for relief under Chapter 7 of the United States Bankruptcy Code in 1991. Charles Weissing (the
“trustee”) was appointed trustee of the bankruptcy estate and, shortly thereafter, filed a complaint
pursuant to Fla. Stat. § 726.105 to set aside as fraudulent the transfer of approximately $440,000.00
of non-exempt assets to several insurance companies for the purchase of annuities which are
exempt from the claims of creditors under Florida law. The trustee alleged that these transfers
were effected with the intent to hinder, delay, or defraud a known creditor, James A. Miller. It is
undisputed that, several years prior to the Levines' declaration of bankruptcy, Miller had instituted
an action for fraud against the Levines in the state of California relating to the sale of property
by the Levines to Miller. The precise request for relief as articulated in the trustee's complaint is
critical to our disposition of this case and, therefore, is reproduced in relevant part:


Pursuant to the provisions of Florida Statute Section 726.108 entitled remedies of creditors,
the Court may avoid a transfer found to be fraudulent pursuant to the provisions of Florida
Statutes Section 726.105 to the extent necessary to satisfy a creditor's claim. In addition, subject
to applicable principles of equity and in accordance with applicable Rules of Civil Procedure,
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a creditor may obtain an injunction against further disposition by the Debtor or a transferee, or
both, of the assets transferred, or may obtain any other relief the circumstances may require....


....


WHEREFORE, the Trustee prays that this Court enter a preliminary and permanent injunction
preventing FINANCIAL BENEFIT LIFE INSURANCE COMPANY ... [et al.] from making
further distributions to or for the Debtors, and further preventing the Debtors from accepting
any distributions from FINANCIAL BENEFIT LIFE INSURANCE COMPANY ... [et al.].


Exh. A at 3–4 and 7.


The bankruptcy court initially dismissed the complaint on the ground that, in defining the
parameters of a “transfer” of funds, both the Bankruptcy Code and Florida law contemplated
that the transferor and the transferee necessarily be two distinct, identifiable parties; as a result,
according to the bankruptcy court's reasoning, there had been no transfer of funds that could be
set aside as fraudulent in this instance. More specifically, the bankruptcy court determined that
a transfer had not occurred “because the Debtors still retain control and ownership of the assets
acquired with funds they obtained from disposition of their nonexempt assets, and the fact that
this conversion effectively removed the former assets from the reach of the creditors is of no
consequence.” In re Levine, 139 B.R. 551, 553 (Bankr.M.D.Fla.1992). The district court, however,
reversed the bankruptcy court's order dismissing the case and concluded not only that there had
been a transfer but, in addition, that the trustee had stated a cause of action for fraudulent transfer
of funds. See R1–13 at Exh. 1.


On remand, the bankruptcy court held an evidentiary hearing to ascertain whether the challenged
annuities had been purchased with fraudulent intent. In a memorandum order, the bankruptcy court
found that three of the named insurance companies had actually repaid to the debtors the full
amount of the funds transferred according to the annuity contracts, Exh. B at 16, and thus could
not be held legally liable for the amounts received pursuant to the purchase of those contracts.
In addition, the court rejected any personal liability on behalf of Financial Benefit Life Insurance
Company (“Financial”) regarding annuity contracts purchased by the debtors from that institution.
The court further determined, however, that the purchase of annuities from Financial between
*1049  June 1990 and September 1990 was motivated by “the specific intent to remove non-
exempt properties from the reach of creditors by converting the proceeds of the sale to exempt
properties.” Exh. B at 14. The court noted that the Levines had discussed the exempt status of
annuities with an estate-planning lawyer knowing that Miller likely would obtain a judgment
against them 1  and, within a short period of time, liquidated their stock portfolio and purchased
an annuity contract from Financial. Consistent with this determination, the court set aside the
annuities purchased from Financial, ordered that the balance of funds in the annuity contracts be
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transferred back into the bankruptcy estate, and enjoined any further distributions to the Levines
from these particular transferred funds. This decision was affirmed summarily by the district court.


1 It is undisputed that the bankruptcy court erred in stating that, at the time the Levines consulted a lawyer regarding the challenged
annuities, Miller already had obtained a judgment against them.


On appeal, the Levines ask that we reverse the district court's order affirming the bankruptcy
court's decision to set aside as fraudulent those transfers that occurred between June and September
of 1990 to Financial. The Levines base their challenge to the bankruptcy court's decision on
several contentions: First, they reassert their argument, presented previously to the bankruptcy
court and the district court, that the conversion of funds from non-exempt to exempt status does
not constitute a transfer and, thus, cannot be attacked under Florida law. Second, they posit that,
even if the conversion in question was a transfer, the funds currently are exempt under Florida law
and Fla. Stat. 726.105 cannot be used to collaterally challenge the exempt status of these annuities.
Third, they suggest that specific non-retroactive statutory amendments to Florida law enacted in
1993 address precisely the circumstances presented in this case; consequently, we can infer that
the Florida legislature had not provided a remedy for the alleged violation at issue prior to the
enactment of these amendments. Fourth, they contend that the trustee did not contest the exempt
status of the annuities within the applicable statute of limitations time period. Fifth, they argue
that the bankruptcy court's factual determinations are clearly erroneous. We address in turn each
of the Levines' arguments.


II. DISCUSSION


[1]  [2]  We review the bankruptcy court's factual findings under the clearly erroneous standard.
General Trading v. Yale Materials Handling Corp., 119 F.3d 1485, 1494 (11th Cir.1997). We
review determinations of law, whether from the bankruptcy court or the district court, de novo. Id.


A. Was this a transfer?
[3]  As noted, the Levines argue that, because they essentially transferred money to themselves by
altering the status and form of their own assets, there was no transfer for purposes of the applicable
Florida law.


[4]  We disagree. Florida law provides the following definition of a “transfer”:


“Transfer” means every mode, direct or indirect, absolute or conditional,
voluntary or involuntary, of disposing of or parting with an asset or an interest
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in an asset, and includes payment of money, release, lease, and creation of a lien
or other encumbrance.


Fla. Stat. § 726.102(12). Although the Florida legislature has never explicitly defined an “annuity,”
the Florida Supreme Court, in a case certified by our court, has looked to various decisions
of bankruptcy courts to provide a useful definitional guide in the absence of a clear legislative
directive; to this end, that court has defined an annuity as, inter alia, “a form of investment which
pays periodically during the life of the annuitant or during a term fixed by contract rather than
on the occurrence of a future contingency....” In re McCollam, 986 F.2d 436, 438 (11th Cir.1993)
(emphasis added). Borrowing directly from Florida's statutory language regarding the scope of
the term “transfer,” we readily conclude that, in purchasing an annuity, the purchaser voluntarily
parts with an interest in an asset in exchange *1050  for a guaranteed monetary return on his
investment; indeed, the purchase of an annuity is a contractual arrangement whereby each party
is bound by specific rights and obligations. Although the record does not reveal the precise terms
of the annuities at issue here, virtually all annuity contracts provide that the annuitant will be
permitted to withdraw amounts of money in pre-determined intervals and achieve a measure of
return at a fixed interest rate in exchange for placing his assets in the hands of a financial institution
—in this case, an insurance company—that will invest his money. Similarly, an annuitant generally
may not withdraw money at a greater amount or with greater frequency than what has been
specified in the annuity contract without incurring financial penalties. See Fla. Stat. § 625.121(6)
(c) 3 e (establishing permissible annuity plans under Florida law regarding the rate at which a
policyholder may withdraw funds without incurring penalty); Werner v. Dept. of Ins., 689 So.2d
1211, 1212 (Fla.App. 1 Dist.) (“[agent] did not inform [plaintiff] that certain interest would be
forfeited if she withdrew more than ten per cent of the principal in any one of the first seven
years of the annuity's existence.”), review denied, 698 So.2d 849 (1997). Consequently, although
an individual who purchases an annuity remains the technical owner of the asset, he does not
retain total control over that asset and does not have unfettered access to the full amount of his
own “property.” As a result, the purchase of an annuity, as in the instant action, does constitute a
“transfer” for purposes of Florida law regarding fraudulent transfers. The Levines, therefore, did
transfer assets from non-exempt to exempt status in purchasing annuities from Financial during
the time period identified by the bankruptcy court. 2


2 It is interesting to note that, in a case involving a trustee's objection to a debtor's claimed exemption of an annuity purchased prior to
the filing of a Chapter 7 bankruptcy petition, the same bankruptcy court that originally had decided, in the Levines' case, that such
a purchase did not constitute a “transfer” concluded:


[W]hen the Debtor's right to exemption is challenged on the grounds that the Debtor converted non-exempt property to exempt
property, it is appropriate to inquire into the circumstances surrounding the transfer, as there is substantial and respectable authority
to support the denial of the Debtor's right to exemptions upon a showing by extrinsic evidence that the Debtor converted non-
exempt property into exempt property with the specific intent to defraud his or her creditors....
....
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As a final comment, it should be noted that this Court is receding in part from its holding in In re Levine, supra, that converting
non-exempt property to exempt property is not per se fraudulent and conversion of such property for the purpose of placing such
property out of the reach of creditors will not deprive a debtor of an exemption to which the debtor would otherwise be entitled.
After further research and consideration, this Court is satisfied that a showing that the conversion of a non-exempt asset into an
exempt asset for the specific purpose of placing the asset out of the reach of creditors is sufficient to deprive a debtor of his right
to claim that property as exempt.


In re Schwarb, 150 B.R. 470, 472–73 (Bankr.M.D.Fla.1992). Although Schwarb concerns the validity of a claimed exemption rather
than the transfer that gave rise to the exempt asset, it nonetheless provides valuable insight into the bankruptcy court's striking shift
in perspective regarding a critical question in this case—that is, whether the Levines' purchase of annuities could be characterized as
a “transfer” for purposes of bankruptcy law prohibiting fraudulent transfers.


B. Has Fla. Stat. § 726.105 properly been invoked?
[5]  The Levines further argue that, assuming that a transfer did occur in this instance, the annuities
are now exempt and cannot be contested collaterally through § 726.105. That statutory provision
states, in relevant part:


(1) 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:


(a) With actual intent to hinder, delay, or defraud any creditor of the debtor; or


(b) Without receiving a reasonably equivalent value in exchange for the transfer or obligation,
and the debtor:


1. 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


*1051  2. 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.


Fla. Stat. § 726.105(1). The Levines posit that, notwithstanding the language of this statutory
provision concerning fraudulent transfers or transactions, Florida law historically has held legally-
created exemptions to be sacrosanct and has declined to place an exempt financial instrument
or arrangement—regardless of the motivation of the debtor—within the reach of creditors. The
Levines are correct that such a body of decisional law has evolved in Florida, although within the
context of the constitutionally-protected homestead exemption rather than the statutorily-created
exemption for annuities. In Hill v. First Nat'l. Bank of Marianna, 79 Fla. 391, 84 So. 190, 193
(1920), for example, the Florida Supreme Court refused to subject property protected by the
homestead exemption to the payment of debts, noting that to do so “would permit defendants to
do indirectly what they are enjoined from doing directly, and thereby defeat the beneficial purpose
of the law.” Similarly, in Heddon v. Jones, 115 Fla. 19, 154 So. 891, 891–92 (1934), the Florida
Supreme Court again declined to interfere with the homestead exemption regardless of the debtor's
intent:
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The fact that the appellee may have moved on the homestead property prior to
judgment for the express purpose of “homesteading” it is not legal fraud which
per se affords ground for holding the homestead claim subordinate to the lien of
a judgment rendered in a suit pending prior to the time the homestead character
attached. Nor is it material that the property later claimed as a homestead was
held out as a possible asset upon which credit was obtained before the homestead
attempt was perfected.


See also West Fla. Grocery Co. v. Teutonia Fire Ins. Co., 74 Fla. 220, 77 So. 209, 212 (1917)
(stating that the homestead exemption “applies not only to formal and technical process, but to
any judicial proceedings, of law or in equity, which seek the appropriation of the property to the
payment of debts.”).


The trustee, on the other hand, points to more recent decisional law applying § 726.105 specifically
to bankruptcy cases analogous to this one: In re Gefen, 35 B.R. 368 (Bankr.S.D.Fla.1984), for
instance, concerned a finding by the bankruptcy court that the debtor had transferred money
from an individual retirement account into an annuity for the purpose of defrauding a creditor. In
upholding the bankruptcy court's application of § 726.105, the district court in Gefen noted that


[t]he debtor could have chosen numerous investment vehicles with high rates of return for the
proceeds of his I.R.A., or he could have applied them toward payment of the Final Judgment,
but instead he chose a rollover into a deferred annuity....


....


The Court finds that the aforementioned transfer of funds made by the debtor had the legal effect
and result of hindering, delaying, or defrauding creditors ...


Accordingly, the transfer of funds is void and of no effect and the trustee may withdraw the
cash value of the debtors' I.R.A....


Gefen, 35 B.R. at 372; see also In re Marks, 131 B.R. 220, 222 (S.D.Fla.1991) (rejecting as lacking
merit debtor's contention that debtor's “termination of his Keogh accounts and his subsequent use
of liquidated funds to purchase the two annuity contracts” did not constitute a transfer subject to
Florida prohibition on fraudulent transfers.), aff'd, 976 F.2d 743 (11th Cir.1992).


We note that the sources of authority cited by the Levines and the trustee are, to a degree, in tension:
Florida law appears to view exemptions (or more specifically, the homestead exemption, not at
issue in this case) as inviolable, regardless of their provenance; Florida courts also, however, have
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refused to countenance the purchase of an exempt instrument such as an annuity for the purpose
—or with the result—of defrauding creditors to a bankruptcy estate.


*1052  While acknowledging this tension, we conclude that the Gefen case more closely resembles
the circumstances with which we are confronted in the instant action and effectively should govern
our resolution of this issue. Although we must respect the reluctance of Florida courts to interfere
with exempt assets, we also must be guided by those courts that have relied on the unambiguous
language of § 726.105 to set aside transfers from non-exempt to exempt status when such transfers
were effected in order to defraud creditors. The Levines' citation to precedent regarding the sacred
nature of the homestead exemption, while noteworthy, ultimately has little bearing on this case.
As is apparent from the complaint, the trustee does not challenge the exempt status of the annuities
and does not seek to reverse any rulings as to the exemption; rather, as articulated repeatedly by the
trustee, the thrust of this action is to set aside the transfer itself and return the transferred funds to
the bankruptcy estate. Although the Levines correctly observe that the distinction between setting
aside a transfer as fraudulent and declaring an otherwise exempt asset to be non-exempt achieves,
from their perspective, the same outcome, it is also a very real distinction that is provided for by
Florida law, as embodied in § 726.105, and that has been applied by both Florida bankruptcy courts
and federal district courts. We similarly find that there exists an arguable distinction between the
act of transferring funds from non-exempt to exempt status and the exempt nature of the transferred
funds. Where, as in this case, there is an allegation that the transfer itself was fraudulent and should
therefore be set aside (as opposed to an allegation that the transfer was fraudulent and the assets
therefore should be declared non-exempt), § 726.105 may properly be invoked.


C. Legislative amendments
[6]  The Levines next argue that, because a 1993 amendment to the Florida Code anticipates
precisely the circumstance present in this case, we necessarily must infer that, prior to the
enactment of this amendment, the legislature had not provided a remedy for this type of fraud.
The amendment to which the Levines refer indeed addresses the conversion of an asset from non-
exempt to exempt status and states, in pertinent part:


Any conversion by a debtor of an asset that results in the proceeds of the
asset becoming exempt by law from the claims of a creditor of the debtor is a
fraudulent asset conversion as to the creditor, whether the creditor's claim to the
asset arose before or after the conversion of the asset, if the debtor made the
conversion with the intent to hinder, delay, or defraud the creditor.


Fla. Stat. § 222.30(2).
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Although the language of this provision, enacted after the events giving rise to this action occurred,
embraces the allegations set forth in the trustee's complaint, we decline to assume or infer from this
fact alone that, prior to the amendment's enactment, the Florida legislature did not intend a remedy
to exist for fraudulent transfer of funds from non-exempt to exempt status; in fact, at least one
court has held that, prior to the adoption of § 222.30, the statutory provision at issue in this case,
§ 726.105, governed any type of fraudulent transfer including those transfers resulting in exempt
funds. In re Davidson, 178 B.R. 544 (S.D.Fla.1995), involved the debtors' transfer of funds held
in a non-exempt joint bank account to an exempt annuity one day before final judgment entered
against the debtors in a pending lawsuit. In reversing the bankruptcy court's order overruling the
trustee's objection to the debtors' claimed annuity exemption, the district court noted:


Because Section 222.30 only applies to a transfer or conversion occurring on or after October
1, 1993, and the Annuity purchase in this case occurred prior to this date, the Bankruptcy Court
concluded that:


At the time this case was initiated, there was no Florida law providing that a debtor forfeits
her right to an exemption as a consequence for fraudulent conduct.


This legal conclusion is incorrect in light of the following statutes. Florida Statutes § 726.105
and § 726.108, effective at the time of the Annuity purchase, would appear *1053  to enable
Ameritrust to avoid the transfer or Annuity purchase.


Id. at 552 (internal citation omitted).


We conclude, as did the district court in Davidson, that prior to the adoption of § 222.30, § 726.105
governed allegations of fraudulent transfers regardless of whether the challenged transfers resulted
in exempt assets. Given the tension in the decisional law, identified earlier, concerning the absolute
nature of exemptions and the possibility of distinguishing the act of transferring funds from their
eventual exempt status, thereby avoiding transfers that create exemptions, we construe § 222.30
to be an effort by the legislature to provide a clearer, more direct response to fraudulent transfers
of the sort alleged in this case. Moreover, § 222.30 expressly adopts the definitional section from
§ 726 “unless the application of a definition would be unreasonable.” Fla. Stat. § 222.30(1). This
explicit cross-referencing of the two statutory provisions further suggests not only that they are to
be read in tandem but, more importantly, that § 222.30 is a subset of the causes of action outlined
in § 726. We determine that the legislative amendment embodied in § 222.30 does not preclude
reliance on § 726.105 regarding causes of action that accrued prior to the amendment's enactment.


D. Statute of Limitations
[7]  We briefly address the Levines' contention that the trustee is barred from contesting the exempt
status of the annuities by virtue of the applicable statute of limitations. The Federal Rules of
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Bankruptcy Procedure mandate that objections to listing of property to be claimed as exempt must
be filed within thirty days after the creditors' meeting. Fed. R. Bank. P. 4003. As previously noted,
however, the trustee in this action does not seek to contest the exemptions per se; rather, this is
an adversary action filed pursuant to 11 U.S.C. § 544, which permits the trustee to “avoid any
transfer of the property of the debtor....” 11 U.S.C. § 544(a). The Bankruptcy Code provides that
an adversary action filed under this provision may be filed within two years after the entry of the
order for relief. See 11 U.S.C. § 546(a)(1)(A). It is undisputed that the trustee has complied with
the two-year limitation on the filing of this action. Having determined that the statute of limitations
governing objections to exemptions does not control this case, we conclude that the trustee's action
to contest the transfer of funds is not time-barred.


E. Factual determinations
[8]  Finally, our independent review of the record indicates that the bankruptcy court did not
clearly err in finding that the Levines purchased the annuities in question with the intent to hinder
or defraud a known creditor. In determining whether a debtor actually intended to hinder, delay,
or defraud a creditor, a bankruptcy judge may consider, inter alia, whether:


(a) The transfer or obligation was to an insider.


(b) The debtor retained possession or control of the property transferred after the transfer.


(c) The transfer or obligation was disclosed or concealed.


(d) Before the transfer was made or obligation was incurred, the debtor had been sued or
threatened with suit.


(e) The transfer was of substantially all the debtor's assets.


(f) The debtor absconded.


(g) The debtor removed or concealed assets.


(h) 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.


(i) The debtor was insolvent or became insolvent shortly after the transfer was made or the
obligation incurred.


(j) The transfer occurred shortly before or shortly after a substantial debt was incurred.


(k) The debtor transferred the essential assets of the business to a lienor who transferred the
assets to an insider of the debtor.
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Fla. Stat. § 726.105(2).


Based on the record evidence and testimony provided at an evidentiary hearing, there *1054
exists sufficient evidence to affirm that the Levines converted non-exempt assets to annuities that
are exempt under Florida law shortly after learning that such a transfer would be beyond the reach
of Miller, a creditor whom the Levines had reason to believe likely would prevail in a lawsuit filed
against them. Giving due regard to the bankruptcy court's opportunity to observe and evaluate the
credibility and demeanor of the witnesses, see In re Englander, 95 F.3d 1028, 1030 (11th Cir.1996)
(per curiam), cert. denied, 520 U.S. 1186, 117 S.Ct. 1469, 137 L.Ed.2d 682 (1997), we conclude
that the bankruptcy court's factual determinations are supported by the record and, therefore, are
not clearly erroneous.


III. CONCLUSION


In this bankruptcy action, the Levines contend that the bankruptcy court erred in both determining
that the transfer of funds from non-exempt to exempt status through the purchase of annuities
constituted an attempt to defraud a known creditor and avoiding that transfer; they further contend
that the district court erred in affirming that decision. We hold that (1) the Levines' purchase of
annuities was a “transfer” under the pertinent Florida law; (2) Fla. Stat. § 726.105 properly was
invoked and relied upon to challenge the nature of the transfer; (3) the amendment to Florida's
statutory scheme regarding the fraudulent conversion of assets embodied in Fla. Stat. § 222.30
does not necessarily suggest that no remedy for transfer of assets from non-exempt to exempt
status for the purpose of defrauding a creditor existed prior to the enactment of the amendment
in 1993; (4) the trustee is not precluded from filing this adversarial action by virtue of the statute
of limitations pertaining to actions to contest claimed exemptions; and (5) the bankruptcy court's
factual determinations are not clearly erroneous. Accordingly, we AFFIRM.


All Citations
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Synopsis
Chapter 7 trustee sought to recover alleged fraudulent transfers by debtor, which made payments
on principals' car leases and mortgage loan. The United States Bankruptcy Court for the Northern
District of California, Randall J. Newsome, J., granted trustee's summary judgment motion on
state law fraudulent transfer claims, but granted transfer defendants' summary judgment motion
on federal fraudulent transfer claims, finding they were barred by statute of limitations. Both
parties appealed. The Bankruptcy Appellate Panel, Hagan, J., held that: (1) statute of limitations
on fraudulent transfer claims began to run from election of permanent trustee at creditor's meeting;
(2) debtor did not receive value for its transfers under California Uniform Fraudulent Transfer Act;
(3) principal of corporate debtor does not become “transferee” by mere act of causing debtor to
make fraudulent transfer; and (4) transfers did not fall within fraudulent conveyance defense for
transfers resulting from termination of lease or enforcement of lien.


Reversed in part, affirmed in part, and remanded.
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[1] Bankruptcy Proceedings
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Fraudulent transfer proceeding under Bankruptcy Code is not designed to assert
independent state law right which is cognizable without filing of bankruptcy petition; this
right of trustee or debtor-in-possession to recover fraudulent transfer is clearly creation of
Bankruptcy Code. Bankr.Code, 11 U.S.C.A. § 544(b).


6 Cases that cite this headnote


[2] Fraudulent Conveyances Necessity of prejudice
Fraudulent Conveyances Plaintiffs
On its face, California Uniform Fraudulent Transfer Act only confers standing upon
creditor of debtor. West's Ann.Cal.Civ.Code § 3439.07(a).


3 Cases that cite this headnote


[3] Bankruptcy Time limitations;  computation
If trustee cannot bring fraudulent transfer proceeding under Bankruptcy Code due to
expiration of statute of limitations, trustee must establish standing in some other way
before suit may be prosecuted, such as by demonstrating that cause of action accrued to
the debtor, and therefore was estate property. Bankr.Code, 11 U.S.C.A. § 544.


8 Cases that cite this headnote


[4] Bankruptcy Time limitations;  computation
Two-year statute of limitations for bringing fraudulent transfer proceedings does not begin
to run until election or qualification of permanent trustee at creditor's meeting. Bankr.Code,
11 U.S.C.(1988 Ed.) § 546(a)(1).


6 Cases that cite this headnote


[5] Bankruptcy Presentation of grounds for review
Issue of whether bankruptcy court should have abstained from hearing fraudulent
conveyance proceeding was waived on appeal because contention was not raised before
bankruptcy court.


1 Cases that cite this headnote


[6] Bankruptcy Fraudulent conveyances in general
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Corporations and Business Organizations Preferences to Directors, Officers, or
Shareholders
Payments that Chapter 7 debtor made on behalf of its principals for principals' car lease
payments and mortgage loan was fraudulent transfer under California Uniform Fraudulent
Transfer Act where debtor did not receive value in exchange for transfers because debtor
did not receive property, and transfer did not satisfy present or antecedent debt of the
debtor. Bankr.Code, 11 U.S.C.A. § 544(b); West's Ann.Cal.Civ.Code § 3439.03.


26 Cases that cite this headnote


[7] Bankruptcy Bona fide purchasers and rights thereof
Principal of corporate debtor does not become “transferee,” within meaning of Bankruptcy
Code fraudulent transfer provisions providing defense for subsequent transferees by mere
act of causing debtor to make fraudulent transfer; “transferee” necessarily implies that
party receives the property. Bankr.Code, 11 U.S.C.A. §§ 544, 550(a)(1).


20 Cases that cite this headnote


[8] Corporations and Business Organizations Conveyances When Insolvent or in
Contemplation of Insolvency
Under California Uniform Transfer Act, principal of corporate debtor does not become
transferee by causing debtor to make transfer. West's Ann.Cal.Civ.Code § 3439.08(b).


19 Cases that cite this headnote


[9] Corporations and Business Organizations Preferences to Directors, Officers, or
Shareholders
Under California Uniform Fraudulent Transfer Act, defense to avoiding fraudulent
transfers if transfer resulted from termination of lease or enforcement of lien in
noncollusive manner did not apply to transfers made by Chapter 7 corporate debtor on
behalf of principals for principals' car leases and mortgage loan payments where transfers
did not result from termination of car leases nor from enforcement of any lien. West's
Ann.Cal.Civ.Code § 3439.08(e)(1, 2).
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Attorneys and Law Firms


*802  M. Michael Morgan, San Diego, CA, for appellants, cross-appellees.


Valerie L. Smith, San Francisco, CA, for appellee, cross-appellant.


Before HAGAN, VOLINN and RUSSELL, Bankruptcy Judges.


OPINION


HAGAN, Bankruptcy Judge:


William H. Broach (“trustee”) is the chapter 7 trustee for Lucas Dallas, Inc. (“debtor”). The trustee
filed an adversary proceeding to recover numerous alleged fraudulent transfers by the debtor to
GE Capital Mortgage Services, Inc. (“GE Mortgage”), and General Electric Auto Lease, Inc. (“GE
Auto”), among others. (Collectively, GE Mortgage and GE Auto shall be referred to as the “GE
defendants.”) The trustee and the GE defendants filed cross-motions for summary judgment. The
bankruptcy court granted the trustee's motion for summary judgment on the state law fraudulent
transfer claims. The court granted the GE defendants' motion for summary judgment on the federal
fraudulent transfer claims, however, finding those claims barred by the statute of limitations.
Both the trustee and the GE defendants appeal. We AFFIRM the bankruptcy court's judgment but
REMAND for corrections to conform with this opinion.


FACTS


William Dallas (“Dallas”) was a principal of the debtor, and Mansveto Lenci (“Lenci”) an
employee of the debtor. Dallas obtained a loan from Monarch Mortgage Corporation secured by a
mortgage against his personal residence. Monarch Mortgage Corporation transferred the mortgage
to Travelers Mortgage Service, Inc. (“Travelers”). GE Mortgage subsequently purchased Travelers
and used its name for a time. From February, *803  1990 until January, 1991, the debtor paid GE
Mortgage $41,811.59 against this debt.


Both Dallas and Lenci leased cars from GE Auto. Dallas and Lenci were billed directly for the
lease payments. The debtor paid $31,716.01 to GE Auto on the leases. These payments occurred
between June, 1989 and May, 1991.


The debtor did not have any direct obligation to the GE defendants, nor is there any evidence
that the debtor was required to make these payments as part of the compensation paid to Dallas
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or Lenci. The trustee presented evidence that the debtor was insolvent at the time all of these
payments were made.


In September, 1991, an involuntary petition was filed against the debtor. On November 7, 1991,
the bankruptcy court entered an order for relief under chapter 7. On that date, the trustee was
appointed as interim trustee under section 1  701. The section 341 creditors' meeting was not held
until October 12, 1994. 2


1 Unless otherwise noted, all references to “section” are to the respective section of Title 11, United States Code.


2 The bankruptcy court's docket indicates the section 341 meeting was scheduled for October 12, 1994. There is nothing in the docket
to indicate whether the meeting was actually held on that date.


On November 5, 1993, the trustee filed an adversary proceeding against Travelers and Dallas,
alleging actions to recover preferential transfers, fraudulent transfers, and for an accounting. This
adversary proceeding was assigned the number 93 4562 AN. 3  The trustee alleged, inter alia,
that the debtor made seven payments totalling $24,297.88 to Travelers during the four years
prior to the date the involuntary bankruptcy petition was filed. These transfers were alleged to be
avoidable under section 548, and section 544 and Cal.Civ.Code § 3439 et seq. (“California Uniform
Fraudulent Transfer Act”). The complaint was served on November 17, 1993 on Travelers, GE
Mortgage, and GE Mortgage's registered agent for service of process. Travelers did not answer
the complaint.


3 The bankruptcy court's docket states this complaint was filed on November 8, 1993, and entered on the docket on the same date.
There are two copies of the complaint in the record on appeal. The first is located as Exhibit A to the “Request for Judicial Notice
Under Rule 201 of the Federal Rules of Evidence,” GE Defendants' Excerpts of Record. The date stamp is illegible on this copy. The
trustee's excerpts contain a copy of the first four pages of the complaint. The date stamp on this copy shows the complaint was filed
on November 5, 1993, at 3:11 pm. It therefore appears the docket entry is mistaken.


On March 9, 1994, the trustee filed an amended complaint. The amended complaint listed
as defendants Travelers, Dallas, GE Mortgage, GE Auto, and others. The amended complaint
specifically alleged transfers to GE Mortgage and/or Travelers in the amount of $41,811.59, and
transfers to GE Auto in the amount of $35,887.88. As with the initial complaint, the trustee sought
recovery under, inter alia, sections 544 and Cal.Civ.Code § 3439 et seq., and section 548.


The trustee and the GE defendants filed cross-motions for summary judgment. The GE defendants
alleged the federal causes of action were barred by section 546(a)(1)'s two-year statute of
limitations, and that the transfers were not fraudulent under California law. The trustee contended
the statute of limitations had not run on the federal causes of action, and presented evidence to
support its contention the GE defendants had received fraudulent transfers.


The bankruptcy court concluded that the trustee had been appointed on November 7, 1991, the
date of the order for relief and the date the trustee was appointed as interim trustee, and that the



http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS548&originatingDoc=Iad42a4d16ea711d98778bd0185d69771&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS544&originatingDoc=Iad42a4d16ea711d98778bd0185d69771&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000200&cite=CACIS3439&originatingDoc=Iad42a4d16ea711d98778bd0185d69771&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1004365&cite=USFRER201&originatingDoc=Iad42a4d16ea711d98778bd0185d69771&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS544&originatingDoc=Iad42a4d16ea711d98778bd0185d69771&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000200&cite=CACIS3439&originatingDoc=Iad42a4d16ea711d98778bd0185d69771&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000200&cite=CACIS548&originatingDoc=Iad42a4d16ea711d98778bd0185d69771&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS546&originatingDoc=Iad42a4d16ea711d98778bd0185d69771&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_7b9b000044381





In re Lucas Dallas, Inc., 185 B.R. 801 (1995)
34 Collier Bankr.Cas.2d 1095, 27 Bankr.Ct.Dec. 955, 95 Daily Journal D.A.R. 12,382


 © 2020 Thomson Reuters. No claim to original U.S. Government Works. 6


two-year period began to run from that date. The court found the federal causes of action were
time-barred under section 546, having been brought more than two years later. Accordingly, the
court granted the GE defendants' motion for summary judgment as to the federal claims.


The bankruptcy court granted summary judgment for the trustee on the California fraudulent
transfer claims. All transfers were avoided in the full amount.


The GE defendants appeal the summary judgment against them on the California *804  fraudulent
transfer claims. The trustee cross-appeals the grant of summary judgment against him on the statute
of limitations issue.


ISSUES


1. Whether the bankruptcy court properly granted summary judgment against the GE defendants
on the California fraudulent transfer claims.


2. Whether the bankruptcy court properly determined that the federal claims were barred by the
statute of limitations.


STANDARD OF REVIEW


A grant of a motion for summary judgment is reviewed de novo. Danning v. Miller (In re Bullion
Reserve of N. Am.), 922 F.2d 544, 546 (9th Cir.1991). Construing the evidence in the light most
favorable to the nonmoving party, the Panel must determine whether there are genuine issues of
material fact and whether the lower court correctly applied the relevant law. Id.


DISCUSSION


1. The Statute of Limitations under Section 546 Does Not Begin Running Until The
Permanent Trustee is Appointed.


The trustee contends the federal claims are timely under the two-year statute of limitations. Section
546(a) provides as follows:


An action or proceeding under section 544, 545, 547, 548, or 553 of this title may not be
commenced after the earlier of—


(1) two years after the appointment of a trustee under section 702 ... of this title[.]
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11 U.S.C. § 546(a)(1). 4  The bankruptcy court specifically concluded that this statute began to
run on November 7, 1991, the date the interim trustee was appointed, as opposed to the date that
the permanent trustee was appointed. On this basis, the bankruptcy court held the trustee's claims
under section 544 and 548 to be untimely.


4 Section 546 has subsequently been amended. Bankruptcy Reform Act of 1994, Pub.L. No. 103–394, § 216, 108 Stat. 4106, 4126
(1994). Because this case was filed before October 22, 1994, the effective date of the act, these amendments have no application
here. Id., § 702(b)(1), 108 Stat. at 4150.


“The federal courts are under an independent obligation to examine their own jurisdiction, and
standing ‘is perhaps the most important of [the jurisdictional] doctrines.’ ” FW/PBS, Inc. v. City
of Dallas, 493 U.S. 215, 231, 110 S.Ct. 596, 607, 107 L.Ed.2d 603 (1990) (alteration in original)
(quoting Allen v. Wright, 468 U.S. 737, 750, 104 S.Ct. 3315, 3324, 82 L.Ed.2d 556 (1984)). If
the bankruptcy court properly concluded the section 544 claims were barred by the statute of
limitations, we would have to begin by examining the standing of the trustee to assert the state law
cause of action, even though the trial court did not examine the question and the parties do not
raise the issue here. See FW/PBS, 493 U.S. at 230–31, 110 S.Ct. at 607.


[1]  The trustee is authorized to prosecute state law fraudulent transfer actions under section
544(b). As noted, however, section 544 is subject to section 546(a)(1)'s two-year statute of
limitations. While the trustee clearly has standing to bring the state action under section 544, he
does not necessarily have standing to do so outside of section 544. As the bankruptcy court stated
in Mahoney, Trocki & Assoc., Inc. v. Kunzman (In re Mahoney, Trocki & Assoc., Inc.), 111 B.R.
914 (Bankr.S.D.Cal.1990):


The fraudulent transfer action under § 544(b) is not an action to assert an
independent state law created right on behalf of a trustee which was and is
cognizable without the filing of a bankruptcy petition. This right, on behalf of a
trustee or debtor-in-possession to recover the fraudulent transfer, is clearly the
creation of the bankruptcy code.


111 B.R. at 918.


The United States Supreme Court and the Ninth Circuit Court of Appeals have both held that
bankruptcy trustees do not have standing to prosecute actions against third parties on behalf of
creditors. *805  Caplin v. Marine Midland Grace Trust Co., 406 U.S. 416, 428–34, 92 S.Ct. 1678,
1685, 32 L.Ed.2d 195 (1972) (no standing to sue on behalf of debenture holders); Williams v. Cal.
1st Bank, 859 F.2d 664, 666–67 (9th Cir.1988). “A debtor's bankruptcy trustee ... is not authorized
to pursue every action that creditors of the debtor might pursue.... A trustee's only authority to
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assert creditor's state-law causes of action related to fraudulent conveyances is found in section
544(b) of the Bankruptcy Code.” Wyle v. Howard, Weil, Labouisse, Friedrichs Inc. (In re Hamilton
Taft & Co.), 176 B.R. 895, 902 (Bankr.N.D.Cal.1995) (footnote omitted). See Mixon v. Anderson
(In re Ozark Restaurant Equipment Co., Inc.), 816 F.2d 1222, 1224–26 (8th Cir.) (trustee does
not have standing to bring alter ego action against debtor corporation's principals on behalf of
creditors), cert. denied sub nom. Jacoway v. Anderson, 484 U.S. 848, 108 S.Ct. 147, 98 L.Ed.2d
102 (1987). The Ozark Restaurant court noted that section 544 as originally proposed would have
permitted the trustee to assert causes of action on behalf of creditors, but that Congress deleted
that provision before the statute was adopted. 816 F.2d at 1227–28 & nn. 9–10.


[2]  [3]  On its face, the California Uniform Fraudulent Transfer Act only confers standing upon a
“creditor” of the debtor. See Cal.Civ.Code § 3439.07(a) (West supp.1995) (discussing remedies for
a “creditor”). Cf. American Nat'l Bank v. MortgageAmerica Corp. (In re MortgageAmerica Corp.),
714 F.2d 1266, 1272 & 1275–76 (5th Cir.1983) (action under Texas Fraudulent Transfers Act is
apparently assertable only by creditors, but the court concluded the action was in fact property
of the estate under section 541; the court relied in part on the existence of section 544(b)). If the
trustee cannot proceed under section 544 due to the statute of limitations, the trustee must establish
standing in some other way before the suit may be prosecuted; e.g., by demonstrating that the cause
of action accrued to the debtor, and therefore was property of the estate under 11 U.S.C. § 541.


[4]  We need not resolve the question of whether the trustee has standing to bring an action under
the California Uniform Fraudulent Transfer Act independent of section 544, because we conclude
the section 544 action was not barred by the statute of limitations. Although neither of the parties
cited the case, this issue is controlled by prior precedent. Kroh v. T.R.M. Mfg. (In re Conco Bldg.
Supplies, Inc.), 102 B.R. 190 (9th Cir. BAP 1989). “It is evident from reading § 546(a)(1) and
§ 702 that the two year time limitation imposed by § 546(a)(1) does not begin to run until the
election or qualification of a permanent trustee at the § 341 meeting of creditors.” Conco, 102 B.R.
at 191–92. This has been the conclusion of the “overwhelming majority” of courts to consider the
issue. Grella v. Zimmerman (In re Art & Co., Inc.), 179 B.R. 757, 761 (Bankr.D.Mass.1995) (citing
cases). See, e.g., Biggs v. Biljo, Inc. (In re Goetz), 175 B.R. 743, 745–46 (Bankr.C.D.Cal.1994);
Spence v. Panco (In re Surf & Sand Constr., Inc.), 138 B.R. 454, 457 (Bankr.D.Del.1992).


There are numerous justifications for this result. The first is the plain language of the statute.
As noted, section 546(a)(1) states the triggering date is the “appointment of a trustee under
section 702.” 11 U.S.C. § 546(a)(1). Interim trustees are not appointed under section 702; they
are appointed under section 701. 5  Section 702 provides that a permanent trustee may be elected
by the creditors at the section 341 first meeting of creditors. 11 U.S.C. § 702(b). If the creditors
do not elect a trustee, the interim trustee becomes the permanent trustee. 11 U.S.C. § 702(d). See
also 11 U.S.C. § 701(b) (service of interim trustee ends when a trustee is elected or designated
under section 702, *806  and qualifies under section 322). There is no section 702 trustee until
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the section 341 meeting is held; therefore, section 546(a)(1) begins running only on the date of
the section 341 meeting.


5 The use of the term “appointment” arguably creates an ambiguity, since section 702 does not provide for the “appointment” of a
permanent trustee. Judge Kathleen Lax, in the Goetz case, noted this fact, but concluded that “[a]ny ambiguity raised by the absence
of the term ‘appointment’ in section 702 is resolved by reference to the procedure as a whole.” 175 B.R. at 746.
Section 546(a)(1) reads “the appointment of a trustee under section 702, 1104, 1163, 1302, or 1202 of this title.” Every section listed,
other than section 702, refers to the ‘appointment’ of a trustee. Congress thus used “appointment” as a generic term to indicate the
event under the relevant sections that triggers the two-year statute of limitations.


Second is the difference in duties of an interim trustee. “Generally, interim trustees assume the
limited role of performing administrative functions and preserving the assets of the estate. See 4
Lawrence P. King, Collier on Bankruptcy, ¶ 701.01 (15th ed.1994). Thus, they are not as likely as
§ 702 trustees to commence avoidance actions.” Maurice Sporting Goods, Inc. v. Maxway Corp.
(In re Maxway Corp.), 27 F.3d 980, 984 (4th Cir.), cert. denied, 513 U.S. 1018, 115 S.Ct. 580,
130 L.Ed.2d 495 (1994).


The third reason for holding that the statute of limitations does not begin running until the section
341 meeting of creditors is held (and the permanent trustee is appointed under section 702) is that
the meeting gives the trustee the opportunity to examine the debtor. As the panel held in Conco,


Additional support for the above determination can be found in § 343 which requires the debtor
to appear at the § 341 meeting of creditors. The legislative history to § 343 recognizes that “[t]he
purpose of the examination is to enable creditors and the trustee to determine if assets have
improperly been disposed or concealed....” H.R.Rep. No. 95–595, 95th Cong., 1st Sess. 332
(1977); S.Rep. No. 95–989, 95th Cong., 2d Sess. 43 (1978), U.S.Code Cong. & Admin.News
1978, pp. 5787, 5829, 6288. Based on this recognized purpose, the § 546(a)(1) time limitation
should not begin to run until the trustee has had the opportunity to examine the debtor to assist
in determining whether preferential transfers have occurred.


102 B.R. at 192 (alterations and emphasis in original) (footnote omitted).


One court in this circuit has concluded Conco has effectively been overruled. Clark Oil and
Trading Co. v. Haberbush (In re Sahuaro Petroleum & Asphalt Co.), 170 B.R. 689, 693 & n. 3
(C.D.Cal.1994). The reasoning of Sahuaro is not persuasive, for reasons discussed in a footnote. 6


6 Sahuaro concluded the date the interim trustee is appointed is the triggering event, not the date the permanent trustee is appointed,
based on Ford v. Union Bank (In re San Joaquin Roast Beef), 7 F.3d 1413 (9th Cir.1993), and Upgrade Corp. v. Gov't Technology
Services, Inc. (In re Softwaire Centre Int'l, Inc.), 994 F.2d 682 (9th Cir.1993).
Neither San Joaquin nor Softwaire Centre indicates Conco's reasoning is overruled. Indeed, San Joaquin affirms that courts should
follow the plain language of section 546. See 7 F.3d at 1416.
Sahuaro also relied in part upon the fact that section 546(a)(1) speaks of “appointment” of a trustee, to conclude that Congress
intended to include the appointment of an interim trustee under section 701. 170 B.R. at 693. This is a questionable method of statutory
interpretation. It is unlikely Congress intended the generic term “appointment” to control over the specifically-named statutes.
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We reaffirm Conco and reverse the bankruptcy court on the issue of whether the federal claims
were time-barred under section 546(a)(1). The two-year statute of limitations did not begin to run
until October 12, 1994 at the earliest, or later if the section 341 meeting was further postponed
and the permanent trustee was appointed at that time. Therefore, the March 9, 1994 amended
complaint was filed well before the expiration of the limitations period. Because the GE defendants'
arguments regarding “ancillary” jurisdiction are based on the assumption that the federal claims
are time-barred, we do not address these arguments.


2. Abstention Was Not Appropriate.
[5]  The GE defendants also contend the bankruptcy court should have abstained from hearing
the action. The specific abstention provision pleaded is 28 U.S.C. § 1334(c)(2), which provides
in its relevant part:


Upon timely motion of a party in a proceeding based upon a State law claim or
State law cause of action, related to a case under title 11 but not arising under title
11 or arising in a case under title 11, with respect to which an action could not
have been commenced in a court of the United States absent jurisdiction under
this section, the district court shall abstain from hearing such proceeding if an
action is *807  commenced, and can be timely adjudicated, in a State forum of
appropriate jurisdiction.


28 U.S.C. § 1334(c)(2). The GE defendants also assert abstention was appropriate under 28 U.S.C.
§ 1334(c)(1) (although they nowhere cite to the statute and merely refer to “comity abstention”).
Section 1334(c)(1) provides:


Nothing in this section prevents a district court in the interest of justice, or in
the interest of comity with State courts or respect for State law, from abstaining
from hearing a particular proceeding arising under title 11 or arising in or related
to a case under title 11.


28 U.S.C. § 1334(c)(1).


The GE defendants did not raise either contention regarding abstention before the bankruptcy
court. We therefore treat the argument as waived. See, e.g., Briggs v. Kent (In re Professional
Investment Properties of America), 955 F.2d 623, 625 (9th Cir.) (general rule is that arguments
not raised below will not be considered for the first time on appeal), cert. denied sub nom. Miller
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v. Briggs, 506 U.S. 818, 113 S.Ct. 63, 121 L.Ed.2d 31 (1992); McCoy v. Bank of America (In re
McCoy), 111 B.R. 276, 281–82 (9th Cir. BAP 1990) (panel would not consider abstention issue
raised for the first time on appeal).


3. The Transfer Was Fraudulent Under the California Uniform Fraudulent Transfer Act.
[6]  The conclusion that the bankruptcy court erred in holding the federal claims were time-barred
does not require that we reverse the bankruptcy court's judgment. Section 544(b) permits the trustee
to recover under state fraudulent transfer law. Thus, the bankruptcy court's judgment for the trustee
on the California Uniform Fraudulent Transfer Act amounts to a judgment in favor of the trustee
under the section 544(b) claim. The GE defendants assert that the conclusion the transfer was
fraudulent under state law is in error. We affirm the judgment.


The GE defendants contend they gave reasonably equivalent value to the debtor for the payments,
in that Dallas obtained a home suitable for entertaining business associates, and Dallas and Lenci
had autos making it possible for Dallas and Lenci “to do their work, to meet customers, attend
meetings and present the image appropriate to” the debtor. This is a contention that the transfer
was not fraudulent. See Cal.Civ.Code § 3439.05 (West supp.1995) ( “A transfer made or obligation
incurred by a debtor is fraudulent ... if the debtor made the transfer or incurred the obligation
without receiving a reasonably equivalent value in exchange for the transfer or obligation [.]”).
The GE defendants did not offer any evidence to support this allegation.


This contention is rejected. “Value” is defined as follows:


Value is given for a transfer or an obligation if, in exchange for the transfer or
obligation, property is transferred or an antecedent debt is secured or satisfied,
but value does not include an unperformed promise made otherwise than in the
ordinary course of the promisor's business to furnish support to the debtor or
another person.


Cal.Civ.Code § 3439.03 (West supp.1995). The legislative history to this statute notes that
“[c]onsideration having no utility from a creditor's viewpoint does not satisfy the statutory
definition.” Cal.Civ.Code § 3439.03, legislative committee comment—assembly, 1986 addition,
¶ (2) (West supp.1995). See Hayes v. Palm Seedlings Partners–A (In re Agricultural Research
and Technology Group, Inc.), 916 F.2d 528, 540 (9th Cir.1990) (interpreting Hawaii Uniform
Fraudulent Transfer Act). The question is not, as the GE defendants frame it, whether the
GE defendants gave reasonably equivalent value; it is whether the debtor received reasonably
equivalent value. Cal.Civ.Code § 3439.05 (West supp.1995) (“A transfer made ... by a debtor is
fraudulent ... if the debtor made the transfer ... without receiving a reasonably equivalent value
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in exchange[.]”). The debtor did not receive property, nor did the transfers satisfy a present or
antecedent *808  debt of the debtor. Therefore, the debtor did not receive “value.” 7


7 The GE defendants contend the transfers to Dallas and Lenci should “really be looked upon as part of the compensation paid William
Dallas and Mansveto Lenci for their services to the corporation.” GE Defendants' Brief, at 20. The trustee has presented evidence
that he could discover nothing to indicate that the debtor owed any such compensation to Dallas and Lenci. The debts involved were
Dallas and Lenci's personal obligations. The debtor had no direct obligation to the GE defendants. The GE defendants have failed to
present any evidence to create a genuine issue of material fact on that point. The payments thus did not satisfy an antecedent debt
owing to Dallas or Lenci.


The GE defendants also assert they did not receive a “transfer” of property from the debtor. As
framed, this argument is meritless. “Transfer” is defined as


every mode, direct or indirect, absolute or conditional, voluntary or involuntary,
of disposing of or parting with an asset or an interest in an asset, and includes
payment of money, release, lease, and creation of a lien or other encumbrance.


Cal.Civ.Code § 3439.01(i) (West supp.1995). The GE defendants received payments from the
debtor, drawn upon the debtor's bank accounts. The GE defendants therefore received a “transfer.”


Although framed improperly, the GE defendants in fact appear to be asserting a defense under
section 550. Section 550 provides in part:


(a) Except as otherwise provided in this section, to the extent that a transfer is avoided under
section 544, ... 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 or the entity for whose benefit such transfer was
made; or


(2) any immediate or mediate transferee of such initial transferee.


(b) The trustee may not recover under section (a)(2) of this section from—


(1) a transferee that takes for value, including satisfaction or securing of a present or
antecedent debt, in good faith, and without knowledge of the voidability of the transfer
avoided.


11 U.S.C. § 550(a), (b)(1). Thus, both initial transferees and mediate or immediate transferees are
liable to return a fraudulent transfer. However, subsequent transferees are provided a defense not
available to an initial transferee; the subsequent transferee is insulated to the extent it took for
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value, in good faith, and without knowledge of the transfer's voidability. 11 U.S.C. § 550(b)(1).
Initial transferees are subject to strict liability. Danning v. Miller (In re Bullion Reserve of N. Am.),
922 F.2d 544, 547 (9th Cir.1991).


The GE defendants appear to contend that they were not the initial transferees of the payments, but
were subsequent transferees who took in good faith and for value. The GE defendants assert that
Dallas and Lenci became the initial transferees when they forced the debtor to make the transfers.


The definitive case in this circuit regarding when a party becomes a “transferee” is Bullion Reserve,
922 F.2d at 544 et seq. The court adopted the so-called “dominion” or “control” test, as set forth
by the Seventh Circuit in Bonded Fin. Servs. v. European Am. Bank, 838 F.2d 890 (1988).


“Although the Bankruptcy Code does not define ‘transferee’, and there is no
legislative history on the point, we think the minimum requirement of status as a
‘transferee’ is dominion over the money or other asset, the right to put the money
to one's own purposes. When A gives a check to B as agent for C, then C is the
‘initial transferee’; the agent may be disregarded.”


Bullion Reserve, 922 F.2d at 548 (emphasis deleted) (quoting Bonded, 838 F.2d at 893). “To
paraphrase Judge Easterbrook, an entity does not have ‘dominion over the money’ until it is, in
essence, ‘free to invest the whole [amount] in lottery tickets or uranium stocks.’ ” Bullion Reserve,
922 F.2d at 549 (alteration in original) (quoting Bonded, 838 F.2d at 894). The Ninth Circuit
also suggested that courts should “ ‘step back and evaluate a transaction in its entirety to make
sure that their conclusions are logical and equitable.’ ” *809  Bullion Reserve, 922 F.2d at 549
(quoting Nordberg v. Societe Generale (In re Chase & Sanborn Corp.), 848 F.2d 1196, 1199 (11th
Cir.1988)).


In McCarty v. Richard James Enterprises, Inc. (In re Presidential Corp.), 180 B.R. 233 (9th Cir.
BAP 1995), the panel reviewed the case law on this issue. In that case, the principal of the debtor
caused the debtor to transfer funds into an escrow account to purchase a house for the principal.
The panel held that the principal was the initial transferee, because the escrow agent received the
funds as an agent for the principal. The panel found it unnecessary to reach the issue of whether
the principal became the initial transferee by causing the debtor to make the transfer.


We do not reach the issue of whether Manoukian became the initial transferee
by “making” the debtor transfer the funds into escrow, thus establishing
dominion or control over the funds. The case of Richardson v. FDIC (In re M.
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Blackburn Mitchell Inc.), 164 B.R. 117 (Bankr.N.D.Cal.1994), raises questions
regarding whether a party should be held to be the initial transferee under those
circumstances. It is unnecessary for us to resolve this issue here, and we decline
to do so.


180 B.R. at 239 n. 5.


[7]  We conclude that the principal of a corporate debtor does not become a “transferee” by the
mere act of causing the debtor make a fraudulent transfer. Richardson v. FDIC (In re M. Blackburn
Mitchell Inc.), 164 B.R. 117 (Bankr.N.D.Cal.1994), appropriately rejected the contention that such
a party should be held to be the initial transferee. The use of the word “transferee” necessarily
implies that the party receives the property.


In order to be an initial transferee, one must be a transferee in the ordinary sense of the word. A
transfer that may be avoided under applicable sections of the Bankruptcy Code takes place from
the debtor to some entity. Thus, receipt of the transferred property is a necessary element for
that entity to be a transferee under § 550. Simply directing a transfer, i.e., such as by directing
a debtor to transfer its funds, is not enough.


* * * * * *


This Court does not disagree that in order to be a transferee one must obtain dominion and
control over funds. But that does not mean that merely because one has dominion and control
of funds (as principals of companies ordinarily do) that one is also a transferee. Rather, in order
for there to be a transfer of the debtor's funds, the debtor must dispose of or part with them, that
is, such funds must actually leave the debtor. In order to be a transferee of the debtor's funds,
one must (1) actually receive the funds, and (2) have full dominion and control over them for
one's own account, as opposed to receiving them in trust or as agent for someone else.


164 B.R. at 126 (emphasis in original). See 11 U.S.C. § 101(54) ( “ ‘transfer’ means every mode ...
of disposing of or parting with property or with an interest in property[.]”). This result is consistent
with the fact that corporations must always act through individuals. Blackburn, 164 B.R. at 127–28.


Moreover, if the distinction between an initial and a subsequent transferee turns on whether the
party benefitting from the transfer “forced” the debtor to make the transfer, then the scope of
liability under section 550 is unduly narrowed. Section 550(a)(1) subjects to strict liability not only
the initial transferee, but also “the entity for whose benefit such transfer was made.” 11 U.S.C.
§ 550(a)(1). 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. Yet
Congress intended to make initial transferees also strictly liable for the transfer (subject to the
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restriction that the trustee is entitled to only one recovery under section 550(c), presently codified
at 11 U.S.C. § 550(d)). “The implication is that the entity for whose benefit the transfer was
made is different from a transferee, immediate or otherwise.” Bullion Reserve, 922 F.2d at 548.
Consideration of whether the beneficiary of the transfer “forced” the debtor to make the transfer
would collapse the two prongs of strict liability into a single party. *810  It would permit entities
who are “initial transferees” in the plain sense of the term to escape liability, and deprive the
bankruptcy estate (and thus the debtor's creditors) of an additional source for recovery. There is
nothing in the statute or otherwise to justify this result.


The GE defendants also make reference to their defenses under state law. They assert that they fall
within the defenses of Cal.Civ.Code § 3439.08. That section provides in its relevant part:


(a) A transfer or an obligation is not voidable under subdivision (a) of Section 3439.04, against a
person who took in good faith and for a reasonably equivalent value or against any subsequent
transferee or obligee.


(b) Except as otherwise provided in this section, to the extent a transfer is voidable in an action
by a creditor under paragraph (1) of subdivision (a) of Section 3439.07, the creditor may
recover judgment for the value of the asset transferred, as adjusted under subdivision (c), or
the amount necessary to satisfy the creditor's claim, whichever is less. The judgment may be
entered against the following:


(1) The first transferee of the asset or the person for whose benefit the transfer was made.


(2) Any subsequent transferee other than a good faith transferee who took for value or from
any subsequent transferee.


* * * * * *


(e) A transfer is not voidable under subdivision


(b) of Section 3439.04 or Section 3439.05 if the transfer results from the following:


(1) Termination of a lease upon default by the debtor when the termination is pursuant to the
lease and applicable law.


(2) Enforcement of a lien in a noncollusive manner and in compliance with applicable law,
including Division 9 (commencing with Section 9101) of the Commercial Code, other than
a retention of collateral under subdivision (2) of Section 9505 of the Commercial Code and
other than a voluntary transfer of the collateral by the debtor to the lienor in satisfaction
of all or part of the secured obligation.
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Cal.Civ.Code § 3439.08(a), (b), (e) (West supp.1995). The bankruptcy court granted summary
judgment against the GE defendants under Cal.Civ.Code § 3439.05, not Cal.Civ.Code § 3439.04.
Therefore, Cal.Civ.Code § 3439.08(a) does not apply here.


[8]  Cal.Civ.Code § 3439.08(b) presents essentially the same defense suggested in connection
with section 550: whether a principal becomes a transferee by causing the debtor to make the
transfer. The reasoning proposed in connection with section 550 is equally applicable here. As
the legislative history to Cal.Civ.Code § 3439.08 notes, “[s]ubdivision (b) is derived from Section
550(a) of the Bankruptcy Code.” Cal.Civ.Code § 3439.08, legislative committee comment—
assembly, 1986 addition, ¶ (2) (West supp.1995). “Although the Uniform [Fraudulent Transfer]
Act and the common law thus provide the substantive law in this case, cases construing the
Bankruptcy Code counterparts are persuasive authority due to the similarity of the laws in this
area.” Agricultural Research, 916 F.2d at 534 (action under Hawaii Uniform Fraudulent Transfer
Act).


[9]  The GE defendants argue they fall within the exception of Cal.Civ.Code § 3439.08(e).
This subsection provides a defense “if the transfer results from” the termination of a lease, or
the enforcement of a lien in a noncollusive manner. Cal.Civ.Code § 3439.08(e)(1), (2) (West
supp.1995). It is apparent from the uncontested facts the transfers to the GE defendants did not
result from the termination of a lease, nor from the enforcement of a lien. The transfers were simple
payments on the obligation, and the GE defendants did not obtain the payments by terminating the
auto leases or enforcing the lien against Dallas' residence.


CONCLUSION


We REVERSE the bankruptcy court on the statute of limitations issue, finding that the federal
claims were not barred by *811  section 546. We AFFIRM the bankruptcy court's conclusion that
the transfer to the GE defendants was fraudulent under the California Uniform Fraudulent Transfer
Act, and AFFIRM the bankruptcy court's judgment. We REMAND to the bankruptcy court so that
the judgment may be properly designated as arising under section 544(b).


All Citations


185 B.R. 801, 34 Collier Bankr.Cas.2d 1095, 27 Bankr.Ct.Dec. 955, 95 Daily Journal D.A.R.
12,382


End of Document © 2020 Thomson Reuters. No claim to original U.S. Government Works.



http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000200&cite=CACIS3439.08&originatingDoc=Iad42a4d16ea711d98778bd0185d69771&refType=SP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_8b3b0000958a4

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000200&cite=CACIS3439.08&originatingDoc=Iad42a4d16ea711d98778bd0185d69771&refType=SP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_a83b000018c76

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000200&cite=CACIS3439.08&originatingDoc=Iad42a4d16ea711d98778bd0185d69771&refType=SP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_7fdd00001ca15

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000200&cite=CACIS3439.05&originatingDoc=Iad42a4d16ea711d98778bd0185d69771&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000200&cite=CACIS3439.04&originatingDoc=Iad42a4d16ea711d98778bd0185d69771&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000200&cite=CACIS3439.08&originatingDoc=Iad42a4d16ea711d98778bd0185d69771&refType=SP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_8b3b0000958a4

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000200&cite=CACIS3439.08&originatingDoc=Iad42a4d16ea711d98778bd0185d69771&refType=SP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_a83b000018c76

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS550&originatingDoc=Iad42a4d16ea711d98778bd0185d69771&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS550&originatingDoc=Iad42a4d16ea711d98778bd0185d69771&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000200&cite=CACIS3439.08&originatingDoc=Iad42a4d16ea711d98778bd0185d69771&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS550&originatingDoc=Iad42a4d16ea711d98778bd0185d69771&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS550&originatingDoc=Iad42a4d16ea711d98778bd0185d69771&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000200&cite=CACIS3439.08&originatingDoc=Iad42a4d16ea711d98778bd0185d69771&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1990144120&pubNum=350&originatingDoc=Iad42a4d16ea711d98778bd0185d69771&refType=RP&fi=co_pp_sp_350_534&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_350_534

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000200&cite=CACIS3439.08&originatingDoc=Iad42a4d16ea711d98778bd0185d69771&refType=SP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_7fdd00001ca15

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000200&cite=CACIS3439.08&originatingDoc=Iad42a4d16ea711d98778bd0185d69771&refType=SP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_06a60000dfdc6

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS546&originatingDoc=Iad42a4d16ea711d98778bd0185d69771&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS544&originatingDoc=Iad42a4d16ea711d98778bd0185d69771&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_a83b000018c76



		Return to brief (Ctrl+W)

		In re Lucas Dallas, Inc., (1995) 185 B.R. 801






In re Sholdan, 217 F.3d 1006 (2000)
Bankr. L. Rep. P 78,216


 © 2020 Thomson Reuters. No claim to original U.S. Government Works. 1


217 F.3d 1006
United States Court of Appeals,


Eighth Circuit.


In re Arthur SHOLDAN, Debtor.
Earl Jensen, the Personal Representative of the


Probate Estate of Arthur Sholdan, Debtor/Appellant,
v.


Michael S. Dietz, the Trustee of the Bankruptcy
Estate of Arthur Sholdan, Trustee/Appellee.


No. 99–2425.
|


Submitted: March 16, 2000.
|


Filed: June 27, 2000.


Synopsis
Chapter 7 trustee objected to 90-year-old debtor's Minnesota homestead exemption. The
Bankruptcy Court found that debtor had transferred nonexempt property to exempt homestead
property with intent to hinder or delay his creditors in violation of Minnesota law, and sustained
objection. Debtor appealed. The United States District Court for the District of Minnesota, John R.
Tunheim, J., affirmed, and debtor again appealed. The Court of Appeals, Moody, District Judge,
sitting by designation, 108 F.3d 886, remanded for further findings. On remand, the Bankruptcy
Court, Kishel, J., 218 B.R. 475, again held that debtor acted with requisite fraudulent intent. On
appeal from District Court's affirmance of Bankruptcy Court's decision, the Court of Appeals,
Beam, Circuit Judge, held that finding that 90-year-old debtor who was afflicted with serious
medical problems which caused him, prior to his Chapter 7 filing, to live in assisted-care facility
had acted with fraudulent intent when, on eve of his bankruptcy filing, he converted virtually all
of his non-exempt assets into exempt homestead was not clearly erroneous.


Affirmed.


Arnold, Circuit Judge, dissented and filed opinion.


West Headnotes (12)


[1] Bankruptcy Effect of State Law
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Scope of state-created exemption in bankruptcy case is determined by state law.
Bankr.Code, 11 U.S.C.A. § 522(b)(2)(A).


6 Cases that cite this headnote


[2] Homestead Fraudulent conveyance
Under Minnesota's Uniform Fraudulent Transfer Act (UFTA), debtor may not claim
homestead exemption when he or she has acquired homestead by transferring property
with actual intent to hinder, delay or defraud creditors. M.S.A. § 513.44(a)(1).


13 Cases that cite this headnote


[3] Bankruptcy Conclusions of law;  de novo review
Bankruptcy Clear error
On appeal in bankruptcy case, Court of Appeals reviews bankruptcy court's legal
conclusions de novo and its factual findings for clear error. Fed.Rules Bankr.Proc.Rule
8013, 11 U.S.C.A.


2 Cases that cite this headnote


[4] Fraudulent Conveyances Purchase of exempt property or homestead
Under Minnesota law, whether fraud exists in situation involving the conversion of non-
exempt to exempt assets is determined by reference to the Uniform Fraudulent Transfer
Act (UFTA). M.S.A. § 513.44.


3 Cases that cite this headnote


[5] Fraudulent Conveyances Badges of Fraud
Under Minnesota's Uniform Fraudulent Transfer Act (UFTA), use of badges of fraud is
appropriate in assessing whether debtor acted with requisite fraudulent intent in situation
involving debtor's conversion of assets from non-exempt to exempt status. M.S.A. §
513.44.


14 Cases that cite this headnote


[6] Fraud Weight and Sufficiency
Given that direct evidence of fraud is rare, court, in most instances, can infer fraud only
by considering circumstantial evidence.
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1 Cases that cite this headnote


[7] Fraudulent Conveyances Badges of Fraud
Under Minnesota's Uniform Fraudulent Transfer Act (UFTA), court, in deciding whether
challenged transfer was made with requisite fraudulent intent, is not limited only to those
factors or “badges” enumerated in statute, but is free to consider any other factors bearing
upon issue of fraudulent intent. M.S.A. § 513.44.


16 Cases that cite this headnote


[8] Bankruptcy Particular cases and issues
Question as to whether debtor acted with intent to defraud when converting non-exempt
into exempt property is question of fact, on which bankruptcy court's finding will not be
reversed unless it is clearly erroneous. Fed.Rules Bankr.Proc.Rule 8013, 11 U.S.C.A.


6 Cases that cite this headnote


[9] Fraudulent Conveyances Intent
Fraudulent Conveyances Purchase of exempt property or homestead
Under Minnesota's Uniform Fraudulent Transfer Act (UFTA), mere conversion of non-
exempt assets to exempt assets is not in itself fraudulent as to creditors; before actual
fraudulent intent can be found, there must appear in the evidence some facts or
circumstances which are extrinsic to mere fact of conversion, and which are indicative of
fraudulent purpose. M.S.A. § 513.44.


7 Cases that cite this headnote


[10] Bankruptcy Proceedings
Homestead Fraudulent conveyance
Finding that 90-year-old debtor who was afflicted with serious medical problems which
caused him, prior to his Chapter 7 filing, to live in assisted-care facility had acted
with fraudulent intent when, on eve of his bankruptcy filing, he converted virtually
all of his non-exempt assets into exempt homestead was not clearly erroneous, and
required that debtor's homestead exemption be denied in accordance with provision of the
Minnesota Uniform Fraudulent Transfer Act (UFTA), given that debtor's purchase of home
represented radical departure from debtor's previous lifestyle. M.S.A. § 513.44(a)(1).
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4 Cases that cite this headnote


[11] Fraudulent Conveyances Purchase of exempt property or homestead
Under Minnesota's Uniform Fraudulent Transfer Act (UFTA), it is one thing to convert
non-exempt assets into residence for express purpose of holding it as homestead and
thereby putting it beyond reach of creditors; it is quite another thing to acquire title to
house for no other reason than to defraud creditors. M.S.A. § 513.44(a)(1).


4 Cases that cite this headnote


[12] Homestead Nature of estate or right
Under Minnesota law, while homestead right is valuable one, it was never intended, and
it should never be permitted, to operate as vehicle for fraud and rank injustice. M.S.A. §
513.44(a)(1).
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Opinion


BEAM, Circuit Judge.


Earl Jensen, the personal representative of the probate estate of debtor, Arthur Sholdan, appeals the
district court's 1  affirmance of a bankruptcy court order 2  that sustained the bankruptcy trustee's
objection to Sholdan's homestead exemption. We affirm.


1 The Honorable John R. Tunheim, United States District Judge for the District of Minnesota.


2 The Honorable Gregory F. Kishel, United States Bankruptcy Judge for the District of Minnesota.


Prior to filing for Chapter 7 bankruptcy, Sholdan liquidated almost all of his non-exempt property
consisting of bank accounts, certificates of deposit and a mortgage against his former farmstead,
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and converted it into exempt property in the form of a house worth approximately $135,000. In
his Chapter 7 bankruptcy petition, Sholdan listed his new house as an exempt homestead pursuant
to Minnesota law. A short while thereafter, Sholdan died. The trustee of his bankruptcy estate
(trustee) objects to Sholdan's homestead exemption claim on the grounds that Sholdan acquired
title to the property in specific contemplation of filing bankruptcy and with the “intent to defraud”
his creditors. Therefore, the trustee maintains that Sholdan and his successors in interest should
be denied the benefit of the statutory exemption.


[1]  [2]  The Bankruptcy Code permits debtors to exempt property from the bankruptcy estate
pursuant to provisions of state law. See 11 U.S.C. § 522(b)(2)(A); In re Johnson, 880 F.2d
78, 79 (8th Cir.1989). The scope of a state-created exemption is determined by state law. See
Johnson, 880 F.2d at 79. Minnesota law provides an exemption for an individual's homestead.
See Minn.Stat.Ann. §§ 510.01–.02 (West 1990). However, under section 513.44 of Minnesota's
enactment of the Uniform Fraudulent Transfer Act (UFTA), a debtor may not claim a homestead
exemption when he or she transfers the property “with actual intent to hinder, delay, or defraud”
creditors. See Minn.Stat.Ann. § 513.44(a)(1) (West 1990); Sholdan v. Dietz, 108 F.3d 886, 888 (8th
Cir.1997). This same section contains a lengthy list of factors or “badges of fraud” which a court
may look to for help in determining actual intent. See Minn.Stat.Ann. § 513.44(b) (West 1990).


This is the second time this case is before us. In the first appeal, we found the facts did not support
the bankruptcy court's finding that Sholdan had acted with “intent to hinder or delay” but remanded
for consideration of the issue of whether Sholdan had acted with “intent to defraud.” See Sholdan
v. Dietz, 108 F.3d at 888. On remand, the bankruptcy court found that Sholdan had converted non-
exempt property to exempt property with the “intent to defraud.” See In re Sholdan, 218 B.R. 475
(Bankr.D.Minn.1998). Noting that direct evidence of fraudulent intent is rare, the bankruptcy court
inferred such intent from applying the “badges of fraud” listed in section 513.44(b). See id. at 481–
82. The district *1009  court affirmed the bankruptcy court's decision. On appeal, Jensen argues
that: (1) the bankruptcy court erred in applying the “badges of fraud” to determine whether Sholden
acted with an “intent to defraud;” and (2) the record does not support a finding of such intent.


[3]  We review the bankruptcy court's legal conclusions de novo and its factual findings for
clear error. See In re Sherman, 67 F.3d 1348, 1353 (8th Cir.1995). Because the underlying facts
in this matter are not disputed, and have been extensively recited by this Court in its earlier
decision as well as by the bankruptcy court on remand, we will not attempt to narrate them again. 3


Accordingly, we limit our discussion to addressing Jensen's two points on appeal.


3 For a more detailed discussion of the facts, see Sholdan v. Dietz, 108 F.3d 886 (8th Cir.1997) and In re Sholdan, 218 B.R. 475
(Bankr.D.Minn.1998).


[4]  [5]  First, we reject the argument that the bankruptcy court erred in applying the badges of
fraud set forth in section 513.44(b) of the UFTA. Under Minnesota law, whether fraud exists in
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a situation involving the conversion of non-exempt to exempt assets is determined by reference
to the UFTA. See In re Tveten, 402 N.W.2d 551, 555–56 (Minn.1987) (referring to the Uniform
Fraudulent Conveyance Act, the precursor to the UFTA). 4  Although Jensen does not dispute that
under Tveten, an exemption may be denied under section 513.44 of the UFTA if a debtor had the
actual intent to defraud, he nevertheless, argues that it was inappropriate for the bankruptcy court
to use the “badges of fraud” listed in that section to infer such intent. Specifically, he claims that
Tveten never took the additional step of sanctioning the use of a “badges of fraud” approach and
that such an approach is inappropriate for exemption cases. We find this argument to be without
merit.


4 In 1987, the Minnesota legislature repealed the Uniform Fraudulent Conveyance Act, and enacted the Uniform Fraudulent Transfer
Act. However, as the bankruptcy court noted, the language defining fraud in both acts is identical as both deem a conveyance or
transfer to be fraudulent when made with actual intent “to hinder, delay, or defraud.” Compare Tveten, 402 N.W.2d at 556 (citing
former Minn.Stat.Ann. § 513.26) with Minn.Stat.Ann. § 513.44(a)(1).


We find the bankruptcy court's “badges of fraud” approach was appropriate. Although, not
specifically referenced by the Minnesota Supreme Court in Tveten, we find such an approach to
be implicit in Tveten's holding that a court look to the standards governing fraudulent transfers
for purposes of determining fraud in the exemption context. Use of the “badges of fraud” to infer
fraudulent intent in conveyances and transfers is well settled under Minnesota law. See Citizens
State Bank v. Leth, 450 N.W.2d 923, 927 (Minn.Ct.App.1990); Argonaut Ins. Co. v. Cooper,
395 N.W.2d 119, 121 (Minn.Ct.App.1986); Weese v. Weese, 191 Minn. 526, 254 N.W. 816, 818
(1934). We think the Tveten court's omission of a “badges of fraud” reference results from the fact
that at the time of the Tveten decision there was no codification of specific badges of fraud, as
exists currently under the UFTA, rather than from any desire to preclude the use of such badges.
Compare Uniform Fraudulent Conveyance Act, Minn.Stat.Ann. §§ 513.20–513.32 (West 1986)
with Uniform Fraudulent Transfer Act, Minn.Stat.Ann. §§ 513.41–513.51 (West 1990).


[6]  [7]  That use of the badges of fraud is appropriate for inferring intent in an exemption case, is
also dictated by common sense. Badges of fraud represent nothing more than a list of circumstantial
factors that a court may use to infer fraudulent intent. Given the fact that direct evidence of fraud
is rare, a court in most instances can only infer fraud by considering circumstantial evidence. See
Jackson v. Star Sprinkler Corp., 575 F.2d 1223, 1237 (8th Cir.1978) (“It is elementary that showing
the presence of ‘badges of fraud’ *1010  continues to be a means of establishing intent to delay,
hinder or defraud creditors.”). Furthermore, we note that under section 513.44(b), a court is not
limited to only those factors or “badges” enumerated, but is free to consider any other factors
bearing upon the issue of fraudulent intent. See Minn.Stat.Ann. § 513.44(b). In sum, we find no
error in the bankruptcy court's application of a traditional and well settled approach for determining
fraud to a situation involving the conversion of assets from non-exempt to exempt status. 5
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5 We also reject Jensen's argument that the bankruptcy court impermissibly relied on Sholdan's age and the value of his house to infer
fraudulent intent.


[8]  [9]  [10]  Having decided that the bankruptcy court applied the correct legal standard for
inferring whether there was evidence showing an “intent to defraud,” we next turn to Jensen's
argument that the evidence does not support such a finding. The question of whether an individual
acted with intent to defraud in converting non-exempt property into exempt property is a question
of fact, on which the bankruptcy court's finding will not be reversed unless clearly erroneous.
See Hanson v. First Nat'l Bank, 848 F.2d 866, 868 (8th Cir.1988). It is well settled that the mere
conversion of non-exempt assets to exempt assets is not in itself fraudulent. See id. Before actual
fraudulent intent can be found “ ‘there must appear in evidence some facts or circumstances which
are extrinsic to the mere facts of conversion of non-exempt assets into exempt and which are
indicative of such fraudulent purpose.’ ” Norwest Bank Nebraska, N.A. v. Tveten, 848 F.2d 871,
875 (8th Cir.1988) (quoting Forsberg v. Security State Bank, 15 F.2d 499, 502 (8th Cir.1926)). Our
review of the record convinces us the bankruptcy court was not clearly erroneous in finding there
was sufficient extrinsic evidence surrounding Sholdan's conversion of assets from which it could
infer that he acted with the “intent to defraud.”


The debtor was a retired farmer, ninety years of age and afflicted with serious medical problems. He
had been recently named a defendant in a personal injury suit with claimed damages well in excess
of his liability insurance coverage. He had no children. He had one nephew, Earl Jensen. Earl had
a step-brother, Roger Jensen. In his will, the debtor bequeathed his entire estate to his sister, Earl
Jensen's mother. If she predeceased the debtor, Roger Jensen's children were his beneficiaries. At
the time of the purchase of the new house, the debtor had been living in an assisted-care facility.
Prior to living in the assisted-care facility, he had resided in an apartment for thirteen years.


Then, in what was, as the bankruptcy court noted, a radical departure from his previous lifestyle,
the debtor acquired approximately $162,000 by liquidating his bank account and certificates of
deposit, and selling his mortgage rights in the farm to Roger Jensen. With the assistance of the
Jensens and their attorneys, Sholdan then moved out of the assisted-care facility and purchased
with cash a newly-built house worth approximately $135,000. As part of the purchase agreement,
the debtor and Jensens asked the builder to add various finishes to the house, such as a deck and
landscaping, and specifically inquired as to the amount by which the purchase price of the house
would increase. Following the purchase, the debtor's sole source of income was a social security
payment of $486 per month, which after covering the costs of his basic living expenses of $435 per
month, would leave him with a yearly surplus of approximately $600. The property taxes on the
new house amounted to $2,000 per year. Following immediately upon the heels of the purchase of
the house, the debtor filed for Chapter 7 bankruptcy, listing the house as exempt under Minnesota's
homestead exemption.
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[11]  [12]  On these facts, we find the bankruptcy court correctly concluded there was ample
evidence extrinsic to the *1011  mere conversion of assets that showed fraudulent intent on the
part of the debtor. It is one thing to convert non-exempt assets into exempt property for the express
purpose of holding it as a homestead and thereby putting the property beyond the reach of creditors.
See Kangas v. Robie, 264 F. 92, 93–94 (8th Cir.1920). However, it is quite another thing to acquire
title to a house for no other reason than to defraud creditors. See id. “ ‘While the homestead right
is a valuable one ... it was never intended, and it should never be permitted, to operate as a vehicle
for fraud and rank injustice.’ ” Id. at 94 (quoting Esty v. Cummings, 75 Minn. 549, 78 N.W. 242,
244 (1899)).


For the foregoing reasons, the decision of the district court is affirmed.


RICHARD S. ARNOLD, Circuit Judge, dissenting.
I respectfully dissent from the Court's opinion. The Court fails to identify any evidence of fraud
extrinsic to Mr. Sholdan's conversion of non-exempt property for the purpose of protecting his
assets from creditors. The controlling law in this Circuit is clear:


[I]t is not a fraudulent act by an individual who knows he is insolvent to convert
a part of his property which is not exempt into property which is exempt, for
the purpose of claiming his exemptions therein, and of thereby placing it out of
the reach of his creditors.


Forsberg v. Security State Bank, 15 F.2d 499, 501 (8th Cir.1926).


Consistently with our precedent, the Court today acknowledges that “there must appear in evidence
some facts or circumstances which are extrinsic to the mere facts of conversion of non-exempt
assets into exempt....” Ante at 1010 (quoting Norwest Bank Nebraska N.A. v. Tveten, 848 F.2d
871, 875 (8th Cir.1988)). But our rule is broader, including not only the fact of conversion but
also the fact that the debtor's purpose in conversion is to evade his creditors. See, e.g., Tveten, 848
F.2d at 874 (conversion not fraudulent “even if the motivation behind the conversion is to place
those assets beyond the reach of creditors.”); see also O'Brien v. Johnson, 275 Minn. 305, 148
N.W.2d 357, 360 (1967) (debtor's “assert[ion] of an exemption for the express purpose of evading
his creditors” is “not fraud regardless of the debtor's motive.”). 6  I believe that the Court's analysis
of this case is flawed because it fails to recognize this principle.


6 Although neither the motive to evade creditors nor the act of conversion itself is extrinsic evidence of fraud, “[e]xtrinsic evidence
can be composed [of] further conduct intentionally designed to materially mislead or deceive creditors about the debtor's position;
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conveyances for less than fair value; or, the continued retention, benefit or use of property allegedly conveyed ... for inadequate
consideration.” In re Johnson, 880 F.2d 78, 82 (8th Cir.1989). See, e.g., McCormick v. Security State Bank, 822 F.2d 806 (8th Cir.1987)
(extrinsic evidence of fraud where debtor lied to loan officer about the state of his finances to gain time to liquidate non-exempt
assets and purchase exempt home).


The facts upon which the Court bases its holding show only that Mr. Sholdan, as allowed by law,
purchased his home with the purpose of putting his assets beyond the reach of his creditors. The
Court notes that the purchase was “a radical departure” from his previous lifestyle, initiated only in
the face of his imminent liability and on the advice of an attorney. A debtor will always make some
sort of departure when he converts property to protect his assets, and it is not normally the business
of judges to decide what “lifestyle” a citizen should choose. The Court notes that Mr. Sholdan
purchased a more expensive home than he needed or could afford; Mr. Sholdan also required the
seller to make additions to the home so that its sale price would precisely equal the amount of
assets which he sought to protect with his purchase. This simply shows that Mr. Sholdan sought
to protect as much of his assets as the law allowed, a practice that we have found is not evidence
of fraud. Forsberg, 15 F.2d at 502 (no *1012  evidence of fraud in converting assets to take
maximum advantage of exemptions). None of this is extrinsic to Mr. Sholdan's act of conversion
or his motivation to avoid creditors; it is therefore not evidence of fraud.


This Court has in the context of other exemptions considered whether the value of an exemption
was so large that it went beyond the social policies justifying the exemption. See Tveten, 848 F.2d
at 875–76 (8th Cir.1988) ( $700,000 exemption in annuities went beyond the goal of providing
debtors with a fresh start). But we have explicitly rejected this practice for homestead exemptions,
deferring to the state legislatures to cap the size of these exemptions. In re Johnson, 880 F.2d 78, 82
(8th Cir.1989). Accordingly, the fact that Mr. Sholdan purchased a more expensive house than the
Court thinks he needed is legally irrelevant, except to demonstrate that he was seeking to protect
all the assets allowed under the exemption.


The Court characterizes Mr. Sholdan's use of the homestead exemption as a “rank injustice.” Ante
at 1011. The Supreme Court of Minnesota has itself “deplored the injustices which have arisen
from the application of [the homestead exemption].” O'Brien, 148 N.W.2d at 361. Nevertheless,
in the same case, the Court found no fraud where tortfeasors, before judgment could be entered
against them, sold their old home and transferred their residence to a much more expensive
property. As in this case, the Court found that the tortfeasors' purpose was to evade their creditors.
As in this case, the new residence, a large commercial property of which living quarters were only
a small part, far exceeded the tortfeasors' practical needs for a residence. The Court found no fraud
because the tortfeasors' purpose of evading their creditors was not extrinsic to their use of the
homestead exemption. Id. at 360. As to the injustice of allowing a debtor to escape his creditor
so openly, the Court found that it was bound by well settled law to find no fraud without some
extrinsic evidence of fraudulent intent. 7  While Mr. Sholdan's case may not be a sympathetic one,
his exemption is allowed under Minnesota law, and, like the Supreme Court of Minnesota, we are
bound to allow it to him regardless of our sense of its impropriety.
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7 In addition to being well settled law, the protection of the homestead forwards important social policies of its own, just as much a
part of justice as the protection of the rights of creditors. See In re Johnson, 880 F.2d at 82 (reviewing the policy arguments for the
homestead exemption). We are not the first to recognize the justice in allowing the debtor a fresh start. See Deuteronomy 15:1–2;
Leviticus 25:10, 28.


All Citations
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Synopsis
Creditors brought prepetition state-court action against debtor, asserting that his transfer of funds
from individual retirement account (IRA) into pension plan was fraudulent, and, after debtor
sought Chapter 7 relief, removed matter to bankruptcy court. Debtor moved for summary judgment
in the core bankruptcy proceeding, seeking to exclude plan's assets from the estate, and also sought
summary judgment on the fraudulent transfer claim. The United States Bankruptcy Court for the
Central District of California granted summary judgment in favor of debtor, and creditors appealed.
The District Court, Gary A. Feess, J., affirmed. Trustee appealed, and debtor filed cross-appeal.
On denial of rehearing, the Court of Appeals, Rawlinson, Circuit Judge, held that: (1) pension
plan was not ERISA-qualified; (2) fraudulent transfer issue was governed by preponderance-of-
the evidence standard of proof; and (3) debtor's transfer of assets from IRA to pension plan on eve
of bankruptcy was not fraudulent.


Affirmed.


Alarcon, Senior Circuit Judge, filed opinion concurring in part and dissenting in part, and voted
to grant rehearing.
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Opinion, 317 F.3d 1111, superseded.


West Headnotes (13)


[1] Bankruptcy Scope of review in general
Bankruptcy Conclusions of law;  de novo review
Bankruptcy Presumptions and burdens of proof
Court of Appeals reviews the bankruptcy court's grant of summary judgment de novo,
determining whether, viewing the evidence in the light most favorable to the non-moving
party, genuine issues of fact remain for trial, and whether the bankruptcy court correctly
applied the relevant substantive law.


7 Cases that cite this headnote


[2] Bankruptcy Conclusions of law;  de novo review
Court of Appeals reviews the district court's decision on appeal from the bankruptcy court
de novo, without giving deference to the district court's conclusions.


5 Cases that cite this headnote


[3] Bankruptcy Accrued rights under employment contracts;  pension funds
If Chapter 7 debtor's pension plan was ERISA-qualified, the assets in the plan were thereby
excluded from the bankruptcy estate. Employee Retirement Income Security Act of 1974,
§ 2 et seq., 29 U.S.C.A. § 1001 et seq.


4 Cases that cite this headnote


[4] Bankruptcy Accrued rights under employment contracts;  pension funds
Status of a debtor's pension plan, for purposes of determining whether plan's assets were
excluded from the estate, is determined as of the date of the bankruptcy filing.


1 Cases that cite this headnote


[5] Labor and Employment Existence of plan in general
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Sole owner of pension plan's sponsor did not fit within the definition of an “employee,”
for purposes of determining whether plan was ERISA-qualified. Employee Retirement
Income Security Act of 1974, § 2 et seq., 29 U.S.C.A. § 1001 et seq.


1 Cases that cite this headnote


[6] Labor and Employment Plans subject to regulation in general
Absent at least one employee beneficiary, a pension plan is not ERISA-qualified.
Employee Retirement Income Security Act of 1974, § 2 et seq., 29 U.S.C.A. § 1001 et seq.


2 Cases that cite this headnote


[7] Labor and Employment Welfare Plans
ERISA qualification for a welfare benefit plan is determined after considering the purpose
of the plan when it was established or as it is maintained. Employee Retirement Income
Security Act of 1974, § 2 et seq., 29 U.S.C.A. § 1001 et seq.


4 Cases that cite this headnote


[8] Labor and Employment Pension Plans
Courts are to assess ERISA qualification for a pension plan by gauging whether there is
at least one extant employee beneficiary. Employee Retirement Income Security Act of
1974, § 2 et seq., 29 U.S.C.A. § 1001 et seq.


1 Cases that cite this headnote


[9] Bankruptcy Accrued rights under employment contracts;  pension funds
Labor and Employment Pension Plans
Chapter 7 debtor's pension plan, which, at time of bankruptcy filing, covered an owner
and the spouse of an owner, neither of which met the definition of an employee, was not
ERISA-qualified, and so the plan's assets were not excluded from the bankruptcy estate
by virtue of ERISA qualification. Employee Retirement Income Security Act of 1974, §
2 et seq., 29 U.S.C.A. § 1001 et seq.


4 Cases that cite this headnote


[10] Bankruptcy Proceedings
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Determination of whether Chapter 7 debtor's transfer of assets from individual retirement
account (IRA) to pension plan was fraudulent, such that assets would not be exempt from
bankruptcy estate under California law, was governed by preponderance-of-the-evidence
standard; proof of fraud did not have to be clear and convincing. West's Ann.Cal.Civ.Code
§§ 3439.04(a, b), 3439.05; West's Ann.Cal.C.C.P. § 704.115(b).


17 Cases that cite this headnote


[11] Courts Supreme Court decisions
Court of Appeals is bound not only by the holdings of Supreme Court decisions but also
by their mode of analysis.


3 Cases that cite this headnote


[12] Courts Supreme Court decisions
The issues decided by the Supreme Court need not be identical in order to be controlling
over an earlier Court of Appeals decision; rather, the court must have undercut the theory
or reasoning underlying the prior circuit precedent in such a way that the cases are clearly
irreconcilable.


[13] Bankruptcy Preference, fraudulent transfer, or concealment
Chapter 7 debtor's conversion of non-exempt assets to exempt assets, which occurred
when he transferred the proceeds of his individual retirement account (IRA) into a pension
plan immediately prior to bankruptcy, was insufficient as a matter of law to establish
a fraudulent transfer, notwithstanding other alleged “badges of fraud,” including loss in
arbitration proceeding that resulted in $4.5 million award against debtor.


21 Cases that cite this headnote


Attorneys and Law Firms


*1038  Richard D. Burstein, Danning, Gill, Diamond & Kollitz, Los Angeles, CA, for the
appellant.


David R. Weinstein (argued), Sharon Z. Weiss (briefed), Weinstein, Eisen & Weiss, Los Angeles,
CA, for the appellees.
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Appeal from the United States District Court for the Central District of California; Gary A. Feess,
District Judge, Presiding. D.C. No. CV–98–07415–GAF.


Before ALARCÓN, SILVERMAN and RAWLINSON, Circuit Judges.


ORDER AND AMENDED OPINION


ORDER


The opinion filed on February 4, 2003, is hereby amended. With this amendment, a *1039
majority of the panel has voted to deny the petition for rehearing and the alternative petition for
rehearing en banc.


Judges Silverman and Rawlinson voted to deny the petition for rehearing and the alternative
petition for rehearing en banc. Judge Alarcón voted to grant the petition for rehearing and
recommended granting the alternative petition for rehearing en banc.


The full court has been advised of the alternative petition for rehearing en banc, and no active
judge of the court has requested a vote on rehearing the matter en banc. Fed. R.App. P. 35.


The petition for rehearing and alternative petition for rehearing en banc filed on February 12, 2003
are DENIED.


No additional petitions for rehearing will be accepted in this case.


OPINION


RAWLINSON, Circuit Judge.


David A. Gill, Bankruptcy Trustee, (“Trustee”) appeals the district court's decision affirming the
bankruptcy court's order, which granted summary judgment in favor of the debtor Steven Stern
(“Stern”). Stern cross-appeals the district court's determination that Stern's pension plan funds are
not excluded from the bankruptcy estate.


Stern filed for bankruptcy after the entry of a sizeable judgment against him in an arbitration
proceeding. We must determine whether the transfer of proceeds from an Individual Retirement
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Account (“IRA”) into a Profit Sharing Pension Plan was a fraudulent transfer, subject to avoidance
by the Trustee. 1


1 The remaining creditors did not actively participate in the appeal.


Constrained by our precedent, we AFFIRM the district court's holding that, although the pension
plan was properly included within the bankruptcy estate, the pension plan assets were exempt from
distribution to Stern's creditors.


I.


Background


Stern's retirement planning commenced with the creation of a tax-qualified profit-sharing plan in
1974 (“1974 Plan”). 2  In 1978, Stern terminated the 1974 Plan and created a qualified, defined
benefit pension plan (“1978 Plan”). In 1989, Stern terminated the 1978 Plan and transferred the
plan assets into an IRA account (“IRA”).


2 The retirement plans were established under the auspices of Steven H. Stern, Inc., and benefitted Stern and his then-wife Sharma,
who were both employees of Stern, Inc.


Stern became embroiled in a business dispute with Dove Audio, Inc. in 1991. The dispute
culminated in an arbitration award of over $4.5 million dollars against Stern. At about the
same time, Stern hired Margaret Mayersohn (“Mayersohn”), with whom he became romantically
involved, and later married.


In April 1992, Stern created a Profit Sharing Plan (“1992 Pension Plan”) with Mayersohn and Stern
as beneficiaries. On October 22, 1992, the Los Angeles Superior Court issued a writ of attachment
to secure the arbitration award. The next day, Stern executed the Plan Documents for the 1992
Pension Plan and, a few days later, transferred the proceeds of his IRA into the 1992 Pension Plan.
Dove filed a fraudulent transfer action in state court, contending that Stern's transfer of funds from
his IRA into the 1992 Pension Plan was fraudulently designed to shield his assets from creditors.
Stern, in turn, initiated a voluntary Chapter 7 bankruptcy proceeding. The creditors removed the
fraudulent transfer action to the bankruptcy court as an adversary proceeding.


*1040  Stern filed a Motion for Summary Judgment in the core bankruptcy proceeding, seeking to
exclude the assets of the 1992 Pension Plan from the bankruptcy estate. Stern also sought summary
judgment on the fraudulent transfer claim in the adversary proceeding.
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The bankruptcy court ruled that the 1992 Pension Plan was excluded from the bankruptcy estate
because it was a qualified plan under the provisions of the Employee Retirement Income Security
Act of 1974 (“ERISA”). The bankruptcy court also concluded that, although the 1992 Pension
Plan assets were not excluded from the estate under California law, the 1992 Pension Plan's assets
were exempted from creditors' claims under California law. Finally, the bankruptcy court held that
Stern's transfer of assets from the IRA to the exempt 1992 Pension Plan was not fraudulent. The
creditors appealed the bankruptcy court's rulings to the district court.


The district court rendered the following rulings on appeal:


1. The 1992 Pension Plan was not ERISA qualified;


2. The 1992 Pension Plan was not excludable under state law;


3. The 1992 Pension Plan was exempt under California law; and


4. The transfer of assets from Stern's IRA to the 1992 Pension Plan was not fraudulent.


Stern appeals the district court's ruling that the 1992 Pension Plan was not ERISA-qualified. The
Trustee appeals the district court's rulings that the 1992 Pension Plan was exempt under California
law, and that the transfer of assets from the IRA to the 1992 Pension Plan was not fraudulent.


II.


Standard of Review


[1]  We review the bankruptcy court's grant of summary judgment de novo. Clicks Billiards, Inc.
v. Sixshooters, Inc., 251 F.3d 1252, 1257 (9th Cir.2001). We must determine whether, viewing the
evidence in the light most favorable to the nonmoving party, genuine issues of fact remain for trial.
Oliver v. Keller, 289 F.3d 623, 626 (9th Cir.2002). We also must determine whether the bankruptcy
court correctly applied the relevant substantive law. Id.


[2]  “We review the district court's decision on appeal from the bankruptcy court de novo, without
giving deference to the district court's conclusions.” Harmon v. Kobrin (In re Harmon), 250 F.3d
1240, 1245 (9th Cir.2001) (citation omitted). Because the facts in this case are virtually undisputed,
we focus on the court's application of the law to the facts. 3


3 The Trustee objected to consideration of certain affidavits submitted by Stern in support of his summary motion. However, the
affidavits were in compliance with the requirements of Rule 56(e) of the Federal Rules of Civil Procedure. Block v. City of Los
Angeles, 253 F.3d 410, 419 (9th Cir.2001) (stating that affidavits must be based upon personal knowledge and contain admissible
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evidence). Contrary to the Trustee's assertion, the affidavits were not so inconsistent with deposition testimony that the bankruptcy
court abused its discretion in considering the affidavits.


III.


Discussion


A. ERISA—Qualified Status of the 1992 Pension Plan
[3]  [4]  If the 1992 Pension Plan was ERISA-qualified, the assets in the plan were excluded
from the bankruptcy estate. See Patterson v. Shumate, 504 U.S. 753, 757–58, 112 S.Ct. 2242, 119
L.Ed.2d 519 (1992); *1041  Barkley v. Conner (In re Conner), 73 F.3d 258, 259–60 (9th Cir.1996).
The status of the pension plan is determined as of the date of the bankruptcy filing. Lowenschuss
v. Selnick (In re Lowenschuss), 171 F.3d 673, 680 (9th Cir.1999).


[5]  [6]  It is undisputed that, as of the date of his bankruptcy filing, Stern was married to
Mayersohn, the only other beneficiary of the 1992 Pension Plan. Prior to the marriage, Mayersohn
was the sole employee of the 1992 Pension Plan. 4  Absent at least one employee beneficiary, a
pension plan is not ERISA-qualified. See Peterson v. Am. Life & Health Ins. Co., 48 F.3d 404,
407–08 (9th Cir.1995).


4 Stern, as sole owner of the 1992 Pension Plan's sponsor, did not fit within the definition of employee. See Peterson v. Am. Life &
Health Ins., 48 F.3d 404, 408 (9th Cir.1995).


Although Stern acknowledged the applicability generally of In re Lowenschuss, he challenges its
applicability specifically to the facts of this case. Relying upon Peterson, Stern contended that his
marriage to Mayersohn did not alter the ERISA-qualified status of the 1992 Pension Plan.


We agree with the district court that the fact that Peterson concerned an employee welfare benefit
plan and In re Lowenschuss addressed a pension plan is outcome determinative.


29 U.S.C. § 1002(1) defines an ERISA-qualified welfare benefit plan as one “established or
maintained ... for the purpose of providing [benefits] for its participants or their beneficiaries[.]” 29
U.S.C. § 1002(1) (West 1999). In contrast, a pension plan is ERISA-qualified only “to the extent
that by its express terms or as a result of surrounding circumstances [the pension plan] provides
retirement income to employees ...” 29 U.S.C. § 1002(2)(A)(i) (West 1999).


[7]  [8]  Taking into account the welfare benefit plan definition's focus on the past and the pension
plan definition's emphasis on the present, Peterson and In re Lowenschuss are easily reconciled.
Under the rationale of Peterson, ERISA qualification for a welfare benefit plan is determined after
considering the purpose of the plan when it was established or as it is maintained. 48 F.3d at 407–
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08. In In re Lowenschuss, however, we are instructed to assess ERISA qualification for a pension
plan by gauging whether there is at least one extant employee beneficiary. 171 F.3d at 680. Under
In re Lowenschuss, the assessment is made as of the bankruptcy filing date. Id.


[9]  There is no dispute that as of the bankruptcy filing date, the 1992 Pension Plan covered an
owner and the spouse of an owner, neither of which met the definition of employee. See Peterson,
48 F.3d at 408; see also 29 C.F.R. § 2510.3 3(c)(1). The district court properly applied In re
Lowenschuss and determined that the 1992 Pension Plan was not ERISA-qualified at the time of
the bankruptcy filing. As a result, the assets of the 1992 Pension Plan were not exempt from the
bankruptcy estate by virtue of ERISA qualification.


B. Exemption of the 1992 Pension Plan Under California Law 5


5 11 U.S.C. § 522(b) permits the debtor to claim exemptions under state law.


Cal.Civ.Proc.Code § 704.115(b) provides: “All amounts held, controlled, or in process of
distribution by a private retirement plan, for the payment of benefits as an annuity, pension,
retirement allowance, disability payment, or death benefit from a private retirement plan are
exempt.”


The Trustee does not take issue per se with the applicability of Cal.Civ.Proc.Code § 704.115(b).
Rather, the Trustee challenges the exemption on the basis that Stern's transfer of assets from the
IRA *1042  into the 1992 Pension Plan was fraudulent. That brings us to the final issue before us.


C. Transfer of Assets Into the 1992 Pension Plan
The Trustee vigorously advocates that Stern's transfer of assets from his IRA into the 1992 Pension
Plan was fraudulent, and therefore, the assets are not exempt from the reach of creditors.


The Trustee's Fourth Amended Complaint asserted claims for fraudulent transfer pursuant to Cal.
Civ.Code §§ 3439.04(a); 3439.04(b)1–2 and 3439.05. 6


6 These code provisions encompass actual and constructive fraud. See Plotkin v. Pomona Valley Imports, Inc. (In re Cohen), 199 B.R.
709, 716, nn. 7, 8 (B.A.P. 9th Cir.1996).


Cal. Civ.Code § 3439.04(a) and (b) provide:


§ 3439.04. Transfers fraudulent as to present and future creditors.


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 as follows:
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(a) With actual intent to hinder, delay, or defraud any creditor of the debtor.


(b) Without receiving a reasonably equivalent value in exchange for the transfer or obligation,
and the debtor:


(1) 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


(2) 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.


§ 3439.05. Transfers fraudulent as to present creditors.


A transfer made or obligation incurred by a debtor is fraudulent as to a creditor whose claim
arose before the transfer was made or the obligation was incurred if the debtor made the transfer
or incurred the obligation without receiving a reasonably equivalent value in exchange for the
transfer or obligation and the debtor was insolvent at that time or the debtor became insolvent
as a result of the transfer or obligation.


Cal. Civ.Code § 3439.05.


On appeal, only the Fourth, Fifth and Sixth Claims for Relief, related solely to the IRA transfer,
are at issue. In the Fourth Claim for Relief, the Trustee alleged that Stern and his Pension Plan
effectuated the IRA transfer “with the specific intent to hinder, delay and to defraud creditors of
the Debtor.”


In the Fifth Claim for Relief, the Trustee alleged that Stern “did not receive reasonably equivalent
value in exchange for the IRA transfer.”


In the Sixth Claim for Relief, the Trustee alleged that Stern “was insolvent at the time of the IRA
Transfer, or ... became insolvent as a result of the IRA transfer.” 7


7 The Fourth Claim for Relief states a claim for actual fraud. The Fifth and Sixth Claims for Relief assert constructive fraud claims.
See Mejia v. Reed, 31 Cal.4th 657, 3 Cal.Rptr.3d 390, 74 P.3d 166 (2003).


We review the district court's determination through the applicable evidentiary lens. See Anderson
v. Liberty Lobby, 477 U.S. 242, 254, 106 S.Ct. 2505, 91 L.Ed.2d 202 (1986) (“[I]n ruling on a
motion for summary judgment, the judge must view *1043  the evidence presented through the
prism of the substantive evidentiary burden.”).



http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000200&cite=CACIS3439.04&originatingDoc=Ibb0f1cf189eb11d9903eeb4634b8d78e&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000200&cite=CACIS3439.05&originatingDoc=Ibb0f1cf189eb11d9903eeb4634b8d78e&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000200&cite=CACIS3439.05&originatingDoc=Ibb0f1cf189eb11d9903eeb4634b8d78e&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2003559557&pubNum=0004645&originatingDoc=Ibb0f1cf189eb11d9903eeb4634b8d78e&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1986132674&pubNum=0000708&originatingDoc=Ibb0f1cf189eb11d9903eeb4634b8d78e&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1986132674&pubNum=0000708&originatingDoc=Ibb0f1cf189eb11d9903eeb4634b8d78e&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)





In re Stern, 345 F.3d 1036 (2003)
03 Cal. Daily Op. Serv. 8976, 2003 Daily Journal D.A.R. 11,285


 © 2020 Thomson Reuters. No claim to original U.S. Government Works. 11


[10]  The appropriate evidentiary standard in this case is a matter of some dispute. We have
previously ruled in a bankruptcy action involving state law exemptions that proof of fraud “must
ordinarily be made by evidence which is clear and convincing.” Love v. Menick (In re Love), 341
F.2d 680, 682 (9th Cir.1965) (citation and internal quotation marks omitted). 8  However, the United
States Supreme Court more recently ruled, in Grogan v. Garner, 498 U.S. 279, 111 S.Ct. 654, 112
L.Ed.2d 755 (1991), that proof of fraud for the purpose of the nondischargeability provision of
the Bankruptcy Code is governed by “the ordinary preponderance-of-the-evidence standard.” Id.
at 291.


8 We are aware that various bankruptcy courts have adopted a preponderance of the evidence standard burden of proof for proceedings
under 11 U.S.C. § 548. See e.g., Model Imperial v. Hamilton Bank, 250 B.R. 776 (S.D.Fla.2000). However, those cases are not binding
precedent, as is In re Love.


Admittedly, Grogan addressed exceptions to the discharge of debts, as provided in 11 U.S.C. § 523,
and this case concerns eligibility for state law exemptions under 11 U.S.C. § 522. Nevertheless,
we are persuaded that the ruling in Grogan implicitly overruled our holding in In re Love.


[11]  [12]  We recently clarified that “circuit precedent, authoritative at the time that it issued, can
be effectively overruled by subsequent Supreme Court decisions that ‘are closely on point,’ even
though those decisions do not expressly overrule the prior circuit precedent.” Miller v. Gammie,
335 F.3d 889, 899 (9th Cir.2003) (en banc) (citation omitted). We are now instructed that we are
“bound not only by the holdings of [Supreme Court] decisions but also by their ‘mode of analysis.’
Id. at 900 (citation omitted).”[T]he issues decided by the higher court need not be identical in order
to be controlling. Rather, the “... court ... must have undercut the theory or reasoning underlying
the prior circuit precedent in such a way that the cases are clearly irreconcilable.” Id. at 900.


Grogan's “mode of analysis” definitively “undercuts the theory” of In re Love that proof of fraud
sufficient to negate a state law exemption must be clear and convincing. In Grogan, the Supreme
Court reasoned that “in the context of provisions designed to exempt certain terms from discharge,
a debtor has [no] interest in discharge sufficient to require a heightened standard of proof.” 498
U.S. at 286, 111 S.Ct. 654. Rather, “[r]equiring the creditor to establish by a preponderance of
the evidence that [the assets are non-exempt] reflects a fair balance between the[ ] conflicting
interests” of giving debtors a fresh start and protecting creditors who are victims of fraud on the
part of the debtor. Id. at 287, 111 S.Ct. 654.


The reasoning of Grogan warrants a conclusion that our prior precedent, In re Love, has
been implicitly overruled. No principled basis exists to distinguish between actual fraud and
constructive fraud on the one hand, or between nondischargeability of debts and exemption of
assets on the other.
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Accordingly, we view the evidence in this case in light of the preponderance of the evidence
standard of proof. Even so, summary judgment was appropriately entered on behalf of the debtor.


We are constrained by our prior opinion in Wudrick v. Clements, 451 F.2d 988 (9th Cir.1971). In
that case, we ruled “that the purposeful conversion of nonexempt assets to exempt assets on the
eve of bankruptcy is not fraudulent per se.” Id. at 989 (citation omitted).


*1044  The facts of Wudrick are not unlike our case.


When bankruptcy appeared inevitable, Mr. and Mrs. Roon consulted
experienced bankruptcy counsel. One of the things they did on his advice to
enhance their exemptions was to refinance their 1966 Chevrolet. The bank
loaned them $2,325 on the car. From this amount they paid off the previous car
loan and their attorney's fees, and deposited $800 in the Union Federal Savings
& Loan Association. They then filed petitions in bankruptcy. They claimed that
the $800 account was exempt from execution under California [law] and was
therefore exempt under section 6 of the Bankruptcy Act, 11 U.S.C. § 24, though
the automobile would not have been.


Id.


In reversing the district court's determination that Wudrick engaged in a fraudulent transfer, we
clarified that “[t]he finding of fraud was based solely on the fact that nonexempt assets were
deliberately converted to exempt assets just prior to filing the bankruptcy petition.” Id. at 990.
We explained that this “evidence was insufficient as a matter of law to establish fraud.” Id. Our
analysis was impliedly affected by the clarification that a different conclusion might be reached
“if on the eve of bankruptcy a debt were created with no intention of repaying the creditor....” Id.


[13]  Here, the principal evidentiary inference relied upon by the Trustee is that non-exempt assets
were converted to exempt assets immediately prior to bankruptcy. But, as Wudrick demonstrates,
this inference is insufficient as a matter of law to establish a fraudulent transfer. See Jackson v.
Grover (In re Jackson), 472 F.2d 589, 590 (9th Cir.1973).


The dissent cites In re Love in an effort to distinguish Wudrick. However, In re Love actually
supports a finding of exemption. In that case we recognized that “the exemption statutes of
California are applied with liberality.” 341 F.2d at 682 (citations omitted). We also clarified that
the exemption determination is to be determined “upon the basis of conditions existing at the time
of the filing of the bankruptcy petition.” Id. (citations omitted). When Stern's bankruptcy petition



http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1971113489&pubNum=0000350&originatingDoc=Ibb0f1cf189eb11d9903eeb4634b8d78e&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1971113489&pubNum=0000350&originatingDoc=Ibb0f1cf189eb11d9903eeb4634b8d78e&refType=RP&fi=co_pp_sp_350_989&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_350_989

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1973108319&pubNum=0000350&originatingDoc=Ibb0f1cf189eb11d9903eeb4634b8d78e&refType=RP&fi=co_pp_sp_350_590&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_350_590

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1973108319&pubNum=0000350&originatingDoc=Ibb0f1cf189eb11d9903eeb4634b8d78e&refType=RP&fi=co_pp_sp_350_590&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_350_590

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1965103144&pubNum=0000350&originatingDoc=Ibb0f1cf189eb11d9903eeb4634b8d78e&refType=RP&fi=co_pp_sp_350_682&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_350_682





In re Stern, 345 F.3d 1036 (2003)
03 Cal. Daily Op. Serv. 8976, 2003 Daily Journal D.A.R. 11,285


 © 2020 Thomson Reuters. No claim to original U.S. Government Works. 13


was filed, the assets in question “rested in [the 1992 Pension Plan] which ... enjoyed an exempt
status.” See id.


The dissent also cites Acequia Inc. v. Clinton, (In re Acequia, Inc.), 34 F.3d 800 (9th Cir.1994)
in support of its position. However, that case is inapposite because the property transferred did
not enjoy an exempt status when the bankruptcy petition was filed. The rationale of Wudrick is
inapplicable to a situation such as that presented in Acequia, but completely pertinent to the case
at hand, where assets are converted to an exempt status pre-bankruptcy.


At bottom, the “badges of fraud” articulated in the dissent merely rephrase the argument that
Stern transferred funds from his IRA account into the 1992 Pension Plan Account on the eve of
bankruptcy. In such a circumstance, we are persuaded that Wudrick controls.


Aside from the conversion of non-exempt assets into exempt assets, which is nonfraudulent “as a
matter of law,” see Wudrick, 451 F.2d at 990, the Trustee and the dissent cite as “badges of fraud”
the facts that Stern:


1) was sued and lost the arbitration before transferring the funds to the Plan;


2) testified inconsistently as to his motive for transferring the funds to the Plan;


3) may have, as a result of the 4.5 million dollar arbitration award levied against him, been
insolvent when he made the transfer;


*1045  4) transferred the funds to the Plan to benefit him and his wife;


5) transferred all or substantially all of his property into the Plan; and


6) retained control of the funds following the transfer.


(Dissenting Opinion at pages 1048) (emphasis added).


With the exception of the arbitration loss and the speculative insolvency, the other articulated
badges of fraud are simply restatements of the accusation that Stern converted nonexempt assets
into exempt assets, an accusation that cannot support a finding of fraud. See Wudrick, 451 F.2d at
990. A similar fate awaits the claim that Stern “may have been insolvent.” We have consistently
discounted speculative assertions when raised in defense of a summary judgment motion. See,
e.g., Paladin Assoc., Inc. v. Montana Power Co., 328 F.3d 1145, 1161 (9th Cir.2003). We are left
with the fact that Stern lost a multimillion dollar arbitration. That single unspectacular fact does
not meet a preponderance of the evidence burden of proof.
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Accordingly, we AFFIRM the district court's rulings that the 1992 Pension Plan was not ERISA-
qualified; that the 1992 Pension Plan was exempt under California law; and that the transfer of
assets from Stern's IRA to the 1992 Pension Plan was not fraudulent.


AFFIRMED.


ALARCÓN, Senior Circuit Judge, Concurring in Part, Dissenting in Part.
I concur in the majority's holding that the funds in the Plan were not excludable from Stern's
bankruptcy estate. I dissent from the majority's conclusion that the funds in the Plan were exempt
from distribution to Stern's creditors under California law. I would hold that the Trustee presented
sufficient facts to support an inference that Stern transferred funds into the Plan with the intent
to hinder, delay, or defraud his creditors. A fraudulent transfer is not exempt from distribution
to creditors under California law. Cal. Civ.Code §§ 3439.04 & 3439.05 (West 2002); Maddox v.
Robertson (In re Prejean), 994 F.2d 706, 708 (9th Cir.1993). Accordingly, whether the Debtor
acted with fraudulent intent is a question that should be determined after a trial on the merits and
a determination of the credibility of the witnesses regarding Stern's intent.


The Trustee presented evidence that on September 15, 1992, Dove Audio, Inc. (“Dove”) received
an arbitration award of 4,585,000 dollars against Stern. Stern learned of the award on or about
September 30, 1992. On October 22, 1992, the Los Angeles Superior Court issued a writ of
mandate to secure the payment to Dove of the amount awarded by the arbitrator.


On October 14, 1992, Stern filed for a divorce. The next day, Stern received a Default Judgment
of Dissolution of his marriage that included a stipulated property settlement agreement. Between
October 19, 1992 and October 21, 1992, pursuant to the property settlement agreement, Stern
transferred all his community property, consisting of over 2 million dollars in non-exempt assets, to
Sharma Stern. Stern made these transfers without the benefit of property appraisals. Stern retained
only supposedly exempt assets and assumed the 4.5 million dollar arbitration award, a community
debt, owed to Dove. On October 23, 1992, Stern executed the documents that created the Plan.
Later in the same month, Stern rolled 1.4 million dollars from his IRA into the Plan. On November
2, 1992, Stern filed for bankruptcy. Stern dismissed the Chapter 11 action on December 22, 1992,
after the bankruptcy judge indicated that she would appoint a trustee for Stern's estate.


*1046  In July 1993, Dove filed an action in the Los Angeles Superior Court in which it alleged
that Stern had fraudulently transferred the 1.4 million dollars into the Plan to shield his estate from
his creditors. On August 11, 1995 while the fraudulent conveyance action was pending in state
court, Stern filed a Chapter 7 bankruptcy petition (the “core proceeding”). In the fall of 1995,
Dove transferred the fraudulent conveyance action (the “adversary proceeding”) to the bankruptcy
court. On June 26, 1996, the Trustee was authorized to intervene in the adversary proceeding.
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On or about March 27, 1998, Stern filed a motion for summary judgment in the core proceeding.
He sought to prevent the money in the Plan from being included in the bankruptcy estate. He
argued that: (1) the Plan is excludable from the bankruptcy estate as ERISA-qualified; (2) the
Plan is exempt from creditor distribution under California law; and (3) even if there had been a
fraudulent transfer, the Plan would still be exempt. The Trustee responded on April 27, 1998. The
bankruptcy court agreed with Stern's arguments. It held that the Plan was excluded from the estate
as ERISA-qualified and that it was also exempt under California law.


On or about May 11, 1998, Stern moved for summary judgment on the fraudulent transfer claims
in the adversary proceeding. Stern asserted that there was no transfer. He asserted in the alternative
that even if there had been a transfer, the Trustee could not show that it was fraudulent. In response,
the Trustee disputed Stern's legal arguments and asserted that there was a question of fact regarding
Stern's credibility and his intent regarding the transfer. The bankruptcy court concluded that there
was nothing improper about transferring assets into an exempt retirement fund on the eve of
bankruptcy.


The Trustee timely appealed the bankruptcy court's rulings on summary judgment to the district
court. On August 9, 2000, the district court concluded that the funds in the Plan were not excludable
as ERISA-qualified. It also concluded that the funds were exempt from distribution to creditors
under California law because the Trustee failed to present evidence of fraud beyond the mere
transfer of funds on the eve of bankruptcy.


Under California law, funds held in a “private retirement plan” are exempt from distribution to
creditors. Cheng v. Gill (In re Cheng), 943 F.2d 1114, 1116 (9th Cir.1991); Cal.Civ.Proc.Code
§ 704.115(b)-(e) (West 2002). Corporate plans are entitled to complete exemption even where
the corporation sponsoring the plan is closely held and its sole shareholder, director, and chief
executive officer is the debtor. In re Cheng, 943 F.2d at 1115–17. The Plan in the instant case is
a corporate plan, sponsored by Stern, Inc., and is therefore exempt. Stern argues that even if we
assume that he transferred the funds into the Plan to defraud his creditors, the funds nevertheless
remain exempt as part of the corporate plan. I disagree. I would hold that it was error for the
district court to uphold summary judgment in favor of Stern where the Trustee presented evidence
of fraud, beyond the mere transfer of property on the eve of bankruptcy.


A transfer may be avoided under California law if it was made with the “actual intent to hinder,
delay, or defraud any creditor of the debtor,” or if it was made “[w]ithout receiving a reasonably
equivalent value in exchange for the transfer ....” Cal. Civ.Code §§ 3439.04 & 3439.05 (West
2002); Maddox v. Robertson (In re Prejean), 994 F.2d 706, 708–09 (9th Cir.1993). A transfer may
also be avoided where there is actual fraud. Love v. Menick, 341 F.2d 680, 682–83 (9th Cir.1965);
In re Moffat, 107 B.R. 255, 266 (Bankr.C.D.Cal.1989). Fraudulent intent may be *1047  shown
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through circumstantial evidence of actual intent to defraud, or “badges of fraud.” Badges of fraud
include:


(1) actual or threatened litigation against the debtor;


(2) a purported transfer of all or substantially all of the debtor's property; (3) insolvency or
other unmanageable indebtedness on the part of the debtor; (4) a special relationship between
the debtor and the transferee; and, after the transfer, (5) retention by the debtor of the property
involved in the putative transfer.


The presence of a single badge of fraud may spur mere suspicion; the confluence of several can
constitute conclusive evidence of actual intent to defraud, absent “significantly clear” evidence
of a legitimate supervening purpose.


Acequia Inc. v. Clinton (In re Acequia Inc.), 34 F.3d 800, 806 (9th Cir.1994) (emphasis and citations
omitted); see also Cal. Civ.Code § 3439.04 (referring in comment (5) to the consideration courts
give to the “badges of fraud”).


Citing to on this court's opinion in Wudrick v. Clements, 451 F.2d 988 (9th Cir.1971), the majority
writes; “Here, the principal evidentiary inference relied upon by Trustee is that non-exempt assets
were converted to exempt assets immediately prior to bankruptcy. But, as Wudrick demonstrates,
this inference is insufficient as a matter of law to establish a fraudulent transfer.” Majority opinion
at p. 1044.


I respectfully disagree with my esteemed colleagues that Wudrick is determinative. It can readily be
distinguished from the instant case. In Wudrick, Mr. and Mrs. Roon, after consulting experienced
bankruptcy lawyers, refinanced their 1966 Chevrolet automobile. Id. at 989. The bank loaned them
2,325 dollars on the car. The Roons used these funds to pay off their previous car loan and their
attorney's fees. Id. They also deposited 800 dollars in a savings and loan association. Id. They then
filed bankruptcy petitions. They claimed that the 800 dollar account was exempt from distribution
under California law and the Bankruptcy Act. Id.


In a companion case, the record showed that Wudrick, on the advice of bankruptcy counsel,
obtained a 2,197 dollar loan from a finance company on two vehicles about three weeks before
filing his bankruptcy petition. Id. He put 1,300 dollars in a credit union. Such funds are exempt
from distribution under California law. Id.


The Trustee argued in Wudrick that “conversion of non-exempt assets to exempt assets on the eve
of bankruptcy by creation of a secured debt and deposit of the proceeds in an exempt account
is fraudulent as a matter of law and therefore a claim of exemption based on such a transfer is
invalid.” Id. at 990. In rejecting this argument, we held that “[i]t has long been the rule in this and
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other jurisdictions that the purposeful conversion of nonexempt assets to exempt assets on the eve
of bankruptcy is not fraudulent per se.” Id. at 989 (citing In re Dudley, 72 F.Supp. 943, 945–947
(D.Cal.1947), aff'd per curiam, Goggin v. Dudley, 166 F.2d 1023 (9th Cir.1948); Love v. Menick,
341 F.2d 680, 682–683 (9th Cir.1965)).


The actual holding in Wudrick reads as follows:


Since no more is shown in either case than the intentional conversion of nonexempt property to
exempt property, Love v. Menick, supra, controls.


A different case would be presented if on the eve of bankruptcy a debt were created with no
intention of repaying the creditor, either by purchasing goods on credit or borrowing money
without security. *1048  See Love v. Menick, supra, at 682–683 F.2d.


Wudrick, 451 F.2d at 990.


There is no showing in this matter that Stern consulted an experienced bankruptcy attorney before
he transferred the funds from his IRA into the exempt Plan. He therefore cannot prevail on the
argument that he acted in good faith reliance on the advice of his attorney when he transferred the
funds and therefore lacked the intent required to deny him a discharge of his debts. See In re Adeeb,
787 F.2d 1339, 1343 (9th Cir.1986) (discussing the effect of a debtor's good faith reliance on an
attorney's advice). Furthermore, the Trustee presented evidence that he did more than purposefully
convert his assets on the eve of bankruptcy.


The Trustee presented evidence that Stern: (1) was sued and lost the arbitration before transferring
the funds to the Plan; (2) testified inconsistently as to his motive for transferring the funds to the
Plan; (3) may have, as a result of the 4.5 million dollar arbitration award levied against him, been
insolvent when he made the transfer; (4) transferred the funds to the Plan to benefit him and his
wife; (5) transferred all or substantially all of his property into the plan; and (6) retained control
of the funds following the transfer. This evidence demonstrates the presence of several badges
of fraud, including actual litigation against Stern, transfer of substantially all of Stern's property,
insolvency, and retention of control over the funds after the transfer. This evidence supports an
inference of fraudulent intent.


In Wudrick, we cited Love v. Menick for the rule regarding the purposeful conversion of nonexempt
assets to exempt assets. Wudrick, 451 F.2d at 989–90. In Love, we noted that in In re Martin, 217
F.Supp. 937 (D.Or. 1983), the district court cited the prevailing rule “that the purchase of exempt
property by an insolvent debtor on the eve of bankruptcy will not, in itself, permit the trustee to
disallow the claimed exemption.” Love, 341 F.2d at 683 (internal quotations omitted). The district
court held in In re Martin, however, that substantial evidence in the record supported the referee's
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finding of fraudulent intent and action. Love, 341 F.2d at 683. In reconciling the Martin decision
with the “prevailing rule,” we commented in Love:


To harmonize the court's decision with its recognition of the force of ... the
“prevailing rule,” we must assume that the record in Martin contained some
quality of “substantive evidence” of fraudulent intent which we cannot find in
the record of the case at hand.


Love, 341 F.2d at 683; see also In re Dudley, 72 F.Supp. 943, 945–47 (S.D.Cal.1947) (discussing
the “prevailing rule”).


Thus, the law of this circuit as reflected in Wudrick, and Love is as follows: “the purposeful
conversion of nonexempt assets to exempt assets on the eve of bankruptcy is not fraudulent per
se.” Wudrick, 451 F.2d at 989. The term “per se” is defined as: “[o]f, in, or by itself; standing alone,
without reference to additional facts.” Black's Law Dictionary 1162 (7th ed.1999). Therefore,
where substantial evidence in the record supports a finding of the debtor's fraudulent intent,
property transferred on the eve of bankruptcy is not exempt from distribution to creditors. See
Tavenner v. Smoot, 257 F.3d 401, 406–09 (4th Cir.2001) (holding that “transfers of exemptible
property are amenable to avoidance and recovery actions by bankruptcy trustees,” and that “such
transfers surely can be characterized as fraudulent, so long as the debtor had the requisite fraudulent
intent”); Ford v. Poston, 53 B.R. 444, 448, 449–50 (D.Va.1984) (stating the general rule that
“in the eleventh hour a debtor may convert a part of his property which is not exempt into
exempt items *1049  for the purpose of placing the property out of reach of his creditors when
he claims the exemption,” and stating that “[t]he courts have long recognized a limitation of
this rule: If the evidence reveals fraud apart and distinct from the mere transfer of non-exempt
property into exempt, the debtor has transferred the property with the intent to defraud, hinder,
or delay his creditors.”); In re Krantz, 97 B.R. 514, 522 (Bankr.N.D.Iowa 1989) (discussing the
rule that “the act of converting non-exempt property to exempt property is not enough to deny
the exemption,” but “[t]he actual intent to hinder, delay or defraud one's creditors is sufficient
to deny an exemption,” and that “[b]ecause intent to hinder, delay or defraud is so difficult to
prove directly, the Iowa Supreme Court relies on ‘badges or indices of fraud’ to determine the
debtor's intent.”). This court's use of the term “per se,” in setting forth the rule in Wudrick that
“the purposeful conversion of non-exempt assets to exempt assets on the eve of bankruptcy is
not fraudulent per se,” is significant. We did not hold in Wudrick that a transfer on the eve of
bankruptcy is inexorably exempt from distribution to creditors. The Majority has simply ignored
the significance of the term “per se” in this court's holding in Wudrick. 1



http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1965103144&pubNum=0000350&originatingDoc=Ibb0f1cf189eb11d9903eeb4634b8d78e&refType=RP&fi=co_pp_sp_350_683&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_350_683

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1965103144&pubNum=350&originatingDoc=Ibb0f1cf189eb11d9903eeb4634b8d78e&refType=RP&fi=co_pp_sp_350_683&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_350_683

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1947114927&pubNum=0000345&originatingDoc=Ibb0f1cf189eb11d9903eeb4634b8d78e&refType=RP&fi=co_pp_sp_345_945&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_345_945

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1971113489&pubNum=0000350&originatingDoc=Ibb0f1cf189eb11d9903eeb4634b8d78e&refType=RP&fi=co_pp_sp_350_989&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_350_989

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2001600761&pubNum=0000506&originatingDoc=Ibb0f1cf189eb11d9903eeb4634b8d78e&refType=RP&fi=co_pp_sp_506_406&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_506_406

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1985149392&pubNum=0000164&originatingDoc=Ibb0f1cf189eb11d9903eeb4634b8d78e&refType=RP&fi=co_pp_sp_164_448&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_164_448

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1989039169&pubNum=0000164&originatingDoc=Ibb0f1cf189eb11d9903eeb4634b8d78e&refType=RP&fi=co_pp_sp_164_522&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_164_522





In re Stern, 345 F.3d 1036 (2003)
03 Cal. Daily Op. Serv. 8976, 2003 Daily Journal D.A.R. 11,285


 © 2020 Thomson Reuters. No claim to original U.S. Government Works. 19


1 During oral argument, Stern's attorney quoted the holding in Wudrick, and attempted to convince this Court that the words “per se”
were superfluous. He argued as follows:


“[T]he purposeful conversion of nonexempt assets to exempt assets on the eve of bankruptcy is not fraudulent per se.” And what
he [Stern] seems to be saying if I understand him is those two words, “per se,” at the end may open up some door, though I've
already answered if you assume that opens up a door what could there be behind that door? And the answer is, nothing that changes
it. But what's interesting in terms of case analysis, if you take those two words off of there, I can't imagine he could even make the
argument, and if Wudrick read, “It has long been the rule that the purposeful conversion of nonexempt assets to exempt assets on
the eve of bankruptcy is not fraudulent,” period ... I can't even imagine that this would be considered anything but a pure reversal
of Wudrick, and to suggest that those two words there in that context really mean anything but that, alternatively, is not per se
fraudulent. Well, would that open a door? The test has to be what could be behind that door....


Because the Trustee presented genuine issues of material fact regarding whether Stern acted with
fraudulent intent when he transferred funds from his IRA into exempt funds under the Plan, I
would reverse the judgment of the district court and remand for a trial on the merits and express
findings on the question whether Stern intended to hinder, delay, or defraud his creditors.


All Citations


345 F.3d 1036, 03 Cal. Daily Op. Serv. 8976, 2003 Daily Journal D.A.R. 11,285
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Synopsis
Background: Chapter 7 trustee brought adversary proceeding to avoid, as preferential, debtor's
prepetition payment to bank on loan. The United States Bankruptcy Court for the Northern District
of California granted bank's motion for summary judgment on theory that debtor's prepetition
payment to bank, as creditor with right of setoff against account that contained sufficient funds to
satisfy loan obligation, did not enable bank to receive more than it would otherwise have received
in hypothetical Chapter 7 liquidation. Trustee appealed. The District Court, Jeffrey S. White, J.,
2014 WL 4827103, affirmed. Trustee appealed.


Holdings: The Court of Appeals, M. Smith, Circuit Judge, held that:


[1] in deciding whether debtor's prepetition payment to bank enabled bank to receive more than
it would otherwise have received in hypothetical Chapter 7 liquidation, bankruptcy court could
consider trustee's ability to avoid, as hypothetical preference, debtor's prepetition deposit into its
account at bank, and


[2] deposit that debtor made, less than 90 days prepetition, into its account at bank, thereby
increasing the secured claim that bank possessed by virtue of its right to set off against account,
was potentially subject to avoidance as preference and should have been considered by bankruptcy
court in applying “greater amount test.”


Reversed and remanded.
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Korman, District Judge, sitting by designation, filed opinion concurring in part and concurring
in judgment.


West Headnotes (16)


[1] Bankruptcy Conclusions of law;  de novo review
Court of Appeals reviews de novo the district court’s judgment on appeal from bankruptcy
court, and applies same de novo standard of review that district court used to review
bankruptcy court’s grant of summary judgment.


1 Cases that cite this headnote


[2] Bankruptcy Effect to give more than under bankruptcy distribution
“Greater amount test” for preference avoidance requires court to construct a hypothetical
Chapter 7 case and to determine what creditor that allegedly received preferential
transfer(s) would have received had the case proceeded as this hypothetical Chapter 7 case.
11 U.S.C.A. § 547(b)(5).


4 Cases that cite this headnote


[3] Bankruptcy Effect to give more than under bankruptcy distribution
In deciding whether Chapter 7 debtor's prepetition payment to bank enabled bank to
receive more than it would otherwise have received in hypothetical Chapter 7 liquidation,
as required for avoidance of payment as preference, bankruptcy court could consider
trustee's ability to avoid, as hypothetical preference, debtor's prepetition deposit into its
account at bank, as impacting on bank's ability to receive at least what it received by
challenged payment by setting off against account. 11 U.S.C.A. § 547(b)(5).


1 Cases that cite this headnote


[4] Statutes Language
Statutes Absence of Ambiguity;  Application of Clear or Unambiguous Statute or
Language
Statutory interpretation begins with text of statute, and if that text is unambiguous, statute
must be enforced according to its terms.
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[5] Bankruptcy Provisions for satisfaction of claims;  relation to recovery in liquidation
Bankruptcy Relation to recovery in liquidation
While hypothetical Chapter 7 liquidation analysis that bankruptcy court conducts when
deciding whether proposed plan satisfies “best interests of creditors” test must be based on
evidence and not assumptions, courts, in assessing what property creditors would receive
in hypothetical Chapter 7 liquidation, consider what property would likely be recovered by
Chapter 7 trustee’s use of his avoiding powers. 11 U.S.C.A. §§ 1129(a)(7)(A)(ii), 1325(a)
(4).


5 Cases that cite this headnote


[6] Bankruptcy Disqualifying or limiting factors;  assignment
Voluntary turnover to trustee of property subject to a creditor’s right of setoff generally
precludes any subsequent claim of setoff by creditor.


[7] Set-off and Counterclaim Equitable Set-off
Right of setoff allows entities that owe each other money to apply their mutual debts
against each other, thereby avoiding the absurdity of making A pay B when B owes A.


[8] Bankruptcy Set-off or recoupment in general
While there is no federal right of setoff, bankruptcy statute, with certain exceptions,
preserves whatever right of setoff otherwise exists. 11 U.S.C.A. § 553(a).


[9] Finance, Banking, and Credit Application of Deposits to Debts Due Institution;
Set-off by Institution
California law recognizes a bank’s right to setoff against a depositor’s account.


1 Cases that cite this headnote


[10] Bankruptcy Set-off or recoupment in general
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Three conditions must be shown for exercise of right of setoff in bankruptcy: (1) that
debtor owes creditor a prepetition debt; (2) that creditor owes debtor a prepetition debt;
and (3) that the debts are mutual. 11 U.S.C.A. § 553(a).


1 Cases that cite this headnote


[11] Bankruptcy Particular Cases
Bankruptcy Necessity for court approval;  discretion
When creditor fails to exercise right of setoff against debtor prior to filing of bankruptcy
petition, it does not lose that right, but must proceed in bankruptcy court by filing motion
to lift automatic stay so as to be allowed to exercise its already existing setoff right. 11
U.S.C.A. § 362(d).


[12] Bankruptcy Effect of avoidable transfer and surrender thereof
Statute providing for mandatory disallowance of claim filed by creditor that has received
avoidable transfer until transfer is returned is in nature of affirmative defense to proof of
claim and does not provide independent authority for affirmative relief against creditor.
11 U.S.C.A. § 502(d).


[13] Bankruptcy Effect to give more than under bankruptcy distribution
Deposit that Chapter 7 debtor made, less than 90 days prepetition, into its account at
bank, thereby increasing the secured claim that bank possessed by virtue of its right to set
off against account, was potentially subject to avoidance as preference and should have
been considered by bankruptcy court in assessing whether debtor's allegedly preferential
prepetition payment to bank on loan enabled bank to receive more than it would otherwise
have received in hypothetical Chapter 7 liquidation; without deposit, account would not
have contained sufficient funds to allow bank to collect the loan obligation that was
satisfied by debtor's prepetition payment by setting off against account. 11 U.S.C.A. §
547(b)(5).


[14] Bankruptcy Ownership of interest transferred
Debtor’s bank deposit ordinarily constitutes a “transfer” of debtor’s property to the title
and possession of bank, as the term “transfer” is used in the Bankruptcy Code. 11 U.S.C.A.
§ 101(54).
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1 Cases that cite this headnote


[15] Bankruptcy Elements and Exceptions
Pertinent question for court, in deciding whether debtor's prepetition deposit into bank
account was preference, was whether the deposit depleted assets of estate available for
distribution to creditors. 11 U.S.C.A. § 547(b).


2 Cases that cite this headnote


[16] Bankruptcy Record;  assignments of error;  briefs
On appeal in bankruptcy case, the Court of Appeals would decline to address argument
that was mentioned merely in passing and that was not developed by appellant.


Attorneys and Law Firms


*1233  Dennis Davis (argued), Goldberg Stinnett Davis & Linchey, Petaluma, California, for
Plaintiff-Appellant.


James A. Tiemstra (argued) and Lisa Lenherr, Tiemstra Law Group PC, Oakland, California, for
Defendant-Appellee.


Appeal from the United States District Court for the Northern District of California, Jeffrey S.
White, District Judge, Presiding, D.C. No. 4:13-cv-03992-JSW


Before: A. WALLACE TASHIMA and MILAN D. SMITH, JR., Circuit Judges, and EDWARD
R. KORMAN, *  District Judge.


* The Honorable Edward R. Korman, United States District Judge for the Eastern District of New York, sitting by designation.


Concurrence by Judge Korman


OPINION
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M. SMITH, Circuit Judge:


In this preference action, plaintiff-appellant E. Lynn Schoenmann (Schoenmann), the trustee
in bankruptcy, seeks to recover for the bankruptcy estate a $190,595.50 loan payment debtor
Tenderloin Health (Tenderloin) made to defendant-appellee Bank of the West (BOTW) within
ninety days of the filing of Tenderloin’s chapter 7 bankruptcy. To succeed, Schoenmann must
demonstrate that by virtue of that payment BOTW received more than it otherwise would have in a
hypothetical chapter 7 liquidation where the challenged transfer had not been made. This inquiry,
required by 11 U.S.C. § 547(b)(5), is called the “greater amount test.”


The bankruptcy court granted BOTW’s motion for summary judgment, finding Schoenmann could
not satisfy section 547(b)(5), because BOTW had a right of setoff, and Tenderloin’s account
contained at least $190,595.50 on the petition date. Schoenmann asserts that in the hypothetical
liquidation, the trustee would avoid a $526,402.05 deposit, leaving less than $190,595.50 in
Tenderloin’s account, even allowing for BOTW’s right of setoff.


*1234  In order to resolve the issues presented in this case, we address whether courts
may entertain hypothetical preference actions within section 547(b)(5)’s hypothetical chapter 7
liquidation, and if so, whether the $526,402.05 deposited in this case would meet the definition
of an avoidable preference.


We conclude that courts may account for hypothetical preference actions within a hypothetical
chapter 7 liquidation when such an inquiry is factually warranted, is supported by appropriate
evidence, and the action would not contravene an independent statutory provision. We are also
satisfied that the $526,402.05 deposit in this case would constitute an avoidable preference in the
hypothetical liquidation at issue here.


We therefore reverse the district court’s judgment in favor of BOTW and direct that this action be
remanded to the bankruptcy court for further proceedings.


FACTUAL AND PROCEDURAL BACKGROUND


In May 2009, BOTW extended a $200,000 line of credit to Tenderloin, a walk-in clinic serving
AIDS patients in San Francisco. BOTW loaned another $100,000 to Tenderloin two years later. The
loans were secured by Tenderloin’s personal property, including its deposit accounts with BOTW.


In late 2011 or early 2012, Tenderloin elected to wind up its affairs. In carrying out that election,
it sold its only real property for $1,295,000. The escrow on that sale closed on June 13, 2012.
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Tenderloin used the proceeds of that sale to execute two transactions that same day. First, it paid
BOTW $190,595.50 from escrow to satisfy fully its outstanding loan obligations (debt payment).
Next, it moved the rest of its net sale proceeds—$526,402.05—from escrow into its BOTW deposit
account (the deposit).


On July 20, 2012, Tenderloin filed for chapter 7 bankruptcy. Ninety days prior to filing, its account
contained approximately $173,015.00. 1  That sum shrunk to $52,735.11 on the date of the two
disputed transfers, but grew to $576,603.03 immediately after the deposit. Tenderloin then spent
some of its funds in the days preceding its bankruptcy, so the account contained $564,115.92 on
the petition date. If we subtract from that sum the amount of the disputed deposit—$526,402.05
—Tenderloin’s account would have contained only $37,713.87 on the petition date.


1 There appears to be a factual dispute concerning the amount in Tenderloin’s deposit accounts on the date ninety days preceding the
filing of its bankruptcy. We need not resolve this dispute because the difference in the amounts is not material to the outcome.


Schoenmann sued BOTW on December 12, 2012, alleging that the debt payment was preferential,
and subject to avoidance under 11 U.S.C. § 547(b). The bankruptcy court granted BOTW’s motion
for summary judgment on July 31, 2013, concluding that Schoenmann could not show that BOTW
received more than it would have in a hypothetical liquidation where the debt payment had not
been made. Schoenmann appealed to the district court pursuant to 28 U.S.C. § 158(a)(1). The
district court affirmed, and Schoenmann timely appealed to our court.


JURISDICTION AND STANDARD OF REVIEW


[1] We have jurisdiction pursuant to 28 U.S.C. § 158(d)(1). “We review de novo the district court’s
judgment in the appeal from the bankruptcy court, and apply the same de novo standard of review
the district court used to review the bankruptcy court’s summary judgment.” *1235  Suncrest
Healthcare Ctr. LLC v. Omega Healthcare Inv’rs (In re Raintree Healthcare Corp.), 431 F.3d 685,
687 (9th Cir. 2005).


ANALYSIS


Section 547(b) permits a bankruptcy trustee to recover for the benefit of the bankruptcy estate
preferential payments from a debtor to a creditor made within the ninety days preceding the filing
of a bankruptcy. 11 U.S.C. § 547(b). To “avoid” such a payment, the trustee must show, among
other things:


(5) that [it] enables such creditor to receive more than such creditor would receive if—
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(A) the case were a case under chapter 7 of this title;


(B) the transfer had not been made; and


(C) such creditor received payment of such debt to the extent provided by the provisions of
this title.


11 U.S.C. § 547(b)(5) (emphasis added).


[2] This element—11 U.S.C. § 547(b)(5)—constitutes the so-called “greater amount test,” which
“requires the court to construct a hypothetical chapter 7 case and determine what the creditor would
have received if the case had proceeded under chapter 7” without the alleged preferential transfer. 2


Alvarado v. Walsh (In re LCO Enters.), 12 F.3d 938, 941 (9th Cir. 1993) (LCO). Schoenmann
challenges the $190,595.50 debt payment, claiming that section 547(b)(5) is satisfied in this case if
BOTW “received a greater amount than it would have if the [debt payment] had not been made and
there had been a hypothetical chapter 7 liquidation as of the petition date.” Batlan v. TransAmerica
Commercial Fin. Corp. (In re Smith’s Home Furnishings, Inc.), 265 F.3d 959, 963 (9th Cir. 2001)
(Smith).


2 It may at first blush seem incongruous to ask what the creditor would have received if “the case were a case under chapter 7,”
given that this matter is in fact a chapter 7 liquidation. The reference to chapter 7, however, defines the character of the hypothetical
bankruptcy, which is then used as a point of comparison to see if the pre-petition payments rendered the preferred creditor better off.
We have previously recognized that a preference action is permissible under section 547(b), even when filed in conjunction with a
chapter 7 liquidation. See, e.g., USAA Fed. Savings Bank v. Thacker (In re Taylor), 599 F.3d 880, 885–88 (9th Cir. 2010) (affirming
decision concerning a preference action brought in the course of a chapter 7 liquidation); Busseto Foods, Inc. v. Charles Laizure (In
re Laizure), 548 F.3d 693, 695 (9th Cir. 2008) (chapter 7 trustee brought preference action); Wood v. Stratos Prod. Dev., LLC (In re
Ahaza Sys., Inc.), 482 F.3d 1118, 1122 (9th Cir. 2007) (same).


The bankruptcy court determined that BOTW did not receive more than it would have in a
hypothetical liquidation because it maintained a right of setoff that entitled it to full payment, and
Tenderloin’s deposit account held the requisite amount of funds on the petition date. Schoenmann
argues, however, that the trustee would avoid the $526,402.05 deposit in a hypothetical liquidation,
such that the deposit account would contain only $37,713.87 on the petition date, a sum far less
than the $190,595.50 BOTW actually received, even allowing for its right of setoff.


BOTW objects to Schoenmann’s analysis for two reasons. First, BOTW insists it is impermissible
to entertain a hypothetical preference action within a hypothetical liquidation. Second, BOTW
claims that the deposit made by Tenderloin into its deposit account would not meet the definition
of an avoidable preference. We find neither argument persuasive.


I. Section 547(b)(5) Does Not Forbid Courts from Considering Hypothetical Preference
Actions.
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[3] The text of the Bankruptcy Code, its legislative history, and current practice *1236  in the
bankruptcy courts all support the conclusion that courts may entertain hypothetical preference
actions within hypothetical chapter 7 liquidations. Further, our holding in LCO does not pose an
obstacle to this conclusion.


A. Text and Legislative History


[4] Statutory interpretation begins with the text. Pakootas v. Teck Cominco Metals, Ltd., 830 F.3d
975, 980 (9th Cir. 2016). “If the meaning of the text is unambiguous, the statute must be enforced
according to its terms.” Id.


Here, section 547(b)(5) permits the trustee to avoid any transfer within ninety days of bankruptcy
that enables the creditor “to receive more than such creditor would receive if—(A) the case were a
case under chapter 7 of this title; (B) the transfer had not been made; and (C) such creditor received
payment of such debt to the extent provided by the provisions of this title.” 11 U.S.C. § 547(b)
(5) (emphasis added). The phrase “provisions of this title” appears to refer to the totality of Title
11 of the Code, which includes the preference provisions appearing in section 547. Accordingly,
the text clearly does not directly forbid courts from considering hypothetical preference actions
within a hypothetical chapter 7 liquidation. However, since the statute treats the issue globally, our
understanding will be refined by considering the legislative history of section 547(b)(5).


Section 547 was included in the Bankruptcy Reform Act of 1978. 3  Pub. L. No. 95-598, 92 Stat.
2549 (1978). Describing element 547(b)(5), the Senate Committee Report states “the transfer must
enable the creditor ... to receive a greater percentage of his claim than he would receive under the
distributive provisions of the bankruptcy code.” S. Rep. No. 95-989, at 87 (1978), reprinted in
1978 U.S.C.C.A.N. 5787, 5873 (emphasis added). The phrase “distributive provisions” might be
thought to narrow the hypothetical liquidation to disbursement under chapter 7, but the very next
sentence clarifies the meaning of the phrase: “Specifically, the creditor must receive more than he
would if the case were a liquidation case, if the transfer had not been made, and if the creditor
received payment of the debt to the extent provided by the provisions of the code.” Id. (emphasis
added). The House Report echoes this language: “A preference is a transfer that enables a creditor
to receive payment of a greater percentage of his claim against the debtor than he would have
received if the transfer had not been made and he had participated in the distribution of the assets
of the bankrupt estate.” H.R. Rep. No. 95-595, at 177 (1977), reprinted in 1978 U.S.C.C.A.N.
5963, 6138. The phrase “participate[s] in the distribution” leaves room to assume the hypothetical
chapter 7 trustee might initiate preference actions in conjunction with the “distribution” of the
assets of the estate.
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3 The preference provisions first appeared as sections 60a and 60b of the Bankruptcy Act of 1898. See The Bankruptcy Act of 1898
§ 60, Ch. 541, 30 Stat. 544, 562 (1898). The Bankruptcy Reform Act of 1978 superseded those provisions but retained the same
basic elements.


Evidence bearing more directly on this question appears in the paragraphs that follow the general
overview of section 547(b)(5). The reports provide


The phrasing of the final element changes the application of the greater
percentage test from that employed under current law. Under this language,
the court must focus on the relative distribution between classes as well as the
amount that will be received by the members of the class of which the preferee
is a member. The language also  *1237  requires the court to focus on the
allowability of the claim for which the preference was made. If the claim would
have been entirely disallowed, for example, then the test of paragraph (5) will
be met, because the creditor would have received nothing under the distributive
provisions of the bankruptcy code.


H.R. Rep. No. 95-595 at 372 (emphasis added); accord S. Rep. No. 95-989 at 87. By invoking
“allowability,” which refers generally to whether payment of a claim would violate some
independent provision of the Bankruptcy Code, the report suggests it is appropriate to consider
whether a hypothetical claim would be affected by the preference provisions. There are numerous
cases that refer to the greater amount test as implicating the “distributive provisions” of the
Code, 4  but in light of this history, we cannot exclude section 547 from the hypothetical chapter
7 “distribution.”


4 See, e.g., Guttman v. Constr. Program Grp. (In re Railworks Corp.), 760 F.3d 398, 402 (4th Cir. 2014) (stating that under section
547(b)(5), a transfer “must enable the creditor to receive a greater percentage of its claim than it would under the normal distributive
provisions in a liquidation case under the Bankruptcy Code”); Kimmelman v. Port Auth. of N.Y. & N.J. (In re Kiwi Int’l Air Lines,
Inc.), 344 F.3d 311, 321 (3rd Cir. 2003) (observing a “trustee could not satisfy § 547(b)(5) because the pre-petition payments did not
improve the creditor’s position under the distributive provisions of the Bankruptcy Code”).


B. Current Practice Under the Bankruptcy Code


The view that courts may consider hypothetical preference actions within hypothetical chapter 7
liquidations is bolstered by the fact that bankruptcy courts are doing precisely that under two other
provisions of the code.


[5] Section 1129(a)(7)(A)(ii) requires bankruptcy courts to determine what creditors would
receive under a hypothetical chapter 7 liquidation, and then compare that amount to what the same
creditors would receive under a chapter 11 reorganization. It provides that a bankruptcy court
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may confirm a chapter 11 plan only if each holder of an impaired claim “will receive or retain ...
property of a value, as of the effective date of the plan, that is not less than the amount that such
holder would so receive or retain if the debtor were liquidated under chapter 7 of this title on
such date.” 11 U.S.C. § 1129(a)(7)(A)(ii). Although “[t]he hypothetical liquidation analysis must
be based on evidence and not assumptions in order to meet the best interests of creditors test,”
Collier on Bankruptcy ¶ 1129.02 n.98 (Alan N. Resnick & Henry J. Sommer eds., 16th ed. 2016)
[hereinafter “Collier”] (citing In re MCorp Fin., Inc., 137 B.R. 219, 228–29 (Bankr. S.D. Tex.
1992)), “a trustee’s avoiding powers in a hypothetical chapter 7 case may [ ] affect the analysis,”
id. ¶ 1129.02.


For instance, in In re Affiliated Foods, Inc., 249 B.R. 770 (Bankr. W.D. Mo. 2000), the court found
the statute “requires an estimation of the value of all of the bankruptcy estate’s assets, including
such hard to determine values as disputed and contingent claims, the potential disallowance of
claims (under § 502(d)), the probability of success and value of causes of action held by the estate,
and, in this case, potential preference actions.” Id. at 788 (internal citation omitted). Likewise, in
In re Sierra-Cal, 210 B.R. 168 (Bankr. E.D. Cal. 1997), the court found “all provisions applicable
in a chapter 7 liquidation are to be taken into account when the court determines what sums
would be paid to whom in a hypothetical liquidation.” Id. at 174. It then applied two avoidance
provisions in the hypothetical liquidation using the facts and testimony in the record. See id. at
174–75 (concluding “a competent chapter 7 *1238  trustee would be able to recover against [the
creditor] under § 544 and § 549”).


Chapter 13 has a comparable “best interest of the creditors” test that requires the same comparison.
Section 1325(a)(4) requires a bankruptcy court to confirm a chapter 13 plan if, among other things,
“the value, as of the effective date of the plan, of property to be distributed under the plan ... is not
less than the amount that would be paid on such claim if the estate of the debtor were liquidated
under chapter 7 of this title on such date.” When administering this provision, “court[s] must
consider property that would be likely to be recovered by a chapter 7 trustee’s use of the avoiding
powers.” Collier ¶ 1325.05; see also In re Larson, 245 B.R. 609, 614 (Bankr. D. Minn. 2000)
(finding that in the hypothetical liquidation, the court “must look not only at the Debtor’s assets
as listed on his schedules, but [it] must also consider the recovery of assets by the trustee through
fraudulent transfer and preference actions”).


Lastly, we note that several courts have applied hypothetical setoff analyses under section 553
within hypothetical chapter 7 liquidations. See Durham v. SMI Indus. Corp., 882 F.2d 881, 884
(4th Cir. 1989) (“SMI would have been entitled to assert its right of setoff under section 553(a)
post-petition if the check exchange had not been executed before Continental’s petition was filed
since both debts were incurred pre-petition.”); Braniff Airways, Inc. v. Exxon Co., U.S.A., 814
F.2d 1030, 1040 n.11 (5th Cir. 1987) (“The fact that a setoff never actually took place does not
affect the analysis. The issue is whether Exxon hypothetically had the right to a setoff, and because
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of this right it was secured and therefore the payment received from Braniff was not a voidable
preference.”); Mason & Dixon Lines, Inc. v. St. Johnsbury Trucking Co. (In re Mason & Dixon
Lines, Inc.), 65 B.R. 973, 976 (Bankr. M.D.N.C. 1986) (“In the case at bar, had the debtor not made
the payment to the creditor carrier, the creditor could have offset the debt prepetition pursuant
to section 553 or if the 30 days elapsed postpetition had the offset amount as a secured claim
under section 506(a).”); Lingley v. Contractors Grp., Inc. (In re NEPSCO, Inc.), 55 B.R. 574,
576 (Bankr. D. Maine 1985) (“Had the debtor in this case not paid CGI the $6,221.56 prior to
the filing of the Chapter 7 petition, CGI would have been entitled to a right of setoff under 11
U.S.C. § 553(a).”). True, hypothetical setoff analyses, unlike preference actions, do not require
that we assume a party will initiate an adversary proceeding. That said, it would be odd to permit
bankruptcy courts conducting hypothetical liquidations to look only to section 553, while ignoring
other chapter 5 provisions, like section 547.


C. Our Prior Holding in LCO poses no bar.


In response, BOTW relies on our decision in LCO, which held “the hypothetical chapter 7 analysis
required by § 547(b)(5) must be based on the actual facts of the case.” 12 F.3d at 940. Since
Schoenmann has not challenged the deposit in Tenderloin’s actual liquidation, BOTW asserts we
may not permit such a challenge in a hypothetical liquidation. A close reading of LCO reveals that
this argument is misguided because it improperly relies on the decision’s broad language divorced
from the context of the case.


In LCO, the debtor, LCO Enterprises, leased commercial space from a company named Lincoln.
Id. LCO fell behind in paying rent and filed for chapter 11 bankruptcy, leading LCO and Lincoln
to restructure their relationship. Id. Specifically, they changed the terms of the lease agreement,
and LCO disclosed the terms *1239  of the revised agreement in its chapter 11 plan. Id. LCO then
faced the decision of whether it would assume or reject the lease in bankruptcy. Id. Importantly,
under chapter 11, the debtor-in-possession (LCO) stands in the shoes of the trustee. 11 U.S.C. §
1107. Additionally, if the debtor was in default on an unexpired lease before filing for bankruptcy,
the lease may not be assumed “unless, at the time of assumption,” the trustee cures the default
and provides adequate assurance of future performance. 11 U.S.C. § 365(b)(1)(A)–(C). LCO, as
trustee, assumed the revised lease and cured the default, in compliance with section 365(b). LCO,
12 F.3d at 942. The reorganization plan was eventually confirmed by the bankruptcy court. Id.
at 940.


Two months after confirmation, a chapter 11 trustee was appointed to pursue any preferential
payments. Id. The trustee sued to recover several rent payments LCO transmitted to Lincoln in the
ninety days preceding the filing of its bankruptcy. Id. The action turned on the “greater amount
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test”; i.e., whether Lincoln received more than it otherwise would have in a hypothetical chapter 7
liquidation as of the petition date where the prepetition rent payment had not been made. Id. at 941.


The trustee argued that in a hypothetical liquidation, “a hypothetical chapter 7 trustee might have
rejected the lease,” giving Lincoln an unsecured claim for its shortfall in rent, rather than the full
payment it received when the lease was assumed and the default was cured. Id. at 942. The trustee
also said the court “should exercise its own independent judgment as to whether, if the court were
administering the estate under chapter 7, it would have assumed or rejected the lease” at the time
of the chapter 11 bankruptcy. Id. We rejected these arguments, holding “[t]he phrase ‘hypothetical
chapter 7’ ... does not mean that the bankruptcy court can construct its own hypothetical from
whole cloth or from only some of the facts.” Id. at 944. Rather, “the hypothetical chapter 7 analysis
required by § 547(b)(5) must be based on the actual facts of the case.” Id. at 940. Since the lease had
been assumed, “the [bankruptcy] court could neither speculate that there was no lease nor assume
that the lease was rejected.” Id. at 944. Those assumptions simply did not “reflect[ ] the facts at
any time.” Id. Moreover, under section 365(b), once the lease was assumed, the requirement to
cure any default was mandated. This gave Lincoln a secured claim for all outstanding prepetition
rent in the hypothetical liquidation, so it did not receive more than it otherwise would, precluding
satisfaction of the greater amount test. 5


5 “If a creditor is fully secured, a prepetition transfer to him is not preferential because the secured creditor is entitled to 100% of his
claim.” LCO, 12 F.3d at 941.


Importantly, we also noted that if we deviated from the actual facts in the case, and assumed that
the hypothetical chapter 7 trustee had rejected the lease, the trustee would be allowed to recover
payments it was obligated to make to Lincoln to cure the default pursuant to section 365(b). Id.
at 943. In other words, straying from the actual facts would permit “§ 547(b) to circumvent the
requirements of § 365(b).” Id. To avoid such a statutory collision, we held “[t]he [t]rustee cannot
have his leased property and his rent payments, too.” Id. at 943–44.


Mindful of this context, it is apparent that LCO required fidelity to the actual facts in the case
because to hold otherwise under those circumstances would have violated an independent statutory
provision of the Bankruptcy Code. Section 365(b) requires the trustee to pay the landlord all
outstanding rent when a lease is assumed, but a preference action would permit the trustee to
recover the very prepetition *1240  rent payments it owes the landlord under that provision. In
light of this conflict, we conclude that LCO must be narrowly construed. To that end, courts that
have followed LCO’s holding have done so when presented with the same statutory collision
scenario. See In re Kiwi Int’l Air Lines, Inc., 344 F.3d at 314 (“[T]he assumption of a contract
under 11 U.S.C. § 365 bars a preference claim by a trustee.”); In re Superior Toy & Mfg. Co.,
78 F.3d 1169, 1174 (7th Cir. 1996) (“Section 547 and § 365 are mutually exclusive avenues for
a trustee. A trustee may not prevail under both. Nor may a subsequent trustee pursue one course,
when her predecessor has pursued another.”).
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Adding further support for the interpretation that LCO requires fidelity to the actual facts only
when doing otherwise would violate an independent statutory provision, the opinion explicitly
relies on the Eleventh Circuit’s decision in Seidle v. GATX Leasing Corporation, 778 F.2d 659
(11th Cir. 1985). See LCO, 12 F.3d at 943. There, a creditor held a chattel mortgage on a debtor’s
aircraft which secured payments due under a note. Seidle, 778 F.2d at 660. The debtor made partial
payments on the note within the ninety day period preceding its chapter 11 bankruptcy. Id. Once
in bankruptcy, the debtor and creditor entered into a court-approved stipulation under 11 U.S.C.
§ 1110, obligating the debtor to cure its default in exchange for the debtor’s continued use of the
aircraft. Id. at 661. The trustee later sued to recover as preferential the prepetition payments made
on the note. Id. The court rejected the preference action because the trustee was seeking to recover
payments it was obligated to make under the court-approved stipulation. See id. at 665 (“Pursuant
to the section 1110 stipulation, a creditor is entitled to unpaid pre-petition payments, as defaults;
a trustee may not later thwart the effect of the statute by challenging the validity of these transfers
as preferences.”). As in LCO, if the court assumed a hypothetical trustee would have rejected
the stipulation, it would be permitting a preference action that would undermine an independent
statutory provision—section 1110.


[6] In sum, LCO does not bar us in this case from assuming in a hypothetical liquidation that
the hypothetical trustee would sue to recover the $526,402.05 deposit. Unlike in LCO, permitting
such an action would not violate any other statutory provision, and it is consistent with the text
and legislative history recited above. 6  *1241  Having established that section 547(b)(5) does not
forbid courts from entertaining hypothetical preference actions, we next must determine if the
deposit in this case would meet the definition of an avoidable preference.


6 Additionally, though BOTW is correct that we are permitting the hypothetical trustee to do something the actual trustee did not do,
the actual trustee had no incentive to challenge the deposit when the bankruptcy was filed. BOTW turned over the $564,276.83 in
Tenderloin’s accounts on November 12, 2012. The trustee then brought this action in the bankruptcy court roughly one month later.
These facts are significant because the voluntary turnover to the trustee of the property subject to a creditor’s right of setoff generally
precludes any subsequent claim of setoff by the creditor. See Citizens Bank of Md. v. Strumpf, 516 U.S. 16, 20, 116 S.Ct. 286, 133
L.Ed.2d 258 (1995) (noting that requiring a creditor immediately to turnover funds on account “would divest the creditor of the very
thing that supports the right of setoff”); In re Mauch Chunk Brewing Co., 131 F.2d 48, 49 (3d Cir. 1942) (finding that when trustee
withdrew funds from account with bank’s knowledge of bankruptcy filing, bank’s acquiescence was “tantamount to renunciation of
its privilege of setoff”). If BOTW loses this preference action, it might be able revive its right of setoff given “court[s] may remedy
the effect of an inadvertent, involuntary or improper dissipation of the creditor’s interest.” COLLIER ¶ 553.07; see also In re Archer,
34 B.R. 28, 31 (Bankr. N.D. Tex. 1983) (finding where bank had mistakenly turned over property it did not intentionally waive its
right of setoff). Still, even allowing for that possibility, it would not be reasonable to assume the trustee had an incentive to challenge
the deposit from the outset of this proceeding. BOTW had turned over the funds that supported the right of setoff, so there was little
reason for the trustee to fear BOTW would later assert such a right if the preference action was successful and the bank disgorged
the debt payment.


II. In the Hypothetical Liquidation, the Trustee Would Avoid the Deposit as a
Preference.
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[7]  [8]  [9]  [10] Schoenmann concedes BOTW would have a right of setoff in the hypothetical
liquidation. 7  BOTW asserts it would exercise that right sometime after the bankruptcy petition
was filed. In that scenario, if we permit the hypothetical preference action, BOTW will have
received more as a result of the debt payment than it would have received in a hypothetical chapter
7 liquidation. 8


7 “The right of setoff (also called ‘offset’) allows entities that owe each other money to apply their mutual debts against each other,
thereby avoiding the absurdity of making A pay B when B owes A.” Newbery Corp. v. Fireman’s Fund Ins. Co., 95 F.3d 1392, 1398
(9th Cir. 1996) (quotation marks omitted). There is no federal right of setoff, but “11 U.S.C. § 553(a) provides that, with certain
exceptions, whatever right of setoff otherwise exists is preserved in bankruptcy.” Citizens Bank of Md. v. Strumpf, 516 U.S. 16, 18,
116 S.Ct. 286, 133 L.Ed.2d 258 (1995). California law recognizes a bank’s right to setoff against a depositor’s account. Kruger v.
Wells Fargo Bank, 11 Cal.3d 352, 357–58, 113 Cal.Rptr. 449, 521 P.2d 441 (1974). Accordingly, BOTW’s right of setoff is preserved
in the hypothetical liquidation if it meets the requirements of section 553. Three conditions must be shown: “(1) the debtor owes
the creditor a prepetition debt; (2) the creditor owes the debtor a prepetition debt; and (3) the debts are mutual.” United States v.
Carey (In re Wade Cook Fin. Corp.), 375 B.R. 580, 594 (9th Cir. BAP 2007). In a hypothetical liquidation as of the petition date,
these requirements are met. Tenderloin, the debtor, would owe BOTW, the creditor, a prepetition debt because the alleged preferential
transfer would not have taken place, meaning the loan balance ($190,595.50) would be outstanding. BOTW would owe Tenderloin a
prepetition debt arising from the deposit of the property sale proceeds. See Strumpf, 516 U.S. at 21, 116 S.Ct. 286 (explaining banks
obtain title to deposited funds subject to a promise to pay the depositor); Bank of Marin v. England, 385 U.S. 99, 101, 87 S.Ct. 274,
17 L.Ed.2d 197 (1966) (“The relationship of bank and depositor is that of debtor and creditor, founded upon contract.”). Finally, the
debts are mutual because they involve obligations owed between the same parties.


8 The result would not be different even if BOTW were to argue that it would exercise its hypothetical setoff right prior to the filing of
the petition. Prepetition setoffs are generally challenged in three ways, only one of which would apply here. Section 553(b) provides
that if a creditor exercises a setoff within ninety days of the bankruptcy, the trustee may recover the amount by which the creditor
improved its position between the ninetieth day before the filing and the date of the bankruptcy. See 11 U.S.C. § 553(b). Ninety
days before filing, Tenderloin’s accounts contained approximately $173,015.00. We also must assume that BOTW would elect to
setoff the full $190,595.50. BOTW would thus improve its position by $17,580.50 under this scenario. The trustee would be able
to recover that amount from BOTW. At bottom, if BOTW exercised its hypothetical setoff right prior to the filing of the petition, it
still received more in reality than it would in the hypothetical liquidation because it actually received $190,595.50, but would receive
only $173,015.00 in the hypothetical.


Hypothetical Post-Petition Setoff


[11]  [12] “Where a creditor fails to exercise its right of setoff prior to the filing of the petition
it does not lose the right, but must proceed in the bankruptcy court by means of a complaint
to lift the automatic stay so as to be allowed to exercise its already existing right to offset.”
*1242  Durham v. SMI Indus. Corp., 882 F.2d 881, 884 (4th Cir. 1989) (internal quotation marks
omitted). In accordance with that procedure, in the post-petition scenario BOTW would move
to lift the stay, submit a proof of claim, and then argue its right of setoff entitles it to receive
$190,595.50. “Mandatory claim disallowance under § 502(d),” however, “is one Bankruptcy Code
provision that applies in chapter 7 liquidations.” In re Sierra-Cal, 210 B.R. at 173. “It requires
that the court disallow ‘any claim’ of any entity from which property is recoverable by a trustee,
or that is the transferee of an avoidable transfer, unless and until the property is turned over and
the transfer is paid.” 9  Id. Pursuant to this provision, the bankruptcy court likely would decide
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the trustee’s hypothetical preference action before allowing BOTW’s claim. It therefore would
consider whether the deposit satisfies the elements of section 547(b).


9 “The § 502(d) disallowance is in the nature of an affirmative defense to a proof of claim and does not provide independent authority
for affirmative relief against the creditor.” In re Sierra-Cal, 210 B.R. at 173.


The Section 547(b) Elements.


[13] As previously noted, section 547(b) requires that the “transfer” be (1) to or for the benefit of
a creditor, (2) for or on account of an antecedent debt, (3) made while the debtor was insolvent, (4)
made within 90 days of the bankruptcy, and (5) one which permits the creditor to receive more than
it would in a hypothetical liquidation where the challenged payment had not been made. 11 U.S.C.
§ 547(b)(1)–(5). BOTW argues that in the hypothetical preference action it would no longer be
a “creditor,” the deposit would not be “for or on account of an antecedent debt,” and the deposit
would not constitute a “transfer.” 10  We disagree.


10 BOTW does not dispute the other section 547(b) elements, and they appear to be satisfied. The deposit was made on June 13, 2012,
so it occurred within ninety days of the filing of the petition. 11 U.S.C. § 547(b)(4)(A). In the absence of the deposit, BOTW would
not have been able to setoff the full $190,595.50, so the trustee could satisfy the “greater amount test.” Id. § 547(b)(5).


In the hypothetical liquidation where the debt payment had not been made, BOTW would still be
a creditor because it would be owed the $190,595.50 it loaned to Tenderloin. Though it is a closer
question, the deposit also would be “for or on account of an antecedent debt.” True, Tenderloin
transferred the $526,402.05 in proceeds having already satisfied its preexisting debt, but the 1978
revision to the bankruptcy statute defined preferences “solely with respect to a payment’s effect
on the size of the debtor’s estate.” Marathon Oil Co. v. Flatau (In re Craig Oil Co.), 785 F.2d
1563, 1566 (11th Cir. 1986); see also Vern Countryman, The Concept of a Voidable Preference
in Bankruptcy, 38 Vand. L. Rev. 713, 748 (1985) (“The function of the preference concept is to
avoid prebankruptcy transfers that distort the bankruptcy policy of distribution. Transfers that do
distort this policy do so without regard to the state of mind of either the debtor or the preferred
creditor.”). 11  By that measure, in the hypothetical liquidation, the deposit would have the effect
of diminishing the funds available to Tenderloin’s creditors because it would increase *1243  the
size of BOTW’s secured claim against the bankruptcy estate. The deposit would also constitute
a “transfer” under the terms of the Bankruptcy Code. It would subject the funds to BOTW’s
security interest, give BOTW title to the funds, and deplete the assets available for distribution to
Tenderloin’s creditors. Tenderloin therefore would be “disposing of or parting with ... an interest
in property.” 11 U.S.C. § 101(54)(D); see also Bernard v. Sheaffer (In re Bernard), 96 F.3d 1279,
1282 (9th Cir. 1996) (finding that “depositing money into a bank account is a transfer” and
correspondingly concluding that withdrawing money from a bank account is a transfer).
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11 Notably, a debtor’s subjective intent may be relevant in determining the applicability of an affirmative defense. See, e.g., 11 U.S.C.
§ 547(c)(2) (providing there is no preference where a payment was made according to ordinary business terms); In re Craig Oil Co.,
785 F.2d at 1566 (“[A] creditor’s state of mind is now immaterial in finding a preference. ... It does not follow from the above that a
debtor’s state of mind or motivation is likewise immaterial in applying the preference exception of § 547(c)(2).”).


Arguing to the contrary, BOTW invokes New York County National Bank v. Massey, 192 U.S. 138,
24 S.Ct. 199, 48 L.Ed. 380 (1904). There, the Supreme Court observed that


a deposit of money to one’s credit in a bank does not operate to diminish the
estate of the depositor, for when he parts with the money he creates at the same
time, on the part of the bank, an obligation to pay the amount of the deposit as
soon as the depositor may see fit to draw a check against it. It is not a transfer
of property as a payment, pledge, mortgage, gift or security.


Id. at 147, 24 S.Ct. 199 (emphasis added). For several reasons, we are not persuaded by BOTW’s
invocation of Massey. As previously noted, “[i]n 1978, Congress fundamentally restructured
bankruptcy law by passing the new Bankruptcy Code.” Begier v. Internal Revenue Service, 496
U.S. 53, 63, 110 S.Ct. 2258, 110 L.Ed.2d 46 (1990). Among other changes, Congress elected to
expand the Code’s definition of the term “transfer.” 12  S. Rep. No. 95-989 at 27; accord H.R.
Rep. No. 95-595 at 314. Pursuant to the revision, “any transfer of an interest in property is a
transfer, including a transfer of possession, custody, or control even if there is no transfer of title,
because possession, custody, and control are interests in property.” Id. Applying that definition,
the committee reports state squarely that “[a] deposit in a bank account or similar account is a
transfer.” Id. The Massey court had no occasion to contemplate these amendments; it considered
only the Bankruptcy Code’s former and narrower definition of “transfer.”


12 In 1904, a transfer was defined “to include the sale and every other and different method of disposing of or parting with property, or
the possession of property, absolutely or conditionally, as a payment, pledge, mortgage, gift, or security.” Massey, 192 U.S. at 146, 24
S.Ct. 199; see also The Bankruptcy Act of 1898 § 1, Ch. 541, 30 Stat. 544, 545 (1898). Today, the parting may be with a mere “interest
in property” and need not be done “as a payment, pledge, mortgage, gift, or security.” See 11 U.S.C. § 101(54); Smiley v. First Nat’l
Bank of Belleville (Matter of Smiley), 864 F.2d 562, 565 (7th Cir. 1989) (“[W]e find that the narrow definition of ‘transfer’ ... can
no longer be the law since the Bankruptcy Reform Act took effect.”).


We, however, had occasion to consider the revised definition of “transfer” in Bernard v. Sheaffer,
96 F.3d at 1282. There, the debtors withdrew money from an account and placed it in a safe. Id. at
1281. They argued that withdrawals did not constitute transfers because the assets “merely changed
form.” Id. at 1282. We held that the debtors’ argument “fail[ed] to take proper account of the
Bankruptcy Code’s definition of ‘transfer,’ which is extremely broad.” Id. (emphasis in original).
Recognizing that title passes to the bank when funds are deposited, we said the debtors owned
only “claims against their bank.” Id. at 1283. “When they withdrew from their accounts,” however,
“they exchanged debt for money” and thus “parted with property, satisfying the Code’s definition
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of transfer.” Id. “Under the holding in Bernard, there is no ambiguity around the *1244  definition
of a transfer; withdrawals and deposits into bank accounts clearly qualify.” A & H Ins., Inc. v. Huff
(In re Huff), No. 12-05001-BTB, 2014 WL 904537, at *6 (9th Cir. BAP Mar. 10, 2014). As is the
case here, a deposit “exchange[s] money for debt ... result[ing] in a ‘parting with’ property under
the holding in Bernard as a matter of law.” Id.; see also Batlan v. Bledsoe (In re Bledsoe), 569
F.3d 1106, 1113 (9th Cir. 2009) (invoking Bernard’s interpretation of “transfer” in the context of
another section of the Bankruptcy Code). 13


13 Massey is also factually distinguishable. Here, unlike in Massey, the accounts were pledged as security on an antecedent loan, and
the deposit itself would render BOTW fully secure. Cf. Smith, 265 F.3d at 964 (“[P]ayments that change the status of a creditor from
partially unsecured to fully secured at the time of petition may be preferential.”); Porter v. Yukon Nat’l Bank, 866 F.2d 355, 359
(10th Cir. 1989) (finding transfer preferential where “the effect of the transfer was to change the status of the Bank from that of a
partially unsecured creditor to that of a fully secured creditor”). It is also worth noting that the Supreme Court instructs us to look
to the “actual effect” of the deposit in bankruptcy, Palmer Clay Prods. Co. v. Brown, 297 U.S. 227, 229, 56 S.Ct. 450, 80 L.Ed. 655
(1936), and as explained further below, the deposit would deplete the estate’s assets. The concurrence is simply incorrect in stating
that the deposit “made no difference to the bank’s security position.” BOTW’s security interest only attached because the deposited
funds were transferred out of escrow.


[14] Next, even though “[a] debtor’s bank deposit ordinarily constitutes a transfer of the debtor’s
property to the title and possession of the bank,” some courts nonetheless have asked “whether
this ‘transfer’ is of a kind [that] section 547 invalidates.” Collier ¶ 547.03[1][b] (emphasis added)
(citing New Jersey Nat’l Bank v. Gutterman (In re Applied Logic Corp.), 576 F.2d 952 (2d Cir.
1978); Katz v. First Nat’l Bank of Glen Head, 568 F.2d 964 (2d Cir. 1977)). Though we doubt
such an inquiry is warranted when deciding whether a transaction constitutes a transfer, 14  even
assuming it is, the asserted standard is met here.


14 Both of the cited decisions were decided prior to the 1978 amendments to the Bankruptcy Code. In addition, the “diminution of
estate” doctrine is used “to determine whether property that is transferred belongs to the debtor,” not whether a transaction constitutes
a transfer. See Adams v. Anderson (In re Superior Stamp & Coin Co.), 223 F.3d 1004, 1007 (9th Cir. 2000). To the extent that BOTW
insists the deposit was not a transfer “of an interest of the debtor in property,” see id. that argument has been waived, Officers for
Justice v. Civil Serv. Comm’n, 979 F.2d 721, 726 (9th Cir. 1982). Finally, the concurrence concedes that the deposit is a “transfer,”
but insists it is not the right kind of transfer because Massey allegedly controls when determining “what makes a preference.” We
are convinced that satisfying the elements of § 547(b) “makes” a transfer “a preference,” and the concurrence does not disagree that
those elements would be satisfied here.


[15] The pertinent question is whether the deposit depletes the assets of the estate available for
distribution to creditors. See Begier, 496 U.S. at 58, 110 S.Ct. 2258 (stating that the preference
provision is designed to “preserve the property includable within the bankruptcy estate”). 15  On
the specific facts of this case, as noted before, the deposit would have that effect. No bankruptcy
creditor had an interest as far as we are aware in Tenderloin’s real property. Moreover, if the
deposited funds had not been transferred—and therefore remained in escrow—they would have
passed to the estate and thus to other *1245  creditors. Through the deposit, however, one creditor
—BOTW—gained a beneficial interest in the funds. BOTW also became indebted to Tenderloin
for $564,115.92, and correspondingly increased its right to exercise a setoff for the full amount
of its loan. The deposit therefore represents the kind of pre-petition “transfer” that the preference
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provisions target. See, e.g., Meoli v. The Huntington Nat’l Bank (In re Teleservices Grp., Inc.),
469 B.R. 713, 744–47 (W.D. Mich. 2012) (stating that “Massey has become an anachronism”
and finding that a deposit in a bank account pledged as collateral for a loan fits the definition of
an avoidable transfer); Ivey v. First Citizens Bank & Trust Co., 539 B.R. 77, 87 n.14 (M.D.N.C.
2015) (noting that in Teleservices “a part of the transfers were deposits into bank accounts that
themselves served as security for the line of credit that the defendant bank extended to debtor.
Therefore, whether or not the bank actually exercised its rights against the accounts, the deposits
themselves created an actual or potential diminution of the estate by subjecting the funds to the
bank’s power under this credit agreement” (citation omitted)).


15 The key aspect of this investigation is not whether the exercise of a setoff right depletes the estate’s assets, see Concurrence at 3, as
that necessarily is true in every case. The question is whether the deposit depletes the estate’s assets because deposits do not always
afford the bank a right of setoff, nor are deposit accounts always pledged as security for a loan.


[16] The implication of the above is that if BOTW sought to exercise its right of setoff after the
petition was filed, the hypothetical preference challenge to the deposit would still be successful.
As a consequence, Tenderloin’s account functionally would contain $37,713.87 on the petition
date, a sum far less than the $190,595.50 BOTW received, even allowing for its right of setoff. 16


Under the hypothetical facts, the trustee could demonstrate that the elements of section 547(b)(5)
would be met. 17


16 We decline to adopt the post-petition setoff analysis suggested by the concurrence. First, though there is no question that setoffs are
governed by section 553, the trustee has never argued that it would challenge a hypothetical post-petition setoff. Instead, Schoenmann
asserts only that the hypothetical trustee would challenge the deposit as an avoidable preference. Next, while the exercise of a setoff
results in a permissible preference because it does not constitute a transfer under the Bankruptcy Code, COLLIER ¶ 553.09[1][a],
here we have a pre-petition transfer that renders a creditor fully secure, and thus it is not immune from preference liability. See supra
at 1244 n.13. Lastly, though the concurrence applies section 553(b) to a hypothetical post-petition setoff, the plain language of the
statute indicates that section 553(b) applies only to pre-petition setoffs. See 11 U.S.C. § 553(b)(1) (stating that “if a creditor offsets
a mutual debt owing to the debtor against a claim against the debtor on or within 90 days before the date of the filing of the petition,
then the trustee may recover from such a creditor the amount so offset” subject to certain conditions (emphasis added)); see also
Collier ¶ 553.09[2][c] (“The better result is to limit section 553(b) to setoffs actually taken prepetition. In addition to remaining true
to the language of the text, that result is consistent with the underlying purpose of section 553, which it to encourage creditors not
to take setoffs by generally preserving their setoff rights.”).


17 BOTW mentions in passing one hypothetical affirmative defense—that the bank “would not be liable pursuant to 11 U.S.C. § 550.”
Since BOTW does not develop the argument, however, we decline to reach it. See W. Watersheds Project v. Kraayenbrink, 632 F.3d
472, 499 (9th Cir. 2010); Int’l Healthcare Mgmt. v. Hawaii Coalition for Health, 332 F.3d 600, 609 (9th Cir. 2003).


CONCLUSION


We hold that courts may entertain hypothetical preference actions within section 547(b)(5)’s
hypothetical liquidation when such an inquiry is factually warranted, supported by appropriate
evidence, and so long as the hypothetical preference action would not result in a direct conflict
with another section of the Bankruptcy Code.
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Here, the undisputed facts demonstrate that BOTW received two transfers simultaneously *1246
within ninety days of Tenderloin’s bankruptcy. We are also satisfied that in a hypothetical
liquidation where the debt payment had not been made, the hypothetical bankruptcy trustee would
challenge as preferential the $526,402.05 deposit, as would any reasonable bankruptcy trustee.
Once we permit such a hypothetical preference action, Schoenmann can demonstrate that BOTW
received more as a result of the debt payment than it would in a hypothetical chapter 7 liquidation.
As a consequence, the trustee can prove each required element of his claim, and BOTW has not
shown it is entitled to judgment as a matter of law.


We REVERSE the district court’s judgment in favor of BOTW. BOTW’s summary judgment
motion is therefore DENIED, and the matter is REMANDED to the district court with directions
to remand the matter to the bankruptcy court for further proceedings consistent with this opinion.
Appellee shall bear costs on appeal. Fed. R. App. P. 39(a)(3).


REVERSED and REMANDED.


KORMAN, District Judge, concurring in part and concurring in the judgment:
I concur in the decision to reverse and remand to the bankruptcy court, and join all but Part II
of the majority opinion. I agree that, under the circumstances of this case, applying 11 U.S.C. §
547(b)(5)’s “greater amount” test requires us to construct a hypothetical liquidation, and that in
so doing, we may consider whether a reasonable trustee would bring and win a preference action
within the hypothetical Chapter 7 proceedings. I cannot, however, join in the liquidation that the
majority constructs in this case, because I cannot agree that the entirety of the $526,402.05 deposit
was itself a preferential transfer subject to clawback under 11 U.S.C. § 547.


The majority is correct that Bernard v. Sheaffer, 96 F.3d 1279 (9th Cir. 1996), binds us to begin with
the premise that a bank deposit is a “transfer” under the modern Bankruptcy Code, see also Maj.
Op. at 1242–44. 1  But the ultimate issue is not merely whether Tenderloin’s deposit was a transfer,
but whether it was a preferential one. On the latter question, the majority’s position runs headlong
into Justice Brandeis’s seminal opinion in New York County National Bank v. Massey, 192 U.S.
138, 147, 24 S.Ct. 199, 48 L.Ed. 380 (1904). The majority does not ignore Massey; nevertheless,
its treatment of that case almost totally elides what Massey has to say about the central question
presented here.


1 The circuits are divided on this question. See Ivey v. First Citizens Bank & Trust Co. (In re Whitley), 848 F.3d 205, 208–10 (4th Cir.
2017) (noting the split and reaffirming the Fourth Circuit’s pre-1978 position that deposits into one’s own bank account ordinarily
are not “transfers”).


Instead of engaging Massey’s analysis of what makes a preference, the majority opinion focuses
at length on whether, in light of the expanded definition of “transfer” that Congress adopted in
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1978, Massey still means that deposits are not transfers. The trouble is that Massey never meant
that at all. The Massey Court “never said that customer deposits were not transfers.” Meoli v.
The Huntington Nat’l Bank (In re Teleservices Grp., Inc.), 469 B.R. 713, 745 (Bankr. W.D. Mich.
2012) (emphasis added), cited at Maj. Op. at 1244–45. Rather, it said that such deposits were not
preferential within the meaning of the bankruptcy laws solely because they create a right of setoff
in a creditor. Massey, 192 U.S. at 147, 24 S.Ct. 199 (“[A] deposit of money ... in a bank does not
operate to diminish the estate of the depositor.” (emphasis added)).


*1247  The question is whether Massey’s holding, that the creation of a setoff right does not suffice
to make a preference, has survived Congress’s creation of the contemporary scheme governing
preferences and setoff. In that respect, the Massey Court faced a similar statutory landscape to
the one we do now. The 1898 Act provided that an insolvent debtor’s transfer was preferential
only if it “enable[d] any one of his creditors to obtain a greater percentage of his debt than any
other of such creditors of the same class.” § 60(a), 30 Stat. 544, 562. Nevertheless, it expressly
authorized the setoff of mutually owing debts without providing an exception applicable when
a setoff would improve the bank’s position. Id. § 68(a), 30 Stat. at 565. The Court held that the
preservation of setoff indicated Congress’s intent that the creation and exercise of a setoff right
exist as an exception to the Act’s definition of a preferential transfer. Massey, 192 U.S. at 147, 24
S.Ct. 199. After all, setoff (and the creation of a setoff right) always favors offsetting creditors,
who “receive[ ] a preference in the fact that, to the extent of the set-off [right], [they are] paid in
full.” Id. As Justice Brandeis explained, to “enlarge the scope of the statute defining preferences so
as to prevent setoff in cases coming within the terms of [the provision authorizing setoff]” would
“defeat” Congress’s choice to preserve setoff under those terms. Id.


In enacting the 1978 Act, or any of the numerous subsequent amendments to the Bankruptcy Code,
Congress could have included the creation or exercise of a setoff right in the roster of transactions
that are avoidable under § 547, but it did not. Instead, it preserved the basic feature of the 1898
Act on which Massey relied—the treatment of preferential transfers and setoff rights in separate
provisions subject to different rules. Like § 68(a) of the 1898 Act, § 553 of the post-1978 Code
is an entirely separate provision that subjects setoffs, exclusively, to different rules than those
applicable to the recovery of preferences generally. See, e.g., Woodrum v. Ford Motor Credit Co.
(In re Dillard Ford, Inc.), 940 F.2d 1507, 1512 (11th Cir. 1991).


Because that structure is unchanged, to hold that the creation of a setoff right that the Code
preserves under the terms of § 553 may be preferential under § 547 would, as in Massey, “operate
to enlarge the scope of the statute defining preferences so as to prevent [the exercise of] set-off in
cases coming within the terms of [§ 553].” As in Massey, a preference is still defined as a transfer
that leaves the receiving creditor better off than it otherwise would have been. See 11 U.S.C. §
547(b)(5), see also Maj. Op. at 1244 (“The pertinent question is whether the deposit depletes the
assets of the estate available for distribution to creditors.”). Setoff rights are still preserved, subject
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to more forgiving limitations than transfers generally. Compare 11 U.S.C. § 553(b) with § 547(b). 2


And as a matter of economic *1248  reality, the creation and exercise of those rights still advantage
some creditors in a way that would—but for Massey’s limiting construction—meet the hornbook
definition of a preference.


2 Indeed, the bankruptcy judge in Meoli v. The Huntington Nat’l Bank (In re Teleservices Grp., Inc.), 469 B.R. 713 (Bankr. W.D. Mich.
2012), quoted by the majority, was discussing § 553(b)’s effect on the treatment of setoffs when it labeled Massey an “anachronism.”
Id. at 746, quoted at Maj. Op. at 1244–45. Its point was not that Congress no longer intended the law governing setoffs to function
as an exception to the law governing preferences generally, but that the enactment of § 553(b) had “addressed preferential setoffs,”
by providing special terms on which they, although not subject to § 547, could be clawed back. Id. at 745–46. In any case, the court
in Meoli had no cause to consider whether the creation or exercise of a setoff right could render a transfer preferential—the transfers
at issue in Meoli were voidable not because they were preferential, but because they were fraudulent. See id. at 747.


Concededly, Massey interpreted the text of a different statute than the one before us today.
Nevertheless, the ultimate question in any statutory interpretation case is the intent of Congress,
and the Supreme Court has instructed that “Congress is presumed to be aware of a[ ] ... judicial
interpretation of a statute and to adopt that interpretation when it re-enacts a statute without
change.” Lorillard v. Pons, 434 U.S. 575, 580, 98 S.Ct. 866, 55 L.Ed.2d 40 (1978). There is
no indication that Congress meant to disrupt Massey’s bedrock holding when it enacted a new
bankruptcy law, but preserved the structure that formed the essential basis for the Supreme Court’s
analysis. In such circumstances, we should be mindful not only of Congress’s intent, but of the fact
that “only [the Supreme] Court may overrule one of its precedents.” See Thurston Motor Lines, Inc.
v. Jordan K. Rand, Ltd., 460 U.S. 533, 535, 103 S.Ct. 1343, 75 L.Ed.2d 260 (1983) (per curiam).


In a footnote, the majority opinion also argues that this case is distinguishable from Massey because
“the accounts were pledged as security on an antecedent loan, and the deposit itself would render
BOTW fully secure.” Maj. Op. at 1244 n.13. Certainly, the creation of a new lien would have
made a preferential transfer. Nevertheless, the fact that Tenderloin took the funds out of escrow
and deposited the money made no difference to the bank’s security position. All of Tenderloin’s
personal property was subject to the same floating lien, including its general intangibles. Those
included Tenderloin’s contractual right to be paid the funds out of escrow. See In re Merten,
164 B.R. 641, 643 (Bankr. S.D. Cal. 1994). Tenderloin’s interest in those funds would have
been identically encumbered, and BOTW identically secured, if the money had stayed in escrow
indefinitely, or transferred out of escrow and into a safe in Tenderloin's offices.


Because Massey’s reasoning applies with the same force today as it did in 1904, I cannot join
in the majority’s holding that the $526,402.05 deposit was a preference subject to attack under §
547. I would have the hypothetical bankruptcy court treat Tenderloin’s account as containing the
full $564,115.92 as of the petition date, and proceed to apply 11 U.S.C. § 553 to determine what
portion of that amount BOTW could set off against Tenderloin’s $190,595.50 debt. 3
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3 The majority opinion faults me for analyzing the permissibility of a post-petition setoff when the trustee has not raised the issue
(having relied whole-hog on its argument that the deposit itself was a preference). Maj. Op. at 1245 n.16. This case raises the important
question of how to measure the preferential impact of commonplace bank deposits, which will often turn on the permissible extent
of a hypothetical post-petition setoff. “It is important that we address the proper legal standards” for bankruptcy courts to apply in
addressing the ultimate issue presented here, and we may reach questions “intimately bound up with” that issue, though not raised
by the parties, in order to do so. See Kolstad v. Am. Dental. Ass’n, 527 U.S. 526, 540, 119 S.Ct. 2118 (1999).


Section 553 does not preserve setoff rights without limitation. Rather, creditors may only set off
subject to the strictures imposed by § 553(b), a “miniature preference provision akin to [§ 547].”
Eckles v. Petco Inc., Interstate (In re Balducci Oil Co., Inc.), 33 B.R. 847, 852 (Bankr. D. Colo.
1983). Much like § 547(b) does for transfers, § 553(b) directs us to apply an improvement-of-
position test—it disallows setoff to the extent that the creditor was better secured on the date of
setoff than it *1249  was on the first day it became undersecured (or 90 days before bankruptcy,
if an insufficiency existed at the start of the preference period).


To be sure, there is some question whether § 553(b) applies to limit actual post-petition setoffs.
See COLLIER ON BANKRUPTCY ¶ 553.09[2][c] (noting division of authority). But as the Fifth
Circuit has noted, the safeguards of § 553(b) are unnecessary post-petition in an actual liquidation,
where the need to proceed by application to lift the automatic stay gives the bankruptcy judge an
opportunity to weigh the equities of allowing or denying the creditor’s claim. Braniff Airways, Inc.
v. Exxon Co., U.S.A., 814 F.2d 1030, 1041 n.13 (5th Cir. 1987).


By contrast, in a hypothetical liquidation, there is no such gatekeeper to protect other claimants.
There is of course no actual bankruptcy judge available to exercise discretion in such a case, and
it would push the already somewhat strained boundaries of our hypothetical analysis too far to
exercise our own discretion, sitting as a three-headed hypothetical bankruptcy judge, weighing the
imaginary equities of a fantasy liquidation. The majority asserts that this adds a new variable to
what is supposed to be a controlled experiment, Maj. Op. at 1245 n.16, but so would exercising
our own discretion—by substituting our judgment for that of the real bankruptcy judge.


We cannot construct a hypothetical bankruptcy judge to review a hypothetical application to lift
the stay. So to analyze a hypothetical post-petition setoff without applying § 553(b) would allow
preference defendants to “have it both ways” by avoiding both the statutory improvement-in-
position test and the bankruptcy court’s equitable oversight. Braniff Airways, 814 F.2d at 1041
n.13. Like the Fifth Circuit, I would “decline to let [BOTW] have it both ways,” and hold that if
it wants to defend a preference action by relying “on a pre-petition right to setoff pursuant to [§]
553, it must comply with ... [§] 553(b).” Id.


The ensuing analysis is straightforward. Section 553(b) directs that an offsetting creditor cannot
improve its secured position relative to where it stood on the date of the first insufficiency.
At all relevant times, Tenderloin owed BOTW $190,595.50. Adopting the majority’s working
assumption that on the 90th day before the petition, Tenderloin's bank balance was $173,015.00,



http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1999146017&pubNum=0000780&originatingDoc=I7c2b021003a511e781b2a67ea2e2f62b&refType=RP&fi=co_pp_sp_780_540&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_780_540

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS553&originatingDoc=I7c2b021003a511e781b2a67ea2e2f62b&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS553&originatingDoc=I7c2b021003a511e781b2a67ea2e2f62b&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_a83b000018c76

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS547&originatingDoc=I7c2b021003a511e781b2a67ea2e2f62b&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1983148018&pubNum=0000164&originatingDoc=I7c2b021003a511e781b2a67ea2e2f62b&refType=RP&fi=co_pp_sp_164_852&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_164_852

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1983148018&pubNum=0000164&originatingDoc=I7c2b021003a511e781b2a67ea2e2f62b&refType=RP&fi=co_pp_sp_164_852&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_164_852

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS547&originatingDoc=I7c2b021003a511e781b2a67ea2e2f62b&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_a83b000018c76

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS553&originatingDoc=I7c2b021003a511e781b2a67ea2e2f62b&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_a83b000018c76

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS553&originatingDoc=I7c2b021003a511e781b2a67ea2e2f62b&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_a83b000018c76

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS553&originatingDoc=I7c2b021003a511e781b2a67ea2e2f62b&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_a83b000018c76

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1987042670&pubNum=0000350&originatingDoc=I7c2b021003a511e781b2a67ea2e2f62b&refType=RP&fi=co_pp_sp_350_1041&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_350_1041

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1987042670&pubNum=0000350&originatingDoc=I7c2b021003a511e781b2a67ea2e2f62b&refType=RP&fi=co_pp_sp_350_1041&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_350_1041

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS553&originatingDoc=I7c2b021003a511e781b2a67ea2e2f62b&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_a83b000018c76

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1987042670&pubNum=0000350&originatingDoc=I7c2b021003a511e781b2a67ea2e2f62b&refType=RP&fi=co_pp_sp_350_1041&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_350_1041

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1987042670&pubNum=0000350&originatingDoc=I7c2b021003a511e781b2a67ea2e2f62b&refType=RP&fi=co_pp_sp_350_1041&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_350_1041

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1987042670&pubNum=0000350&originatingDoc=I7c2b021003a511e781b2a67ea2e2f62b&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=11USCAS553&originatingDoc=I7c2b021003a511e781b2a67ea2e2f62b&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_a83b000018c76





In re Tenderloin Health, 849 F.3d 1231 (2017)
77 Collier Bankr.Cas.2d 682, 63 Bankr.Ct.Dec. 236, Bankr. L. Rep. P 83,078...


 © 2020 Thomson Reuters. No claim to original U.S. Government Works. 24


this left an insufficiency of $17,580.50 relative to its debt. Assuming that Tenderloin’s debt balance
remained unchanged through the petition date, § 553(b) would allow BOTW to recover at most
$173,015.00 in a hypothetical post-petition setoff. I assume that, like any diligent creditor, the
bank would take as much as it could, claiming that amount in full.


Since BOTW received $190,595.50 during the 90 days before bankruptcy, but only would have
received $173,015.00 in a hypothetical liquidation, the trustee has made out a prima facie case
that the $17,580.50 difference is voidable as a preference. So like the majority, I would reverse
the judgment below and send the case back to the bankruptcy court for further proceedings. I
would further instruct the bankruptcy court to limit further proceedings to considering BOTW’s
affirmative defenses, and then—to the extent that those do not carry the day on remand, and after
resolving any factual dispute as to the amount of Tenderloin’s account balances on the relevant
dates—to enter judgment for the trustee in the amount given by applying the foregoing analysis.


All Citations


849 F.3d 1231, 77 Collier Bankr.Cas.2d 682, 63 Bankr.Ct.Dec. 236, Bankr. L. Rep. P 83,078, 17
Cal. Daily Op. Serv. 2116, 2017 Daily Journal D.A.R. 2108
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402 N.W.2d 551
Supreme Court of Minnesota.


In re Omar A. TVETEN, Debtor.


No. C7–86–1580.
|


March 27, 1987.


Synopsis
The United States Bankruptcy Court for the District of Minnesota certified questions of law
concerning applicability and constitutionality of Minnesota exemption statutes. The Supreme
Court, Kelley, J., held that: (1) annuities and unmatured life insurance benefits provided by
fraternal benefit society are exempt under each of two exemption statutes, but (2) the exemption
statutes are unconstitutional under section of Constitution providing that “reasonable amount” of
property shall be exempt and under constitutional prohibition against special legislation.


Questions answered.


See also, Bkrtcy., 70 B.R. 529.


West Headnotes (6)


[1] Exemptions Pension and retirement funds and accounts
Exemptions Life, Health, and Accident Insurance
Debtor's right to receive payments under, or debtor's interest in, annuities or similar plans
or contracts, and unmatured life insurance contracts, purchased for cash from fraternal
benefit associations or societies are exempt from claims of creditors as “other benefits”
under each of two exemption statutes. M.S.A. §§ 64B.16, subds. 1, 1(7), 64B.18, 550.37,
subd. 11.


7 Cases that cite this headnote


[2] Bankruptcy Preference, fraudulent transfer, or concealment
Debtor in contemplation of bankruptcy may liquidate nonexempt assets and convert the
cash received into exempt property, so long as the conversion does not violate the Uniform
Fraudulent Conveyance Act, which turns on factual issues of “fair consideration” and
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whether there was “actual intent * * * to hinder, delay, or defraud” creditors. M.S.A. §§
513.20–513.32.


15 Cases that cite this headnote


[3] Constitutional Law Presumptions and Construction as to Constitutionality
Constitutional Law Proof beyond a reasonable doubt
Duly enacted statute carries with it presumption in favor of constitutionality, and the
presumption prevails unless party challenging statute's constitutionality has demonstrated
beyond a reasonable doubt that it violates a constitutional provision.


13 Cases that cite this headnote


[4] Exemptions Constitutional and statutory provisions
Statutes providing exemptions for annuities and unmatured life insurance benefits written
by fraternal benefit societies are unconstitutional under section of the Constitution
providing that a “reasonable amount of property” shall be exempt from the claims of
creditors; as applied to such property “reasonable amount” must be synonymous with
“reasonable value” and the constitutional limitation is not satisfied by mere designation
of types of property; Fox v. Swartz, 235 Minn. 337, 51 N.W.2d 80, superseded by statute.
M.S.A. Const. Art. 1, § 12; M.S.A. §§ 64B.18, 550.37, subds. 11, 23.


19 Cases that cite this headnote


[5] Statutes General and special statutes
Constitutional prohibition against special legislation does not deprive legislature of power
to create classes and apply different rules to different classes, but legislature must adopt
a proper classification basis, based on substantial distinctions, pursuant to three point
“rational basis” test. M.S.A. Const. Art. 12, § 1.


10 Cases that cite this headnote


[6] Exemptions Constitutional and statutory provisions
Statutes Tort or financial liabilities
Exemption statutes violated constitutional prohibition against special legislation insofar
as they attempted to give absolute exemption regardless of value to annuity contracts
and unmatured life insurance, while annuities and unmatured life policies are only
limitedly exempt when issued by for-profit commercial insurance company; desire to
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provide indirect subsidy to fraternal benefit societies afforded insufficient rational basis
for differentiating between similarly placed debtors and their creditors. M.S.A. §§ 64B.05,
subd. 1, 64B.18, 550.37, subd. 11; M.S.A. Const. Art. 12, § 1.


13 Cases that cite this headnote


*552  Syllabus by the Court


1. A debtor's rights to receive payments under, or a debtor's interests in, property known as
annuities or similar plans or contracts purchased for cash from fraternal benefit associations or
societies such as Lutheran Brotherhood are exempt under Minn.Stat. §§ 550.37, subd. 11, and
64B.18 (1986).


2. A debtor's rights to receive payments under, or a debtor's interests in, property known as
unmatured life insurance contracts purchased for cash from fraternal benefit associations or
societies such as Lutheran Brotherhood are exempt under Minn.Stat. §§ 550.37, subd. 11, and
64B.18 (1986).


3. A debtor may liquidate nonexempt assets and purchase annuities, life insurance or similar
contracts from a fraternal benefit association or society such as Lutheran Brotherhood and then
successfully claim those investments as exempt under Minn.Stat. §§ 550.37, subd. 11, and 64B.18
(1986) so long as the debtor does not violate the Uniform Fraudulent Conveyance Act, Minn.Stat.
§§ 513.20–513.32 (1986).


4. Minn.Stat. §§ 550.37, subd. 11, and 64B.18 (1986) violate article 1, section 12, and article 12,
section 1, of the Minnesota Constitution.


Attorneys and Law Firms


Gordon B. Conn, Jr., James M. Pfau, Minneapolis, for Norwest Bank Nebraska.


Steven P. Nosek, Kathryn Seebart, Minneapolis, for Committee of Unsecured Creditors.


Cass S. Neil, St. Paul, for Omar A. Tveten.


James S. Simonson, Melvin R. Mooty, Phillip W. Bahl, William J. Fisher, Minneapolis, amicus
curiae for Fraternal Benefit Society.
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Gary W. Koch, Reed H. Glawe, New Ulm, amicus curiae for PCA of Redwood Falls.


Heard, considered and decided by the court en banc.


OPINION


KELLEY, Justice.


Shortly before filing a petition for voluntary bankruptcy in federal court, a debtor converted
significant amounts of nonexempt property into property which under Minnesota law was exempt
from attachment or execution. In bankruptcy court, certain creditors filed timely objections to
the debtor's assertion of those exemptions. This action resulted from issues arising concerning
the applicability of Minnesota's debtor exemption laws. The United States Bankruptcy Court has
certified to this court four questions of law involving our state's property exemption statutes. 1


Specifically, we have been requested to answer the following questions:


1 Pursuant to the authority given us by the Uniform Certification of Questions of Law Act, Minn.Stat. § 480.061 (1986), we may
answer questions of law certified to us by the United States District Court. That statute, however, does not specifically grant us
authority to consider questions certified to us by the United States Bankruptcy Court. Although we note that in 28 U.S.C. § 151
(Supp.1985), the United States Bankruptcy Court is denominated a division of the United States District Court, our jurisdiction to
answer questions certified by it to us is as yet unclear. In this case, because the parties have briefed and orally argued the certified
questions, we proceed to consider them. However, our acceptance should not be construed as any binding precedent. Resolution of
whether questions certified by the United States Bankruptcy Court will be entertained in other cases remains for future consideration.


1. Are a debtor's rights to receive payments under, or a debtor's interests in, property known as
annuities or similar plans or contracts purchased for cash from fraternal benefit associations or
societies such as Lutheran Brotherhood, exempt under Minn.Stat. §§ 550.37, subd. 11 (1986) or
64B.18 (1986)?


2. Are a debtor's rights to receive payments under, or a debtor's interests in, property known
as unmatured life insurance contracts purchased for cash from fraternal benefit associations or
societies such as Lutheran Brotherhood, exempt under *553  Minn.Stat. §§ 550.37, subd. 11 or
64B.18?


3. Can a debtor liquidate nonexempt assets and purchase annuities, life insurance or similar
contracts from a fraternal benefit association or society such as Lutheran Brotherhood and then
successfully claim those investments as exempt under Minn.Stat. §§ 550.37, subd. 11, or 64B.18?


4. Are Minn.Stat. §§ 550.37, subd. 11, and 64B.18 unconstitutional as violative of article 1, section
12 or article 12, section 1 of the Minnesota Constitution?
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We answer each of these four questions in the affirmative.


For the purposes of the case as it is presented to us regarding the certified questions, the facts are
not in dispute. Debtor Omar Tveten filed a voluntary Chapter 11 bankruptcy petition in the United
States Bankruptcy Court on January 7, 1986, stating that he had $18.92 million in liabilities and
only $2,039,900 in assets. In the appropriate schedules of the petition, debtor claimed $776,058.54
as exempt property 2  including three annuities purchased from Lutheran Brotherhood, Inc., a
fraternal benefit society, valued at $325,774.61, $186,680.66, and $20,487.35, respectively. Debtor
also listed as exempt a life insurance policy issued by Lutheran Brotherhood, Inc. with a cash
surrender value of $168,683.51. Tveten's creditors made timely objections to his claim to those
four specific exemptions.


2 Pursuant to the United States Bankruptcy Code, debtor elected to utilize the exemption laws of Minnesota rather than those of the
federal government.


In the four months immediately before he filed a petition in the bankruptcy court, debtor collected
cash from the sale of various nonexempt assets. The cash originated from the sale of four parcels
of real property, from his salary and other income, from his checking account, from his retirement
plan and from a profit sharing plan. He then invested the cash in three Lutheran Brotherhood
annuities and in the Lutheran Brotherhood life insurance policy.


Debtor claims that the life insurance policy and the annuities are exempt under Minn.Stat. § 550.37,
subd. 11 and Minn.Stat. § 64B.18. In objecting to his exemption claims, the creditors contend
that the statutes do not exempt the annuities or the life insurance policy, but if they do, that the
statutes are unconstitutional under Minn. Const. art. 1, § 12 and art. 12, § 1. We conclude that the
statutes do exempt debtor's annuities and life insurance policies but that the statutes violate our
state constitution.


[1]  1–2. We first consider whether the claimed exempt property is made so by Minn.Stat. §
64B.18. 3  Resolution of the issue turns on whether unmatured life insurance benefits and annuities
issued by a fraternal benefit society constitute “other benefits” as that phrase is used in section
64B.18.


3 Section 64B.18 (1986) reads in its entirety:
Except as provided in chapter 256B, the money or other benefits, charity, relief, or aid to be paid, provided, or rendered by any
society authorized to do business under this chapter shall, neither before nor after being paid, be liable to attachment, garnishment,
or other process and shall not be ceased, taken, appropriated, or applied by any legal or equitable process or operation of laws
to pay any debt or liability of a certificate holder or of any beneficiary named in the certificate, or of any person who may have
any right thereunder.


(Emphasis supplied).


Minn.Stat. § 64B.16, subd. 1 (1986) provides that “[a] [fraternal benefit] society may provide the
following contractual benefits on an individual or nongroup basis: * * * (3) annuity benefits * *
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* (7) such other benefits as authorized for life insurers and which are not inconsistent with this
chapter.” The statute includes within the scope of “benefits” both annuities and unmatured life
insurance. Therefore, the debtor Tveten claims they are “other benefits” as that phrase is used
under Minn.Stat. § 64B.18 and are, therefore, exempt from creditors' collection remedies.


The creditors argue that the life insurance policy fails to fall within the statutory parameters of
“benefits” as used in the *554  statute. They rely on In re Perkins, 9 B.R. 809 (Bankr.S.D.Ohio
1981), where the bankruptcy court in the southern district of Ohio interpreted an Ohio statute
virtually identical to Minn.Stat. § 64B.18. 4  That court held that “[l]ife insurance is not a ‘benefit,
charity, relief or aid to be paid, provided, or rendered by any society.’ ” Id. at 814. Although the
Ohio statute and Minn.Stat. § 64B.16, subd. 1 are virtually identical, the two statutes do differ
in one respect: the Minnesota statute provides that a fraternal benefit society may provide “such
other benefits as authorized for life insurers;” Minn.Stat. § 64B.16, subd. 1(7); the Ohio statute
contains no similar provision. Whether in Minnesota life insurance is exempt under section 64B.18
appears to turn on the construction of this language not contained in the Ohio statute. Because this
phrase seems patently to include life insurance, we conclude the creditors' reliance on the Ohio
case to be inapposite. Therefore, under Minn.Stat. § 64B.18 the debtor's annuities and unmatured
life insurance are exempt.


4 Ohio Rev. Code Ann. § 3921.18 (Anderson 1971) reads:
No money or other benefit, charity, relief, or aid to be paid, provided, or rendered by any [fraternal benefit] society, is liable to
attachment, garnishment, or other process, or to be seized, taken, appropriated, or applied by any legal or equitable process or
operation of law to pay any debt or liability of a member or beneficiary, or any other person who may have a right, either before
or after payment by the society.


We next consider whether Minn.Stat. § 550.37, subd. 11, 5  provides the debtor an exemption.
Significantly, section 550.37, subd. 11, likewise contains the phrase “other benefits.” Does the
phrase “other benefits” as used in section 550.37, subd. 11, include annuities and unmatured life
insurance? Unlike chapter 64B, Minn.Stat. ch. 550 contains no definition of “other benefits.”


5 Minn.Stat. § 550.37 (1986) provides in relevant part:
Subdivision 1. The property mentioned in this section is not liable to attachment, garnishment, or sale on any final process, issued
from any court.


Subd. 11. All money, relief, or other benefits payable or to be rendered by any police department association, fire department
association, beneficiary association, or fraternal benefit association to any person entitled to assistance therefrom, or to any
certificate holder thereof or beneficiary under any such certificate.


(Emphasis supplied).


When construing statutes relating to the same subject matter, we apply the doctrine of pari materia,
as we have previously noted:
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Statutes relating to the same subject are presumed to be imbued with the same spirit and to have
been passed with deliberation and full knowledge of all existing legislation on the subject and
regarded by the lawmakers as being parts of a connected whole.


“Statutes are in pari materia when they relate to same matter or subject even though some are
specific and some general and even though they have not been enacted simultaneously and do
not refer to each other expressly. * * * Where two acts in pari materia are construed together
and one contains provisions omitted from the other, the omitted provisions will be applied in
the proceeding under the act not containing such provisions, where not inconsistent with the
purpose of the act. * * * ” 6 Dunnell, Supp. § 8984.


Kaljuste v. Hennepin County Sanatorium Comm'n, 240 Minn. 407, 414, 61 N.W.2d 757, 762
(1953).


Consideration of alleged distinctions between old-line insurance companies and fraternal benefit
societies are unnecessary to the determination of whether annuities and/or unmatured life insurance
benefits provided by a fraternal benefit society are exempt under either Minn.Stat. §§ 64B.18 or
550.37, subd. 11.


Because the two statutes contain similar wording and cover the same subject matter, we conclude
that they should be similarly construed. Accordingly, we hold that annuities and unmatured life
insurance *555  benefits written by fraternal benefit societies are included as “other benefits” as
the phrase is used in both exemption statutes.


[2]  3. The third question presented to us asks that we determine whether under Minnesota law,
a debtor may liquidate nonexempt assets and convert the cash received into exempt property by
purchasing annuities, life insurance or similar contracts from a fraternal benefit association thereby
protecting that property from the claims of creditors. In the past, in holding that an insolvent debtor
may convert nonexempt property into exempt homestead property, we have noted that the debtor's
actions in so doing did not in and of themselves constitute a fraud on creditors:


A debtor in securing a homestead for himself and family, by purchasing a house
with non-exempt assets, or by moving into a house which he already owns, takes
nothing from his creditors which the law secures to them, or in which they have
any vested right. He merely puts his property into a shape in which it will be
the subject of a beneficial provision for himself, which the law recognizes and
allows. Even if he disposes of his property subject to execution, for the very
purpose of converting the proceeds into exempt property, this will not constitute
legal fraud. This he may do at any time before the creditors acquire a lien upon
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the property. It is a right which the law gives him, subject to which every one
gives him credit, and fraud can never be predicated on an act which the law
permits.


Jacoby v. Parkland Distilling Co., 41 Minn. 227, 229–30, 43 N.W. 52, 52 (1889).


Jacoby involved only the homestead exemption. However, its underlying premise is equally
applicable to all exemptions. For example, the United States Eighth Circuit Court of Appeals
applying Minnesota law has utilized the Jacoby reasoning in cases involving nonhomestead
exemptions. See, e.g., Crawford v. Sternberg, 220 F. 73, (8th Cir.1915), quoting Jacoby; and
Forsberg v. Security State Bank, 15 F.2d 499 (8th Cir.1926), quoting Crawford.


Although the law allows a debtor to convert nonexempt property into exempt property, it does
not allow a debtor to perpetrate a fraud on creditors. For example, in Forsberg the Eighth Circuit
Court of Appeals held that to establish fraud, evidence must be produced in addition to the mere
conversion of nonexempt property to exempt property. Specifically, the Forsberg court stated:


We find in the record no evidence that the bankrupt was actuated by any
fraudulent purpose, unless such purpose should be implied from his intentional
conversion of nonexempt assets into exempt assets. In our opinion no such
implication exists. We think that, before the existence of such fraudulent
purpose can be properly found, there must appear in evidence some facts or
circumstances which are extrinsic to the mere facts of conversion of nonexempt
assets into exempt and which are indicative of such fraudulent purpose.


Forsberg, 15 F.2d at 502. We have likewise required a showing of something more. See Stricker
v. Trullinger, 172 Minn. 547, 216 N.W. 231 (1927), citing Jacoby and Forsberg. In recapping
Minnesota law on this issue, in O'Brien v. Johnson, 275 Minn. 305, 148 N.W.2d 357 (1967), we
stated “[i]t has long been the law of this state that a judgment debtor may assert an exemption
for the express purpose of evading his creditors. This we have held is not fraud, regardless of the
debtor's motive.” Id. at 308, 148 N.W.2d at 360.


Under Minnesota law, if conversion of nonexempt property to exempt property does not, of itself,
constitute a fraud on creditors, what does? The answer lies in the Uniform Fraudulent Conveyance
Act (UFCA), adopted in Minnesota by enactment of 1921 Minn.Laws, ch. 415, now codified as
Minn.Stat. §§ 513.20–513.32 (1986). The UFCA delineates two types of fraud—fraud implied by
law and fraud as a matter of fact.
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The UFCA defines fraud implied by law in Minn.Stat. § 513.23. That statute provides “[e]very
conveyance made and every obligation incurred by a person who is or *556  will be thereby
rendered insolvent is fraudulent as to creditors without regard to the person's actual intent if
the conveyance is made or the obligation is incurred without a fair consideration.” Whether
fraud is to be implied in law depends upon upon whether “fair consideration” has been given
for the conveyance. “Fair consideration” is basically defined as an exchange of fair equivalents.
Minn.Stat. § 513.22. “Fair consideration” is to be determined in terms of value, not in terms of the
character of the property exchanged. See Schlecht v. Schlecht, 168 Minn. 168, 172, 209 N.W. 883,
885 (1926); accord Freitag v. The Strand of Atlantic City, 205 F.2d 778, 784 (3rd Cir.1953). The
UFCA defines fraud in fact as “[e]very conveyance made and every obligation incurred with actual
intent, as distinguished from intent presumed in law, to hinder, delay, or defraud either present or
future creditors, is fraudulent as to both present and future creditors.” Minn.Stat. § 513.26. Jacoby,
Forsberg, and O'Brien all stand for the proposition that before actual fraudulent intent can be
found, “there must appear in evidence some facts or circumstances which are extrinsic to the mere
facts of conversion of nonexempt assets into exempt and which are indicative of such fraudulent
purpose.” Forsberg, 15 F.2d at 502.


Thus, it clearly appears that under Minnesota law a debtor in contemplation of bankruptcy may
convert nonexempt property into exempt property, so long as the conversion does not violate the
Uniform Fraudulent Conveyance Act. Since both the question of whether such a transfer was made
without “fair consideration” and whether there was “actual intent * * * to hinder, delay, or defraud”
creditors involve questions of fact they remain for resolution by the bankruptcy court.


[3]  4. To answer the final certified question we must determine whether the statutes (or either
of them) violate article 1, section 12 or article 12, section 1 of the Minnesota Constitution.
We start with the premise that a duly enacted statute carries with it a presumption in favor
of its constitutionality. See Guilliams v. Commissioner of Revenue, 299 N.W.2d 138, 142
(Minn.1980). This presumption prevails unless the party challenging a statute's constitutionality
has demonstrated beyond a reasonable doubt that it violates a constitutional provision. Contos v.
Herbst, 278 N.W.2d 732, 736 (Minn.), appeal dismissed sub. nom. Prest v. Herbst, 444 U.S. 804,
100 S.Ct. 24, 62 L.Ed.2d 17 (1979).


[4]  In our review of the constitutional challenge raised, we first focus on article 1, section 12, 6


which provides that a “reasonable amount of property” shall be exempt from claims of creditors.
The core dispute revolves around the constitutional words “reasonable amount.” Do those words
mean, as the creditors contend, that the term “amount” is synonymous with the term “value,” at
least when applied to property which is inherently value laden (e.g., the property at issue here:
annuities and life insurance)? Or, do they mean, as Tveten argues, that “amount” does not mean
value and that the constitutional directive is satisfied when the legislature delineates the type of
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property exempt? Each proponent relies upon a 90 year old trilogy of cases in support of the
position taken. 7


6 The relevant part of article 1, section 12, reads:
A reasonable amount of property shall be exempt from seizure or sale for the payment of any debt or liability. The amount of such
exemption shall be determined by law.


(Emphasis supplied).


7 In re How (How I ), 59 Minn. 415, 61 N.W. 456 (1894); In re How (How II ), 61 Minn. 217, 63 N.W. 627 (1895), First National Bank
of Shakopee v. How (How III ), 65 Minn. 187, 67 N.W. 994 (1896).


Those cases arose out of a woman's assignment of property to her creditors under the insolvency
laws then in effect. Shortly before the assignment, the woman's husband died. His life had been
insured by eight different fraternal benefit associations and/or insurance companies for a sum total
of $15,800. Mrs. How, the debtor and sole beneficiary of the life insurance proceeds, claimed
that the life insurance *557  benefits were exempt from her creditors by statute. The issue raised
before the court in How I in 1894 was similar to that raised by the instant case; both cases involve
statutes governing the exemption of benefits from fraternal benefit societies or associations and
neither statute placed a valuation limitation on the exemption. 8  In How I, we held the exemption
law without a value limitation to be unconstitutional and wrote:


8 At one time, the exemption statute at issue in How I had a value limit of $5,000. By 1894, however, the statute had been amended
and the value limitation removed.


In the present case there is no limit but the total amount of insurance which can be obtained
on the life of the insured from all such insurance companies doing business in the state. This
may amount to millions. It is clear that the total aggregate of the capacity or power of all these
insurance companies to insure the life of one individual is no proper measure of the amount that
shall be exempt, and no proper basis or principle by which to determine a proper or reasonable
amount. All other exemption laws in this state which have come to our notice measure the
amount of the exemption by the number, quantity, or value of the thing or things exempt. Some
or all of these measures are applied. But in the case at bar there is no certain or proper measure of
any kind. The aggregate capacity or power of all such insurance companies to insure the life of
one individual is no criterion by which to determine what is a reasonable amount of exemption.


The constitutional provision in question prohibits the legislature from exempting an
unreasonable amount of property.


59 Minn. at 419, 61 N.W. at 457.
How II, which followed, presented this court with a different issue: that is, whether the recipient
of matured life insurance benefits may exempt those benefits from creditors without placing the
money first in trust. The debtor in How II argued that the exemption statute simply allowed her
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to exempt the insurance proceeds (which were classified as a gift) without the formality of the
intervention of a trustee. 9  In agreeing with the debtor, we stated:


9 This argument differed significantly from that raised in How I. In How I, the debtor simply chose to argue the validity of the exemption
statute. On rehearing (How II ), she chose the alternative position.


It is well settled that by the intervention of a trustee the donee of such a gift may be given the
benefit thereof, exempt from seizure to satisfy her debts, and we have no doubt that a statute
which merely accomplishes the same purpose without the intervention of a trustee is valid. To
this extent, and to this extent only, we modify the former opinion in this case, and this leads to
an affirmance of the order of the court below. Whether or not these funds will always remain
exempt after they reach the hands of Mary M. How, and whether they may not lose their exempt
character, the same as other exempt property, or the proceeds thereof, when converted into
property not exempt, we do not decide.


61 Minn. at 218, 63 N.W. at 627 (emphasis supplied). How II applied only to matured
life insurance benefits. Consequently, the holding of How I, that the exemption statute was
unconstitutional, still applied with regard to unmatured life insurance benefits. Because How
III was based upon the reserved issue of How II, it too only applies to matured life insurance
benefits, so the ruling of How I of unconstitutionality was unaffected by either How II or III. 10


10 Relying upon the premise that a debtor's right to receive the cash surrender value of an unmatured life insurance policy was not
property but rather only a right to obtain property at some later date, we did hold in Fox v. Swartz, 235 Minn. 337, 348–49, 51 N.W.2d
80, 86–87 (1952) an unlimited exemption for unmatured life insurance to be constitutional. This underlying premise of Fox no longer
has validity in the light of subsequent legislative enactment that the cash surrender value of an unmatured life insurance policy is
property, at least with respect to debtor-creditor relations. See 1980 Minn. Laws, ch. 599, § 7, now codified as Minn.Stat. § 550.37,
subd. 23 (1986).


We are persuaded that the reasoning and conclusion of the court in How I still prevails *558  and
supports the creditors' position in this case. Adoption of Tveten's contention that the constitutional
limitation on “reasonable amount” is satisfied by a mere designation of types of property, as How
I demonstrated, would allow legislatures to exempt all kinds of monetary and other accounts
without regard to the value of those accounts. Certainly, such a result was beyond the intention
of the framers of article 1, section 12 of the Constitution. When determining whether annuities
or unmatured life insurance are exempt from creditor's levy by being a “reasonable amount”, by
necessity “reasonable amount” must be synonymous with “reasonable value.”


However, it does not follow that just because the “reasonable amount” language of the constitution
requires some value limitation, that it requires a specific value limit. For example, the section
governing employee benefits only exempts those benefits “to the extent reasonably necessary for
the support of the debtor and any dependent of the debtor.” Minn.Stat. § 550.37, subd. 24 (1986).
This type of limitation clearly passes constitutional scrutiny because it requires a court to limit
the size of the exemption based upon objective criteria. In contrast, neither Minn.Stat. §§ 550.37,
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subd. 11, nor 64B.18 provide for any limitation at all. Rather than invade the province of the
legislature by attempting to rewrite the two exemption statutes so as to provide an objective bench
mark by which the “reasonable amount” of property exemption may be ascertained, we hold that
both statutes violate article 1, section 12 of the Minnesota Constitution.


The fourth certified question additionally asked us, in the disjunctive, whether the two exemption
statutes violated article 1, section 12 or article 12, section 1 of the Minnesota Constitution. Having
concluded that article 1, section 12 was violated, it is perhaps unnecessary for us to address the
claimed violation of article 12, section 1. However, we likewise conclude that that provision is
also violated by the two statutes.


Article 12, section 1 generally prohibits special legislation when a general law can be made
applicable. 11


11 Article 12, section 1 reads in relevant part:
Prohibition of special legislation; particular subjects. In all cases when a general law can be made applicable, a special law shall not
be enacted except as provided in section 2. Whether a general law could have been made applicable in any case shall be judicially
determined without regard to any legislative assertion on that subject.


[5]  While the constitutional prohibition against special legislation does not deprive the legislature
of the power to create classes and apply different rules to different classes, it must adopt a proper
classification basis. That classification must be based upon substantial distinctions, which make
one class substantially different, in a real sense, from another. See, e.g., State ex rel Board of
Courthouse and City Hall Commissioners v. Cooley, 56 Minn. 540, 58 N.W. 150 (1893). A law will
be considered to be general if the class to which it applies justifies a statute peculiar to the class in
the matters addressed in the law, but if the classification is so patently arbitrary as to demonstrate
constitutional evasion, the courts will void the enactment. State ex rel Flaten v. Independent School
District of Granite Falls, 143 Minn. 433, 174 N.W. 414 (1919). What constitutes a class or a proper
basis of classification that will meet the constitutional prohibition against special legislation is
determined by employing a three point “rational basis” test. The classification will be deemed
constitutionally proper:


[I]f (a) the classification applies to and embraces all who are similarly situated
with respect to conditions or wants justifying appropriate legislation; (b)
the distinctions are not manifestly arbitrary or fanciful but are genuine and
substantial so as to provide a natural and reasonable basis justifying the
distinction; and (c) there is an evident connection between the distinctive needs
peculiar to the class *559  and the remedy or regulations therefor which the law
purports to provide.
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Wichelman v. Messner, 250 Minn. 88, 119, 83 N.W.2d 800, 824 (1957). See also AFSCME Councils
6, 14, 65 and 96, AFL–CIO v. Sundquist, 338 N.W.2d 560 (Minn.1983); appeal dismissed sub.
nom. Minneapolis Police Relief Ass'n v. Sundquist, 466 U.S. 933, 104 S.Ct. 1902, 80 L.Ed.2d 452
(1984); Loew v. Hagerle, 226 Minn. 485, 33 N.W.2d 598 (1948).


[6]  Here the creditors claim that the classifications found in Minn.Stat. §§ 550.37, subd. 11,
and 64B.18 as they relate to exemption of a debtor's property from liability for satisfaction of
creditor's claims impermissibly result in special legislation. They note that facially the exemptions
granted by those statutes are limitless when the annuities or policies have been issued by a fraternal
benefit society, whereas annuities and unmatured life insurance policies are only limitedly exempt
when issued by a for-profit commercial insurance company. Minn.Stat. § 550.37, subd. 10 (1986).
By virtue of this disparity, they claim debtors, such as Tveten, having purchased annuities and
insurance from a fraternal benefit society, may claim complete exemption, whereas other debtors
owning the identical type and amounts of securities may be entitled only to drastically limited
exemptions. Our task is to decide whether there is a rational basis for thus partitioning “debtors”
into two classes.


We stated in Loew v. Hagerle that the classification must be “germane or relevant to the purpose
of the law * * *.” 226 Minn. at 489, 33 N.W.2d at 601. We enunciated the purpose of exemption
laws in Poznanovic v. Maki, 209 Minn. 379, 296 N.W. 415 (1941) when we said:


The humane and enlightened purpose of an exemption is to protect a debtor
and his family against absolute want by allowing them out of his property some
reasonable means of support and education and the maintenance of the decencies
and proprieties of life.


Id. at 382, 296 N.W. at 417. The exemption statute's beneficent purpose is fulfilled by according
a reasonable exemption to debtors from creditors' claims to property, such as annuities and
unmatured life insurance, but classifying debtors entitled to assert exemptions and the amount of
such exemption on the basis of the kind of entity from which the property has been acquired is
neither “germane nor relevant” to the promotion of that purpose of the exemption laws.


We can ascertain only one justification for the different treatment of debtors. The statutes provide
an indirect subsidy to fraternal benefit societies. By statute, fraternal benefit societies are required
to “operate for the benefit of members and their beneficiaries by: * * * (2) operating for one
or more social, intellectual, educational, charitable, benevolent, moral, fraternal, patriotic, or
religious purposes * * *.” Minn.Stat. § 64B.05, subd. 1 (1986). By exempting the full amount
of a debtor's interest in an unmatured life insurance contract or an annuity purchased from a
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fraternal benefit society, the legislature has made these fraternal benefit society contracts more
attractive to investors (debtors) than the same contracts purchased from for-profit companies—
and thus has provided an indirect subsidy to fraternal benefit societies. Although it may be argued
that constitutes a possible justification, we conclude it affords an insufficient rational basis for
differentiating between similarly placed debtors and their creditors.


Faced with this same issue, the Ohio Supreme Court reached the same conclusion. See Williams v.
Donough, 65 Ohio St. 499, 63 N.E. 84 (1902). In holding the previous Ohio exemption statute 12


(a statute *560  virtually identical to Minn.Stat. § 64B.18) impermissibly discriminated between
debtors, the Ohio court stated:


12 Ohio Revised Statutes § 3631–18, now repealed, provided:
The money or other benefit, charity, relief or aid to be paid, provided or rendered by any association authorized to do business under
this act, shall not be liable to attachment by any trustee, garnishee, or other process, and shall not be seized, taken, appropriated
or applied by any legal or equitable process; or by operation of law, to pay any debt or liability of a certificate holder, or of any
beneficiary named in the certificate, or any person who may have any rights thereunder.


Now the section quoted (3631–18) provides a sweeping, absolute exemption of the money or
other benefit going to the certificate holder or beneficiary from seizure for any debt or liability.
No such exemption is provided with respect to any ordinary life policy, nor with respect to a
certificate of an association doing business on the weekly payment or industrial plan, although
it must be manifest that the characteristics and condition of the people who will be benefited by
one contract in no essential differs from those who may be benefited by the other. And the same
is true when comparison is made with other benevolent associations authorized by our statutes.
It follows that the provision for exemption is an attempt to make an arbitrary classification
by selecting a few of a class and conferring upon them privileges and benefits not conferred
upon others coming within the same class, and is, therefore, invalid. The vice lying at the
bottom of the whole scheme is that the exemption is made to depend, not upon the condition or
characteristics of the recipient of the benefit, but upon the source from which the benefit is to be
derived. It discriminates unequally in favor of one set of beneficiaries as compared with persons
receiving money from other sources; thus favoring some beneficiaries as compared with other
like beneficiaries, and at the same time, and by the same provision, denying that relief to some
creditors, which, by other enactments, is accorded to others of like kind. In a word, the section
fails to protect equally those who are the recipients of property, and fails to protect equally those
who have the right to resort to the laws for the enforcement of claims against property, and is
therefore in conflict with * * * the [Ohio] constitution.
Id. at 505–06, 63 N.E. at 86. We find the Ohio court's assessment to be persuasive. Therefore,
we likewise hold that §§ 65B.18 and 550.37, subd. 11, violate Minn. Const. art. 12, § 1 insofar as
they attempt to give absolute exemption regardless of value to annuity contracts and unmatured
life insurance purchased from a fraternal benefit association.


Accordingly, we answer the certified questions:



http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1902003470&pubNum=0000577&originatingDoc=Iccf95937ff2011d99439b076ef9ec4de&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1902003470&pubNum=0000577&originatingDoc=Iccf95937ff2011d99439b076ef9ec4de&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000044&cite=MNSTS64B.18&originatingDoc=Iccf95937ff2011d99439b076ef9ec4de&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1902003470&pubNum=0000577&originatingDoc=Iccf95937ff2011d99439b076ef9ec4de&refType=RP&fi=co_pp_sp_577_86&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_sp_577_86

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000044&cite=MNSTS65B.18&originatingDoc=Iccf95937ff2011d99439b076ef9ec4de&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000044&cite=MNSTS550.37&originatingDoc=Iccf95937ff2011d99439b076ef9ec4de&refType=SP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_28cd00004ea65

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000241&cite=MNCOART12S1&originatingDoc=Iccf95937ff2011d99439b076ef9ec4de&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)





In re Tveten, 402 N.W.2d 551 (1987)


 © 2020 Thomson Reuters. No claim to original U.S. Government Works. 15


1. A debtor's rights to receive payments under, or a debtor's interests in, property known as
annuities or similar plans or contracts purchased for cash from fraternal benefit associations or
societies such as Lutheran Brotherhood are exempt under Minn.Stat. §§ 550.37, subd. 11, and
64B.18.


2. A debtor's rights to receive payments under, or a debtor's interests in, property known as
unmatured life insurance contracts purchased for cash from fraternal benefit associations or
societies such as Lutheran Brotherhood are exempt under Minn.Stat. §§ 550.37, subd. 11, and
64B.18.


3. A debtor may liquidate nonexempt assets and purchase annuities, life insurance or similar
contracts from a fraternal benefit association or society such as Lutheran Brotherhood and then
successfully claim those investments as exempt under Minn.Stat. §§ 550.37, subd. 11, and 64B.18
so long as the debtor does not violate the Uniform Fraudulent Conveyance Act, Minn.Stat. §§
513.20–513.32.


4. Minn.Stat. §§ 550.37, subd. 11, and 64B.18 are unconstitutional as violative of article 1, section
12, and article 12, section 1, of the Minnesota Constitution insofar as they grant a value limitless
exemption to debtors who have purchased annuities or unmatured life insurance from a fraternal
benefit society.


All Citations


402 N.W.2d 551


End of Document © 2020 Thomson Reuters. No claim to original U.S. Government Works.
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194 Cal. 748, 230 P. 441


LAURA F. KEMP, etc., Appellant,
v.


E. H. ENEMARK et al., Appellants.


Supreme Court of California.
S. F. No. 11150.


November 5, 1924.


[1]
HOMESTEADS — EXECUTION SALE — INJUNCTION SUIT BY WIFE — MONEY
INVESTED FRUIT OF FRAUD PRACTICED BY HUSBAND — FINDINGS — EVIDENCE
— APPEAL — PRESUMPTIONS.
In an action by a wife to enjoin an execution sale of real property covered by a homestead, the
appeal by her having been on the judgment-roll alone, the findings of the trial court that certain
money procured by the fraud of plaintiff's husband went into the homestead property and that said
money so obtained by fraud was invested in and constituted a part of said homestead property,
and that plaintiff did not reside on the premises in question at the time of a first declaration of
homestead thereon, but that she did reside thereon at the time of a second declaration of homestead,
must, in the absence of a record showing the evidence adduced upon the trial, be taken as fully
supported by the evidence.


[2]
ID.—WIFE NOT PARTY TO FRAUD—ABSENCE OF OFFER TO DO EQUITY —EFFECT
OF.
In such action, the plaintiff, even though she was not a party to the fraud committed by her husband,
cannot successfully seek the aid of equity, where she does not offer to do equity, but to the extent
of the money obtained by her husband by fraud, invested in the homestead, she is seeking to retain
for herself that which is not rightfully hers; in other words, the plaintiff is seeking the aid of a court
of equity to preserve to her the fruits of the fraud of her husband.


[3]
ID.—FRAUD—HOMESTEAD SUBJECT TO EXECUTION.
In such action, the contention that inasmuch as the homestead in question does not fall within either
of the classifications of homesteads which may be subjected to execution and sale, as designated
by sections 1241 and 1245 to 1259, inclusive, of the Civil Code, no attack can be successfully
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made upon said homestead, and that plaintiff is therefore entitled to an injunction by a court of
equity restraining the sale of said homestead under execution, cannot be sustained.


[4]
ID.—MONEY FRAUDULENTLY OBTAINED—PART OF HOMESTEAD— HOMESTEAD
SUBJECT TO ATTACK.
A homestead may be successfully attacked on the ground of fraud where money, fraudulently
obtained, is invested in and constitutes a part of the homestead property.


[5]
ID.—JUDGMENT AGAINST HUSBAND—FRAUD—EQUITABLE DEFENSE AVAILABLE
IN ACTION BY WIFE—EQUITY.
The defendant, who had obtained a judgment on a promissory note against plaintiff's husband,
which note evidenced a loan to the lattter procured on the strength of the signature of a comaker
of the note which had been forged by the husband, could, in such action by the wife to enjoin an
execution sale of real property covered by a homestead, in which the money fraudulently obtained
was invested, set up the equitable defense of fraud practiced by the husband, without having first
established his (defendant's) claim in equity against the property.


[6]
ID.—VENDOR'S LIEN—EQUITABLE RIGHTS—JUDGMENTS.
The fact that a vendor's lien must be established by a court of equity does not compel the conclusion
that all equitable rights, before they may be availed of as a defense, must be first established by
a decree in equity.


[7]
ID.—MONEY JUDGMENT AGAINST HUSBAND—FRAUD—DEFENSE— ESTOPPEL—
EQUITY.
In such action, the fact that the defendant proceeded at law to secure a money judgment against the
plaintiff's husband based upon the latter's promissory note did not deprive defendant of the right of
setting up the fraud practiced, by the husband as a defense to the wife's action, there having been
no elements of estoppel present in the case which would make it inequitable or unjust to allow the
defendant to set up his equitable defense.


[8]
ID.—EQUITY—DEFENSE—ESTOPPEL.
In such action, plaintiff cannot force the defendant to come into a court of equity to protect his
rights secured by a judgment in a court of law and at the same time prevent the defendant from
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setting up an equitable defense upon the theory that the defendant had already elected to prosecute
his action at law.


[9]
ID.—ASSIGNMENTS—FRAUD—PROPERTY RIGHTS.
The defendant in such action was not precluded by the fact that he was not the defrauded party,
but was an assignee from setting up the defense of fraud upon the theory that a cause of action
for fraud and deceit is not assignable. The assignment of the note by the assignor to the defendant
carried with it such right as the former had growing out of any fraud in the transaction; it was
the assignment of a definite property right and carried with it the right to set up that fraud and to
enforce all the rights incident to the property transferred which the original owner would have had.


[10]
ID.—EQUITY—ASSIGNMENTS—FRAUD—PROPERTY RIGHTS.
A bare right to sue in equity for fraud separate and distinct from a property right is not assignable,
but where the right to sue for a fraud is merely incidental to a subsisting substantial property right
which has been assigned and which is itself intrinsically susceptible of legal enforcement, the
assignment carries with it the right to set up the fraud.


APPEAL from a judgment of the Superior Court of the City and County of San Francisco. George
H. Cabaniss, Judge. Affirmed.


The facts are stated in the opinion of the court.


*750  Knight, Boland, Hutchinson & Christin for Appellant.
Bohnett, Hill & Campbell for Respondents.


LENNON, J.


The plaintiff in this action seeks the equitable relief of injunction to prevent the defendants from
selling real property under an execution sale. The trial court denied the relief sought and this is
an appeal from a judgment in favor of the defendants. The appeal comes here upon the judgment-
roll alone.


The facts of the case as revealed by the record before us are substantially these: John D. Kemp, the
husband of the plaintiff herein, entered into a contract with the Bank of San Jose whereby it was
agreed that the bank would lend to said Kemp the sum of two thousand five hundred dollars if he
would execute and deliver to the bank a promissory note signed jointly and severally by himself
and one L. G. Lerner. Said John D. Kemp executed the required note, but instead of securing the
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signature of the said L. G. Lerner, as a joint maker, as he had agreed to do, forged the signature
of said L. G. Lerner to the note. Kemp then presented the note to the bank and represented to the
bank that the signature of L. G. Lerner was genuine. Relying upon the representation thus made,
the bank, on October 18, 1920, loaned to Kemp the sum of two thousand five hundred dollars.
Kemp took the proceeds of the loan and invested the same in making improvements and paying
part *751  of the purchase price on a ranch which he then owned in the county of Santa Clara.
Thereafter, in June, 1921, Kemp entered into an agreement of sale and exchange, whereby the
Santa Clara property was exchanged for real property in the city and county of San Francisco.
Thereafter Kemp decamped for parts unknown and he has not been heard from since. The record
title to said last-mentioned property has stood in the name of John D. Kemp since July, 1921,
but said property is in reality community property. The actual value of said last-mentioned real
property was and now is the sum of five thousand dollars.


On or about August 19, 1921, the bank, seeking to have its loan repaid, assigned to one Enemark,
for collection, the note given by John D. Kemp to the bank, and on the same day Enemark
commenced an action on the note against John D. Kemp and L. G. Lerner, whose name had been
forged to the note. The day following the institution of the action on the note Enemark and the Bank
of San Jose discovered for the first time that the signature of L. G. Lerner had been forged to the
note. Thereupon the action was dismissed as to Lerner. After dismissing the action against Lerner
on the promissory note, Enemark in that action commenced publication of summons against John
D. Kemp. While publication of summons was running, Laura F. Kemp, plaintiff in this action, and
wife of John D. Kemp, made two declarations of homestead, for the joint benefit of herself and her
husband, upon the property situate in the city and county of San Francisco, one on August 19, 1921,
and one on November 28, 1921. Upon the publication of summons being completed, and John
D. Kemp defaulting, judgment in the sum of twenty-four hundred forty-two and eighty-five one-
hundredth dollars ($2,442.85), together with costs, was entered against him on December 6, 1921.
Thereafter, on the eighth day of December, 1921, Enemark caused to be recorded in the recorder's
office a transcript of said judgment. On the first day of December, 1923, a writ of execution was
issued upon said judgment, directed to the sheriff of the city and county of San Francisco, and
on the fourth day of December, 1923, said sheriff levied said writ upon the real property situate
in the city and county of San Francisco upon which the two declarations of homestead had been
filed by Laura F. Kemp. Thereupon the plaintiff in *752  this action, Laura F. Kemp, joining with
her as plaintiff her husband, John D. Kemp, instituted this action against the defendants Enemark
and Finn, as sheriff, to enjoin the threatened execution sale. John D. Kemp, upon the theory that
he was an unnecessary party to the action, was dismissed as a party plaintiff during the course
of the trial of the action. The defendant Enemark and the defendant sheriff filed their respective
answers, denying, among other things, that the plaintiff, Laura F. Kemp, resided upon the premises
in question at the time the homesteads were declared, and further pleaded, as a separate and special
defense, all of the facts relating to the fraud practiced upon the bank by John D. Kemp; and at the
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same time filed a cross-complaint. At the trial of the case the cause of action pleaded and relied
upon in the cross-complaint was abandoned.


All of the fraudulent representations involved in the transaction in suit were made by John D.
Kemp alone. Laura F. Kemp was not a party thereto and had no notice or knowledge of any of the
fraudulent representations, acts, or deeds done and made by said John D. Kemp until long after
the same had been done and made. It should be noted in particular that the trial court specifically
found that the money procured by the fraud of the plaintiff's husband went into the homestead
property and that said money so obtained by fraud was invested in and constituted a part of said
homestead property. The trial court further and finally found that the plaintiff did not reside on the
premises in question at the time of the first declaration of homestead thereon, but that the plaintiff
did reside on the premises at the time of the second declaration of homestead.


(1) The findings of the trial court as hereinbefore narrated in substance and effect must, in the
absence of a record showing the evidence adduced upon the trial, be taken as fully supported by
the evidence.


(2) He who seeks equity must do equity. Plaintiff does not dispute that the money in question was
fraudulently obtained, but relies for a reversal in part upon the point that she was not a party to
the fraud. As pointed out in Shinn v. MacPherson, 58 Cal. 596, “It is not important that it does not
appear that Mrs. MacPherson [the wife] participated in the wrongful acts of her husband. If the
transaction *753  is permitted to stand, she, as well as he, will reap the fruit of fraud. … Neither
ever had, or ever could have, any right founded on the fraudulent appropriation of funds of other
parties.” It will be noted that the claim sought to be satisfied is not in excess of the amount out of
which the bank was defrauded by Kemp, and to the extent of the money obtained by her husband
by fraud, invested in the homestead, the plaintiff in the case at bar is seeking to retain for herself
that which is not rightfully hers. And while retaining that which rightfully belongs to another she
seeks the aid of a court of equity to make secure her wrongful possession thereof. In other words,
the plaintiff herein is seeking the aid of a court of equity to preserve to her the fruits of the fraud
of her husband. Plaintiff does not offer to do equity. She cannot therefore successfully seek the
aid of equity.


(3) There is no merit in plaintiff's contention that inasmuch as the homestead in the instant case
does not fall within either of the classifications of homesteads which may be subjected to execution
and sale, as designated by sections 1241 and 1245 to 1259, inclusive, of the Civil Code, no attack
can be successfully made upon said homestead, and that she is therefore entitled to an injunction
by a court of equity restraining the sale of said homestead under execution. The case of Shinn
v. MacPherson, supra, holding adversely to this contention, is squarely in point. In that case
money was fraudulently abstracted by the husband from the assets of the firm of which he was
a member and used to pay off the mortgage upon premises upon which his wife had previously
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filed a declaration of homestead. The court in that case held that the homestead was not exempt
from execution, saying, “There is no provision of the homestead law that affords a cloak for such
transaction. The law was enacted for beneficent purposes, designed to secure a home for the family
but … was never intended ‘to be a secure and impregnable asylum in which to deposit peculations
from others.’ It is true … that it is by statute exempted from execution or forced sale except in
certain enumerated cases. But these provisions of the statute have no application to the case before
us.” These provisions were designed to protect the homestead “from forced sale for ordinary *754
indebtedness, … not as an immunity from torts and their legal consequences.”


The case of Ohio Electric Car Co. v. Duffet, 48 Cal. App. 674 [192 Pac. 298], is also contra to
plaintiff's contention. The court there held that a court of equity had the power to declare a lien on
a homestead to the extent of the fund received by the wife from the sale of property transferred to
her by her husband to defraud creditors and found to have been invested by her in property upon
which she declared a homestead. In that case the money invested in the homestead property was
derived from the sale of other property fraudulently transferred by the husband to the wife. In the
intant case the money was obtained from the Bank of San Jose by means of the forgery of the
husband. The only distinction between the case last cited and the instant case consists in the type of
fraud practiced. The principle involved is the same, viz., the homestead property which represents
the fruit of fraud is not exempt from execution and sale. The court in that case said, “In so far as her
home represented the funds received from her husband, under the circumstances in this case, it was
not a proper subject for inclusion in her declaration of homestead, and cannot be impressed with
this character. In so far as this property is not her property, but is property belonging to another
and impressed with a trust, it is beyond the protection of the homestead laws.”


(4) It is one of the contentions of the plaintiff that it is only in those cases where there is a defect
in the title to the property homesteaded, occasioned by the transfer of that property in fraud of
creditors, that the homestead may be successfully attacked on the ground of fraud. The cases of
Shinn v. MacPherson, supra, and Ridell v. Shirley, 5 Cal. 488, are opposed to this contention. In
neither of these cases was there a transfer of the homesteaded property. In the former case money
obtained by the peculations of one member of the firm from the firm assets was invested in the
homesteaded property. In the latter case, personalty was sold by the debtor and the proceeds used
to pay off a mortgage on the homestead. In both of these cases the rights of the creditors were
declared paramount to those of the owner of the homestead.


*755  (5) Plaintiff insists that no equity, however great and meritorious, which is not established
by a judgment of a court of equity, can be used as a defense in an application for an injunction
to restrain an execution sale of an exempted homestead. In this behalf plaintiff insists that it was
necessary for the defendant to first establish his claim in equity against the property, and that he
was not at liberty to obtain a judgment at law and then, when hampered in the execution of the
judgment by an application for an injunction, set up an equitable defense. In this behalf plaintiff
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insists that Shinn v. MacPherson and other cases in which a homestead was attacked because
of fraud, were suits in equity brought directly for the purpose of having a lien adjudged upon
the premises. Obviously, the fact that this was the procedure followed in one case, or in a series
of cases, does not compel the conclusion that the procedure followed was the only permissible
procedure. It may be noted that in Bishop v. Hubbard, 23 Cal. 514 [83 Am. Dec. 132], the same
procedure was followed as that followed by the defendants in the instant case.


Plaintiff likewise instances, in support of this contention, the fact that a vendor's lien must be
established by a judgment of a court of equity before it becomes a subsisting lien.


(6) The fact that a vendor's lien must be established by a court of equity does not, we think, compel
the conclusion that all equitable rights, before they may be availed of as a defense, must be first
established by a decree in equity.


(7) The fact that the defendant, Enemark, proceeded at law to secure a money judgment against
John D. Kemp based upon Kemp's promissory note does not, we think, deprive defendant of the
right of setting up the fraud practiced by Kemp as a defense to this action. It is to be remembered
that the doctrine of the election of remedies is generally regarded as being an application of the law
of estoppel. No elements of estoppel are present in the instant case which would make it inequitable
or unjust to allow the defendant to set up his equitable defense. (Crittenden v. St. Hill, 34 Cal. App.
107 [166 Pac. 1016].) The defendant is not attempting, after having exhausted his legal remedy, to
come into court and maintain a right of action founded upon a theory inconsistent with that which
formed the basis *756  of his former action. He is merely setting up, as an equitable defense to
an equitable action, the fact surrounding the fraudulent procurement of the money in question. No
necessity existed for the establishment by the defendant of the fraud of Kemp in the procurement
of said money, until the filing by the plaintiff of her action to enjoin the sale of the property.


(8) Plaintiff cannot force the defendant to come into a court of equity to protect his rights secured
by a judgment in a court of law and at the same time prevent the defendant from setting up an
equitable defense upon the theory that the defendant had already elected to prosecute his action
at law.


(9) The defendant in this action is not precluded by the fact that he is not the defrauded party, but
is an assignee, from setting up the defense of fraud upon the theory that a cause of action for fraud
and deceit is not assignable. The assignment of the note by the Bank of San Jose to the defendant
Enemark carried with it such right as the bank had growing out of any fraud in the transaction. It
was the assignment of a definite property right and carried with it the right to set up that fraud and to
enforce all the rights incident to the property transferred which the original owner would have had.
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(10) A bare right to sue in equity for fraud separate and distinct from a property right is not
assignable, but where the right to sue for a fraud is merely incidental to a subsisting substantial
property right which has been assigned and which is itself intrinsically susceptible of legal
enforcement, the assignment carries with it the right to set up the fraud. (Emmons v. Barton, 109
Cal. 662 [42 Pac. 303].)


The judgment is affirmed.


Lawlor, J., Richards, J., Waste, J., Seawell, J., Shenk, J., and Myers, C. J., concurred.
Rehearing denied.


All the Justices concurred.


End of Document © 2020 Thomson Reuters. No claim to original U.S. Government Works.
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33 Cal.4th 642
Supreme Court of California


Cynthia KIRKEBY, Petitioner,
v.


The SUPERIOR COURT OF ORANGE COUNTY, Respondent;
Frederick W. Fascenelli et al., Real Parties in Interest.


No. S117640.
|


July 22, 2004.


Synopsis
Background: Former company director filed action against majority stockholders alleging
fraudulent conveyances of two properties, and thereafter filed notice of lis pendens. The Superior
Court of Orange County, No. 01C09667, Thomas N. Thrasher, J., granted stockholders' motion to
expunge the lis pendens. Former director petitioned for writ relief. The Court of Appeal denied
the petition.


Holdings: The Supreme Court granted review, superseding the opinion of the Court of Appeal,
and in an opinion by Brown, J., held that:


[1] fraudulent conveyance action seeking avoidance of real property transfer will support a lis
pendens, and


[2] former director adequately pled a fraudulent conveyance claim.


Reversed and remanded.


Opinion, 135 Cal.Rptr.2d, 861, superseded.


West Headnotes (10)


[1] Lis Pendens Notice of Pendency of Action
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A “lis pendens” is a recorded document giving constructive notice that an action has been
filed affecting title to or right to possession of the real property described in the notice.


59 Cases that cite this headnote


[2] Fraudulent Conveyances Nature of fraud in transfers of property
A “fraudulent conveyance” is a transfer by the debtor of property to a third person
undertaken with the intent to prevent a creditor from reaching that interest to satisfy its
claim.


37 Cases that cite this headnote


[3] Fraudulent Conveyances Elements of Fraud as to Creditors
A transfer of assets made by a debtor is fraudulent as to a creditor, whether the creditor's
claim arose before or after the transfer, if the debtor made the transfer (1) with an
actual intent to hinder, delay, or defraud any creditor, or (2) without receiving reasonably
equivalent value in return, and either (a) was engaged in or about to engage in a business
or transaction for which the debtor's assets were unreasonably small, or (b) intended to,
or reasonably believed, or reasonably should have believed, that he or she would incur
debts beyond his or her ability to pay as they became due. West's Ann.Cal.Civ.Code §
3439.04 (2003).


30 Cases that cite this headnote


[4] Lis Pendens Actions to set aside conveyances, and creditors' suits
Because a fraudulent conveyance claim requesting relief, if successful, may result in the
voiding of a transfer of title of specific real property, and since the voiding of a transfer
of real property will affect title to or possession of real property, a fraudulent conveyance
action seeking avoidance of a transfer clearly “affects title to, or the right to possession
of” real property and is therefore a real property claim for the purposes of the lis pendens
statutes. West's Ann.Cal.Civ.Code § 3439.07(a)(1); West's Ann.Cal.C.C.P. § 405.4.


See 8 Witkin, Cal. Procedure (4th ed. (1997)) Enforcement of Judgment, § 471; 3 Witkin,
Cal. Procedure (4th ed. (1997)) Actions, § 349; 5 Miller & Starr, Cal. Real Estate (3d Ed.
2000) §11:136.


66 Cases that cite this headnote


[5] Lis Pendens Actions in which notice is authorized
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A court is not required to look through the pleadings to ascertain the purpose of the party
seeking to maintain notice of lis pendens; indeed, the legislative history expressly requires
courts to consider only the specific claim as pled and to determine whether that claim is
a real property claim. West's Ann.Cal.C.C.P. § 405.31.


36 Cases that cite this headnote


[6] Fraudulent Conveyances Fraudulent Transaction
Fraudulent Conveyances Prayer for relief
Lis Pendens Cancellation, discharge, or modification
Former director of company adequately pled a fraudulent conveyance claim by alleging
that majority stockholders transferred title of the two subject properties with the intent to
defraud all of their creditors in the collection of their claims, asking the court to void the
transfers of both properties to the extent necessary to satisfy the claims in her complaint;
as such, her fraudulent conveyance claim, if successful, would affect title to specific real
property, and her lis pendens was improperly expunged. West's Ann.Cal.C.C.P. § 405.31.


26 Cases that cite this headnote


[7] Lis Pendens Statutory provisions
Because of the effect of a lis pendens, the history of the lis pendens legislation indicates
a legislative intent to restrict rather than broaden the application of the remedy. West's
Ann.Cal.C.C.P. § 405.31.


24 Cases that cite this headnote


[8] Lis Pendens Cancellation, discharge, or modification
Even if a claimant shows a probably valid claim, the court may still order a lis pendens
expunged if adequate relief for the claimant may be secured by the giving of an
undertaking. West's Ann.Cal.C.C.P. § 405.33.


8 Cases that cite this headnote


[9] Lis Pendens Cancellation, discharge, or modification
Property owner may be entitled to attorney fees and costs if successful in expunging a
lis pendens, and trial courts should liberally impose these sanctions upon any who file
fraudulent transfer actions and record notices of lis pendens before uncovering credible
evidence of fraud.
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8 Cases that cite this headnote


[10] Lis Pendens Actions in which notice is authorized
Statute which entitles a creditor bringing a Fraudulent Transfer Act (UFTA) claim to
“[a]ny other relief the circumstances may require,” allows a lis pendens remedy. West's
Ann.Cal.Civ.Code § 3439.07(a)(3)(C).


7 Cases that cite this headnote


Attorneys and Law Firms


***806  *645  **397  Law Office of Rick Augustini and Rick Augustni for Petitioner.


No appearance for Respondent.


Callahan & Blaine, Jim P. Mahacek, Santa Ana, Michael J. Sachs, San Bernardino, and Kathleen
L. Dunham, Santa Ana, for Real Parties in Interest.


Opinion


BROWN, J.


In this case, we consider whether a fraudulent conveyance claim affects title to or the right to
possession of specific real property and therefore supports the recording of a notice of pendency
of action—commonly referred to as a lis pendens. We conclude that it does.


FACTS


FasTags, Inc., (FasTags) is a manufacturer and wholesale seller of identification tags for pets.
Petitioner Cynthia Kirkeby and her brother Frederick Fascenelli developed the idea for the tags and
jointly hold the patent for the manufacturing processes. Frederick and his wife Diana Fascenelli
(hereafter the Fascenellis) hold 51 percent of the outstanding stock in FasTags, and Kirkeby owns
39 percent. The remaining 10 percent of FasTags's outstanding ***807  stock is held by the
FasTags Stock Trust, of which Kirkeby is the trustee.


After Kirkeby resigned from the FasTags board of directors in 1998, she alleged the Fascenellis
looted the company. According to Kirkeby, the Fascenellis caused FasTags to execute improper
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patent licenses to increase their own salaries and bonuses, to pay their personal expenses, and
to make improper loans. The Fascenellis allegedly prevented Kirkeby from seeking corporate
records, canceled meetings so that Kirkeby could not elect a member to the board of directors, and
appointed directors without board approval.


*646  Kirkeby filed the instant action in late 2001. In the complaint, Kirkeby alleged 27 causes
of action, including a cause of action for fraudulent conveyance, and sought declaratory and
injunctive relief and damages in the aggregate amount of $4.9 million on behalf of herself and
FasTags.


In her fraudulent conveyance cause of action, Kirkeby alleged that Frederick obtained a $50,000
loan from FasTags by representing that he would use the borrowed funds to construct a building to
house FasTags's operations. But Frederick did not use this loan for its stated purpose. According to
Kirkeby, Frederick used the loan to purchase residential income property (the Oak Street Property)
for himself and Diana in June 2000. After making this purchase, the Fascenellis immediately
transferred their interest in the property to Italy & Greek Holdings, a family limited partnership
(the Family Partnership).


Prior to the purchase of the Oak Street Property—in May 1999—Frederick also transferred his
interest in his family's residence (the Clark Street Property) to the Fascenelli Family Trust. Several
months later, the Fascenellis—as trustees of that trust—transferred the trust's interest in the Clark
Street Property to the Family Partnership. Kirkeby alleged that the Fascenellis made both of these
transfers in order to defraud creditors in the collection of their claims, and requested that the
transfers be **398  voided to the extent necessary to satisfy the claims set forth in her complaint.
These transfers formed the bases of Kirkeby's fraudulent conveyance claim as set forth in her
complaint.


After filing her action, Kirkeby recorded a notice of lis pendens on the Oak Street Property and the
Clark Street Property. The Fascenellis moved to expunge the lis pendens. The trial court granted
the motion. During the hearing on the motion to expunge, the court held that the complaint was
primarily about money damages and that the recording of a lis pendens was not appropriate where
a cause of action for fraudulent conveyance—Kirkeby's only claim relating to the real property at
issue—was made but no ownership interest or possessory interest had been claimed in the subject
properties.


Kirkeby filed a writ petition seeking review of the expungement order. The Court of Appeal denied
the petition. The Court of Appeal held that Kirkeby's complaint did not affect title to or the right
to possession of real property so as to support her lis pendens, as required under Code of Civil
Procedure section 405.4. The Court of Appeal determined that the basis of Kirkeby's complaint was
to recover money that the Fascenellis wrongfully diverted to themselves in the running of FasTags.
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With respect to Kirkeby's fraudulent conveyance claim, the Court of Appeal stated, “[w]ith the
exception of the cause of action for fraudulent conveyance, the complaint has nothing to do *647
with real property. And the goal of the fraudulent conveyance cause of action is to make ***808
the property available for the collection of a judgment, not to further a claim by Kirkeby to title
or possession.”


We granted review.


DISCUSSION


[1]  “A lis pendens is a recorded document giving constructive notice that an action has been filed
affecting title to or right to possession of the real property described in the notice.” (Urez Corp. v.
Superior Court (1987) 190 Cal.App.3d 1141, 1144, 235 Cal.Rptr. 837.) A lis pendens may be filed
by any party in an action who asserts a “real property claim.” (Code Civ. Proc., § 405.20.) 1  Section
405.4 defines a “ ‘Real property claim’ ” as “the cause or causes of action in a pleading which
would, if meritorious, affect (a) title to, or the right to possession of, specific real property....” “If
the pleading filed by the claimant does not properly plead a real property claim, the lis pendens
must be expunged upon motion under CCP 405.31.” (Code com., 14A West's Ann.Code Civ. Proc.
(2004) foll. § 405.4, p. 239.)


1 Unless otherwise indicated, all further statutory references are to the Code of Civil Procedure.


Section 405.30 allows the property owner to remove an improperly recorded lis pendens by
bringing a motion to expunge. There are several statutory bases for expungement of a lis pendens,
including the claim at issue here: claimant's pleadings, on which the lis pendens is based, do not
contain a real property claim. (See § 405.31.) 2  Unlike most other motions, when a motion to
expunge is brought, the burden is on the party opposing the motion to show the existence of a real
property claim. (See § 405.30.)


2 Other bases for expungement include: (1) claimant's failure to comply with the recording, service or filing requirements of section
405.22 (see § 405.23); (2) claimant's failure to establish the probable validity of a real property claim by a preponderance of the
evidence (see § 405.32); (3) claimant is secured by a property owner filing an undertaking (see § 405.33); and (4) claimant's failure
to file an undertaking ordered by the court as a condition to maintaining a lis pendens (see § 405.34).


The Fascenellis moved to expunge pursuant to section 405.31—lack of a real property claim. 3


Section 405.31 provides: “In proceedings under this chapter, the court shall order the notice
expunged if the court finds that the pleading on which the notice is based does not contain a real
property claim.” In making this determination, the **399  court must engage in a demurrer-like
*648  analysis. “Rather than analyzing whether the pleading states any claim at all, as on a general
demurrer, the court must undertake the more limited analysis of whether the pleading states a
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real property claim.” (Code com., 14A West's Ann.Code Civ. Proc., supra, foll. § 405.31, at p.
342.) Review “involves only a review of the adequacy of the pleading and normally should not
involve evidence from either side, other than possibly that which may be judicially noticed as
on a demurrer.” (Code com., 14A West's Ann.Code Civ. Proc., supra, foll. § 405.30, at p. 337.)
Therefore, review of an expungement order under section 405.31 is limited to whether a real
property claim has been properly pled by the claimant. (Code com., 14A West's Ann.Code Civ.
Proc., supra, foll. § 405.31, at p. 342.)


3 At oral argument, counsel for the Fascenellis stated that, in addition to section 405.31, the motion to expunge was also brought
pursuant to section 405.32. Kirkeby's counsel disputed this statement. Upon our review of the record, it is clear that the motion to
expunge was brought solely under section 405.31.


Because only Kirkeby's fraudulent conveyance claim relates to real property, we ***809  must
now determine whether that claim, as pled, affects “title to, or the right to possession of, specific
real property.” (§ 405.4.) We conclude it does.


[2]  [3]  A fraudulent conveyance claim is set forth in the Uniform Fraudulent Transfer Act
(UFTA), which is codified in Civil Code section 3439 et seq. “A fraudulent conveyance is a
transfer by the debtor of property to a third person undertaken with the intent to prevent a
creditor from reaching that interest to satisfy its claim.” (Yaesu Electronics Corp. v. Tamura (1994)
28 Cal.App.4th 8, 13, 33 Cal.Rptr.2d 283.) A transfer under the UFTA is defined as “every
mode, direct or indirect, absolute or conditional, voluntary or involuntary, of disposing of or
parting with an asset ..., and includes payment of money, release, lease, and creation of a lien or
other encumbrance.” (Civ.Code, § 3439.01, subd. (i).) “A transfer of assets made by a debtor is
fraudulent as to a creditor, whether the creditor's claim arose before or after the transfer, if the
debtor made the transfer (1) with an actual intent to hinder, delay, or defraud any creditor, or (2)
without receiving reasonably equivalent value in return, and either (a) was engaged in or about to
engage in a business or transaction for which the debtor's assets were unreasonably small, or (b)
intended to, or reasonably believed, or reasonably should have believed, that he or she would incur
debts beyond his or her ability to pay as they became due. [Citations.]” (Cortez v. Vogt (1997) 52
Cal.App.4th 917, 928, 60 Cal.Rptr.2d 841, fns. omitted; see also Civ.Code, § 3439.04.) 4


4 Civil Code section 3439.04 provides: “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 as follows: [¶] (a) With actual intent to hinder, delay, or defraud any creditor of the debtor. [¶] (b) Without receiving
a reasonably equivalent value in exchange for the transfer or obligation, and the debtor: [¶] (1) 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 [¶] (2) 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 become due.”


[4]  *649  Civil Code section 3439.07 5  sets forth the remedies in a fraudulent conveyance action.
Under subdivision (a)(1) of that section, a creditor who makes a successful fraudulent conveyance
claim may obtain “[a]voidance of the transfer or obligation to the extent necessary to satisfy the
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creditor's claim.” Therefore, a fraudulent conveyance claim requesting relief pursuant to Civil
Code section 3439.07, subdivision (a)(1), if successful, may result in the voiding of a transfer of
title of specific real property. By **400  definition, the voiding of a transfer of real property will
affect title to or possession of real property. Therefore, a fraudulent conveyance ***810  action
seeking avoidance of a transfer under subdivision (a)(1) of Civil Code section 3439.07 clearly
“affects title to, or the right to possession of” (Code Civ. Proc., § 405.4) real property and is
therefore a real property claim for the purposes of the lis pendens statutes.


5 Civil Code section 3439.07 provides in relevant part: “(a) In an action for relief against a transfer or obligation ... a creditor ... may
obtain: [¶] (1) Avoidance of the transfer or obligation to the extent necessary to satisfy the creditor's claim. [¶] (2) An attachment
or other provisional remedy against the asset transferred or its proceeds.... [¶] (3) Subject to applicable principles of equity and in
accordance with applicable rules of civil procedure, the following: [¶] (A) An injunction against further disposition by the debtor ...
of the asset transferred or its proceeds. [¶] (B) Appointment of a receiver.... [¶] (C) Any other relief the circumstances may require. [¶]
(b) If a creditor has commenced an action on a claim against the debtor, the creditor may attach the asset transferred or its proceeds ....
[¶] (c) If a creditor has obtained a judgment on a claim against the debtor, the creditor may levy execution on the asset transferred
or its proceeds.”


Hunting World, Inc. v. Superior Court (1994) 22 Cal.App.4th 67, 26 Cal.Rptr.2d 923 (Hunting
World ), offers additional support for this conclusion. In Hunting World, the plaintiff filed a
federal court action for trademark infringement seeking money damages and the imposition of a
constructive trust on profits obtained as a result of the infringement. After being served with the
lawsuit, the defendant quitclaimed his interest in his family's residence to his wife. The plaintiff
then brought a fraudulent conveyance action in state court to set aside the conveyance and recorded
a lis pendens against the property. On appeal, the Court of Appeal reversed the trial court's order
granting the defendant's motion to expunge the lis pendens. Using the same reasoning we use here,
the Court of Appeal held that an action to set aside a fraudulent conveyance fell within the “clear
wording of the ‘real property claim prong’ of lis pendens law.” (Id. at p. 73, 26 Cal.Rptr.2d 923.)


[5]  Nonetheless, like the defendants in Hunting World, the Fascenellis contend a court “must
look through the pleadings to ascertain the purpose of the party seeking to maintain notice of lis
pendens.” (Hunting World, supra, 22 Cal.App.4th at p. 73, 26 Cal.Rptr.2d 923.) In support, the
Fascenellis cite Urez Corp. v. *650  Superior Court, supra, 190 Cal.App.3d 1141, 235 Cal.Rptr.
837, and several other cases. 6  The Fascenellis' argument fails based on the plain language of
the applicable statute. Nowhere in the language of section 405.31, or in its legislative history,
is the court directed to conduct such an examination during its demurrer-like analysis. Indeed,
the legislative history expressly requires courts to consider only the specific claim as pled
and to determine whether that claim is a real property claim: “This section concerns pleading.
Prior law became confused because of failure of the courts to distinguish between allegations
(pleadings) and evidence. This section concerns judicial examination of allegations only. Judicial
examination of factual evidence is separately governed by CCP 405.32.[¶] ... This section ...
mandates expungement if the pleading does not contain a real property claim. The analysis required
by this section is analogous to, but more limited than, the analysis undertaken by a court on a
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demurrer.... [T]he court must undertake the more limited analysis of whether the pleading states
a real property claim.” (Code coms. Assem. Bill No. 3620 (1991–1992 Reg. Sess.) 3 Assem. J.
(1993–1994 Reg. Sess.) p. 4281.)


6 The other cases cited are: BGJ Associates, LLC v. Superior Court (1999) 75 Cal.App.4th 952, 89 Cal.Rptr.2d 693; Lewis v. Superior
Court (1994) 30 Cal.App.4th 1850, 37 Cal.Rptr.2d 63; La Paglia v. Superior Court (1989) 215 Cal.App.3d 1322, 264 Cal.Rptr. 63;
Wardley Development Inc. v. Superior Court (1989) 213 Cal.App.3d 391, 262 Cal.Rptr. 87; Moseley v. Superior Court (1986) 177
Cal.App.3d 672, 223 Cal.Rptr. 116; Deane v. Superior Court (1985) 164 Cal.App.3d 292, 210 Cal.Rptr. 406; Burger v. Superior Court
(1984) 151 Cal.App.3d 1013, 199 Cal.Rptr. 227.


Lewis v. Superior Court, supra, 30 Cal.App.4th 1850, 37 Cal.Rptr.2d 63, is inapposite and
actually supports our conclusion. In Lewis, the real party in interest “merely allege[d] that [seller]
wrongfully took [real party in interest's] money and used the money to buy—not convey—the
property.” (Id. at p. 1865, 37 Cal.Rptr.2d 63.) The Court of Appeal concluded that the real party
in interest had simply realleged ***811  its constructive trust claim, which could not support a lis
pendens. (Ibid.) The court therefore held that although a fraudulent conveyance claim may support
a lis pendens, the complaint in that case did not allege a conveyance of real property. (Ibid.) 7


7 Because it is not presented in this case, we do not address the question of whether a claim that seeks to impose a constructive trust
or equitable lien may be a basis for a lis pendens.


[6]  By contrast, Kirkeby adequately pled a fraudulent conveyance claim by alleging that the
Fascenellis transferred title of the **401  subject properties with the intent to defraud. Specifically,
she alleged “that Defendants made these transfers with the actual intent to hinder, delay, and/or
defraud all of their creditors in the collection of their claims....” Kirkeby also asked the court to
void the transfers of both properties to the extent necessary to satisfy the claims in her complaint.
As such, her fraudulent conveyance claim, if *651  successful, will affect title to specific real
property. Accordingly, her lis pendens was improperly expunged based on section 405.31.


[7]  In reaching this conclusion, we recognize that the lis pendens statute may be abused. “While
the lis pendens statute was designed to give notice to third parties and not to aid plaintiffs in
pursuing claims, the practical effect of a recorded lis pendens is to render a defendant's property
unmarketable and unsuitable as security for a loan. The financial pressure exerted on the property
owner may be considerable, forcing him to settle not due to the merits of the suit but to rid himself
of the cloud upon his title. The potential for abuse is obvious. [Citations.]” (La Paglia v. Superior
Court, supra, 215 Cal.App.3d at p. 1326, 264 Cal.Rptr. 63, abrogated on another ground by Lewis
v. Superior Court (1999) 19 Cal.4th 1232, 1258, fn. 17, 82 Cal.Rptr.2d 85, 970 P.2d 872.) Because
of the effect of a lis pendens, “[t]he history of the lis pendens legislation indicates a legislative
intent to restrict rather than broaden the application of the remedy.” (Urez v. Superior Court, supra,
190 Cal.App.3d at p. 1145, 235 Cal.Rptr. 837.) Our courts have followed suit by restricting rather
than broadening the application of a lis pendens. (Ibid.)
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[8]  [9]  Nonetheless, we cannot ignore the plain language of the statute, which clearly establishes
that fraudulent conveyance claims may support a lis pendens where the plaintiff seeks to void a
fraudulent transfer. If this is problematic, it is up to the Legislature—and not this court—to change
the law. In any event, there are many other grounds for expunging a lis pendens. For example, under
section 405.32, the court is required to expunge a lis pendens “if the court finds that the claimant
has not established by a preponderance of the evidence the probable validity of the real property
claim.” Section 405.32—unlike section 405.31—“expressly concerns factual merit. Provision for
a demurrer-like review of the pleadings is preserved in CCP 405.31.” (Code com., 14A West's
Ann.Code Civ. Proc., supra, foll. § 405.32, at p. 346.) Section 405.32 therefore requires a “judicial
evaluation of the merits” of a claimant's case. (Code com., 14A West's Ann.Code Civ. Proc., supra,
foll. § 405.32, at p. 346.) Under Section 405.33, even if a claimant shows a probably valid claim,
the court may still order a lis pendens expunged if adequate relief for the claimant may be secured
by the giving of an undertaking. In addition, “the property owner ... may be entitled to attorney fees
and costs if successful” in expunging a lis pendens, ***812  and “[t]rial courts should liberally
impose these sanctions upon any who file fraudulent transfer actions and record notices of lis
pendens before uncovering credible evidence of fraud.” (Hunting World, supra, 22 Cal.App.4th
at p. 74, 26 Cal.Rptr.2d 923.) The availability of these statutory alternatives and the possible
imposition of attorney fees and sanctions should discourage abuse of the lis pendens statute.


[10]  Finally, we consider the Fascenellis' argument that the UFTA does not allow a lis pendens
as a remedy. The UFTA expressly provides for *652  remedies such as attachments, injunctions,
and the appointment of receivers. With respect to a lis pendens as a remedy, “[a]lthough [the
UFTA] does not provide for notices of lis pendens, it does not exclude them either.” (Hunting
World, supra, 22 Cal.App.4th at p. 73, 26 Cal.Rptr.2d 923.) Support for including a lis pendens as
a remedy is found in Civil Code section 3439.07, subdivision (a)(3)(C), which entitles a creditor
bringing a UFTA claim to “[a]ny other relief the circumstances may require.” We believe that
this broad language allows a lis pendens remedy. In addition, Civil Code section 3439.10 and its
accompanying legislative comments also provide a basis for supporting a lis pendens remedy in
a fraudulent conveyance action. Civil Code section 3439.10 provides that “the principles of law
and equity” supplement the provisions of the UFTA. The committee comment notes, **402  “
Among the remedies preserved by this section are the following: [¶] 1. The recordation of a lis
pendens in an appropriate case.” (Leg. Com. com., 12A West's Ann. Civ.Code (1997 ed.) foll. §
3439.10, p. 364.)


DISPOSITION


We reverse the judgment of the Court of Appeal and remand for further proceedings consistent
with this opinion.
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WE CONCUR: GEORGE, C.J., KENNARD, BAXTER, WERDEGAR, CHIN, and MORENO,
JJ.


All Citations


33 Cal.4th 642, 93 P.3d 395, 15 Cal.Rptr.3d 805, 04 Cal. Daily Op. Serv. 6529, 2004 Daily Journal
D.A.R. 8917
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864 F.2d 562
United States Court of Appeals,


Seventh Circuit.


In the Matter of C. Ritchey SMILEY and Marie W. Smiley, Debtors.
C. Ritchey SMILEY, Defendant–Appellant,


v.
FIRST NATIONAL BANK OF BELLEVILLE, Bank of Belleville, Bank of


O'Fallon, Murphy–Wall State Bank & Trust Co., First National Bank & Trust
of Alton, Fidelity Federal Savings & Loan Assoc., Bank of Edwardsville,


First Granite City National Bank, Bankers Trust Co. of O'Fallon, Colonial
Bank of Granite City, and State Bank of Collinsville, Plaintiffs–Appellees.


No. 88–1065.
|


Argued May 25, 1988.
|


Decided Jan. 9, 1989.


Synopsis
Creditors of husband and wife filed involuntary Chapter 7 bankruptcy proceedings and
subsequently objected to discharge. The Bankruptcy Court discharged wife but refused to
discharge husband. The United States District Court for the Southern District of Illinois, William
L. Beatty, J., affirmed, and debtor husband appealed. The Court of Appeals, Will, Senior District
Judge, sitting by designation, held that: (1) debtor's increasing indebtedness on nonexempt assets
in order to acquire exempt Kansas homestead constituted “transfer” of property, and (2) transfers
were with intent to hinder or delay creditors, precluding discharge.


Affirmed.


West Headnotes (5)


[1] Bankruptcy Fraudulent or Preferential Transfer
Debtor's acts in increasing the mortgage on his Illinois residence, pledging interest in note
to secure personal loan, and borrowing an additional sum on his life insurance, all used
to purchase a home in Kansas with unlimited homestead exemption, each constituted a
“transfer” of property of debtor within one year before filing of petition, so as to warrant
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denial of discharge if transfer was with intent to hinder or delay creditors. Bankr.Code, 11
U.S.C.A. §§ 101(50), 522(b)(2), 727, 727(a)(2)(A).


11 Cases that cite this headnote


[2] Bankruptcy Fraudulent or Preferential Transfer
Conversions of assets from nonexempt to exempt forms within the year preceding a
petition for bankruptcy are not necessarily fraudulent to creditors; to deny discharge,
court must find proof of debtor's actual intent to hinder, delay or defraud creditors, but
that finding may be inferred from the circumstances of debtor's conduct. Bankr.Code, 11
U.S.C.A. § 727(a)(2)(A).


88 Cases that cite this headnote


[3] Bankruptcy Fraudulent or Preferential Transfer
Neither fact that debtor stood to gain a large amount of money from his creditors had
Kansas homestead exemptions been upheld, nor his knowledge of Kansas exemption
law, nor his failure to volunteer information to creditors was relevant to whether there
was an intent to hinder, delay or defraud creditors when attempt was made to transfer
nonexempt property to acquire exempt Kansas homestead property, so as to warrant denial
of discharge; rather, court would look for extrinsic signs of fraud such as obtaining credit
to purchase exempt property, conversion after entry of large judgment against debtor,
engaging in pattern of sharp dealing prior to bankruptcy, and conversion rendering debtor
insolvent. Bankr.Code, 11 U.S.C.A. § 727(a)(2)(A).


44 Cases that cite this headnote


[4] Bankruptcy Fraudulent or Preferential Transfer
Conduct of debtor in borrowing additional funds on nonexempt property in effort to
acquire exempt Kansas homestead property was with intent to hinder or delay creditors,
thus warranting denial of discharge even absent intent to defraud, in light of absence of
disclosure on the day following the closing on the Kansas residence, misrepresentation of
the value of the assets, and delaying creditors from filing a bankruptcy petition pending
completion of the Kansas transaction. Bankr.Code, 11 U.S.C.A. § 727(a)(2)(A).
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[5] Bankruptcy Fraudulent or Preferential Transfer
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It was not required to show that creditors were actually harmed by debtor's transfer of
property with intent to hinder or delay creditors, in order to deny discharge. Bankr.Code,
11 U.S.C.A. § 727(a)(2).
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Attorneys and Law Firms


*563  Sten N. Mottaz, Thomas, Mottaz, Eastman & Sherwood, Alton, Ill., for defendant-appellant.


Myron A. Hanna, Thompson & Mitchell, Belleville, Ill., for plaintiffs-appellees.


Before WOOD, Jr., and FLAUM, Circuit Judges, and WILL, Senior District Judge. *


* The Honorable Hubert L. Will, Senior District Judge of the United States District Court for the Northern District of Illinois, Eastern
Division, is sitting by designation.


Opinion


WILL, Senior District Judge.


Plaintiffs, creditors of defendants C. Ritchey Smiley and his wife Marie W. Smiley, filed
involuntary Chapter 7 bankruptcy proceedings against the Smileys and subsequently objected
to their discharge. The bankruptcy court discharged Marie Smiley but refused to discharge Mr.
Smiley. The district court affirmed and Mr. Smiley appealed. We affirm.


I. Factual background.
Defendant Smiley was a businessman in O'Fallon, Illinois who owned a real estate development
company, an insurance agency, a travel agency and one-half of another real estate company called
Remax. As a result of the high interest rates and general decline in the real estate market in 1983
and 1984, Mr. Smiley's businesses fell on hard times. Defendant's wife, Marie Smiley, had wanted
for some period of time to leave the O'Fallon area to be closer to one of her daughters in either
Kansas or Texas. Because of the declining business conditions and because he wanted to escape
any embarrassment to his wife and mother from his business failures, Mr. Smiley shared his wife's
desire to leave.


In July of 1984, the Smileys were visiting their daughter in Kansas and looked at homes there.
In September of 1984, the Smileys' search became more serious, and on November 7, 1984, the
Smileys' daughter signed on their behalf a contract to purchase a house in Prairie Village, Kansas.
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The closing on the purchase took place on November 15. The purchase price of approximately
$380,000 was financed by taking out a second mortgage on the Smileys' O'Fallon residence (which
raised it from $52,000 to $210,000), by taking out a $200,000 loan from Citizens Bank & Trust of
Shawnee, Kansas secured by Mr. Smiley's interest in a promissory note from Yong B. and Anne
Kim (“the Kim Note”) and by taking out a $36,500 loan against one of Mr. Smiley's life insurance
policies.


Mr. Smiley carried out a set of transactions in preparation for the purchase of the Kansas home and
for resolving his financial difficulties. On October 30, 1984, the Smileys deeded their property in
O'Fallon to their daughter's corporation, Lynk, Inc., for two alleged purposes: to make it easier to
finance their Kansas home and to prevent any one creditor from obtaining a preference. In early
November, the title to *564  the O'Fallon house was returned to the Smileys. Mr. Smiley, along
with his attorney, Mr. Bold, met with all of his creditors on October 31, 1984 to discuss Mr. Smiley's
financial problems. Mr. Smiley said that he would like to keep his home and estimated that the
creditors should receive about forty cents on the dollar if they agreed to a voluntary work out.


At the next creditors' meeting on November 16, which took place after the purchase of the Kansas
home, Mr. Bold presented the Smileys' plan of liquidation. Three of the assets discussed were those
which made the purchase of the Kansas house possible: the life insurance, the Kim Note and the
O'Fallon home. Mr. Smiley represented that the life insurance policy had a cash surrender value of
between $4,000 and $7,000, although its actual cash surrender value was $36,000, and indicated
that its entire value (minus enough to pay premiums for one year) was available to the creditors.
He proposed to sell or borrow against the Smileys' one-third interest in the Kim Note and make one
half of its proceeds available to the creditors. Finally, the creditors were informed that the Smileys
wanted to keep their home, which was subject to a $52,000 mortgage (the O'Fallon residence).
The creditors rejected the November 16 proposal and suggested that Mr. Smiley make a new one.


Neither Mr. Smiley nor Mr. Bold told the creditors at the November 16 meeting about the purchase
of the Kansas home or about the various means of financing its purchase. When questioned at the
bankruptcy hearing about the nondisclosures, Mr. Smiley stated that the purchase did not affect
the Smileys' assets and that he understood that Mr. Bold would send an explanation to Mr. Lowery
(the attorney for the creditors). The three assets discussed above are part of a total of $2,288,857
in assets subject to $2,614,262 in liabilities, as reflected in the bankruptcy schedules eventually
filed by the Smileys.


After the November 16 meeting, the Smileys moved to the Kansas house bringing with them some
of their personal property. The Smileys moved the rest of their personal property within one week.
Within a few days, the creditors discovered the remortgage of the O'Fallon property and filed an
involuntary bankruptcy petition on November 21.
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The Smileys did not contest the petition, but filed bankruptcy schedules on February 1, 1985
claiming that the entire value of the Kansas home, as well as their personal property, car and
insurance policies, were exempt pursuant to Kansas exemption law. Kans.Stat.Ann. §§ 40–711,
60–2301, 60–2304 (1987). The bankruptcy trustee objected to the Kansas exemptions, and the
bankruptcy court determined that 11 U.S.C. § 522(b)(2)(A) (1982) required the Smileys to claim
their exemptions based on Illinois and not Kansas law, because of the short length of their residence
in Kansas. The Illinois homestead exemption is limited to $7500. Ill.Rev.Stat. ch. 110, para. 12–
901 (1984). As a result, the creditors were returned to a similar position than the one they were
in before the purchase of the Kansas house with regard to the Smileys' assets. The only loss they
experienced because of the Smileys' attempt to obtain the Kansas exemptions was a $20,000 loss
on the sale of the Kansas house purchased by the Smileys for approximately $380,000 and sold
by the bankruptcy trustee for approximately $360,000.


The bankruptcy court pointed out in its decision that the denial of discharge under Section 727(a)
(2)(A) requires not only proof of a transfer of non-exempt to exempt property, but also proof
of actual intent to hinder, delay or defraud a creditor. The court also concluded that proof that
the creditors were actually hindered, delayed or defrauded is not required. The Smileys' behavior
after their creditors began to discuss repayment was not, according to the court, satisfactorily
explained, and the court resolved that Mr. Smiley intended to conceal assets from the Smileys'
creditors in violation of Section 727. Because of Mrs. Smiley's lack of knowledge of Mr. Smiley's
business affairs, the court discharged her. On appeal, the district court affirmed the bankruptcy
court's decision denying discharge of Mr. Smiley.


*565  II. Discussion.
The bankruptcy court's denial of discharge relied on 11 U.S.C. § 727(a)(2)(A) (1982) which
provides in part:


(a) The court shall grant the debtor a discharge, unless—


(2) the debtor, with intent to hinder, delay, or defraud a creditor or an officer of the estate charged
with custody of property under this title, has transferred, removed, destroyed, mutilated, or
concealed, or has permitted to be transferred, removed, destroyed, mutilated, or concealed—


(A) property of the debtor, within one year before the date of the filing of the petition; ...


There is no dispute that the conversions of assets were authorized by the debtor, Mr. Smiley, or
that they were carried out within a year before the date that the involuntary petition was filed.
The only two elements at issue are: (1) whether Mr. Smiley's property was “transferred, removed,
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destroyed, mutilated, or concealed” within the meaning of the statute and (2) whether Mr. Smiley
intended “to hinder, delay, or defraud” his creditors.


Whether property of the debtor was transferred, removed, destroyed, mutilated, or concealed.
[1]  The bankruptcy court concluded, without discussion, that the Smileys had by their actions
transferred, removed, destroyed, mutilated, or concealed property. (Slip op. at 9). The reference
to Mr. Smiley's “intent to conceal assets ...,” id. at 13, is part of the court's discussion of intent
“to hinder, delay, or defraud” and therefore does not indicate how the Smileys' acts should be
classified. Mr. Smiley argues that no transfer or concealment occurred, because his attempt to
exchange non-exempt for exempt property failed. Brief of Appellant–Defendant at 38–43. In
support of this argument, Mr. Smiley cites Liller Bldg. Co. v. Reynolds, 247 F. 90 (4th Cir.1917)
and In re Adeeb, 787 F.2d 1339 (9th Cir.1986).


In Liller, the debtor attempted to shield personal assets by placing them in corporate form. The
court determined that the corporate assets were not exempt but that because the assets were never
beyond the reach of the creditors or outside the jurisdiction of the bankruptcy court, they were
never transferred within the meaning of the bankruptcy statute. Mr. Smiley urges us to apply the
Liller court's reasoning to his case and conclude that he made no transfers, since his failure to
qualify for the Kansas exemptions meant that those assets were never effectively removed from
the reach of the creditors or the jurisdiction of the bankruptcy court. However, we find that the
narrow definition for “transfer” relied upon by the Liller court can no longer be the law since the
Bankruptcy Reform Act took effect. Under that Act, “transfer” is defined as “every mode, direct or
indirect, absolute or conditional, voluntary or involuntary, of disposing of or parting with property
or with an interest in property, including retention of title as a security interest and foreclosure of
the debtor's equity of redemption ...” 11 U.S.C. § 101(50) (1982).


The Senate Report referring to this definitional section provides:


[a] transfer is a disposition of an interest in property. The definition of transfer
is as broad as possible. Many of the potentially limiting words in current law
are deleted, and the language is simplified. Under this definition, any transfer of
an interest in property is a transfer, including a transfer of possession, custody,
or control even if there is not transfer of title, because possession, custody, and
control are interests in property. A deposit in a bank account or similar account
is a transfer.
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S.Rep. No. 95–989, 95th Cong., 2d Sess. 26–27 (1978), reprinted in 1978 U.S.Code Cong. &
Admin. News 5787, 5813; see also H.R.Rep. No. 95–595, 95th Cong., 1st Sess. 313–14 (1977),
reprinted in 1978 U.S.Code Cong. & Admin. News 5963, 6271.


The $158,000 additional mortgage on the O'Fallon residence, the pledging of the Kim Note to
secure a $200,000 loan and the *566  borrowing of an additional $36,500 on his life insurance
constitute transfers under the present statutory definition, whether the Smileys were ultimately
successful in getting the assets classified as exempt or not. See, e.g., Wudrick v. Clements, 451
F.2d 988 (9th Cir.1971) (refinancing of car in order to deposit the proceeds in an exempt savings
account constituted a transfer); In re Compton Corp., 831 F.2d 586 (5th Cir.1987) (debtor's pledge
of assets to secure a letter of credit found to be a transfer); In re Conner, 733 F.2d 1560 (11th
Cir.1984) (a lien on wages constitutes a transfer). The decision about whether a person's property
is exempt is separate from and subsequent to the question of whether any transfers were made.
That conclusion is consistent with the holding of the Adeeb court.


In Adeeb, the debtor transferred assets for no consideration to friends and then, on the advice of a
bankruptcy attorney, reversed almost all of the transfers before his creditors filed an involuntary
bankruptcy petition. The court held that a debtor “may not be denied discharge of his debts if
he reveals the transfers to his creditors, recovers substantially all of the property before he files
his bankruptcy petition, and is otherwise qualified for a discharge.” 787 F.2d at 1345 (emphasis
added).


The debtor in Adeeb had made a mistake which he corrected before filing for bankruptcy so that
his creditors would not be prejudiced. In the present case, Mr. Smiley made no attempt to undo
all his transfers either before or after the bankruptcy petition was filed. The only asset which
he retransferred before the bankruptcy petition was filed was the title to the O'Fallon residence,
subject to the additional mortgage. The transfers previously discussed are sufficient for purposes
of section 727. The policy behind the Adeeb decision—to “encourage[ ] debtors to reveal transfers
and to attempt to recover property previously transferred,” id. at 1345, is not applicable here where
property was recovered only as a result of the action of the bankruptcy trustee and court.


Whether Mr. Smiley intended to hinder, delay, or defraud his creditors.
[2]  A debtor may retain as personal property assets which are exempted from the bankruptcy
estate under the state or local law of the debtor's domicile. 11 U.S.C. § 522(b)(2) (1982).
Conversions of assets from non-exempt to exempt forms within the year preceding a petition
for bankruptcy are not necessarily fraudulent to creditors. In re Reed, 700 F.2d 986, 990 (5th
Cir.1983) (citing Collier on Bankruptcy, ¶ 552.08[4] (15th ed. 1982)). The House and Senate
Reports regarding the 1978 revision of the Bankruptcy Code provide:
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As under current law, the debtor will be permitted to convert nonexempt property
into exempt property before filing a bankruptcy petition. The practice is not
fraudulent as to creditors, and permits the debtor to make full use of the
exemptions to which he is entitled under the law.


H.R.Rep. No. 595, 95th Cong., 1st Sess. 361 (1977), reprinted in 1978 U.S.Code Cong. & Admin.
News 5963, 6317; S.Rep. No. 989, 95th Cong., 2d Sess. 76, reprinted in 1978 U.S.Code Cong. &
Admin. News 5787, 5862. To deny discharge, a court must find proof of the debtor's actual intent
to defraud, Adeeb, 787 F.2d at 1342–43, but that finding may be inferred from the circumstances
of the debtor's conduct. Farmers Co–Operative Ass'n v. Strunk, 671 F.2d 391, 395 (10th Cir.1982).
A bankruptcy court's finding that a debtor acted with intent to hinder, delay, or defraud is a factual
determination that may be reversed only if it is clearly erroneous. Reed, 700 F.2d at 992.


[3]  Courts have come to different conclusions about what constitutes an intent to hinder, delay,
or defraud under 11 U.S.C. § 727(a)(2). Some courts have denied discharge upon a finding that at
least part of the debtor's motivation for obtaining exempt property was to keep assets away from
creditors. See, e.g., In re Schwingle, 15 B.R. 291, 294–95 (W.D.Wis.1981); In re Ford, 53 B.R.
444, 450 (W.D.Va.1984) (upholding denial of discharge because the bankruptcy court “concluded
that the primary *567  motivation for the conversion was [the debtor's] intention to remove the
real estate from the creditor's reach ...”), aff'd sub nom. Ford v. Poston, 773 F.2d 52 (4th Cir.1985).


One commentator has pointed out that a debtor's desire to acquire a particular asset could
theoretically be distinguished from his or her intent to shield assets, but that practically debtors
have mixed motives for acquiring exempt assets (to buy a new house, for instance, and to shield
assets from creditors). Resnick, Prudent Planning or Fraudulent Transfer? The Use of Nonexempt
Assets to Purchase or Improve Exempt Property on the Eve of Bankruptcy, 31 Rutgers L.Rev.
615, 638 (1978). However, a rule which denies discharge where a debtor's motive is to shield
assets rewards debtors for ignorance of the law and penalizes knowledgeable debtors for taking
advantage of their full rights under the law. A second group of courts has relied on the policy behind
bankruptcy exemptions of protecting debtors from destitution in resolving that the bankruptcy
courts should set a limit on the amount of assets which debtors may shield prior to bankruptcy. 1


1 In the case of In re Reed, 11 B.R. 683, 688 (Bankr.N.D.Tex.1981), the Texas bankruptcy court wrote,
From the legislative history and from further comments in the cited paragraph in Colliers [3 Colliers on Bankruptcy ¶ 522.08[4]
at 40–41 (15th ed. 1987) ] it appears that the basis for that law which permits the conversion of nonexempt property to exempt
property ... is that that result is necessary in order to furnish the “fresh start” and to provide the debtor with minimum exemptions....
There can be scant support for that position in Texas, however, where the homestead exemption reaches to infinity.
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Accord, Norwest Bank Nebraska, N.A. v. Tveten, 848 F.2d 871, 876 (8th Cir.1988); In re Collins, 19 B.R. 874, 877
(Bankr.M.D.Fla.1982); In re Zouhar, 10 B.R. 154, 157 (Bankr.D.N.M.1981).


A third group of courts disregards both the actual amount claimed as exempt and any evidence that
the debtor is motivated by a desire to shield assets. Those courts deny discharge only where the
debtor has committed some act extrinsic to the conversion which hinders, delays or defrauds. See,
e.g., Grover v. Jackson, 472 F.2d 589 (9th Cir.1973); 2  In re Adlman, 541 F.2d 999 (2d Cir.1976);
Love v. Menick, 341 F.2d 680 (9th Cir.1965); Forsberg v. Security State Bank of Canova, 15 F.2d
499 (8th Cir.1926); In re Johnson, 80 B.R. 953 (Bankr.D.Minn.1987). We agree with the foregoing
decisions that we should not prohibit a debtor's full use of exemptions within the limits of the law.


2 Although the Bankruptcy Reform Act only took effect in 1979, its language is substantially the same as the statute in effect at the
time these earlier cases were decided. Bankruptcy Act of 1898 § 14(b)(4), 30 Stat. 544, 550 (1898). As a result, the cases decided
under the former Act have continuing authority. 4 Collier on Bankruptcy ¶ 727.02[3] at 14.


We, therefore, find it irrelevant that Mr. Smiley stood to gain a large amount of money from his
creditors had his Kansas exemptions been upheld. In addition, his knowledge of Kansas exemption
law is irrelevant, since we do not find bankruptcy planning necessarily to be a fraud on creditors.
We look, however, for extrinsic signs of fraud. Such signs include:


(1) that the debtor obtained credit in order to purchase exempt property; (2) that
the conversion occurred after the entry of a large judgment against the debtor; (3)
that the debtor had engaged in a pattern of sharp dealing prior to bankruptcy; ...
and [ (4) ] that the conversion rendered the debtor insolvent.


4 Collier on Bankruptcy, ¶ 727.02[3] at 19–20 (15th ed. 1986) (footnotes omitted). 3


3 Collier also includes in its list of factors that “an unusually large amount of property was claimed as exempt.” ¶ 727.02[3] at 20 (citing
In re Zouhar, 10 B.R. 154 (Bankr.D.N.M.1981)). For the reasons already discussed, we do not find a large claim of exemptions to
be evidence of fraud.


Although the bankruptcy court found that Mr. Smiley's course of conduct was evidence of fraud,
he did not exhibit sharp dealing such as that shown by the debtor in the case of In re Reed, 700
F.2d 986 (5th Cir.1983). 4  The Reed court wrote, that *568  “Reed's whole pattern of conduct
evinces that intent [to defraud].” Id. at 991 (citing Farmers Co–Operative Ass'n v. Strunk, 671 F.2d
391, 395 (10th Cir.1982)). After obtaining an agreement from his creditors to postpone collection
of his debts, Reed borrowed money to augment his antique collection. He set up a separate bank
account opened without the knowledge of his creditors in which he deposited his business receipts.
He repaid from that account the money he had borrowed to buy the antiques. In addition to the
antiques, Reed accumulated other personal assets and then sold all of them for less than fair market
value. He transferred the proceeds to exempt property by applying them towards the mortgages on
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his house. Reed's entire course of conduct evidenced that he intended not only to take advantage
of his exemption rights, but that he intended to deceive his creditors into thinking that there would
be assets available to them when, in fact, Reed was converting every one of his assets to an exempt
form.


4 As pointed out above at n. 1, the bankruptcy court in Reed based its denial of discharge on the amount of assets that the debtor tried
to shield. The Fifth Circuit, however, did not mention the amount of the shielded assets, and based its decision on other grounds.


[4]  Even though Mr. Smiley's conduct is distinguishable from the pattern of sharp dealing shown
by Mr. Reed, it is similar to Mr. Reed's conduct in one important respect. The unlimited homestead
exemption in states such as Texas and Kansas provides an incentive for debtors such as Mr.
Smiley and Mr. Reed to keep their creditors in the dark about their conversion activities. Both Mr.
Smiley and Mr. Reed made efforts to hide the conversion of assets from their creditors. Mr. Smiley
purchased the Kansas property without revealing the transaction to his creditors although he met
with them the day after the closing. However, a finding of fraud requires more than a failure to
volunteer information. Continental Bank & Trust Co. v. Winter, 153 F.2d 397 (2d Cir.1946), cert.
denied, 329 U.S. 717, 67 S.Ct. 49, 91 L.Ed. 622; In re Shoesmith, 135 F. 684, 687 (7th Cir.), appeal
dismissed, 198 U.S. 582, 25 S.Ct. 804, 49 L.Ed. 1172 (1905).


At the time of the November 16, 1984 meeting with his creditors, however, Mr. Smiley not only
failed to volunteer information, but he misrepresented the value of his assets. He told his creditors
that his assets included the full value of the O'Fallon house, the Kim Note and the life insurance
policies, even though those assets had already been very substantially encumbered in order to
purchase the Kansas home. In addition, Mr. Smiley told the creditors that the life insurance policy
had a much lower cash surrender value than it actually had. In the Reed case, the debtor's actions
and representations deceived his creditors and kept them from seeking payment. Similarly, in this
case, Mr. Smiley's statements that his assets, in their unencumbered form, were available to his
creditors kept them from filing an involuntary petition until they discovered by their own effort
the additional mortgage on the O'Fallon property.


Since Mr. Smiley was trying to take advantage of legal exemptions, it is not clear that he intended
to defraud his creditors. Nevertheless, it is at least a reasonable inference to draw from his behavior
that he intended to hinder and delay them. He had every incentive to keep the creditors from
filing bankruptcy until he could establish Kansas residency so that he could take advantage of
the Kansas exemptions. Mr. Smiley's discharge must be denied pursuant to Section 727 because
it is clear that he intended to hinder or delay his creditors, even if he had no intent to defraud
them. In re Adeeb, 787 F.2d at 1343 (citing In re Trinity Baptist Church, Inc., 25 B.R. 529, 532–
33 (Bankr.M.D.Fla.1982)).


When Mr. Smiley filed his statement of financial assets as required by 11 U.S.C. § 521 (1982),
he made a full disclosure and claimed exemptions under Kansas law. However, this disclosure
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did not reverse the transfers or show that Mr. Smiley meant to reverse the effect of his earlier
misrepresentations. It is laudable that Mr. Smiley ultimately did not try to conceal assets on his
bankruptcy schedules, but he was simply attempting to take advantage of the Kansas exemptions.
The disclosure *569  does not alter the reasonable conclusion of the bankruptcy judge that Mr.
Smiley on November 16 had acted with the intent to hinder or delay discovery of his impaired
assets.


[5]  Mr. Smiley's creditors were ultimately harmed by his misrepresentation at most to the extent
of $20,000, but proof of harm is not a required element of a cause of action under Section 727.
Adeeb, 787 F.2d at 1343. See also In re Chalik, 748 F.2d 616, 618 (11th Cir.1984); Farmers Co–
Operative Ass'n v. Strunk, 671 F.2d 391, 396 (10th Cir.1982); In re Robinson, 506 F.2d 1184, 1188
(2d Cir.1974); Harris v. Baker, 86 F.2d 936, 937–38 (9th Cir.1936). All of the cited cases, except
for Adeeb and Harris, are cases where the misrepresentations which led to denial of discharge
were made under oath on a petition for discharge. But where there is a material misrepresentation
the degree of dishonesty is not measured. Feynman v. Rosenthal, 77 F.2d 320, 322 (2d Cir.1935).
In addition, a fair reading of the statute makes it clear that so long as there is an intent to hinder,
delay, or defraud, in combination with an act such as a transfer, then a debtor should be denied
the privilege of discharge. The statute does not provide that the creditors must have, in fact, been
hindered, delayed or defrauded.


III. Conclusion.
On or before November 15, 1984, the day he closed the purchase of a new residence in Kansas,
Mr. Smiley increased the mortgage on his Illinois residence by $158,000, pledged his interest in
the Kim Note to secure a personal loan of $200,000 and borrowed an additional $36,500 on his
life insurance. All of the foregoing proceeds were used to purchase the Kansas residence.


Under the current provisions of 11 U.S.C. § 727, each of these constituted a transfer since they
involved “disposing of or parting with ... an interest in property ...” That conclusion is consistent
with the Congressional intent to make the definition of transfer “as broad as possible.”


On November 16, 1984, Mr. Smiley and his counsel met with creditors. At no time during
that meeting was there any disclosure of the additional mortgage of $158,000 on the O'Fallon,
Illinois residence, the pledging of the Kim Note as collateral for the $200,000 personal note or
the additional loan on the life insurance policy. Nor was it disclosed that, on the previous day,
the proceeds from these transactions had been used to purchase a residence in Kansas which he
believed would be exempt from his creditors' claims. On the contrary, Mr. Smiley misrepresented
the value of the three assets and their availability to satisfy his creditors' claims.


The bankruptcy court found and the district court affirmed that Mr. Smiley's actions were motivated
by an intent to hinder, delay, or defraud his creditors by concealing or transferring assets. That
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finding is clearly correct. What Mr. Smiley was obviously doing, while he sought to qualify for
the Kansas exemption, was delaying his creditors from filing an involuntary petition, which they
did when they discovered the second mortgage on the O'Fallon property.


Since there were both transfers and an intent to hinder, delay, or defraud his creditors, the district
court's affirmance of the bankruptcy court's denial of Mr. Smiley's discharge was clearly correct
under Section 727 and is affirmed.


All Citations


864 F.2d 562, 18 Bankr.Ct.Dec. 1229, Bankr. L. Rep. P 72,637
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865 N.W.2d 325
Court of Appeals of Minnesota.


Nicol NAGEL, individually and ESY Investments, LLC,
a California limited liability company, Respondents,


v.
Tracy A. WESTEN, et al., Appellants.


No. A14–1776.
|


June 15, 2015.
|


Review Denied Sept. 15, 2015.


Synopsis
Background: Judgment creditors brought garnishment action against judgment debtors, seeking
to recover funds from debtors' investment account. The District Court, Hennepin County, entered
garnishment order. Debtors appealed.


Holdings: The Court of Appeals, Larkin, J., held that:


[1] annuities held by debtors in investment account constituted a “debt” that could be attached to
provide basis for in rem jurisdiction;


[2] Minnesota's exercise of in rem jurisdiction did not offend due process; and


[3] Minnesota rather than Texas law applied to determine whether annuities were exempt from
garnishment, even though debtors lived in Texas.


Affirmed.


West Headnotes (16)


[1] Appeal and Error Jurisdiction
The existence of jurisdiction is a question of law that the appellate court reviews de novo.
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[2] Courts Jurisdiction of Cause of Action
Courts Jurisdiction of remedy or relief
Subject-matter jurisdiction refers to a court's authority to hear the type of dispute at issue
and to grant the type of relief sought.


[3] Courts Jurisdiction of Cause of Action
Jurisdiction of the subject matter means authority to hear and determine a particular class
of actions and the particular questions which the court assumes to decide.


[4] Courts Jurisdiction of Cause of Action
Courts Factors Considered in General
Subject-matter jurisdiction defines the court's authority to hear a given type of case,
whereas personal jurisdiction protects the individual interest that is implicated when a
nonresident defendant is haled into a distant and possibly inconvenient forum.


[5] Judgment Nature of judgment in general
A judgment in personam imposes a personal liability or obligation on one person in favor
of another.


1 Cases that cite this headnote


[6] Judgment Nature of Adjudication
A judgment in rem affects the interests of all persons in designated property.


1 Cases that cite this headnote


[7] Judgment Judgments quasi in rem
A judgment quasi in rem affects the interests of particular persons in designated property.


1 Cases that cite this headnote
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[8] Creditors' Remedies Particular Remedies––Attachment
An attachment is in the nature of proceedings in rem, the res being the debt or other
property attached.


[9] Courts Jurisdiction of Property or Other Subject-Matter Involved
The basis of in rem jurisdiction is the presence of the subject property within the territorial
jurisdiction of the forum state.


[10] Courts Jurisdiction of Property or Other Subject-Matter Involved
A debt is property that may serve as the basis for in rem jurisdiction.


[11] Creditors' Remedies Jurisdiction of Property or Other Subject Matter of
Garnishment
A debt owed by a garnishee to an out-of-state garnishment debtor may be attached in the
state so long as: (1) the garnishment debtor could sue the garnishee in an action on the
debt in the state; (2) state garnishment law authorizes the attachment, and (3) a state court
acquires jurisdiction over the garnishee.


[12] Creditors' Remedies Jurisdiction of Property or Other Subject Matter of
Garnishment
Creditors' Remedies Money to become due;  future income
Annuities held by garnishment debtors in investment account with investment company
constituted a “debt” owed to debtors by investment company, and thus annuities could
be attached to provide basis for in rem jurisdiction over garnishment action brought by
nonresident garnishment creditors against debtors, who were also nonresidents of state in
which action was brought; annuities involved an obligation to pay a stated sum.


[13] Creditors' Remedies Jurisdiction of Property or Other Subject Matter of
Garnishment
Debt owed to garnishment debtors in form of annuities held by debtors in account with
investment company was owed by investment company rather than by life insurance
company which issued the annuity contract, supporting exercise of in rem jurisdiction over
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garnishment action in state in which investment company was headquartered, where life
insurance company was a subsidiary of investment company, investment company held
the account that held the annuity, and investment company's representative testified that
investment was company was in control of the account and that the annuity was in the
custody of investment company.


[14] Constitutional Law Banks, banking, finance, and securities
Creditors' Remedies Jurisdiction of Property or Other Subject Matter of
Garnishment
Minnesota's exercise of in rem jurisdiction over garnishment action seeking to recover
funds from out-of-state judgment debtors' account with investment company, which was
headquartered in Minnesota, did not offend due process; account's role in litigation
was not merely to bring debtors into state's courts, and debtors' client agreement with
investment company notified debtors of a Minnesota address and stated that Minnesota
law governed and that venue and personal jurisdiction would be proper in Minnesota.
U.S.C.A. Const.Amend. 14.


1 Cases that cite this headnote


[15] Appeal and Error Choice of Law
Choice-of-law questions are reviewed de novo.


[16] Exemptions What law governs
Minnesota rather than Texas law applied to resolution of garnishment debtors' claim that
annuity held by debtors was exempt from garnishment, in garnishment action brought by
creditors in Minnesota, even though debtors lived in Texas; general rule that exemptions
were determined solely by law of forum applied.


*327  Syllabus by the Court


A debt owed by a garnishee to an out-of-state garnishment debtor may be attached in Minnesota so
long as (1) the garnishment debtor could sue the garnishee in an action on the debt in Minnesota, (2)
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Minnesota garnishment law authorizes the attachment, (3) a Minnesota court acquires jurisdiction
over the garnishee, and (4) the exercise of jurisdiction comports with due process.
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OPINION


LARKIN, Judge.


Appellant garnishment debtors challenge an order in garnishment proceedings granting respondent
garnishment creditors' claim to funds in appellants' Ameriprise Financial Inc. brokerage account. 1


Appellants argue that (1) the district court lacked jurisdiction over the garnishment action, (2)
the district court's exercise of jurisdiction did not comport with due process, and (3) Minnesota's
choice-of-law principles required application of Texas exemption law. We affirm.


1 In this opinion, we use the definitions set forth in Minnesota Statutes chapter 571 governing garnishment. “ ‘Creditor’ means the
party who has a claim for the recovery of money in the civil action whether that party is the plaintiff, defendant, or other party in
the civil action and who is issuing or requesting the issuance of a garnishment summons.” Minn.Stat. § 571.712, subd. 2(a) (2014).
“ ‘Debtor’ means a party against whom the creditor has a claim for the recovery of money in the civil action whether that party is
the plaintiff, defendant, or other party in the civil action.” Id., subd. 2(b) (2014). “ ‘Garnishee’ means the third party upon whom
the garnishment summons is served.” Id., subd. 2(c) (2014). “ ‘Claim’ means the unpaid balance of the creditor's judgment against
the debtor....” Id., subd. 2(d) (2014).


FACTS


In February 2014, respondents Nicol Nagel and ESY Investments LLC, obtained a $4.5 million
judgment against appellants Tracy A. Westen and Linda Lawson from a California court, based on
appellants' failure to make material disclosures in connection with the sale of their Los Angeles
home. Appellants, who moved to Texas in 2013, made no payments in satisfaction of the judgment.
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After garnishing less than $4,000 from appellants' Texas bank account, respondents docketed the
judgment in jurisdictions across the United States, including Minnesota, “where they believe[d]
[appellants held] assets.”


Appellants have an investment account with Ameriprise Financial Inc. The record describes the
account as a “Select Variable Annuity.” In June 2014, respondents served Ameriprise with a
garnishment summons at its Minneapolis headquarters, and Ameriprise provided respondents with
nonearnings disclosure forms. The forms *328  state that at “the time of service ... there was due
and owing [appellants] from [Ameriprise] ... personal property, instruments, or papers belonging
to [appellant Westen] and in the possession of [Ameriprise],” which Ameriprise described as,
“[account number] Ameriprise Brokerage $547,645.14 Ownership: Tracy Westen and Linda
Lawson, joint tenants Assets Held in an annuity within the brokerage account.” In addition, the
words “Money Market” are written next to the $547,645.14 figure on the forms. Ameriprise placed
a hold on appellants' funds pending the outcome of the garnishment proceedings.


In July, appellants filed an exemption notice, claiming that all of the funds in their Ameriprise
account “were exempt from execution because the funds were an ‘accident, disability, or retirement
pension or annuity’ under Texas exemption law.” Appellants also moved to quash and dismiss the
garnishment action, arguing that the district court lacked subject-matter and personal jurisdiction.


The district court held an evidentiary hearing regarding the jurisdictional and exemption issues. At
the hearing, appellants presented testimony from an Ameriprise representative. The representative
testified that Ameriprise Financial Inc., is a holding company, that “Ameriprise Financial Services
is the broker,” and that “[Ameriprise Financial Services] holds the brokerage account which holds
the annuity” that is the subject of this garnishment action. The representative also testified that
an Ameriprise subsidiary, River Source Life Insurance Company, issued the annuity, and that the
account containing the annuity is “the only account that Ameriprise ... is in control of [that is]
subject to the writ” in this proceeding. The representative agreed that “the annuity is in the custody
of Ameriprise.”


Appellant Lawson also testified at the hearing. She explained that she and her husband purchased
the annuity in 2011 at her broker's office in California and that she later interacted with Ameriprise
through its broker in Dallas, Texas, where she and her husband moved in 2013. Lawson testified
that she had never been to Minnesota before the hearing and that her husband had never been
to Minnesota. She also testified that neither she nor her husband has ever owned property or a
business in Minnesota, served as an officer or director of a Minnesota company, or opened a bank
account in Minnesota.


The district court received an Ameriprise Brokerage Client Agreement dated May 2014. The client
agreement explains the role of the “Introducing Broker and Clearing Broker.”
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Your Introducing Broker and the Clearing Broker have an agreement in which
the Introducing Broker introduces customer accounts to the Clearing Broker on
a fully disclosed basis. This means that the Introducing Broker is responsible for
opening, approving and monitoring your account and for accepting securities
orders. The Clearing Broker will provide recordkeeping, delivery and receipt of
securities and funds; receive and distribute payments thereof; and safeguard all
funds and securities received. The Clearing Broker also receives and distributes
dividends and other distributions and processes exchange offers, rights offerings,
warrants, tender offers and redemptions.


The client agreement contains a notice provision that states, “You may contact us using the
following address and telephone number” and lists Ameriprise's Minneapolis, Minnesota address
and an 800 telephone number. Another provision states, “You may contact us using [Ameriprise's
Minneapolis, Minnesota address and 800 *329  telephone number]. You may also write to us at
the Introducing Broker location identified on the client application.”


The client agreement also sets forth three provisions regarding the “Governing Law,” “Disputes,”
and “predispute arbitration.” The first provides that:


THIS AGREEMENT AND ITS ENFORCEMENT SHALL BE GOVERNED
BY THE LAWS OF THE STATE OF MINNESOTA WITHOUT GIVING
EFFECT TO ITS CHOICE OF LAW OR CONFLICTS OF LAW
PRINCIPLES, UNLESS SUPERSEDED BY FEDERAL LAW OR STATUTE;
AND SHALL COVER INDIVIDUALLY AND COLLECTIVELY ALL
BROKERAGE ACCOUNTS WHICH YOU MAY OPEN OR REOPEN WITH
US, OR WHICH MAY BE INTRODUCED TO US, INCLUDING OUR
SUBSIDIARIES AND AFFILIATES, THROUGH THE COURTESY OF THE
AFOREMENTIONED INTRODUCING BROKER.


The second provides that:


In the event of a dispute regarding the Account, you agree to resolve the dispute
by looking to this Agreement. You agree that this Agreement is the complete
and exclusive statement of the Agreement between us and you which supersedes
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any proposal or prior agreement, oral or written, and any other communications
between us relating to the subject matter of this Agreement.


And the third provides that “The parties agree that venue and personal jurisdiction is proper
in Minneapolis, Minnesota.”


After the hearing on appellants' motion, the district court issued its findings of fact, conclusions
of law, and order. The district court noted that “none of the parties [question] the validity of the
underlying California judgment” and that the district court was required to provide full faith and
credit to that judgment. The district court described its exercise of jurisdiction as “in rem” and
concluded that “the property at issue, [appellants'] Ameriprise funds, is located within Minnesota
[because] Ameriprise has headquarters in [Minnesota].” The district court further concluded that
appellants could “reasonably foresee being subjected to jurisdiction in Minnesota,” based on the
Ameriprise client agreement. The district court reasoned that the agreement “listed Minnesota as
the venue to resolve disputes between the parties, and [appellants] received numerous account
statements from Ameriprise listing its Minneapolis, Minnesota address.”


The district court ruled that its “exercise of jurisdiction to garnish [appellants'] Ameriprise funds
[was] proper” and that it “must apply Minnesota exemption law.” The district court also ruled that
appellants' “attempt to exempt their entire Ameriprise fund from [respondents] is improper” and
that only $69,000 of the funds are exempt under Minn.Stat. § 550.37, subd. 24 (2014). The district
court therefore granted respondents' claim to the funds in appellants' Ameriprise account, subject
to the $69,000 exemption.


This appeal follows.


ISSUES


I. Did the district court have jurisdiction over respondents' garnishment action?


II. Did the district court's exercise of jurisdiction comport with due process?


III. Did the district court err by applying Minnesota exemption law?


ANALYSIS
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I.


We first consider whether the district court had jurisdiction over respondents' *330  garnishment
action. Appellants argue that the district court lacked “subject matter jurisdiction over the annuity.”


Jurisdictional Principles in General
[1]  [2]  [3]  “The existence of jurisdiction is a question of law that we review de novo.” In
re John Ward Gillman Engraved June 20, 1775 Copper Printing Plate, 806 N.W.2d 861, 864
(Minn.App.2011) (quotation omitted). Jurisdiction is of two types: subject-matter and personal.
Subject-matter jurisdiction refers to a court's authority to hear the type of dispute at issue and
to grant the type of relief sought. Williams v. Smith, 820 N.W.2d 807, 812–13 (Minn.2012).
“Jurisdiction of the subject matter means authority to hear and determine a particular class of
actions and the particular questions which the court assumes to decide.” Robinette v. Price, 214
Minn. 521, 526, 8 N.W.2d 800, 804 (1943). “Put differently, subject matter jurisdiction is a court's
‘statutory or constitutional power to adjudicate the case.’ ” Giersdorf v. A & M Constr., Inc., 820
N.W.2d 16, 20 (Minn.2012) (quoting Steel Co. v. Citizens for a Better Env't, 523 U.S. 83, 89, 118
S.Ct. 1003, 1010, 140 L.Ed.2d 210 (1998)).


The scope of the district court's authority in this case is set forth under the Minnesota Constitution
and relevant statutes. District courts have “original jurisdiction in all civil and criminal cases.”
Minn. Const. art. VI, § 3. More specifically, Minnesota Statutes sections 571.71 to .932 (2014)
empower district courts to adjudicate garnishment actions. Thus, the district court had subject-
matter jurisdiction.


[4]  [5]  [6]  [7]  [8]  Subject-matter jurisdiction is distinguishable from personal jurisdiction,
which is likely the exercise of jurisdiction that appellants intend to challenge in this appeal. 2


“Subject-matter jurisdiction defines the court's authority to hear a given type of case, whereas
personal jurisdiction protects the individual interest that is implicated when a nonresident
defendant is haled into a distant and possibly inconvenient forum.” United States v. Morton, 467
U.S. 822, 828, 104 S.Ct. 2769, 2773, 81 L.Ed.2d 680 (1984) (citing Ins. Corp. of Ir. v. Compagnie
des Bauxites de Guinee, 456 U.S. 694, 701–03 & n. 10, 102 S.Ct. 2099, 2104–05 & n. 10, 72
L.Ed.2d 492 (1982)). Personal jurisdiction is commonly thought to encompass jurisdiction in
personam and in rem. Hoff, 317 N.W.2d at 365 n. 5.


2 We acknowledge our supreme court's conflicting treatment of in rem jurisdiction as both subject-matter and personal jurisdiction.
Our cases have not always been clear as to the classification of matters that involve subject matter jurisdiction and, more specifically,
whether in rem jurisdiction should be treated more like subject matter jurisdiction or personal jurisdiction. Compare In re Florance,
360 N.W.2d 626, 629 n. 1 (Minn.1985) (discussing in rem jurisdiction in the context of the court's subject matter jurisdiction),
with Hoff v. Kempton, 317 N.W.2d 361, 365 n. 5 (Minn.1982) (expressing our understanding that in rem jurisdiction is commonly
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grouped “under the rubric of ‘personal jurisdiction’ ”).... Notwithstanding our efforts in recent years to distinguish procedural tools
from jurisdictional limits, see, e.g., In re Civil Commitment of Giem, 742 N.W.2d 422, 427–29 (Minn.2007), there is a need for
further clarification of our jurisprudence on subject matter jurisdiction.


In re Petition for Instructions to Construe Basic Resolution 876, 772 N.W.2d 488, 496 (Minn.2009) (Dietzen, J., concurring).


A judgment in personam imposes a personal liability or obligation on one person in favor of
another. A judgment in rem affects the interests of all persons in designated property. A judgment
quasi in rem affects the interests of particular persons in designated property. The latter is of two
types. In one *331  the plaintiff is seeking to secure a pre-existing claim in the subject property
and to extinguish or establish the nonexistence of similar interests of particular persons. In the
other the plaintiff seeks to apply what he concedes to be the property of the defendant to the
satisfaction of a claim against him.
Hanson v. Denckla, 357 U.S. 235, 246 n. 12, 78 S.Ct. 1228, 1235 n. 12, 2 L.Ed.2d 1283 (1958).
“An attachment is in the nature of proceedings in rem, the res being the debt or other property
attached....” Harvey v. Great N. Ry., 50 Minn. 405, 407, 52 N.W. 905, 906 (1892).


Under the authorities discussed above, the garnishment action in this case involved an exercise
of in rem jurisdiction. The question remains whether Minnesota had in rem jurisdiction. We turn
to that issue.


The Jurisdictional Rule Governing Attachment of Debts
[9]  [10]  [11]  “The basis of [in rem] jurisdiction is the presence of the subject property within the
territorial jurisdiction of the forum State.... Tangible property poses no problem for the application
of this rule, but the situs of intangibles is often a matter of controversy.” Denckla, 357 U.S. at 246–
47, 78 S.Ct. at 1228, 1236. A debt is property that may serve as the basis for in rem jurisdiction.
Harvey, 50 Minn. at 405, 52 N.W. at 905. And the jurisdictional rule in Minnesota has long been
that a debt owed by a garnishee to an out-of-state garnishment debtor may be attached in Minnesota
so long as (1) the garnishment debtor could sue the garnishee in an action on the debt in Minnesota,
(2) Minnesota garnishment law authorizes the attachment, and (3) a Minnesota court acquires
jurisdiction over the garnishee. See id. (“For the purposes of attachment, a debt has a situs wherever
the debtor [ (garnishee) ] can be found. Wherever the creditor [ (garnishment debtor) ] might sue for
its recovery, there it may be attached as his property, provided the laws of the forum authorize it.”).


The Minnesota Supreme Court summarized the jurisdictional rule in Templeton v. Van Dyke,
stating:


A debt has a situs wherever the debtor [ (garnishee) ] can be found.


Wherever the creditor [ (garnishment debtor) ] might sue for its recovery, there it may be reached
by garnishment as his property.
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This may be done in an action in rem even though all parties are nonresidents of the state, it
being immaterial where the debt was contracted or incurred.


169 Minn. 188, 210 N.W. 874 (1926).


Templeton explains that a garnishment creditor acts as the “representative” of the garnishment
debtor. Id. at 193, 210 N.W. at 876. “If [the garnishment debtor] himself has the right to prosecute
an action to recover the debt in this state, ... his representative has the same right as representing
him and may garnish or attach the debt provided he complies with the law of the forum.” Id. As the
Minnesota federal district court explained when discussing Templeton, “debt” is simply a way of
characterizing the funds that a garnishee holds for a judgment debtor, and the garnishee is indebted
to the judgment debtor in the amount of those funds. Elliot & Callan, Inc. v. Crofton, No. 07–CV–
3391, 2009 WL 3297506, at *3 (D.Minn. Oct. 13, 2009).


Several states follow a jurisdictional rule similar to Minnesota's. See, e.g., Levi Strauss & Co.
v. Crockett Motor Sales, Inc., 293 Ark. 502, 739 S.W.2d 157, 158 (1987) (“[T]he situs of a
debt for purposes of garnishment, is not only at the domicile of the debtor, but in any state in
which the garnishee may be found, provided the law *332  of that state permits the debtor to be
garnished, and provided the court acquires jurisdiction over the garnishee....”); Garrett v. Garrett,
30 Colo.App. 167, 490 P.2d 313, 315 (1971) (holding that a debt owed to a nonresident could
be garnished if the court properly acquired jurisdiction over the garnishee and if the nonresident
himself could have sued on the debt in the state); Fraser v. Collier Constr. Co., 297 Mich. 641,
298 N.W. 313, 316–17 (1941) (“By great weight of judicial opinion, the jurisdictional test for
garnishment is the suability of the garnishee defendant by the principal defendant in the jurisdiction
where the garnishment is instituted.” (quotation omitted)); State ex rel. Fielder v. Kirkwood, 345
Mo. 1089, 138 S.W.2d 1009, 1011 (1940) (“It is well settled that a debt may be attached wherever
the creditor might maintain a suit to recover it.”).


Moreover, Minnesota's jurisdictional rule is consistent with United States Supreme Court
precedent. In 1899, the United States Supreme Court explained:


The essential service of foreign attachment laws is to reach and arrest the payment of what is
due and might be paid to a nonresident to the defeat of his creditors. To do it, you must go to
the domicile of his debtor [ (the garnishee) ], and can only do it under the laws and procedure
in force there. This is a legal necessity, and considerations of situs are somewhat artificial. If
not artificial, whatever of substance there is must be with the [garnishee]. He, and he only, has
something in his hands. That something is the res, and gives character to the action, as one in
the nature of a proceeding in rem.
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To ignore this is to give immunity to debts owed to nonresident [garnishment debtors] from
attachment by their [garnishment] creditors, and to deny necessary remedies.


Chi., R.I. & P. Ry. v. Sturm, 174 U.S. 710, 715–16, 19 S.Ct. 797, 799–800, 43 L.Ed. 1144 (1899)
(citation omitted).


In Harris v. Balk, the United States Supreme Court summarized the jurisdictional rule as follows:


If there be a law of the state providing for the attachment of the debt, then,
if the garnishee be found in that state, and process be personally served upon
him therein, we think the court thereby acquires jurisdiction over him, and can
garnish the debt due from him to the [garnishment] debtor of the [garnishment
creditor], and condemn it, provided the garnishee could himself be sued by [the
garnishment debtor] in that state. We do not see how the question of jurisdiction
vel non can properly be made to depend upon the so-called original situs of
the debt.... Power over the person of the garnishee confers jurisdiction on the
courts of the state where the writ issues. If ... [the garnishment debtor] might
sue [the garnishee] there and recover the debt, then he is liable to process of
garnishment, no matter where the situs of the debt was originally. We do not see
the materiality of the expression ‘situs of the debt,’ when used in connection
with attachment proceedings.... It is nothing but the obligation to pay which is
garnished or attached.... In such case the situs is unimportant. It is not a question
of possession in the foreign state, for possession cannot be taken of a debt or of
the obligation to pay it, as tangible property might be taken possession of. Notice
to the [garnishee] of the commencement of the suit, and notice not to pay to [the
garnishment debtor], is all that can be given.... [The garnishee's] obligation to
pay to [the garnishment debtor] is thereby arrested, and a lien created upon the
debt itself. We can see no *333  reason why the attachment could not be thus
laid, provided the [garnishment debtor] could himself sue in that state, and its
laws permitted the attachment.


198 U.S. 215, 222–23, 25 S.Ct. 625, 626–27, 49 L.Ed. 1023 (1905) (citations omitted).


Like the Minnesota Supreme Court in Templeton, the Harris Court explained:


The [garnishment creditor] in such proceeding in the foreign state is able to sue
out the attachment and attach the debt due from the garnishee to [the garnishment
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debtor], because of the fact that the [garnishment creditor] is really, in such
proceeding, a representative of the [garnishment debtor], and therefore if such
[garnishment debtor] himself had the right to commence suit to recover the debt
in the foreign state, his representative has the same right, as representing him,
and may garnish or attach the debt, provided the municipal law of the state where
the attachment was sued out permits it.


Id. at 226, 25 S.Ct. at 628.


However, the United States Supreme Court later qualified the jurisdictional rule governing
attachment of debts in Shaffer v. Heitner, holding that “all assertions of state-court jurisdiction
must be evaluated according to the [due-process] standards set forth in International Shoe and
its progeny.” 433 U.S. 186, 212, 97 S.Ct. 2569, 2584, 53 L.Ed.2d 683 (1977) (citing Int'l Shoe
Co. v. Washington, 326 U.S. 310, 66 S.Ct. 154, 90 L.Ed. 95 (1945)). In explaining its decision,
the Court discussed Harris and stated that, in the future, a jurisdictional determination based on
Harris must include a due-process analysis under International Shoe. Id. at 200–01, 97 S.Ct. at
2577–78. But the Court did not expressly overrule Harris. Instead, the Court stated, “It would
not be fruitful for us to re-examine the facts of cases decided on the rationale[ ] of ... Harris to
determine whether jurisdiction might have been sustained under the standard we adopt today. To
the extent that prior decisions are inconsistent with this standard, they are overruled.” Id. at 212
n. 39, 97 S.Ct. at 2584 n. 39.


In sum, Minnesota's long-standing jurisdictional rule governing attachment of debts remains valid
today, but the exercise of such jurisdiction must be consistent with due process. We next turn to
application of that jurisdictional rule in this case. Section II of this opinion contains a complete
due-process analysis.


Application of the Jurisdictional Rule Governing Attachment of Debts
[12]  In applying the jurisdictional rule governing the attachment of debts, we first consider
whether appellants' Ameriprise account is a “debt” within the meaning of the rule. Templeton
involved a promissory note. 169 Minn. at 189, 210 N.W. at 875. Harris involved a verbal promise
to pay and spoke of “ordinary debts.” 198 U.S. at 216–17, 223, 25 S.Ct. at 625, 626. In this case,
appellants contend that “[t]he garnished property consists entirely of annuities.” The record is
somewhat unclear regarding that contention. Ameriprise disclosed that “there was due and owing”
appellants from Ameriprise $547,645.14, which it described both as “Money Market” and as
“[h]eld in an annuity.” But because treating appellants' Ameriprise account as an annuity does not
change our analysis, we assume that the account consists of annuities.


On this point, appellants argue:
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The [district court] erroneously relied on Templeton v. Van Dyke for the proposition that a debt
has a situs “wherever the debtor or his property can be found.” Templeton's holding involved a
bank account, and a bank account is an entirely different type of asset than an *334  annuity, as
reflected by the U.C.C.'s different categorization of these assets. Bank accounts are classified
as “accounts” or “deposit accounts,” while annuities are classified as “general intangibles.” ...
[Appellants] respectfully submit that the [district court's] decision to utilize the situs rule for an
account or a debt and to follow Templeton constituted error as a matter of law.


Appellants' argument based on Uniform Commercial Code (U.C.C.) classifications is
unpersuasive. The U.C.C. governs consensual commercial transactions. Minn.Stat. § 336.1–103(a)
(2014). Appellants do not cite authority indicating that the U.C.C. applies to garnishment actions.
We therefore rely on commonly understood definitions of the relevant terms, instead of the U.C.C.,
when determining whether an annuity is properly treated as a debt for purposes of the jurisdictional
rule.


An annuity is defined as “[a]n obligation to pay a stated sum ... to a stated recipient.” Black's
Law Dictionary 105 (9th ed.2009). A debt is defined as a “[l]iability on a claim; a specific sum
of money due by agreement or otherwise.” Id. at 462. The Court of Appeals of Arizona relied on
those definitions to treat annuity payments by an insurer to a beneficiary as a debt for the purpose
of determining jurisdiction to issue a writ of garnishment compelling the insurer to remit future
annuity payments to the beneficiary's garnishment creditor. Ellsworth Land & Livestock, Inc. v.
Bush, 224 Ariz. 542, 233 P.3d 655, 657–58 (Ct.App.2010). The beneficiary argued that the trial
court did not have jurisdiction to grant the writ because the insurer did not possess any property
within Arizona that was owed to the beneficiary. Id. at 656. The garnishment creditor argued that
the annuity constituted a “debt” and that the “debt” could be garnished under the Restatement
(Second) of Conflict of Laws § 68 (1971), which provides:


In contrast to chattels ... only two requirements must be met to permit the
garnishment of a debt. First, maintenance of the action must be authorized by a
statute.... Second, the state must have judicial jurisdiction over the garnishee....
There is no other requirement, as in the case of chattels, relating to the situs of
the thing.


Id. at 657 (quoting Restatement (Second) of Conflict of Laws § 68 cmt. b).


The Court of Appeals of Arizona concluded that the writ of garnishment was properly examined
under section 68 of the Restatement, based on the definitions of “annuity” and “debt” in Black's
Law Dictionary. Id. The court held that, because the annuity was a “debt” and because the insurer
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was subject to personal jurisdiction in Arizona, the trial court had jurisdiction to issue the writ of
garnishment. Id. at 658.


We are influenced by the logical approach of the Court of Appeals of Arizona. And we do not
discern a meaningful distinction among the promissory note in Templeton, the verbal promise to
pay in Harris, and the annuity in this case. Each involves an obligation to pay a stated sum. We
therefore conclude that the annuity in this case is a “debt” for purposes of the jurisdictional rule
governing attachment of debts.


[13]  Appellants argue that the annuity in their Ameriprise account is not a “debt” owed by
Ameriprise, because River Source Life Insurance Company issued the annuity contract, and not
Ameriprise. Appellants therefore argue that River Source owes the debt associated with their
Ameriprise account, and not Ameriprise. We are not persuaded. River Source is a subsidiary of
Ameriprise, and Ameriprise Financial *335  Services holds the account that holds the annuity.
Ameriprise's representative testified that Ameriprise “is in control of” the account and that “the
annuity is in the custody of Ameriprise.” Lastly, Ameriprise Financial Inc. disclosed that “there
was due and owing [appellants] from [Ameriprise]” $547,645.14, “[h]eld in an annuity within
the brokerage account.” On this record, we conclude that the debt associated with appellants'
Ameriprise account is owed by Ameriprise.


Under the jurisdictional rule governing attachment of debts, if appellants had the right to
sue Ameriprise in an action regarding their account in Minnesota, respondents, as appellants'
representatives, had the same right and could attach the account, so long as Minnesota law
authorized the attachment and Ameriprise was subject to the district court's jurisdiction. There
is no dispute that appellants could sue Ameriprise in Minnesota. Like the garnishment debtor in
Harris, appellants are “entitled to all the privileges and immunities of citizens of the several states,
one of which is the right to institute actions in the courts of another state.” 198 U.S. at 223, 25
S.Ct. at 627. Moreover, Ameriprise's account was subject to attachment under Minnesota law. See
Minn.Stat. § 571.73, subd. 3(2) (2014) (stating that the service of a garnishment summons attaches
all nonexempt “indebtedness, money, or other property due or belonging to the [garnishment]
debtor and owing against the garnishee ... whether or not the same has become payable.”) Lastly,
there is no dispute that Ameriprise was subject to the district court's jurisdiction or that Ameriprise
was validly served.


Because appellants could have sued Ameriprise in an action regarding their account in Minnesota,
Minnesota law authorized attachment of the account, and Ameriprise was subject to the district
court's jurisdiction, the district court had in rem jurisdiction under the jurisdictional rule governing
attachment of debts.
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II.


[14]  We next consider whether Minnesota's exercise of in rem jurisdiction satisfied due process.
Appellants contend that their “defenses to the garnishment cannot be litigated in Minnesota without
violating due process standards.” We review this jurisdictional issue de novo. In re John Ward
Gillman, 806 N.W.2d at 864 (Minn.App.2011); see also Juelich v. Yamazaki Mazak Optonics
Corp., 682 N.W.2d 565, 569–70 (Minn.2004) (applying de novo review to a due-process analysis
under International Shoe ).


Shaffer held that “all assertions of state-court jurisdiction must be evaluated according to the
standards set forth in International Shoe and its progeny.” 433 U.S. at 212, 97 S.Ct. at 2584. The
holding was a departure from the United States Supreme Court's earlier jurisprudence, which did
not require a due-process analysis of exercises of in rem jurisdiction. Id. at 200, 205–06, 97 S.Ct.
at 2577, 2580–81. The Court in Shaffer explained that, historically, the presence of property in a
state was a sufficient basis for the state to exercise jurisdiction over the property. 433 U.S. at 211–
12, 97 S.Ct. at 2583–84. In ruling that the presence of property alone would no longer be sufficient
and that such exercises of jurisdiction must comport with due process, the Court noted:


The primary rationale for treating the presence of property as a sufficient basis for jurisdiction to
adjudicate claims over which the State would not have jurisdiction if International Shoe applied
is that a wrongdoer “should not be able to avoid payment of his obligations by the expedient of
removing his assets to a place *336  where he is not subject to an in personam suit.”


Id. at 210, 97 S.Ct. at 2582 (quoting Restatement (Second) of Conflict of Laws § 66 cmt. a (1971)).


The Shaffer Court rejected that rationale as a basis for forgoing a due-process analysis in such
cases. Id., 97 S.Ct. at 2582–83. However, the Court did not foreclose any possibility of exercising
jurisdiction. Instead, it stated:


[A] State in which property is located should have jurisdiction to attach that
property, by use of proper procedures, as security for a judgment being sought in
a forum where the litigation can be maintained consistently with International
Shoe. ... [W]e know of nothing to justify the assumption that a [garnishment]
debtor can avoid paying his obligations by removing his property to a State in
which his [garnishment] creditor cannot obtain personal jurisdiction over him.
The Full Faith and Credit Clause, after all, makes the valid in personam judgment
of one State enforceable in all other States.
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Id., 97 S.Ct. at 2583 (footnotes and citation omitted). Thus, Shaffer does not preclude Minnesota's
exercise of in rem jurisdiction in respondents' action to collect on their judgment against appellants.
In fact, Shaffer speaks favorably of such an exercise of jurisdiction, so long as it satisfies the
minimum-contacts standard of International Shoe. Id. at 212, 97 S.Ct. at 2584.


As to that standard, Shaffer notes certain circumstances that would weigh against an exercise of
in rem jurisdiction. For example, the Court stated that due process would be compromised where
the property that serves as the basis for state-court jurisdiction is “completely unrelated to the
plaintiff's cause of action” and “the only role played by the property is to provide the basis for
bringing the defendant into court.” Id. at 209, 97 S.Ct. at 2582. Those were the circumstances in
Shaffer: the plaintiffs used a Delaware sequestration statute to confer quasi in rem jurisdiction on
a Delaware court so that court could determine the rights between the parties as an original matter.
Id. at 190, 194, 208–09, 97 S.Ct. at 2572, 2574, 2582.


Unlike Shaffer, this case involves a postjudgment exercise of in rem jurisdiction, in which
respondents attempt to enforce appellants' existing obligation. Unlike the res in Shaffer,
Ameriprise's debt to appellants is the subject of respondents' garnishment action and its role in the
litigation is not merely to bring appellants into Minnesota court. In Shaffer, the Supreme Court
suggested, in dicta, that its treatment of such a postjudgment in rem action might differ from its
treatment of prejudgment actions, stating:


[o]nce it has been determined by a court of competent jurisdiction that the
defendant is a debtor of the plaintiff, there would seem to be no unfairness in
allowing an action to realize on that debt in a State where the defendant has
property, whether or not that State would have jurisdiction to determine the
existence of the debt as an original matter.


Id. at 210 n. 36, 97 S.Ct. at 2583 n. 36 (note 36).


We are not aware of Minnesota caselaw addressing the extent to which Shaffer imposes due-
process limitations on postjudgment collection proceedings. But other courts have held that a
state need not establish minimum contacts with a judgment debtor to garnish property held by the
debtor in the state where the garnishment action is filed. For example, New York's intermediate
appellate court concluded, based on note 36 from Shaffer, that New York did not need personal
jurisdiction over a foreign judgment debtor to *337  enforce a foreign judgment in New York.
Lenchyshyn v. Pelko Electric, Inc., 281 A.D.2d 42, 47–48, 723 N.Y.S.2d 285 (N.Y.App.Div.2001).
The Lenchyshyn court noted that “[t]hose courts that have cited the Shaffer footnote have held
uniformly that no jurisdictional basis for proceeding against the judgment debtor need be shown
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before a foreign judgment will be recognized or enforced in a given state.” Id. at 48, 723 N.Y.S.2d
285 (collecting cases).


The Court of Appeals of Arizona has also recognized the difference between the prejudgment
action in Shaffer and a postjudgment action to enforce a debt, citing note 36 and concluding, “The
California court having had in personam jurisdiction over both parties, its judgment ... is entitled
to full faith and credit in any state ... and there is no unfairness in allowing the [judgment creditor]
to realize on that debt in Arizona where the [judgment debtor] has property, whether or not the
Arizona court would have jurisdiction to determine the existence of the debt as an original matter.”
Huggins v. Deinhard, 134 Ariz. 98, 654 P.2d 32, 36–37 (Ct.App.1982) (citing Shaffer, 433 U.S.
at 210 n. 36, 97 S.Ct. at 2583 n. 36).


The Supreme Court of Connecticut considered note 36 from Shaffer in Bank of Babylon v. Quirk,
192 Conn. 447, 472 A.2d 21, 22–23 (1984). In that case, the defendant argued “that due process
requires the existence of minimum contacts even in cases involving the enforcement of judgments
from sister states.” Id. at 22. The court rejected that argument, quoted note 36, and found “no
violation of [the] right to due process,” explaining that:


To follow the defendant's reasoning one would be obliged to recognize a
tension between the full faith and credit and the due process clauses of the
constitution of the United States. But there is no such tension. Due process is
an essential ingredient in any valid judgment. Having been given fair notice and
an opportunity to defend the action on the merits in the state of New York, the
defendant cannot be heard to complain because the plaintiff seeks to enforce that
judgment against any of his property situated in this state.


Id. at 22–23.


In a final example, the Supreme Court of Vermont explained that Shaffer involved “a suit upon
an original, unadjudicated claim [and] not a suit upon a judgment.” Berger v. Berger, 138 Vt. 367,
417 A.2d 921, 922 (1980). The court further explained that the United States Supreme Court was
“careful to note ... that the Full Faith and Credit Clause makes the valid in personam judgment of
one state enforceable in all other states.” Id. The Vermont Supreme Court quoted note 36 and stated,
“[r]ecognizing that, under the facts in Shaffer, the footnote in question is dicta, we are nonetheless
inclined to follow it. There is nothing in the concept of justice and fair play that requires a second
opportunity to litigate the liability established by a valid judgment.” Id.
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In sum, several states have relied on note 36 from Shaffer to hold that an exercise of in rem
jurisdiction to enforce a foreign judgment does not offend due process. We question whether
a postjudgment enforcement action can be held to satisfy due process without consideration of
the International Shoe standard. Once again, Shaffer requires that “all assertions of state-court
jurisdiction must be evaluated according to the standard set forth in International Shoe and its
progeny.” Shaffer, 433 U.S. at 212, 97 S.Ct. at 2584 (emphasis added). The only possible exception
that the Supreme Court recognized was when no other forum is available to the plaintiff. *338  Id.
at 211 n. 37, 97 S.Ct. at 2583 n. 37 (“This case does not raise, and we therefore do not consider,
the question whether the presence of a defendant's property in a State is a sufficient basis for
jurisdiction when no other forum is available to the plaintiff.”).


However, we agree with the reasoning of the courts discussed above: there is a significant
difference between the prejudgment exercise of in rem jurisdiction in Shaffer and a postjudgment,
in rem enforcement action. Here, the district court exercised jurisdiction over appellants' interests
in particular property to satisfy an existing judgment, the validity of which is not contested.
The district court did not exercise jurisdiction to determine the rights between appellants and
respondents in the first instance. Contacts that would be insufficient to satisfy due process in the
latter situation might be sufficient in the former situation. See Rush v. Savchuk, 444 U.S. 320, 332,
100 S.Ct. 571, 579, 62 L.Ed.2d 516 (1980) (“If a defendant has certain judicially cognizable ties
with a State, a variety of factors relating to the particular cause of action may be relevant to the
determination whether the exercise of jurisdiction would comport with ‘traditional notions of fair
play and substantial justice.’ ”).


Keeping the postjudgment context of the underlying garnishment action in mind, we turn to the
International Shoe standard, which requires that a defendant have “minimum contacts” with a
forum state such that maintaining jurisdiction there does not offend “traditional notions of fair play
and substantial justice.” 326 U.S. at 316, 66 S.Ct. at 158 (quotation omitted). There must be “some
act by which the defendant purposefully avails itself of the privilege of conducting activities within
the forum State, thus invoking the benefits and protections of its laws.” Denckla, 357 U.S. at 253,
78 S.Ct. at 1240. The defendant must “reasonably anticipate” the possibility of being brought into
the forum state's courts. World–Wide Volkswagen Corp. v. Woodson, 444 U.S. 286, 297, 100 S.Ct.
559, 567, 62 L.Ed.2d 490 (1980).


We note that appellants opened their Ameriprise account in 2011 and received correspondence
from Ameriprise that identified a Minneapolis, Minnesota address for Ameriprise. For example,
the record contains an Ameriprise Achiever Circle Elite Portfolio Review regarding the status
of appellants' account in May 2014. The document identified appellants' personal advisor as
Mark Cannon of Jones, Cannon and Associates, described as “A financial advisory practice of
Ameriprise Financial Services, Inc.” located in Texas. However, the Portfolio Review invited
appellants to use Ameriprise's 24–hour automated service to obtain information such as account
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values, and it directed appellants to contact Ameriprise Financial Services Inc., at its Minneapolis
address and 800 telephone number regarding “other questions or concerns.”


The record also contains the May 2014 Ameriprise Brokerage Client Agreement, on which
the district court relied to conclude that appellants should have reasonably foreseen that their
Ameriprise account “may be subject to jurisdiction in Minnesota as a result of their business
relationship with Ameriprise.” Appellants contend that the district court's reliance on the client
agreement was erroneous, arguing that the document was not signed by appellants or Ameriprise
and that it postdates the opening of appellants' account. 3


3 Appellants also assert that “the unauthenticated document was erroneously admitted into evidence,” but they do not provide
supporting legal authority or argument. The assertion therefore is waived. See State v. Modern Recycling, Inc., 558 N.W.2d 770, 772
(Minn.App.1997) ( “An assignment of error based on mere assertion and not supported by any argument or authorities in appellant's
brief is waived and will not be considered on appeal unless prejudicial error is obvious on mere inspection.” (quotation omitted)).


*339  In district court, respondents argued that appellants produced the client agreement in
response to respondents' postjudgment discovery requests. The district court received the client
agreement based on that representation. The first line of text in the client agreement states, “Provide
this form to the client,” and the agreement authorizes Ameriprise to “modify or change the terms
and conditions of [the] Agreement by mailing a written notice of the modification or change or a
new printed Agreement” to the account holder. This record reasonably supports the district court's
finding that the client agreement received into evidence is “[t]he account agreement between
[appellants] and Ameriprise.” See Rasmussen v. Two Harbors Fish Co., 832 N.W.2d 790, 797
(Minn.2013) (stating that appellate courts review the district court's factual findings for clear error,
examining the record to determine if it contains reasonable evidence to support the district court's
findings).


The client agreement notified appellants that (1) they may contact Ameriprise at its Minneapolis,
Minnesota address, (2) the agreement and its enforcement shall be governed by Minnesota law, and
(3) “venue and personal jurisdiction is proper in Minneapolis, Minnesota.” In sum, appellants were
on notice that Ameriprise is a Minnesota company, Ameriprise invited communications through its
Minneapolis headquarters, and Ameriprise expected that any dispute regarding the account would
be litigated under Minnesota law and that venue and personal jurisdiction would be proper in
Minnesota. Thus, appellants chose to create and maintain a business relationship with a Minnesota
company that expected to conduct the relationship in Minnesota.


Appellants argue that, even if the client agreement contemplated Minnesota as a proper venue, “that
forum choice only applied to disputes between Ameriprise and [appellants].” Appellants argue that
they could not “reasonably foresee litigating with third parties such as the respondents (as opposed
to only with [Ameriprise] ) in Minnesota.” We are not persuaded. The due-process inquiry asks
whether appellants could reasonably anticipate the possibility of being brought into Minnesota's
courts. World–Wide Volkswagen, 444 U.S. at 297, 100 S.Ct. at 567. Based on appellants' knowledge
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of Ameriprise's connection to Minnesota, appellants reasonably should have anticipated having
to litigate a dispute regarding their Ameriprise account in Minnesota, including a dispute with a
third party.


In conclusion, we are influenced by the United States Supreme Court's indication in Shaffer
that it did not intend a due-process analysis to foreclose in rem jurisdiction in actions to collect
on a judgment. An effective judicial process requires that judgments be enforceable. Although
appellants' contacts with Minnesota may be limited, we are satisfied that Minnesota's exercise of
in rem jurisdiction to enforce respondents' existing foreign judgment comports with due process.
By opening and maintaining their Ameriprise account, appellants engaged in purposeful activity
related to Minnesota that makes the district court's postjudgment exercise of in rem jurisdiction
fair, just, and reasonable. We do not suggest that respondents could garnish and attach appellants'
Ameriprise account, consistent with due process, in any state where Ameriprise does business.
*340  See Rush, 444 U.S. at 330, 100 S.Ct. at 578 (“State Farm is ‘found,’ in the sense of doing
business, in all 50 States and the District of Columbia. Under appellee's theory, the ‘debt’ owed
to Rush would be ‘present’ in each of those jurisdictions simultaneously. It is apparent that such a
‘contact’ can have no jurisdictional significance.”). But maintenance of such a suit in Minnesota,
where appellants knew Ameriprise to be headquartered, does not offend due process.


III.


[15]  [16]  Lastly, we consider whether Minnesota or Texas exemption law should apply in this
case. Appellants argue that “Minnesota's choice-of-law rules require the application of Texas
law to [their] exemption claims” and that, under Texas law, “the annuity is wholly exempt from
garnishment.” Choice-of-law questions are reviewed de novo. Schumacher v. Schumacher, 676
N.W.2d 685, 690 (Minn.App.2004).


The term “exemption” refers to property that “is not liable to attachment, garnishment, or sale on
any final process, issued from any court.” Minn.Stat. § 550.37, subd. 1 (2014); see also Minn.
Const. art. I, § 12 (“A reasonable amount of property shall be exempt from seizure or sale for the
payment of any debt or liability.”). Minnesota and Texas each exempt annuities from attachment
in garnishment proceedings; however, Texas law “fully exempt [s]” annuities, whereas Minnesota
law only exempts annuities “up to a present value of $69,000.” Tex. Ins.Code Ann. § 1108.051,
subd. (b)(2)(A) (2003); Minn.Stat. § 550.37, subd. 24. Thus, the exemption laws of Minnesota
and Texas are inconsistent.


In Milkovich v. Saari, the Minnesota Supreme Court adopted a five-factor test to be used
when selecting the applicable substantive rule in a conflict-of-law situation, which considers
predictability of results, maintenance of interstate and international order, simplification of the
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judicial task, advancement of the forum's governmental interests, and application of the better rule
of law. 295 Minn. 155, 161, 203 N.W.2d 408, 412 (1973). Appellants rely on that five-factor test to
support their contention that Texas exemption law should be applied in this case. We question that
reliance because the Minnesota Supreme Court has not extended the five-factor test to matters of
procedure and remedies. Instead, the supreme court follows “the almost universal rule that matters
of procedure and remedies [are] governed by the law of the forum state.” Davis v. Furlong, 328
N.W.2d 150, 153 (Minn.1983) (refusing to extend the five-factor test to conflicts of procedure);
see Weston v. Jones, 160 Minn. 32, 35, 199 N.W. 431, 432–33 (1924) (describing as “fundamental
[the] principle that remedies are governed by the law of the forum”).


In Wendell v. Lebon, the Minnesota Supreme Court emphasized that the law of the forum governs
the remedy in a proceeding to attach property in satisfaction of a debt. 30 Minn. 234, 239, 15 N.W.
109, 112 (1883). In Wendell, Illinois plaintiffs brought an action against a Minnesota defendant to
recover the value of goods that plaintiffs sold to defendant. Id. at 235, 15 N.W. at 109. Plaintiffs
levied an attachment on the defendant's property, and defendant obtained an order dissolving
the attachment under Minnesota's insolvency laws. Id., 15 N.W. at 109–10. Plaintiffs appealed,
arguing, in part, that although the insolvency law may have been valid as between citizens of
Minnesota, it was void as against citizens of other states. Id. at 238, 15 N.W. at 111. The supreme
court rejected that argument, stating:


*341  The provision of the law to the effect that [an] assignment made by [the
garnishment debtor] within 10 days after the levy of [an] attachment upon the
[garnishment debtor's] property dissolves the attachment ... is a matter relating
wholly to the remedy, and [it] is entirely within the control of the forum.... The
law of the forum governs the remedy. The attachment belongs to the matter of
the remedy.


Id. at 239, 15 N.W. at 112.


The United States Supreme Court has similarly stated that “[e]xemption laws ... are part of the
remedy, and subject to the law of the forum.” Sturm, 174 U.S. at 717, 19 S.Ct. at 800. And the
principle that exemption laws are remedial and therefore subject to the law of the forum state is
embodied in the Restatement (Second) of Conflict of Laws § 132 (1971), which provides:


The local law of the forum determines what property of a debtor within the state
is exempt from execution unless another state, by reason of such circumstances
as the domicile of the creditor and debtor within its territory, has the dominant
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interest in the question of exemption. In that event, the local law of the other
state will be applied. 4


4 Because the issue is not before us and it is not necessary to the resolution of this case, we do not consider adoption of Restatement
(Second) of Conflict of Laws § 132.


Although respondents do not directly cite the Restatement in their brief, they rely on the general
rule that, because exemptions are remedial, the law of the forum state governs exemptions. See,
e.g., Clark v. Wilbur, 913 F.Supp. 463, 467 (S.D.W.Va.1996) (“The mandate requiring resort to
the law of the state where the district court is held applies to questions relating to whether assets
are exempt from collection.”), aff'd sub nom. Clark v. Allen, 139 F.3d 888 (4th Cir.1998) (relying
on Fed.R.Civ.P. 69(a), which provides that “The procedure on execution [of a money judgment]
—and in proceedings supplementary to and in aid of judgment or execution—must accord with
the procedure of the state where the court is located.”); Garrett, 490 P.2d. at 315 (“Colorado
follows the general rule that exemption laws have no extraterritorial effect.”); Sherwin–Williams
Co. v. Morris, 25 Tenn.App. 272, 156 S.W.2d 350, 352 (1941) (“Questions of exemptions are to
be determined solely by the laws of the forum.”). We note that Texas follows the general rule
embodied in the Restatement. See Bergman v. Bergman, 888 S.W.2d 580, 585 (Tex.App.1994)
(“Because the Supreme Court of Texas has favored the formulations of Restatement (Second) of
Conflict of Laws, and because we feel the rule of Section 132 embodies the holdings in [Texas
precedent], we will apply the Restatement rule.”).


In conclusion, the general rule that exemptions are determined solely by the law of the forum is
consistent with Minnesota precedent and with our supreme court's refusal to apply the five-factor
conflict-of-law test to matters of procedure and remedies. The general rule therefore controls, and
the district court did not err by applying Minnesota exemption law.


DECISION


Under the jurisdictional rule governing attachment of debts, the district court had in rem
jurisdiction in the underlying garnishment action because appellants could have sued Ameriprise in
an action regarding their Ameriprise account in Minnesota, Minnesota law authorized attachment
of the account, and Ameriprise was subject to the district court's jurisdiction. Moreover, the district
court's exercise of in rem jurisdiction *342  to enforce respondents' existing foreign judgment
is consistent with due process because appellants opened and maintained an Ameriprise account
knowing that Ameriprise had its headquarters in Minnesota and expected communications and
litigation with its account holders to occur in Minnesota. Lastly, the district court properly applied
Minnesota's exemption law, and not the law of Texas, based on the general rule that exemptions
are determined solely by the law of the forum.
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186 Cal.App.3d 858, 231 Cal.Rptr. 79


JULIA A. NICOLOS, Plaintiff and Appellant,
v.


WILLIAM B. GROVER, Defendant and Respondent.


No. A033532.
Court of Appeal, First District, Division 4, California.


Oct 27, 1986.


SUMMARY


The trial court declared that a judgment lien held by a trustee in bankruptcy had priority over
part of a homestead claim by plaintiff. Plaintiff had brought her action to determine her rights in
a house as against the trustee in bankruptcy of plaintiff's ex-husband. At the time of plaintiff's
divorce, the husband conveyed to her his interest in the house, which the two of them had owned
as community property. Thereafter, the husband filed his petition in bankruptcy, and the trustee
commenced a proceeding to recover the husband's interest in the house. The trial court determined
that the husband's conveyance to plaintiff was fraudulent and rendered judgment for the trustee
for an amount representing one-half of the equity in the house. Thereafter, plaintiff filed the action
seeking a declaration that she owned the house free of any claim by the trustee, but the superior
court concluded that the conveyance of the husband's interest was void as to his creditors. (Superior
Court of Humboldt County, No. 68740, John E. Buffington, Judge.)


The Court of Appeal affirmed. Applying the general rule that, as against a grantor's creditors,
a fraudulent conveyance is void and leaves title in the grantor as though no conveyance had
been attempted, the court held when the proceeds from property fraudulently obtained find their
way into a homestead for the purposes of seclusion, the right of a creditor thus defrauded may
become paramount to that of the owner of the homestead, dependent on the facts of the case.
Here, plaintiff's homestead declaration did not affect the interest attempted to be conveyed by
the husband. Thus, the court held, although a homestead claim by or on behalf of the grantor is
effective notwithstanding an attempt by him to fraudulently convey the homesteaded property to
another, since the fraudulent conveyance effects no transfer and leaves the property in the grantor,
that same fact precludes a rule permitting the grantee, who acquires no interest, to homestead the
property. (Opinion by Sabraw, J., with Anderson, P. J., and Pochè, J., concurring.) *859
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Classified to California Digest of Official Reports


(1)
Fraudulent Conveyances and Transfers § 10--Validity and Effect--Title.
The general rule is that, as against a grantor's creditors, a fraudulent conveyance is void and leaves
title in the grantor as though no conveyance had been attempted.


[See Cal.Jur.3d (Rev), Creditors' Rights and Remedies, § 324 et seq.; Am.Jur.2d, Fraudulent
Conveyances, § 106 et seq.]


(2)
Fraudulent Conveyances and Transfers § 10--Validity and Effect-- Homestead Property.
When the proceeds from property fraudulently obtained find their way into a homestead for the
purposes of seclusion, the right of a creditor thus defrauded may become paramount to that of the
owner of the homestead, dependent on the facts of the case. Thus, a homestead may be successfully
attacked by a creditor where money fraudulently obtained from him is invested in and constitutes
part of the homestead.


(3)
Fraudulent Conveyances and Transfers § 10--Validity and Effect-- Homestead Property.
In an action to determine plaintiff's rights to a house, as against the trustee in bankruptcy of
plaintiff's ex-husband, the trial court properly declared that a judgment lien held by the trustee had
priority over part of a homestead claim by plaintiff. The ex-husband's conveyance to plaintiff, after
he had filed a petition in bankruptcy, was fraudulent, resulting in a judgment for the trustee for an
amount representing one-half of the equity in the house. Thus, plaintiff's subsequent homestead
declaration did not affect the interests attempted to be conveyed by the husband. Although a
homestead claim by or on behalf of the grantor is effective notwithstanding an attempt by him to
fraudulently convey the homesteaded property to another, since the fraudulent conveyance effects
no transfer and leaves the property in the grantor, that same fact precludes a rule permitting the
grantee, who acquires no interest, to homestead the property.


COUNSEL
Gottschalk & Sanders and Neal I. Sanders for Plaintiff and Appellant.
Mathews & Mathews and Francis B. Mathews for Defendant and Respondent. *860


SABRAW, J.


Plaintiff brought this action to determine her rights in a house in Eureka as against the trustee
in bankruptcy of plaintiff's ex-husband. The trial court declared that a judgment lien held by the
trustee had priority over part of a homestead claim by plaintiff. We affirm.
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Facts
The matter was submitted to the trial court on the basis of the arguments of counsel and uncertified
copies of papers from the bankruptcy proceedings described below. These papers included a
stipulation filed in the bankruptcy court concerning many of the governing facts. Neither party
offered strictly competent evidence or insisted that the other party do so. Moreover, it is evident
that no factual dispute exists; respondent concedes the essential accuracy of appellant's statement
of facts on appeal. The following summary therefore rests to some extent on assertions in the
parties' briefs and papers below.


In January of 1979 Julia Nicolos (plaintiff) and Thomas Nicolos (husband) were divorced. At that
time husband conveyed to plaintiff his interest in the house, which the two of them had owned
as community property.


In April 1979 husband filed a petition in bankruptcy. Respondent William Grover, the trustee,
commenced a proceeding in the bankruptcy court to recover husband's interest in the house. The
court determined that the husband's conveyance to plaintiff was fraudulent and rendered judgment
for the trustee for $11,500, representing one-half of the equity in the house. This finding and
judgment appear to have become final, and no issue is raised here concerning their validity or
conclusiveness on the underlying issue of liability. 1


1 Plaintiff questions the bankruptcy court's power to declare that the trustee had a lien which attached immediately without recordation.
This issue goes solely to determining which of the claims involved here was prior in time. Under the analysis adopted below that
question is not material to the appeal.


The bankruptcy court's judgment was entered in April 1980. No abstract of judgment was recorded
until July 1980. Meanwhile, in June, plaintiff filed a homestead declaration. Further bankruptcy
court proceedings to determine the effect of these events were inconclusive. 2  *861


2 The bankruptcy court first held that the trustee's interest under the 1980 judgment was subordinate to plaintiff's claim of homestead.
The court later annulled that order as beyond its jurisdiction, stating that the parties were “relegated to their procedures before the
Humboldt County Superior court.”


In May 1981 plaintiff filed this action seeking a declaration that she owned the house free of any
claim by the trustee. The superior court concluded that the conveyance of husband's interest to
wife was void as to his creditors and that her declaration of homestead was therefore ineffectual
as against the trustee.


Analysis
(1)The general rule is that, as against a grantor's creditors, a fraudulent conveyance is void (
Strangman v. Duke (1956) 140 Cal.App.2d 185, 191 [295 P.2d 12]) and leaves title in the grantor
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as though no conveyance had been attempted ( Malaquias v. Novo (1943) 59 Cal.App.2d 225, 231
[138 P.2d 729]; Ohio Electric Car Co. v. Duffet (1920) 48 Cal.App. 674, 678 [192 P. 298]; see Civ.
Code, §§ 3439.09, 3439.10). This rule is the basis for the trial court's conclusion that husband's
interest in the house was never conveyed to plaintiff and was unaffected by her homestead claim.


We believe the general rule governs here. Numerous cases recognize that homestead claims
may be forced to give way to claims predicated on fraud. (2)“When the proceeds from property
fraudulently obtained find their way into a homestead for the purposes of seclusion, the right of a
creditor thus defrauded may become paramount to that of the owner of the homestead, dependent
on the facts of the case.” ( Parker v. Riddell (1940) 41 Cal.App.2d 908, 914 [108 P.2d 88].)
Thus a homestead may be “successfully attacked by a creditor where money fraudulently obtained
from him is invested in and constitutes part of the homestead.” ( Duhart v. O'Rourke (1950) 99
Cal.App.2d 277, 280 [221 P.2d 767].) The closest case on its facts is Ohio Electric Car Co. v.
Duffet, supra., 48 Cal.App. 674, which held that a debtor's wife could not avoid enforcement of a
judgment against fraudulently conveyed property by relying on a later-filed homestead declaration.
The conveyance was “void ab initio,” and the wife could not “make a void title good by filing a
declaration of homestead covering the property.” ( Id. at p. 679.)


(3)Plaintiff contends that the rule making fraudulent conveyances void “does not apply where
there has been a valid homestead filed.” This is based upon broad statements in several cases
that the rules governing fraudulent conveyances are inapplicable to homesteads. (See Yager v.
Yager (1936) 7 Cal.2d 213, 217 [60 P.2d 422, 106 A.L.R. 664] [doctrine “has no application
to the creation of a homestead”]; Engelman v. Gordon (1978) 82 Cal.App.3d 174, 180 [146
Cal.Rptr. 835] [same]; Oppenheim v. Goodley (1957) 148 Cal.App.2d 325, 327 [306 P.2d 944]
[“homesteads are not subject to the law of fraudulent conveyances”]; Duhart v. O'Rourke, supra.,
99 Cal.App.2d at p. 280 [same].) However, these statements must be understood *862  as referring
to a fraudulent conveyance of property already validly homesteaded. In context they refer to the
rule that a homestead may be validly created or conveyed notwithstanding a desire to hinder or
delay creditors. (See Oppenheim v. Goodley, supra., 148 Cal.App.2d at p. 327; Parker v. Riddell,
supra., 41 Cal.App.2d at p. 914.) Thus a homestead claim by or on behalf of the grantor is effective
notwithstanding an attempt by him to fraudulently convey the homesteaded property to another.
(See Oppenheim v. Goodley, supra..) This flows from the very fact that the fraudulent conveyance
effects no transfer and leaves the property in the grantor. ( Id. 148 Cal.App.2d at p. 327, quoting
Palen v. Palen (1938) 28 Cal.App.2d 602, 606 [83 P.2d 36].) That same fact precludes a rule
permitting the grantee, who acquires no interest, to homestead the property. 3


3 A different result might follow if husband had declared a homestead (see Oppenheim v. Goodley, supra., 148 Cal.App.2d at p. 329), or
if a homestead had been declared while plaintiff and husband were still married (see Wiltrakis v. Wiltrakis (1966) 244 Cal.App.2d 257,
258-259 [53 Cal.Rptr. 97]). However, the record before us does not establish anything other than a fraudulent conveyance unaffected
by any prior claim of homestead.
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The parties devote considerable attention to questions concerning the relative priority in time of
their respective claimed interests. Since in our view plaintiff's homestead declaration did not affect
the interest attempted to be conveyed by husband, it is unnecessary to address those issues.


The judgment is affirmed. Costs to respondent.


Anderson, P.J., and Pochè, J., concurred. *863


End of Document © 2020 Thomson Reuters. No claim to original U.S. Government Works.
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July 1, 2004.
|


Rehearing Denied Sept. 1, 2004. *


* Kennard and Werdegar, JJ., dissented.


Synopsis
Background: Police officer sought writ of mandamus to require city to grant his application for
disability retirement for mental incapacity due to hostility toward him by fellow officers. The
Superior Court of Orange County, No. 00CC03056, William F. McDonald, J., entered judgment
for officer. City appealed. The Court of Appeal reversed.


[Holding:] The Supreme Court granted review, superseding the opinion of the Court of Appeal,
and in an opinion by Brown, J., held that for officer to qualify for disability retirement, he would not
only have to show he was incapacitated from continuing to perform his usual duties in his former
department, but also that he was incapacitated from performing the usual duties of a patrol officer
for other California law enforcement agencies covered by the Public Employees' Retirement Law
(PERL).


Reversed.


Baxter, J., concurred and dissented, with opinion.


Kennard, J., dissented, with opinion, joined by Werdegar, J.


Opinion 128 Cal.Rptr.2d 714, superseded.
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West Headnotes (6)


[1] Statutes Intent
The objective of statutory interpretation is to ascertain and effectuate legislative intent.


27 Cases that cite this headnote


[2] Statutes Plain Language;  Plain, Ordinary, or Common Meaning
To determine legislative intent, courts turn first to the words of the statute, giving them
their usual and ordinary meaning.


34 Cases that cite this headnote


[3] Administrative Law and Procedure Plain, literal, or clear meaning;  ambiguity or
silence
Statutes Extrinsic Aids to Construction
When statutory language is susceptible of more than one reasonable interpretation, courts
look to a variety of extrinsic aids, including the ostensible objects to be achieved, the
evils to be remedied, the legislative history, public policy, contemporaneous administrative
construction, and the statutory scheme of which the statute is a part.


50 Cases that cite this headnote


[4] Municipal Corporations Disability pension or compensation
Public Employment Disability pensions and disability retirement in general
In order for police officer to qualify for disability retirement due to hostility toward
him by fellow officers, he would not only have to show he was incapacitated from
continuing to perform his usual duties in his former department, but also that he was
incapacitated from performing the usual duties of a patrol officer for other California law
enforcement agencies covered by the Public Employees' Retirement Law (PERL). West's
Ann.Cal.Gov.Code §§ 20000, 20069, 21156.


See 9 Witkin, Cal. Procedure (4th ed. (1997) Administrative Proceedings, § 149); 2 Witkin,
Summary of Cal. Law (9th ed. 1988) Workers' Compensation, § 236.
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[5] Courts Previous Decisions as Controlling or as Precedents
A decision does not stand for a proposition not considered by the court.


21 Cases that cite this headnote


[6] Municipal Corporations Disability pension or compensation
Municipal Corporations Evidence
Public Employment Disability pensions and disability retirement in general
If police officer seeking disability retirement showed not only that he was incapacitated
from performing his usual duties for prior employer, but also that he was incapacitated
from performing the usual duties of a patrol officer for other California law enforcement
agencies, the burden will shift to his former employer to show not only that officer
was capable of performing the usual duties of a patrol officer for other California
law enforcement agencies, but also that similar positions with other California law
enforcement agencies, with reasonably comparable pay, benefits, and promotional
opportunities, were available to him. West's Ann.Cal.Gov.Code §§ 20000, 20069, 21156.


6 Cases that cite this headnote
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***858  *338  **351  Grancell, Lebovitz, Stander, Marx and ***859  Barnes, Grancell,
Lebovitz, Barnes and Reubens, Norin T. Grancell and Lawrence Kirk, for Defendant and
Appellant.


Lemarie, Faunce, Pingel & Singer, Law Office of Steven R. Pingel, Steven R. Pingel, Seal Beach;
Faunce, Singer & Oatman, Edward L. Faunce, Seal Beach, and Larry J. Roberts, for Plaintiff and
Respondent.


Peter H. Mixon, Carol McConnell and Richard B. Maness for California Public Employees
Retirement Association, Sacramento, as Amicus Curiae on behalf of Plaintiff and Respondent.


Opinion


BROWN, J.


Plaintiff Steven W. Nolan was a police officer for the City of Anaheim (Anaheim); his last
assignment was as a patrol officer. Pursuant to Government Code section 21156, 1  Mr. Nolan has
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applied for permanent disability retirement benefits on the ground that threats and harassment
by other Anaheim officers have rendered him “incapacitated physically or mentally for the
performance of his ... duties in the state service.” (Italics added.) The question presented is what,
for the purposes of section 21156, is meant by “state service”?


1 Unless otherwise indicated, all statutory references are to the Government Code.


“State service,” Mr. Nolan contends, refers to the applicant's last employer. Therefore, Mr. Nolan
argues, in order to qualify for disability retirement, he need only show he is incapable of continuing
to perform his duties as a patrol officer for Anaheim. We disagree. We conclude that in order to
qualify for disability retirement under section 21156, Mr. Nolan will have to show not only that
he is incapacitated from performing his usual duties for Anaheim, but also that he is incapacitated
from performing the usual duties of a patrol officer for other California law enforcement agencies.
Assuming Mr. Nolan makes such a prima facie showing, the burden will then shift to Anaheim to
show not only that Mr. Nolan is capable of performing the usual duties of a patrol officer for other
California law enforcement agencies, but also to show that similar positions with other California
law enforcement agencies are available to Mr. Nolan. By similar positions, we mean patrol officer
positions with reasonably comparable pay, benefits, and promotional opportunities.


*339  I. FACTUAL AND PROCEDURAL BACKGROUND


Mr. Nolan began work as a police officer with Anaheim in 1984. He was number one in his sheriff's
academy class and received outstanding ratings early in his career. In 1991, upon transferring to
the gang unit, Mr. Nolan reported what he believed to be excessive use of force by fellow officers.
As an apparent consequence, Mr. Nolan experienced strained relations with other members of the
gang unit, and he voluntarily returned to patrol duty in 1992.


Five months later, after an internal affairs investigation failed to substantiate any misconduct on
the part of the other officers, disciplinary charges were brought against Mr. Nolan for violation of
department rules. The charges included unbecoming conduct, unsatisfactory performance, misuse
of sick time, and improper handling of evidence. Mr. Nolan was fired, and he took the case to
arbitration. The arbitrator ordered him reinstated, but suspended for five days.


Shortly after the arbitration, Mr. Nolan received two threatening telephone calls and numerous
telephone hang-ups. He believed the calls were placed by Anaheim police officers. One caller
warned him to always wear his vest, an apparent allusion to being shot at, and the other said,
“Welcome ***860  back, you're fucking dead.” As a consequence, Mr. Nolan filed for disability
retirement; he also filed a civil “whistleblower” suit seeking damages for wrongful termination.
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In the whistleblower suit, the jury awarded Mr. Nolan $223,000 for the wrongful termination, but
reduced the award by $63,000 on the ground he could have found comparable employment. In
addition, the jury awarded Mr. Nolan $180,000 for emotional stress.


In this disability matter, the administrative law judge found that Mr. Nolan suffered no mental
incapacity and recommended denial of his request. Anaheim adopted the decision, **352  and
Mr. Nolan filed this action, seeking a writ of mandamus to compel the city to grant him disability
retirement.


The superior court found that Mr. Nolan was permanently incapacitated for the performance of
his duties as a police officer for Anaheim. The court based its finding on the testimony of a
psychologist retained by Mr. Nolan, concurred in by a psychiatrist retained by the city's insurance
carrier, that he was not emotionally and mentally able to work as a police officer due to his fear for
his personal safety and the retaliation he had already experienced. 2  *340  The court further found
that Mr. Nolan's fear of retaliation was based, in part, on the likelihood that he could not count on
fellow officers for backup in time of need. The court noted that his post termination arbitration
proceeding and his civil whistleblower suit had established that the police department did not have
sufficient reason to terminate him and that the termination was in retaliation for his informing on
fellow officers he believed used illegal force on suspects. The court further noted that even the
psychiatrist retained by the city stated that Mr. Nolan's fears were reasonable.


2 No issue is raised in this case as to whether section 21151 covers psychiatric incapacity resulting from conflicts with fellow employees.
Previously, we have assumed it does. (See Pearl v. Workers' Comp. Appeals Bd. (2001) 26 Cal.4th 189, 191, 109 Cal.Rptr.2d 308,
26 P.3d 1044 (Pearl ) [disability claim “alleging cumulative workplace trauma ... including psychiatric injury caused by a series of
incidents involving other officers and [applicant's] supervisor”].)


The Court of Appeal reversed and remanded the cause for reconsideration of the administrative
record under what it held to be the appropriate standard, i.e., “whether Mr. Nolan is mentally
incapacitated for state service, i.e., perform police services throughout the state....”


We affirm the judgment of the Court of Appeal, which reversed the judgment of the trial court,
and we remand the matter for further proceedings consistent with this opinion.


II. DISCUSSION


[1]  [2]  [3]  The rules governing statutory construction are well settled. We begin with the
fundamental premise that the objective of statutory interpretation is to ascertain and effectuate
legislative intent. (People v. Trevino (2001) 26 Cal.4th 237, 240, 109 Cal.Rptr.2d 567, 27 P.3d 283;
People v. Gardeley (1996) 14 Cal.4th 605, 621, 59 Cal.Rptr.2d 356, 927 P.2d 713.) To determine
legislative intent, we turn first to the words of the statute, giving them their usual and ordinary
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meaning. (Trevino, at p. 241, 109 Cal.Rptr.2d 567, 27 P.3d 283; Trope v. Katz (1995) 11 Cal.4th
274, 280, 45 Cal.Rptr.2d 241, 902 P.2d 259.) When the language of a statute is clear, we need go
no further. However, when the language is susceptible of more than one reasonable interpretation,
we look to a variety of extrinsic aids, including the ostensible ***861  objects to be achieved,
the evils to be remedied, the legislative history, public policy, contemporaneous administrative
construction, and the statutory scheme of which the statute is a part. (Granberry v. Islay Investments
(1995) 9 Cal.4th 738, 744, 38 Cal.Rptr.2d 650, 889 P.2d 970; People v. Woodhead (1987) 43 Cal.3d
1002, 1007–1008, 239 Cal.Rptr. 656, 741 P.2d 154.)


The statutory context of this case was recently summarized in Pearl, supra, 26 Cal.4th 189, 109
Cal.Rptr.2d 308, 26 P.3d 1044. “The Legislature enacted the Public Employees' Retirement Law
(Gov.Code § 20000 et seq.), ‘to effect economy and efficiency in the public service by providing
a means whereby employees who become *341  superannuated or otherwise incapacitated may,
without hardship or prejudice, be replaced by more capable employees, and to that end provide
a retirement system consisting of retirement compensation and death benefits.’ (Id. § 20001.)
Under its provisions, certain persons, including police officers, are eligible for special disability
retirement benefits if they are ‘incapacitated for the performance of duty as the result of an
industrial disability.’ (Id. § 21151, italics added.) Thus, upon retirement for such a disability, a
peace officer ‘shall receive a disability allowance of 50 percent of his or her final compensation
plus an annuity purchased with his or her accumulated additional contributions, if any, or, if
qualified for service retirement, the member **353  shall receive his or her service retirement
allowance if the allowance, after deducting the annuity, is greater.’ (Id. § 21407.) These benefits are
free from federal income taxes. (26 U.S.C. § 104(a)(1).)” (Pearl, at pp. 193–194, 109 Cal.Rptr.2d
308, 26 P.3d 1044.)


The provision of the Public Employees' Retirement Law (PERL) at issue here is section 21156,
which provides for disability retirement for a member who is incapacitated physically or mentally
for the performance of his or her duties in the state service. Section 21156 provides in pertinent
part: “If the medical examination and other available information show to the satisfaction of the
board, or in case of a local safety member, other than a school safety member, the governing body
of the contracting agency employing the member, that the member is incapacitated physically
or mentally for the performance of his or her duties in the state service and is eligible to retire
for disability, the board shall immediately retire him or her for disability, unless the member is
qualified to be retired for service and applies therefor prior to the effective date of his or her
retirement for disability or within 30 days after the member is notified of his or her eligibility for
retirement on account of disability, in which event the board shall retire the member for service.”


Again, the question presented is what, for the purposes of section 21156, is meant by “state
service”?
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Mr. Nolan contends that for a police officer, i.e., “a local safety member,” to demonstrate he or
she is “incapacitated physically or mentally for the performance of his or her duties in the state
service,” the officer need only show an incapacity to continue functioning in “the contracting
agency employing the member.”


[4]  We disagree. As the Court of Appeal observed, section 21156 does not refer to the employee's
last employing department; it refers to state service. Section 20069 defines “state service” as
“service rendered as an ... officer of the state, the university, a school employer, or a contracting
agency, for compensation....” When sections 21156 and 20069 are read *342  together, it becomes
clear that “state service,” for the purposes of section 21156, means all forms of public agency
service ***862  that render an employee eligible for the benefits of section 21156. Therefore, in
order for Mr. Nolan to qualify for disability retirement under section 21156, he will not only have
to show he is incapacitated from continuing to perform his usual duties for Anaheim, but also that
he is incapacitated from performing the usual duties of a patrol officer for other California law
enforcement agencies covered by the PERL.


The position taken by Mr. Nolan would lead to results that would clearly be at variance with
the fundamental policies that led the Legislature to enact the PERL. As previously stated, the
Legislature enacted the PERL “to effect economy and efficiency in the public service by providing
a means whereby employees who become superannuated or otherwise incapacitated may, without
hardship or prejudice, be replaced by more capable employees, and to that end provide a retirement
system consisting of retirement compensation and death benefits.” (§ 20001, italics added.) Mr.
Nolan asserts that no other law enforcement agency in the state would be willing to hire him
because he (1) has accused fellow officers of misconduct, (2) is perceived as a troublemaker for
challenging his termination and bringing a whistleblower suit, and (3) has a history of anxiety,
depression and fear. However, in response to questions at oral argument, Mr. Nolan's counsel also
insisted that Mr. Nolan would be entitled to permanent disability retirement even if several police
departments in communities surrounding Anaheim were to offer him positions that were in all
relevant respects similar to the position he held in Anaheim, and his psychological disability did
not extend to the other departments. We find it inconceivable that the Legislature, in enacting the
PERL “to effect economy and efficiency in the public service,” intended to grant an applicant
permanent disability retirement benefits under such circumstances.


Mr. Nolan contends, however, that the granting of such a windfall is compelled by the body of
case law that has developed in the Courts of Appeal regarding light duty assignments. As Mr.
Nolan points out, under **354  the light duty doctrine, a police officer is not considered to be
incapacitated if a permanent light duty position the officer is capable of performing is available
within that department. (See, e.g., Barber v. Retirement Board (1971) 18 Cal.App.3d 273, 95
Cal.Rptr. 657 (Barber ); Craver v. City of Los Angeles (1974) 42 Cal.App.3d 76, 117 Cal.Rptr. 534
(Craver ); O'Toole v. Retirement Board (1983) 139 Cal.App.3d 600, 188 Cal.Rptr. 853 (O'Toole ).)
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[5]  The light duty cases are distinguishable. The seminal light duty cases involved construction
of disability retirement provisions of city charters. (Barber, supra, 18 Cal.App.3d at pp. 275–276,
95 Cal.Rptr. 657 [San Francisco]; Craver, supra, 42 Cal.App.3d at p. 79, 117 Cal.Rptr. 534 [Los
Angeles]; *343  O'Toole, supra, 139 Cal.App.3d at p. 603, 188 Cal.Rptr. 853 [San Francisco].)
Therefore, the question addressed in each of those cases was whether the applicant was capable of
filling a permanent light duty assignment that was available in the applicant's department. 3  Mr.
Nolan has not brought to ***863  our attention, nor has our own research revealed, a light duty
case addressing the relevance of the availability of appropriate light duty assignments in other
cities. A decision, of course, does not stand for a proposition not considered by the court. (People
v. Harris (1989) 47 Cal.3d 1047, 1071, 255 Cal.Rptr. 352, 767 P.2d 619.) Therefore, the light duty
cases are simply not apposite.


3 (See Barber, supra, 18 Cal.App.3d at p. 278, 95 Cal.Rptr. 657 [section 171.1.3 of the San Francisco Charter was properly construed as
referring to “duties required to be performed in a given permanent assignment within the department ”]; Craver, supra, 42 Cal.App.3d
at p. 80, 117 Cal.Rptr. 534 [“The language of section 182 [of the Los Angeles Charter] indicates that the determination of disability
and necessity of retirement is on a departmental basis rather than that of a single job or a particular duty. The section refers to duties
‘in such department’ and to ‘further service in such department’ ”]; O'Toole, supra, 139 Cal.App.3d at p. 602, 188 Cal.Rptr. 853
[“The sole issue is whether there is substantial evidence to support the trial court's finding that there was no ‘light duty’ assignment
in the [San Francisco] [P]olice [D]epartment available to O'Toole”].)


In its brief, amicus curiae, the California Public Employees' Retirement System (CalPERS), warns
that a standard of the sort we adopt today—that a peace officer seeking permanent disability
retirement must show not only that he is incapacitated from performing his usual duties for his last
employer, but also that he is incapacitated from performing the usual duties of his last assignment
for other California law enforcement agencies—would not be administrable. Such a test would be
impossible to administer, CalPERS contends, because “it requires assumptions about what services
are required at other departments or employers other than at [the] City of Anaheim. While it may
be possible to imagine some duties that other police departments require of police officers, uniform
circumstances of employment around the state cannot be presumed.”


CalPERS has set up a straw man. Doubtless, the duties required of, for example, patrol officers
are not uniform throughout the state. However, that is beside the point. The question is: What are
the usual duties of a patrol officer? (Mansperger v. Public Employees' Retirement System (1970)
6 Cal.App.3d 873, 876–877, 86 Cal.Rptr. 450 (Mansperger ).)


In Mansperger, the Court of Appeal was called upon to construe former section 21022. (Added by
Stats.1945, ch. 123, § 1, p. 599; repealed by Stats.1995, ch. 379, § 1, p.1955.) It provided: “Any
patrol or local safety member incapacitated for the performance of duty as the result of an industrial
disability shall be retired for disability, pursuant to this chapter, regardless of age or amount of
service.” (Italics added.) The Mansperger court held that “incapacitated for the performance of
duty,” for the purposes of former *344  section 21022, meant the substantial inability of the
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applicant to perform his usual duties. (Mansperger, supra, 6 Cal.App.3d at p. 876, 86 Cal.Rptr.
450.) The court acknowledged that the applicant, a state fish and game warden, could no longer
lift or carry heavy objects, but observed the necessity for doing so was a “remote occurrence” in a
fish and game warden's job. (Id. at pp. 876–877, 86 Cal.Rptr. 450.) The court also acknowledged
that fish and game wardens **355  occasionally need to make physical arrests, but observed that
such occasions were “not a common occurrence for a fish and game warden.” (Id. at p. 877, 86
Cal.Rptr. 450.) The evidence showed the applicant “could substantially carry out the normal duties
of a fish and game warden.” (Id. at p. 876, 86 Cal.Rptr. 450.) Therefore, the court held, “the board,
and the trial court, properly found that petitioner was not ‘incapacitated for the performance of
duty,’ within the meaning of section 21022 of the Government Code and, therefore, that he was not
entitled to the disability pension which he sought.” (Id. at p. 877, 86 Cal.Rptr. 450, italics omitted.)


With all due respect to the expertise of CalPERS in administering the PERL, determining the usual
duties of a patrol officer should not be that difficult. Every ***864  civil service employer must
describe the usual duties of every position.


[6]  Finally, while the Legislature, in enacting the PERL, was concerned to “effect economy and
efficiency in the public service,” it expressly intended to do so “without hardship or prejudice”
to “employees who become superannuated or otherwise incapacitated.” (§ 20001.) To deny Mr.
Nolan disability retirement benefits on the ground he is capable of working for other California
law enforcement agencies would clearly work a hardship on him if, as he claims, no other law
enforcement agency would, in fact, be willing to hire him because he has blown the whistle on
misconduct by fellow officers. Therefore, if Mr. Nolan shows not only that he is incapacitated from
performing his usual duties for Anaheim, but also that he is incapacitated from performing the
usual duties of a patrol officer for other California law enforcement agencies, the burden will shift
to Anaheim to show not only that Mr. Nolan is capable of performing the usual duties of a patrol
officer for other California law enforcement agencies, but also that similar positions with other
California law enforcement agencies are available to him. 4  By *345  similar positions, we mean
patrol officer positions with reasonably comparable pay, benefits, and promotional opportunities.


4 In his brief in the Court of Appeal, Mr. Nolan's counsel discussed bifurcation of the burden of proof. Mr. Nolan's primary position, of
course, is that he should only be required to prove he is incapable of continuing to perform his duties as a patrol officer for Anaheim.
However, his fallback position is that once he shows he is incapable of continuing to work as a patrol officer for Anaheim, the burden
would shift to Anaheim to prove “the existence of suitable alternate employment opportunities.”
At oral argument in this court, counsel for Anaheim was asked his views on the burden of proof. Counsel responded that if Mr. Nolan
showed he was incapable of continuing to perform his usual duties for Anaheim, the burden would shift to Anaheim to show Mr.
Nolan was not incapacitated from the performance of his usual duties elsewhere in the state. When asked whether Anaheim would
have to show that a position elsewhere in the state was actually available to Mr. Nolan, Anaheim's counsel responded no, that the
test should be capacity, not employability.
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III. DISPOSITION


We affirm the judgment of the Court of Appeal reversing the judgment of the trial court; we remand
the matter for further proceedings consistent with this decision.


WE CONCUR: GEORGE, C.J., CHIN and MORENO, JJ.


Concurring and Dissenting Opinion by BAXTER, J.
I agree with the majority opinion insofar as it rejects Mr. Nolan's argument that he can claim
disability retirement benefits on the sole basis that he has become physically or psychologically
incapacitated to work as a police officer for the City of Anaheim. On the contrary, he must show
that his job-related physical or psychological condition prevents him from performing the usual
and customary duties of a police officer anywhere in the state. And once he does present such
evidence, the city must have an opportunity to rebut it.


But that is the end of the matter. If Mr. Nolan has a general job-related incapacity for police officer
duties, he is entitled to a pension. Otherwise, he is not. The majority opinion thus errs in its holding
that Mr. Nolan may retire for disability, even if he has **356  no general incapacity, unless the
city can show “that similar positions with other California law enforcement agencies are available
to him.” ***865  (Maj. opn., 14 Cal.Rptr.3d at p. 864, 92 P.3d at p. 355, fn. omitted, italics added.)


The majority's effort not to penalize Mr. Nolan for his “whistleblowing” activities is
understandable, but it is an example of good intentions gone awry. The statutory scheme specifies
that an eligible local safety member may be retired for disability if “the member is incapacitated
physically or mentally for the performance of his or her duties in the state service” (Gov.Code, §
21156, italics added) 1  “as the result of an industrial disability” (§ 21151, subd. (a)). The statutes
nowhere intimate that a disability pension is available to an officer who has a general physical and
mental ability to perform, but simply cannot secure a position. Unemployability is not the same
thing as incapacity. The disability retirement system is not an unemployment insurance system.


1 All further unlabeled statutory references are to the Government Code.


As sole support for the “available positions” theory it invents, the majority opinion cites section
20001. This statute declares that the purpose of the *346  pension system for public employees is to
“effect economy and efficiency in the public service by providing a means whereby employees who
become superannuated or otherwise incapacitated may, without hardship or prejudice, be replaced
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by more capable employees....” (Italics added.) The majority opinion posits that to deny Mr. Nolan
a pension when no similar positions are available would cause him hardship and prejudice.


But the retirement scheme is intended to ease “hardship or prejudice” only for those eligible
employees who are no longer productive because they have become either “superannuated,” or
“incapacitated ” by industrial injury (§ 20001, italics added; see also § 21151, subd. (a)), and
“incapacitated” means physically or mentally unable to perform anywhere in the state, not just
for a particular employer. Section 20001 affords no license to carve out a “hardship or prejudice”
exception to the statutory requirement that a disability retiree be “incapacitated” by job-related
injury.


The facts of Mr. Nolan's case may be sympathetic, but the rule proposed by the majority opinion
presumably would apply in less compelling circumstances. Law enforcement work is stressful
by nature, and serious job-related conflicts may routinely arise. As the Court of Appeal noted,
“[p]eace officers and firefighters sometimes put in for a disability retirement based on ‘mental
incapacity’ [which] derives fundamentally from the fact that they aren't getting along with their
colleagues” and from “fear about the way fellow officers will behave toward them in the future.”
The concern arises that an officer whose difficulties with coworkers have made it psychologically
impossible to continue in that agency, but not elsewhere, could receive lifetime disability benefits
simply on evidence that other agencies would not wish to hire him, or that the job market was full.
(But cf. Haywood v. American River Fire Protection Dist. (1998) 67 Cal.App.4th 1292, 1304–
1307, 79 Cal.Rptr.2d 749 (Haywood ) [disability retirement not intended for one simply unwilling
to return to current agency because of personality conflicts after being terminated for nonmedical
cause].)


Moreover, if entitlement to a disability pension depends on whether similar suitable employment
is unavailable elsewhere, numerous complications of proof will be presented. If the issue is general
unemployability, what evidence on that issue will suffice? If the issue is job availability, how broad
an area must the search for ***866  other openings cover? At what moment, or over what period,
must the unavailability exist? Such questions threaten to become the “tail that wags the dog” in
proceedings to determine whether a locally, but not generally, incapacitated officer may retire for
disability.


Of course, an eligible local safety member may do so if difficulties that arose with a particular
employer have produced a general psychological *347  incapacity to perform the usual and
customary duties of a peace officer, regardless of location. The line between “unable” and merely
“unwilling” can be fine. (See **357  Haywood, supra, 67 Cal.App.4th 1292, 79 Cal.Rptr.2d 749.)
Nonetheless, if Mr. Nolan's Anaheim experience produced a genuine personal fear, so severe as
to render him dysfunctional, that, wherever he went, his record would follow, and he would face
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unbearable ostracism, threats, and lack of backup at times of danger, I agree he may secure a
disability pension.


Nothing in the Court of Appeal's disposition prevents Mr. Nolan from presenting such evidence
on remand. Accordingly, I would affirm the judgment of the Court of Appeal.


Dissenting Opinion by KENNARD, J.
California's Public Employees' Retirement System (PERS) manages the pension benefits provided
to more than 1.2 million public employees, retirees, and their families under the Public Employee
Retirement Law (PERL). (Gov.Code, § 20000 et seq.) 1  Steven W. Nolan, a police officer for
the City of Anaheim, whose employees are members of PERS, applied for a disability retirement
based on a mental disability—his depression and anxiety stemming from fear that he would be
killed or injured for lack of backup by fellow officers were he to return to duty in the Anaheim
Police Department. The majority holds that to qualify for disability retirement Nolan must show
not only that he is incapacitated to perform his usual duties for the Anaheim Police Department,
but also that his incapacity precludes him “from performing the usual duties of a patrol officer
for other California law enforcement agencies.” (Maj. opn., 14 Cal.Rptr.3d at p. 864, 92 P.3d at p.
355.) That holding subverts the clear intent of the Legislature, overrules some 30 years of PERS
administrative practice and precedent, as well as court decisional law, and sketches a new and
unworkable test of disability. Therefore, I cannot and do not join the majority.


1 All statutory references, unless otherwise noted, are to the Government Code.


I.


After Steven Nolan graduated from the sheriff's academy at the top of his class, the City of Anaheim
hired him in 1984. In 1991, he joined the gang investigative unit, but after observing instances
of what he believed to be excessive force by fellow officers, in 1992 he sought and received a
transfer back to patrol duty. When a department investigation failed to substantiate his allegations
of misconduct by the gang unit officers, Nolan himself was charged with and found to have violated
certain department rules, leading to his dismissal in 1993.


*348  In August 1994, an arbitrator reversed the dismissal and ordered Nolan's reinstatement.
Soon Nolan began receiving anonymous calls threatening his life; and the President of the Anaheim
Police Association warned him in the association's newsletter, “If you want your job back ... it is
still here but I won't work with you.” Nolan's work-related depression led him to ***867  apply
for disability retirement in September 1994.
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An administrative law judge took evidence, and in October 1999 he denied Nolan's application,
finding Nolan had failed to establish “his substantial inability to perform his usual duties” and
therefore was not mentally incapacitated. The City of Anaheim adopted that decision.


Nolan petitioned the superior court for a writ of mandate. The court reviewed the administrative
record, which included reports from three mental health professionals who had interviewed Nolan.
Dr. William Winter, the only one to have seen Nolan repeatedly, concluded after the last interview
that Nolan was suffering from anxiety disorder and could not return as a police officer with the
City of Anaheim, or “with any other municipality in Southern California,” but might be able
to be a police officer in a distant state such as Illinois where “his problems with the City of
Anaheim” were unlikely to catch up with him. Dr. Samuel Dey was of the view that Nolan was
suffering from depression and as a result “his ability to function in the work setting would be
significantly impaired.” In the opinion of Dr. Melvin Schwartz, Nolan did “not have a psychiatric
injury,” although his fear of personal harm were he to return to work was “a realistic concern.”
The superior court found that Nolan's fears “make it emotionally and mentally, **358  although
not physically, impossible” for him “to return to law enforcement,” and concluded that Nolan
suffered a “permanent psychological disability.” Accordingly, in October 2000 the court issued
a writ directing the city to find Nolan “ permanently incapacitated from working for the City of
Anaheim,” and thus entitled to disability retirement. The city appealed.


The Court of Appeal reversed, holding that the test was not whether Nolan could perform the
duties of a police officer in Anaheim (the test used by the superior court), but whether he was
incapacitated “to work in a similar position elsewhere in the state.” It derived that test from
language in section 21156 requiring physical or mental incapacity to perform “duties in the state
service.” We granted Nolan's petition for review to resolve the meaning of this statutory language.


II.


The paramount goal in construing statutes is to ascertain the Legislature's intent. *349  (Palmer v.
G.T.E California, Inc. (2003) 30 Cal.4th 1265, 1271, 135 Cal.Rptr.2d 654, 70 P.3d 1067.) Because
the words of the statute are the most reliable indication of that intent, the statutory language is the
starting point. (In re J.W. (2002) 29 Cal.4th 200, 209, 126 Cal.Rptr.2d 897, 57 P.3d 363; People v.
Gardeley (1996) 14 Cal.4th 605, 621, 59 Cal.Rptr.2d 356, 927 P.2d 713.) If that language is clear
and unambiguous, no further inquiry is called for. (Ibid.)


Here, the statutory language is clear and unambiguous. Section 20069 defines state service as
“service rendered as an employee or officer ... of the state, the university, a school employer, or
a contracting agency, for compensation, and only while he or she is receiving compensation from
that employer.” (§ 20069, subd. (a), italics added.) The majority tellingly deletes the final three
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words from this sentence, thus altering the statutory meaning. (Maj. opn., ante, 14 Cal.Rptr.3d
at p. 861, 92 P.3d at p. 353.) Read in its entirety, the section provides that an employee renders
state service to, and is paid by, a particular employer (“that employer”), whether the employer is
the State of California, the University of California, a school employer, or one of various public
***868  entities that contract with PERS for employee coverage.


Section 21156, which governs disability retirement, provides: “If the medical examination and
other available information show to the satisfaction of the [PERS Board of Administration], or
in the case of a local safety member, other than a school safety member, the governing body of
the contracting agency employing the member, that the member is incapacitated physically or
mentally for the performance of his or her duties in the state service and is eligible to retire for
disability, the board shall immediately retire him or her for disability.” (§ 21156, italics added.) In
plain language, the statute speaks not of incapacity for a job in statewide public service, but more
narrowly of incapacity to perform the employee's “duties in the state service,” that is, duties the
employee performs for a particular public employer. This means that state service, as applied to an
employee of an agency that has contracted for PERS coverage, pertains to the service for which
the employee is paid by a particular agency.


The majority, however, construes the statutory term “the state service” to mean “all forms of
public agency service that render an employee eligible” for disability retirement. (Maj. opn., ante,
14 Cal.Rptr.3d at pp. 861–62, 92 P.3d at p. 353.) Thus, it requires Nolan to show that he is
incapacitated to perform not just his usual duties as a City of Anaheim patrol officer, but also that
he is incapacitated to perform the “usual duties of a patrol officer” (maj. opn., ante, 14 Cal.Rptr.3d
at p. 864, 92 P.3d at p. 355) for any other California public agency that hires patrol officers. The
majority does not suggest how a city police officer such as Nolan could possibly show that he
could not perform the usual duties of a patrol officer for the wide array of potential California
public employers, including the California Highway *350  Patrol, the University of California,
numerous school employers, or an even greater number of localities and public agencies, because
the usual duties of a patrol officer vary from agency to agency.


**359  III.


Courts normally accord great weight to an administrative interpretation of a statute unless it
is clearly erroneous. (City of Huntington Beach v. Board. of Administration (1992) 4 Cal.4th
462, 470, fn. 7, 14 Cal.Rptr.2d 514, 841 P.2d 1034; City of Oakland v. Public Employees'
Retirement System (2002) 95 Cal.App.4th 29, 39, 115 Cal.Rptr.2d 151; City of Sacramento v.
Public Employees' Retirement System (1991) 229 Cal.App.3d 1470, 1478, 280 Cal.Rptr. 847; see
Bonnell v. Medical Bd. of California (2003) 31 Cal.4th 1255, 1265, 8 Cal.Rptr.3d 532, 82 P.3d
740.) This is especially appropriate when, as here, the agency's interpretation is a product of its
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expertise and administrative experience. (Dowhal v. SmithKline Beecham Consumer Healthcare
(2004) 32 Cal.4th 910, 929–930, 12 Cal.Rptr.3d 262, 88 P.3d 1; Yamaha Corp. of America v. State
Bd. of Equalization (1998) 19 Cal.4th 1, 22, 78 Cal.Rptr.2d 1, 960 P.2d 1031.) Unlike the majority,
I would follow PERS's interpretation of the statutory scheme because it is consistent with the
Legislature's intent.


PERS, which has filed an amicus curiae brief, is the administrative agency charged with applying
the provisions of the PERL. Under the statutory scheme, although the City of Anaheim made the
determination of disability for Nolan as a local safety member (§ 21156), it is PERS that must
determine disability “for most state employees and local non-safety employees” of contracting
local agencies.


PERS has long read the PERL to require it to determine disability based on ***869  whether
applicants are incapacitated to perform their actual usual duties. (See In The Matter of Ruth A.
Keck (2000) Cal. PERS Bd. Admin., Precedential Dec. No. 00–05 2  [“In determining eligibility for
disability retirement, the actual and usual duties of the applicant must be the criteria upon which
any impairment is judged.”].)


2 This opinion is available at < http://www.calpers.ca.gov/eip-docs/about/leg-reg-statutes/board–decisions/past/00–05–keck.pdf> (as
of July 1, 2004).


The majority dismisses the concerns of amicus curiae PERS, which will have to apply the
majority's test, that a statewide test applicable to all California public employees with PERS
coverage is “not administrable” because of the multiplicity of such public employers throughout
the state. The majority seemingly has accepted the bland assurance of counsel for the city at *351
oral argument that “Everybody knows what a patrol officer does.” But as amicus curiae PERS
points out, although it may be possible to presume certain duties that “other police departments
require of police officers,” it cannot be presumed that “uniform circumstances of employment”
exist in other cities and other public agencies statewide. PERS notes that “job classifications
and descriptions from around the state for a certain position title would not describe identical
duties.” Thus, under the majority's holding PERS will be required to assume what duties are
most frequently assigned to a given position in order to evaluate a particular employee's disability
application. Applying such a generalized and speculative standard will result in an administrative
nightmare, and, according to PERS, will prevent it from administering its retirement system fairly.


IV.


The majority's holding is also contrary to over 30 years of decisions by California courts. In
Mansperger v. Public Employees' Retirement System (1970) 6 Cal.App.3d 873, 86 Cal.Rptr. 450,
a Court of Appeal decision, the applicant for disability retirement was a Fish and Game warden,
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that is, an employee of the State of California whose duties were defined in a job description
applicable to all state game wardens. (Id. at pp. 874–875, 86 Cal.Rptr. 450.) It was therefore
relatively easy to determine whether the applicant's physical limitation on lifting heavy objects
made him substantially unable to perform his actual usual duties as a State of California Fish and
Game warden. (Id. at p. 876, 86 Cal.Rptr. 450.) But when, as here, the applicant works for a local
agency that has contracted with PERS, the job descriptions for positions with the same title will
vary from local employer to local employer.


**360  In Hosford v. Board of Administration (1978) 77 Cal.App.3d 854, 860–861, 143 Cal.Rptr.
760, the Court of Appeal concluded that an applicant's usual duties are not defined exclusively by
a job's formal description or its physical requirements, but are determined in light of the actual
demands of the job the applicant has been performing. (See Thelander v. City of El Monte (1983)
147 Cal.App.3d 736, 195 Cal.Rptr. 318 [usual duties test applied to injured trainee who as yet had
no actual usual duties].)


Unlike the actual usual duties test, the majority's test is based on generic duties common to similarly
titled jobs, and it disregards altogether the actual duties that the applicant was required to perform
and for which the applicant may now be incapacitated.


***870  V.


Here the statutory language is clear. Read together, sections 20069 and 21156 reflect the
Legislature's intent that an employee covered by PERS is *352  physically or mentally disabled
when the employee is substantially unable to perform the actual and usual duties of the position
he or she holds for the current employer. If that employer is the State of California, or a statewide
entity such as the University of California, the usual duties of the applicant may be properly
determined in part by reference to a job description applicable statewide. But if, as here, the
employer is a local contracting agency the usual duties of the applicant are those required by the
particular employer of the applicant. In either case the applicant's actual usual duties for the current
employer are the correct standard for determining incapacity.


The majority, however, ignores the Legislature's intent as captured in the plain language of the
statutes at issue. Instead it finds ambiguity where there is none. Even if the statutory language
were ambiguous, moreover, a court must resolve any ambiguity in favor of the employee seeking
disability retirement. (Ventura County Deputy Sheriffs' Assn. v. Board of Retirement (1997) 16
Cal.4th 483, 490, 66 Cal.Rptr.2d 304, 940 P.2d 891.) Here, there is no ambiguity in these statutes,
apart from that the majority creates by not reading them carefully.
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Today's decision is a serious matter for any law enforcement officer working for a local public
agency in this state, or anyone considering a career in local law enforcement. It means that, to
obtain a disability retirement, it is not enough that an officer is no longer able, because of physical
or mental injury, to perform the duties assigned by the employing agency. Rather, a city or other
local agency may deny a disability retirement if the officer might be able to perform the duties of a
roughly comparable position for some other public agency anywhere in this large state. This result
is not compelled by the governing statute, it is contrary to the statute's established administrative
construction, and it imposes a heavy burden on injured employees. Our law enforcement officers
deserve better.


I would reverse the Court of Appeal's judgment with directions to affirm the superior court's
judgment granting petitioner the relief he seeks.


I CONCUR: WERDEGAR, J.


All Citations


33 Cal.4th 335, 92 P.3d 350, 14 Cal.Rptr.3d 857, 70 Cal. Comp. Cases 9, 04 Cal. Daily Op. Serv.
5935, 2004 Daily Journal D.A.R. 8137
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14 Cal.App.5th 156
Court of Appeal, Fourth District, Division 2, California.


PGA WEST RESIDENTIAL ASSOCIATION, INC., Plaintiff and Respondent,
v.


HULVEN INTERNATIONAL, INC., Defendant and Appellant.


E064270
|


Filed 8/9/2017
|


As Modified 8/23/2017


Synopsis
Background: Judgment creditor brought action against judgment debtor, seeking declaratory
judgment that judgment lien on property was superior to any purported interest under deed of
trust transferring interest in property, injunctive relief preventing nonjudicial foreclosure sale by
successor trustee, appointment of receiver, and constructive trust, and alleged claim for fraudulent
conveyance. The Superior Court, Riverside County, No. INC1301359, Harold W. Hopp, J.,
overruled debtor's demurrer, and following bench trial, Sharon J. Waters, J., entered judgment in
favor of creditor. Debtor appealed.


Holdings: The Court of Appeal, McKinster, J., held that:


[1] gravamen of complaint was common-law attack on allegedly fraudulent deed of trust
transferring interest in property to sham corporation, and thus was subject to seven-year limitations
period under Uniform Fraudulent Transfer Act (UFTA);


[2] debtor's alleged conduct in fraudulently attempting to transfer equity through deed of trust to
sham corporation constituted “transfer” under UFTA that could be invalidated;


[3] as an issue of first impression, the provision in the UFTA stating that a cause of action was
extinguished if not brought within seven years after the fraudulent transfer was a statute of repose;


[4] as a statute of repose, the UFTA provision regarding extinguishment of claims could not be
forfeited; and
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[5] creditor was required to file suit attacking deed of trust transferring debtor's interest in real
property to allegedly sham corporation within seven years after deed of trust was recorded.


Reversed and remanded with directions.


West Headnotes (52)


[1] Appeal and Error On demurrer
Appeal and Error Pleadings
An order overruling a demurrer is not directly appealable, but it may be reviewed on appeal
from a final judgment. Cal. Civ. Proc. Code §§ 904.1, 906.


[2] Appeal and Error Objections and exceptions;  demurrer
Court of Appeal reviews an order overruling a demurrer de novo.


[3] Appeal and Error Objections and exceptions;  demurrer
In reviewing the sufficiency of a complaint against a general demurrer, the Court of Appeal
treats the demurrer as admitting all material facts properly pleaded, but not contentions,
deductions, or conclusions of fact or law.


1 Cases that cite this headnote


[4] Appeal and Error Taking judicial notice in reviewing court
In reviewing the sufficiency of a complaint against a general demurrer, the Court of Appeal
considers matters which may be judicially noticed.


1 Cases that cite this headnote


[5] Appeal and Error Objections and exceptions;  demurrer
In reviewing the sufficiency of a complaint against a general demurrer, the Court of Appeal
gives the complaint a reasonable interpretation, reading it as a whole and its parts in their
context.
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1 Cases that cite this headnote


[6] Appeal and Error Pleadings and Evidence
In reviewing the sufficiency of a complaint against a general demurrer, the Court of Appeal
considers the complaint's exhibits.


[7] Fraudulent Conveyances Application of property to claims of creditors in general
Uniform Fraudulent Transfer Act (UFTA) permits defrauded creditors to reach property
in the hands of a transferee. Cal. Civ. Code § 3439 et seq.


1 Cases that cite this headnote


[8] Fraudulent Conveyances Remedy at law in general
A suit under the Uniform Fraudulent Transfer Act (UFTA) is not the exclusive remedy
by which fraudulent transfers may be attacked; principles of law and equity, including
estoppel, fraud, misrepresentation, or other validating or invalidating cause, are available
to supplement an action under UFTA. Cal. Civ. Code § 3439 et seq.


[9] Fraudulent Conveyances Time to sue and limitations
Limitation of Actions Fraud in the purchase, sale, or acquisition of property
Limitation of Actions Fraud in obtaining possession of or title to property
If a common law action is brought to attack a fraudulent transfer, the three-year statute
of limitations for relief on the ground of fraud or mistake is the applicable statute of
limitations, and the cause of action accrues not when the fraudulent transfer occurs but
when the judgment against the debtor is secured, or maybe even later, depending upon a
belated discovery issue. Cal. Civ. Proc. Code § 338(d).


[10] Fraudulent Conveyances Time to sue and limitations
Limitation of Actions Fraud in obtaining possession of or title to property
Even if belated discovery can be pleaded and proven with respect to the three-year statute
of limitations applicable to common law remedies for fraudulent transfers, the maximum
elapsed time for a suit under either the Uniform Fraudulent Transfer Act (UFTA) or
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otherwise is seven years after the transfer. Cal. Civ. Code § 3439.09(c); Cal. Civ. Proc.
Code § 338.


1 Cases that cite this headnote


[11] Courts Decisions of United States Courts as Authority in State Courts
Decisions of lower federal courts are not binding on the Court of Appeal on matters of
state law, but that does not stop the Court of Appeal from relying upon lower federal court
opinions for their cogent reasoning and persuasive value.


[12] Declaratory Judgment Limitations and laches
Gravamen of judgment creditor's complaint, which sought declaration determining
interests in judgment debtor's real property on which creditor had lien, was common-law
attack on allegedly fraudulent deed of trust that transferred debtor's interest in property to
sham corporation to which the seven-year limitations period under the Uniform Fraudulent
Transfer Act (UFTA) applied, though creditor did not allege deed was itself fraudulent
transfer or request decree canceling deed of trust as void; complaint specifically alleged
deed of trust was fraudulent obligation incurred by debtor in attempt to protect his equity in
property and defeat creditor's claims and that debtor and corporation conspired with others
to “launder” debtor's title to the property. Cal. Civ. Code §§ 3439.04(a)(1), 3439.09(c).


[13] Limitation of Actions Limitation as affected by nature or form of remedy in general
To determine the statute of limitations which applies to a cause of action it is necessary to
identify the nature of the cause of action, i.e., the “gravamen” of the cause of action.


1 Cases that cite this headnote


[14] Limitation of Actions Limitation as affected by nature or form of remedy in general
The nature of the right sued upon and not the form of action nor the relief demanded
determines the statute of limitations that applies to a cause of action.


[15] Fraudulent Conveyances Organization of corporation
Alleged conduct of judgment debtor in fraudulently attempting to transfer equity in real
property through deed of trust to sham corporation with no interest separate from debtor in
a scheme to defraud creditors constituted “transfer” under the Uniform Fraudulent Transfer



http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000200&cite=CACIS3439.09&originatingDoc=I888b23a07d5d11e7bb97edaf3db64019&refType=SP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_4b24000003ba5

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000201&cite=CACPS338&originatingDoc=I888b23a07d5d11e7bb97edaf3db64019&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000201&cite=CACPS338&originatingDoc=I888b23a07d5d11e7bb97edaf3db64019&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/RelatedInformation/DocHeadnoteLink?docGuid=I888b23a07d5d11e7bb97edaf3db64019&headnoteId=204232863901020200515065754&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=CitingReferences&contextData=(sc.Default)

http://www.westlaw.com/Browse/Home/KeyNumber/106/View.html?docGuid=I888b23a07d5d11e7bb97edaf3db64019&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Browse/Home/KeyNumber/106k97/View.html?docGuid=I888b23a07d5d11e7bb97edaf3db64019&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Browse/Home/KeyNumber/118A/View.html?docGuid=I888b23a07d5d11e7bb97edaf3db64019&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Browse/Home/KeyNumber/118Ak255/View.html?docGuid=I888b23a07d5d11e7bb97edaf3db64019&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000200&cite=CACIS3439.04&originatingDoc=I888b23a07d5d11e7bb97edaf3db64019&refType=SP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_7b9b000044381

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000200&cite=CACIS3439.09&originatingDoc=I888b23a07d5d11e7bb97edaf3db64019&refType=SP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_4b24000003ba5

http://www.westlaw.com/Browse/Home/KeyNumber/241/View.html?docGuid=I888b23a07d5d11e7bb97edaf3db64019&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Browse/Home/KeyNumber/241k16/View.html?docGuid=I888b23a07d5d11e7bb97edaf3db64019&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/RelatedInformation/DocHeadnoteLink?docGuid=I888b23a07d5d11e7bb97edaf3db64019&headnoteId=204232863901320200515065754&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=CitingReferences&contextData=(sc.Default)

http://www.westlaw.com/Browse/Home/KeyNumber/241/View.html?docGuid=I888b23a07d5d11e7bb97edaf3db64019&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Browse/Home/KeyNumber/241k16/View.html?docGuid=I888b23a07d5d11e7bb97edaf3db64019&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Browse/Home/KeyNumber/186/View.html?docGuid=I888b23a07d5d11e7bb97edaf3db64019&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Browse/Home/KeyNumber/186k41/View.html?docGuid=I888b23a07d5d11e7bb97edaf3db64019&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)





PGA West Residential Assn., Inc. v. Hulven Internat., Inc., 14 Cal.App.5th 156 (2017)
221 Cal.Rptr.3d 353, 17 Cal. Daily Op. Serv. 7798, 2017 Daily Journal D.A.R. 7758


 © 2020 Thomson Reuters. No claim to original U.S. Government Works. 5


Act (UFTA) that could be invalidated, though debtor never incurred a real obligation to the
corporation under the deed of trust and promissory note, and the corporation apparently
never actually existed as a corporate entity. Cal. Civ. Code §§ 3439.01(m), 3439.04(b).


[16] Fraudulent Conveyances Organization of corporation
Transfers to bogus corporations that are wholly owned and controlled by a debtor are
“transfers” for purposes of the Uniform Fraudulent Transfer Act (UFTA). Cal. Civ. Code
§§ 3439.01(m), 3439.04(b).


3 Cases that cite this headnote


[17] Courts Decisions of Courts of Other State
Courts Validity and construction of Constitutions and statutes of other states
Court of Appeal is not bound by decisions of sister state courts; however, decisions of
sister state courts are particularly persuasive when those decisions construe similar statutes
or a uniform act.


1 Cases that cite this headnote


[18] Evidence Legislative proceedings and journals
Court of Appeal would take judicial notice of legislative history materials related to
senate bill adopting Uniform Fraudulent Transfer Act (UFTA) on appeal from judgment
entered in favor of judgment creditor in action brought against judgment debtor for
fraudulent conveyance and seeking declaratory judgment that judgment lien on property
was superior to any purported interest under deed of trust transferring interest in property,
injunctive relief preventing nonjudicial foreclosure sale by successor trustee, appointment
of receiver, and constructive trust. Cal. Civ. Code § 3439 et seq.


[19] Courts Decisions of Courts of Other State
Court of Appeal would give substantial weight to official legislative commentary about
Uniform Fraudulent Transfer Act (UFTA) in determining whether transfers to bogus
corporations wholly owned by a debtor were “transfers” for purposes of the UFTA,
though normally legislative committee comments were only persuasive authority when
determining legislature's intent, given that committee comments regarding UFTA were
taken verbatim from the Uniform Laws commissioners' commentary. Cal. Civ. Code §§
3439.01(m), 3439.04(b).
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[20] Estoppel Nature and elements of waiver
“Forfeiture” refers to a failure to object or to invoke a right, while “waiver” conveys an
express relinquishment of a right or privilege.


[21] Limitation of Actions Nature of statutory limitation
“Statute of limitations” is the collective term commonly applied to a great number of acts,
or parts of acts, that prescribe the periods beyond which actions may not be brought.


[22] Limitation of Actions Nature of statutory limitation
There are several policies underlying statutes of limitation; one purpose is to give
defendants reasonable repose, thereby protecting parties from defending stale claims,
where factual obscurity through the loss of time, memory, or supporting documentation
may present unfair handicaps, and a statute of limitations also stimulates plaintiffs to
pursue their claims diligently.


[23] Limitation of Actions Nature of statutory limitation
A countervailing factor to those policies justifying statutes of limitation is the policy
favoring disposition of cases on the merits rather than on procedural grounds.


[24] Limitation of Actions Operation as to rights or remedies in general
Generally speaking, a garden variety statute of limitations is procedural and merely affects
a remedy and not a substantive right or obligation.


[25] Limitation of Actions Waiver
Limitation of Actions Waiver or estoppel by failure to plead
Because a statute of limitations is an affirmative defense, it is forfeited if it is not properly
asserted in a general demurrer or pleaded in an answer.


4 Cases that cite this headnote
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[26] Limitation of Actions Operation as to rights or remedies in general
For various reasons of policy, some time provisions, such as statutes of repose, although
in form similar to statutes of limitations, are treated as conditions on the substantive right,
i.e., they cause the right that previously arose and on which an action could have been
maintained, to expire.


[27] Limitation of Actions Operation as to rights or remedies in general
“Statutes of repose” effect a legislative judgment that a defendant should be free from
liability after the legislatively determined period of time.


[28] Limitation of Actions Operation as to rights or remedies in general
Like a discharge in bankruptcy, a “statute of repose” can be said to provide a fresh start
or freedom from liability.


[29] Limitation of Actions Operation as to rights or remedies in general
Whereas statutes of limitations are designed to encourage plaintiffs to act diligently in
prosecuting known injuries or claims, and normally provide that a cause of action accrues
when the plaintiff is injured or discovers an injury, statutes of repose are enacted to give
more explicit and certain protection to defendants.


[30] Limitation of Actions Operation as to rights or remedies in general
While a “statute of limitations” normally sets the time within which proceedings must be
commenced once a cause of action accrues, a “statute of repose” limits the time within
which an action may be brought and is not related to accrual, and indeed the injury need
not have occurred, much less have been discovered.


2 Cases that cite this headnote


[31] Limitation of Actions Operation as to rights or remedies in general
Unlike an ordinary statute of limitations which begins running upon accrual of the claim,
the period contained in a statute of repose begins when a specific event occurs, regardless
of whether a cause of action has accrued or whether any injury has resulted.
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1 Cases that cite this headnote


[32] Limitation of Actions Operation as to rights or remedies in general
Whereas statutes of limitations affect a remedy, statutes of repose extinguish a right of
action after the period has elapsed; the effect of a statute of repose is thus harsher than a
statute of limitations in that it cuts off a right of action after a specified period of time,
irrespective of accrual or even notice that a legal right has been invaded.


[33] Limitation of Actions Operation as to rights or remedies in general
A “statute of repose” does not cut off an existing right of action, but rather provides that
nothing which happens thereafter can be a cause of action.


[34] Limitation of Actions Necessity of pleading matters avoiding bar of statute
Although the defendant must plead a statute of limitations defense to avoid forfeiture, it is
the plaintiff who must plead facts showing their substantive right has not been extinguished
by a statute of repose.


[35] Limitation of Actions Suspension or stay in general;  equitable tolling
Unlike a procedural statute of limitations, substantive statutes of repose are generally not
subject to statutory or equitable tolling.


1 Cases that cite this headnote


[36] Trial Rules of construction in general
Although official jury instructions adopted by the Judicial Council are entitled to some
weight, they are not authoritative. Cal. R. Ct. 2.1050.


[37] Trial Rules of construction in general
Jury instructions, whether published or not, are not themselves the law, and are not
authority to establish legal propositions or precedent.
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[38] Courts Previous Decisions as Controlling or as Precedents
Jury instructions, whether published or not, should not be cited as authority for legal
principles.


[39] Limitation of Actions Operation as to rights or remedies in general
Provision in Uniform Fraudulent Transfer Act (UFTA) stating that a cause of action with
respect to a fraudulent transfer is extinguished if no action is brought within seven years
after the transfer was made or the obligation was incurred is a statute of repose. Cal. Civ.
Code § 3439.09(c).


3 Cases that cite this headnote


[40] Limitation of Actions In general;  what constitutes discovery
Limitation of Actions Operation as to rights or remedies in general
When a shorter statute of limitations and a longer statute of repose are paired, the two
periods work together: the discovery rule gives leeway to a plaintiff who has not yet learned
of a violation, while the rule of repose protects the defendant from an interminable threat
of liability.


[41] Limitation of Actions Waiver of bar
Statutes of repose cannot be forfeited.


[42] Limitation of Actions Fraud in the purchase, sale, or acquisition of property
Judgment creditor was required to file suit attacking deed of trust transferring judgment
creditor's interest in real estate to alleged sham corporation under Uniform Fraudulent
Transfer Act (UFTA) within seven years after deed of trust transferring interest to
corporation was recorded, under UFTA's statute of repose providing that a cause of action
with respect to a fraudulent transfer was extinguished if no action is brought within seven
years after the transfer was made, as deed of trust was only fraudulent transfer alleged
by creditor and was last culpable act for purposes of creditor's action. Cal. Civ. Code §§
3439.01(m), 3439.04(a)(1), 3439.09(c).


2 Cases that cite this headnote
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[43] Constitutional Law Judicial rewriting or revision
Statutes Unintended or unreasonable results;  absurdity
Court of Appeal interpreting a statute must exercise caution using the rule that statutes
should be interpreted to avoid anomalous or absurd results that the Legislature could not
have intended and that would frustrate the Legislature's intent; otherwise, the judiciary
risks acting as a super-legislature by rewriting statutes to find an unexpressed legislative
intent.


[44] Appeal and Error Matters not included or shown in general
Normally the Court of Appeals is limited to the facts in the record on appeal and it will
not consider events that occur after the judgment.


[45] Constitutional Law Policy
Statutes Construction as written
Whether the policy behind a statute is desirable or wise is not the duty of the Court of
Appeal to decide; its role is to construe the statute as enacted by the legislature.


[46] Appeal and Error Pleadings
Judgment creditor forfeited issue of request for leave to amend its complaint against
judgment debtor in the event the Court of Appeal reversed the trial court and sustained
debtor's general demurrer, and thus the Court of Appeal would not consider that issue, in
creditor's action challenging debtor's alleged fraudulent transfer of interest in real property
to sham corporation, where creditor did not request leave to amend in its principal or
supplemental briefs, but instead waited until oral argument to address the issue.


[47] Appeal and Error Defects, objections, and amendments
Court of Appeal will not consider an issue not mentioned in the briefs and raised for the
first time at oral argument.


[48] Appeal and Error As to Pleadings
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Judgment creditor failed to demonstrate there was a reasonable probability of amendment
that would cure the legal defects in its complaint against judgment debtor arising from
allegedly fraudulent transfer of interest in real property to avoid creditors, and thus creditor
was not entitled to leave to amend following appeal in which the Court of Appeals
determined that trial court erred in failing to sustain debtor's demurrer, where creditor
merely asserted it should be granted leave to amend without explaining how it would
actually be able to plead viable, timely causes of action against debtor or alleged sham
corporation to which he transferred interest in property.


[49] Pleading Amendment or Further Pleading After Demurrer Sustained
Plaintiff seeking leave to amend following the sustaining of a general demurrer bears the
burden of proving there is a reasonable possibility of amendment.


[50] Appeal and Error As to Pleadings
To satisfy the burden of demonstrating a reasonable possibility of amendment on appeal,
as required for leave to amend following the sustaining of a general demurrer, the plaintiff
must show in what manner he can amend his complaint and how that amendment will
change the legal effect of his pleading.


[51] Appeal and Error As to Pleadings
The assertion of an abstract right to amend does not satisfy the burden of the plaintiff
seeking leave to amend of proving a reasonable probability of amendment on appeal
following the sustaining of a general demurrer.


[52] Appeal and Error As to Pleadings
To be entitled to leave to amend on appeal following the sustaining of a general demurrer
based on the reasonable probability of amendment, the plaintiff must set forth factual
allegations that sufficiently state all required elements of that cause of action, and the
allegations must be factual and specific, not vague or conclusionary.


See 8 Witkin, Cal. Procedure (5th ed. 2008) Enforcement of Judgment, § 492 et seq.
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OPINION


McKINSTER J.


*162  I.


INTRODUCTION


In its lawsuit against Hulven International, Inc. (Hulven) and various other defendants, PGA
West Residential Association, Inc. (PGA West) alleged defendant Dempsey Mork 1  tried to
fraudulently insulate **360  the equity in his condominium from creditors by naming Hulven,
a sham corporation entirely owned and controlled by Mork, as the beneficiary of a deed of trust
and note, and by later directing Hulven to foreclose on the condominium. Hulven demurred to
the complaint, arguing PGA West's lawsuit was barred by the seven-year limitations period for
actions under the former Uniform Fraudulent Transfer Act. 2  (UFTA or the act; § 3439 et seq.)
The superior court overruled the demurrer and, after conducting a bench trial, entered judgment
for PGA West.


1 Dempsey and Patricia Mork are not parties in this appeal. Although the Morks are both named as defendants, we understand the
allegations in the complaint to relate solely to Dempsey Mork's conduct. Therefore, throughout this opinion references to Mork will
be to Dempsey and not to his wife.


2 After judgment was entered in this case, the Legislature revised the UFTA and renamed it the Uniform Voidable Transactions Act.
(Stats. 2015, ch. 44, §§ 2–3, eff. Jan. 1, 2016; Nautilus, Inc. v. Yang (2017) 11 Cal.App.5th 33, 36, fn. 2, 217 Cal.Rptr.3d 458.) The
provisions of the former UFTA applicable to this case were not altered in substance. (See Civ. Code, § 3439.14, subd. (d).) We will
cite to those provisions as they appear in the current act, but to avoid confusion we will refer to the UFTA throughout this opinion.


All undesignated statutory references are to the Civil Code.
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*163  In this appeal, Hulven contends the superior court erred by overruling its demurrer.
According to Hulven, the allegedly fraudulent activities by Mork and Hulven were a “transfer”
for purposes of the UFTA and, therefore, this lawsuit was governed by that act and its seven-year
limitations period. Because PGA West filed its lawsuit more than seven years after the alleged
fraudulent transfer, Hulven contends PGA West's claims were completely extinguished. PGA West
responds there was no “transfer” in this case because Hulven never really existed and could not be
a transferee and, therefore, the UFTA and its limitations period simply does not apply. Even if the
UFTA did apply, PGA West contends Hulven did not reargue the limitations period at trial and,
therefore, forfeited the defense. Hulven replies that transfers to dummy or sham entities constitute
a “transfer” for purposes of the UFTA and, that by arguing the limitations period in its demurrer,
Hulven preserved the defense and did not have to reargue it at trial.


We agree with Hulven that Mork's alleged fraudulent attempt to insulate the equity in his
condominium from creditors by naming a sham corporation as the beneficiary on the deed of
trust constituted a “transfer” for purposes of the UFTA and that the act's limitations period applies
here. We also agree Hulven did not forfeit its defense, but for a different reason. The seven-year
limitations period for actions under the UFTA is not simply a procedural statute of limitations that
bars a remedy and is forfeited if not properly raised by a defendant. Rather, the UFTA's seven-
year limitations period is a substantive statute of repose that completely extinguishes a right or
obligation and, under the majority view that we adopt, a statute of repose is not subject to forfeiture.


Because PGA West filed its lawsuit after the UFTA's statute of repose had run, its rights under the
act were completely extinguished. Therefore, we must conclude the superior court erred as a matter
of law by overruling Hulven's demurrer. The judgment is reversed, and the matter is remanded for
the superior court to vacate its order overruling Hulven's demurrer, to enter a new order sustaining
the demurrer without leave to amend, and to enter a judgment dismissing the action.


*164  II.


FACTS AND PROCEDURAL **361  HISTORY 3


3 In conformity with the standard of review for an order overruling a demurrer, discussed post, § III.A.1., we set forth the factual
allegations from Hulven's complaint and accept them as true. (See Woods v. Fox Broadcasting Sub., Inc. (2005) 129 Cal.App.4th
344, 347, fn. 1, 28 Cal.Rptr.3d 463.)


A. The Complaint.
In its complaint filed on March 4, 2013, PGA West alleged the following facts:
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On or about March 17, 2003, Mork purchased a condominium in the PGA West community in La
Quinta, California, for cash and took title to the property free and clear. The fair market value of
the property was between $500,000 and $600,000.


On January 28, 2004, a deed of trust was recorded against the property naming Hulven 4  as the
beneficiary. There was no public record of Hulven in the United States at the time, and the address
given for Hulven was a residence in Indio, California. The owner of that residence claimed no
interest in Hulven. Hulven was a completely fictitious entity “created and assumed by Mork,” and
“Mork and [Hulven] are one in the same.”


4 Actually, the deed of trust and other recorded documents attached to the complaint erroneously named “Hovlan International, Ltd.”
as the beneficiary, not Hulven. To avoid confusion, we will refer to Hulven throughout this opinion.


The trust deed purported to secure a promissory note dated January 23, 2004, in which Mork
agreed to pay Hulven $450,000 in annual installments of $39,233.05, starting in January 2005.
Mork never made a payment to Hulven because “the Note was a fake instrument created for the
purposes of furthering Mork's scheme to protect [his] equity in the Property and avoid creditors ...,
and ... the Note did not impose any obligation on Mork.”


Nine months after it was named as the beneficiary on the deed of trust, Hulven was incorporated
in Montana. Just over two years later, Hulven was involuntarily dissolved. At all times, Mork was
Hulven's sole officer, director, and shareholder.


On January 1, 2009, the statute of limitations expired for any claim Hulven might have had against
Mork for breach of the note. Hulven never sued Mork because Hulven and Mork are one in the
same, and the note never imposed an obligation on Mork.


*165  On June 1, 2011, the superior court in a prior lawsuit entered a judgment against Mork and
in favor of PGA West and Mork's neighbors (the Wyatts) in the amounts of $413,369.87 (PGA
West) and $1,558,721.71 (Wyatts). PGA West and the Wyatts recorded their abstracts of judgment
on June 7 and June 15, 2011, respectively, which effectuated judgment liens against the property. 5


5 In an unpublished decision, we affirmed the judgment in part and reversed in part. (PGA West Residential Association, Inc. v. Mork
(Oct. 21, 2014, E054276), 2014 WL 5342574 [nonpub. opn.].)


Around the time of the prior judgment, Mork abandoned the property and moved to Henderson,
Nevada. As of the date of the complaint, no amount was paid on the judgment and Mork avoided
all attempts to enforce it. “Mork is highly skilled in avoiding creditors and hiding assets,” and he
conducted business under the name Whitehall Montague assisting clients manage debts, modify
loans, defend against foreclosures and collections, and protect assets.
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On November 15, 2012, a substitution of trustee was recorded naming California **362  Trustee
Services, Inc., as trustee of the deed of trust. The substitution was signed on behalf of Hulven by
its purported president. Hulven's purported president was actually the assistant to a Dana Point,
California, attorney who specialized in “penny stock companies and reverse mergers,” and who
acted as a filing agent before the United States Securities and Exchange Commission (SEC). Over
the years, that attorney represented Mork and a number of entities that Mork registered with the
SEC, and the attorney acted in various capacities for those entities.


On the same day the substitution of trustee was recorded—seven years after Mork defaulted on
the note and three years after the statute of limitations ran on any claim Hulven might have had
against Mork for breach of the note—the trustee recorded and served a notice of default against
the property on behalf of Hulven. The notice of default stated the default was in the amount of
$209,934.25, as of January 1, 2005, the day Mork was supposed to start making payments on
the note, which only represented the unpaid interest. The default amount did not reflect the true
amount purportedly owed on the note. The notice of default stated the trustee and Hulven shared
a San Diego, California, address.


On or about February 15, 2013, the trustee served a notice of trustee's sale to take place on March
14, 2013. The notice of sale identified the unpaid balance under the note as $676,328.


Mork received no consideration from Hulven for the deed of trust, and Mork incurred no obligation
under the note. The deed of trust was recorded against the property “to defeat any creditor's claims,
and to launder Mork's *166  title if necessary.” The nonjudicial foreclosure was also an attempt by
Mork to launder the title to the property and free it from adverse claims, specifically PGA West's
and the Wyatt's judgment liens.


In its first cause of action for declaratory relief, PGA West alleged the deed of trust was invalid,
and it did not create an interest in the property superior to PGA West's interest via the judgment
lien because Mork never incurred an obligation under the note. PGA West again alleged Mork and
Hulven were indistinguishable and that their interests merged upon execution of the deed of trust.
The deed of trust “was a fraudulent obligation incurred by Mork in an attempt to protect Mork's
equity in the Property and defeat creditor's claims against the same.”


In the second cause of action for injunctive relief, PGA West alleged the foreclosure proceedings
Hulven initiated were an attempt by Mork to “launder title to the Property” and free it of all adverse
claims. Mork and Hulven's conduct was wrongful and unlawful because the deed of trust was
unenforceable.


PGA West's third cause of action for fraudulent conveyance once again alleged that Mork and
Hulven were “one in the same.” The foreclosure sale, if permitted to proceed, would constitute
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a fraudulent transfer of the property by Mork and Hulven to deprive creditors of their ability to
collect. Mork and Hulven conspired with other named and unnamed defendants to defraud PGA
West through the foreclosure sale.


The fourth cause of action for constructive trust again alleged that the foreclosure sale, if permitted
to proceed, would constitute a fraudulent transfer.


The fifth and final cause of action requested appointment of a receiver to oversee the proceeds
of the foreclosure sale in the event the sale were to proceed before PGA West's claims were
adjudicated.


**363  PGA West requested (1) a judicial determination of the parties' rights and a declaration that
its judgment lien was superior to and took priority over any purported interest under the deed of
trust, (2) a temporary restraining order and injunction to prevent the foreclosure sale, (3) a decree
setting aside and declaring void the transfer of the property should the foreclosure sale proceed,
(4) general and punitive damages, and (5) interest and costs.


B. Temporary Restraining Order and Preliminary Injunction.
After conducting an ex parte hearing, the trial court issued a temporary restraining order and set a
hearing for a preliminary injunction barring defendants from proceeding with the foreclosure sale.


*167  Hulven opposed the preliminary injunction, arguing PGA West's lawsuit was barred by the
seven-year limitations period for claims under the UFTA. (§ 3439.09, subd. (c), hereafter section
3439.09(c).) The trial court granted the preliminary injunction, concluding (1) PGA West had a
reasonable probability of succeeding in its argument that the deed of trust was not a transfer for
purposes of the UFTA and, therefore, its causes of action were not barred, and (2) the balance of
hardships weighed in favor of PGA West.


C. The Demurrer.
Hulven demurred to the complaint, again arguing the lawsuit was barred. It argued (1) the January
2004 deed of trust constituted a “transfer” for purposes of the UFTA, and (2) the UFTA's seven-year
limitations period under section 3439.09(c) is absolute, extinguishes any claim to void a fraudulent
transfer, and applies to all claims related to a fraudulent transfer whether they are brought under the
UFTA or not. Because PGA West's March 2013 complaint related to a fraudulent transfer and was
filed more than seven years after that transfer, Hulven argued this lawsuit is completely barred.


PGA West opposed the demurrer, contending (1) the deed of trust did not constitute a “transfer”
for purposes of the UFTA, (2) the nature of its claims were in determining interests in real property
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and not in voiding a fraudulent transfer, and (3) the only fraud related claims had to do with the
pending foreclosure sale and not the deed of trust.


The trial court overruled the demurrer. Its order stated: “This is an action to determine priorities
in liens against the property for which the statute of limitations has not expired. Furthermore, a
sale of property under the deed of trust will trigger a fraudulent transfer action with a new statute
of limitations.”


D. Trial and Judgment.
Hulven answered PGA West's complaint asserting various defenses, among them that the causes
of action were barred by various limitations periods including section 3439.09.


When the case proceeded to trial, Hulven did not reargue that PGA West's causes of action
were barred by the limitations period under section 3439.09 and the trial court made no findings
regarding that defense. After conducting a bench trial, the trial court concluded the deed of trust
was “fraudulent, void, unenforceable, of no force and effect, and shall be cancelled,” and that PGA
West's interest in the property was superior to any purported interest in the deed of trust. The court
entered judgment declaring the deed of trust to be void and cancelling it.


*168  Hulven timely appealed.


**364  III.


DISCUSSION


A. The UFTA Applies to PGA West's Claims.
On appeal, the parties revive the arguments they made in relation to Hulven's demurrer. We
conclude the deed of trust was a “transfer” for purposes of the UFTA and, therefore, PGA West's
causes of action were subject to the limitations period under section 3439.09(c).


1. Standard of Review.


[1]  [2] An order overruling a demurrer is not directly appealable, but it may be reviewed on
appeal from a final judgment. (San Diego Gas & Electric Co. v. Superior Court (1996) 13
Cal.4th 893, 912–913, 55 Cal.Rptr.2d 724, 920 P.2d 669; Casterson v. Superior Court (2002) 101
Cal.App.4th 177, 182, 123 Cal.Rptr.2d 637; see Code Civ. Proc., §§ 904.1, 906.) We review an
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order overruling a demurrer de novo. 6  (Boy Scouts of America National Foundation v. Superior
Court (2012) 206 Cal.App.4th 428, 438, 141 Cal.Rptr.3d 819; Cryolife, Inc. v. Superior Court
(2003) 110 Cal.App.4th 1145, 1152, 2 Cal.Rptr.3d 396; Guardian North Bay, Inc. v. Superior Court
(2001) 94 Cal.App.4th 963, 971, 114 Cal.Rptr.2d 748.)


6 In its main brief, PGA West contends we must apply the substantial evidence standard of review because the trial court made a factual
finding that no transfer occurred that would implicate the UFTA. PGA West places the cart before the horse. Before we may reach the
question of whether the trial court's factual findings in its statement of decision are supported by substantial evidence, we must first
address Hulven's argument that the trial court erred as a matter of law by overruling its demurrer. As stated in the text, the standard
of review for an order overruling a demurrer is de novo. Because we conclude the trial court erred by overruling the demurrer, and
we reverse the judgment and remand for the trial court to sustain the demurrer without leave to amend and to enter a judgment of
dismissal, we do not reach Hulven's additional argument that the judgment is not supported by substantial evidence.


[3]  [4]  [5]  [6] “In reviewing the sufficiency of a complaint against a general demurrer, we
are guided by long-settled rules. ‘We treat the demurrer as admitting all material facts properly
pleaded, but not contentions, deductions or conclusions of fact or law. [Citation.] We also consider
matters which may be judicially noticed.’ [Citation.] Further, we give the complaint a reasonable
interpretation, reading it as a whole and its parts in their context. [Citation.]” (Blank v. Kirwan
(1985) 39 Cal.3d 311, 318, 216 Cal.Rptr. 718, 703 P.2d 58.) In addition, we consider the complaint's
exhibits. ( *169  Moncada v. West Coast Quartz Corp. (2013) 221 Cal.App.4th 768, 791–792,
164 Cal.Rptr.3d 601; Hoffman v. Smithwoods RV Park, LLC (2009) 179 Cal.App.4th 390, 400,
102 Cal.Rptr.3d 72.)


2. The UFTA.


[7] “The UFTA permits defrauded creditors to reach property in the hands of a transferee.” (Mejia
v. Reed (2003) 31 Cal.4th 657, 663, 3 Cal.Rptr.3d 390, 74 P.3d 166.) “The UFTA was enacted
in 1986; it is the most recent in a line of statutes dating to the reign of Queen Elizabeth I. ‘This
Act, like its predecessor and the Statute of 13 Elizabeth, declares rights and provides remedies for
unsecured creditors against transfers that impede them in the collection of their claims.’ (Legis.
Com. com., 12A [pt. 2] West's Ann. Civ. Code ( [2016] ed.) foll. § 3439.01, p. [253].) Under
the UFTA, a transfer is fraudulent, both as to present and future creditors, if it is made ‘[w]ith
actual intent to hinder, delay, or defraud any creditor of the debtor.’ (Civ. Code, § 3439.04, subd.
(a)[ (1) ].) **365  Even without actual fraudulent intent, a transfer may be fraudulent as to present
creditors if the debtor did not receive ‘a reasonably equivalent value in exchange for the transfer’
and ‘the debtor was insolvent at that time or the debtor became insolvent as a result of the transfer
or obligation.’ (Civ. Code, § 3439.05[, subd. (a) ].)” (Mejia v. Reed, at p. 664, 3 Cal.Rptr.3d 390,
74 P.3d 166.)


“In order for a fraudulent transfer to occur, among other things, there must be a transfer of an
asset as defined in the UFTA. (Civ. Code, § 3439.04; [citation].)” (Fidelity National Title Ins.
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Co. v. Schroeder (2009) 179 Cal.App.4th 834, 841, 101 Cal.Rptr.3d 854.) “On its face, the UFTA
applies to all transfers. Civil Code, section § 3439.01, subdivision [ (m) ] defines ‘[t]ransfer’ as
‘every mode, direct or indirect, absolute or conditional, voluntary or involuntary, of disposing of
or parting with an asset or an interest in an asset ....’ The UFTA excepts only certain transfers
resulting from lease terminations or lien enforcement. (Civ. Code, § 3439.08, subd. (e).)” (Mejia v.
Reed, supra, 31 Cal.4th at p. 664, 3 Cal.Rptr.3d 390, 74 P.3d 166, italics added.) With exceptions
not applicable here, “ ‘[a]sset’ means property of a debtor.” (§ 3439.01, subd. (a).)


Section 3439.07 provides the remedies available to a creditor in an action “against a transfer
or obligation.” (§ 3439.07, subd. (a).) These remedies include: avoidance of the transfer “to the
extent necessary to satisfy the creditor's claim” 7  (§ 3439.07, subd. (a)(1)); attachment or any other
provisional remedy against the asset or the property of the transferee under *170  applicable law
(id., subd. (a)(2)); injunctive relief against the debtor or transferee, or both, to prevent further
transfer of the asset or property (id., subd. (a)(3)(A)); appointment of a receiver over the asset
or property of the transferee (id., subd. (a)(3)(B)); and “[a]ny other relief the circumstances may
require” (id., subd. (a)(1)(C)).


7 “ ‘A transfer that would otherwise be voidable as intentionally fraudulent under section 3439.04, subdivision (a)[ (1) ], is not voidable
against a transferee who took in good faith and for a reasonably equivalent value. (Civ. Code, § 3439.08, subd. (a).)’ [Citation.]” (Hasso
v. Hapke (2014) 227 Cal.App.4th 107, 122, 173 Cal.Rptr.3d 356.)


As relevant here, a claim under the UFTA must be filed within seven years of a fraudulent transfer.
Section 3439.09(c) provides: “Notwithstanding any other provision of law, a cause of action under
this chapter with respect to a transfer or obligation is extinguished if no action is brought or levy
made within seven years after the transfer was made or the obligation was incurred.” 8


8 Section 3439.09 provides in its entirety:
“A cause of action with respect to a transfer or obligation under this chapter is extinguished unless action is brought pursuant to
subdivision (a) of Section 3439.07 or levy made as provided in subdivision (b) or (c) of Section 3439.07:
“(a) Under paragraph (1) of subdivision (a) of Section 3439.04, not later than four years after the transfer was made or the obligation
was incurred or, if later, not later than one year after the transfer or obligation was or could reasonably have been discovered by
the claimant.
“(b) Under paragraph (2) of subdivision (a) of Section 3439.04 or Section 3439.05, not later than four years after the transfer was
made or the obligation was incurred.
“(c) Notwithstanding any other provision of law, a cause of action under this chapter with respect to a transfer or obligation is
extinguished if no action is brought or levy made within seven years after the transfer was made or the obligation was incurred.”


[8]  [9] The UFTA supplements existing law. (Civ. Code, § 3439.12.) “[A] suit under the UFTA is
not the exclusive remedy by which fraudulent transfers may be attacked. **366  Principles of law
and equity, including estoppel, fraud, misrepresentation ‘or other validating or invalidating cause,’
are available to supplement an action under UFTA. [Citations.]” (Jhaveri v. Teitelbaum (2009) 176
Cal.App.4th 740, 755, 98 Cal.Rptr.3d 268.) “If and as such [a common law] action is brought, the
applicable statute of limitations is [Code of Civil Procedure] section 338[, subdivision] (d) and,
more importantly, the cause of action accrues not when the fraudulent transfer occurs but when the
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judgment against the debtor is secured (or maybe even later, depending upon the belated discovery
issue).” (Macedo v. Bosio (2001) 86 Cal.App.4th 1044, 1051, 104 Cal.Rptr.2d 1 (Macedo ).)


[10] However, “even if belated discovery can be pleaded and proven” with respect to the statute
of limitations applicable to common law remedies for fraudulent transfers, “in any event the
maximum elapsed time for a suit under either the UFTA or otherwise is seven years after the
transfer. [Citation.]” (Macedo, supra, 86 Cal.App.4th at p. 1050, fn. 4, 104 Cal.Rptr.2d 1.) This
conclusion logically follows from the language of section 3439.09(c). “[B]y its use of the term
‘[n]otwithstanding any other provision of law,’ the Legislature clearly meant *171  to provide an
overarching, all-embracing maximum time period to attack a fraudulent transfer, no matter whether
brought under the UFTA or otherwise.” (Macedo, at pp. 1050–1051, fn. 4, 104 Cal.Rptr.2d 1.)


[11] Although the language just quoted from Macedo was technically dicta, we agree with two
lower federal courts 9  applying the UFTA that it is “well-considered dicta.” (Roach v. Lee (C.D.
Cal. 2005) 369 F.Supp.2d 1194, 1199; In re JMC Telecom LLC (C.D. Cal. 2009) 416 B.R. 738, 743;
see California Clean Energy Committee v. City of San Jose (2013) 220 Cal.App.4th 1325, 1345, fn.
8, 164 Cal.Rptr.3d 25 [“Though we are not bound by precedents created by other appellate courts,
we may find the reasoning set forth in their decisions, including dicta, persuasive as to the facts we
are presented with on appeal.” (Italics added.) ].) As one of those federal courts wisely concluded,
“it would be inordinate to bar [UFTA] fraudulent transfer claims after seven years while allowing
common law fraudulent transfer claims to be brought ‘scores of years after the transfer.’ ” (Roach
v. Lee, at p. 1199, quoting Macedo, supra, 86 Cal.App.4th at p. 1050, fn. 4, 104 Cal.Rptr.2d 1.)


9 Decisions of lower federal courts are not binding on us on matters of state law. (People v. Gonzales and Soliz (2011) 52 Cal.4th 254,
296, 128 Cal.Rptr.3d 417, 256 P.3d 543.) “But that certainly does not stop us from relying upon [lower] federal court opinions for their
cogent reasoning and persuasive value.” (McCann v. Lucky Money, Inc. (2005) 129 Cal.App.4th 1382, 1396, 29 Cal.Rptr.3d 437.)


3. PGA West Pleaded a Claim Under the UFTA.


[12] To determine whether section 3439.09(c) barred PGA West's claims against Hulven, we must
determine whether this lawsuit was an attempt “to attack a fraudulent transfer, no matter whether
brought under the UFTA or otherwise.” (Macedo, supra, 86 Cal.App.4th at pp. 1050–1051, fn.
4, 104 Cal.Rptr.2d 1.) PGA West contends the UFTA does not apply to its lawsuit because it did
not allege a “transfer” in its complaint and, more importantly, no such transfer occurred. Instead,
PGA West argues the trial court correctly ruled, after trial, that the deed of trust was fictitious, the
beneficiary of the trust deed never existed, and Mork never incurred an obligation to Hulven. In
addition, **367  PGA West contends the UFTA does not apply because its lawsuit merely sought
a declaratory judgment to determine interests in the real property, and not to void a fraudulent
transfer.
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[13]  [14] In its complaint, PGA West alleged the foreclosure sale of the property, should it
proceed in the future, would constitute a fraudulent transfer by Mork and Hulven to deprive their
creditors of the ability to collect on the judgment liens. PGA West did not allege that the 2004
deed of trust was itself a fraudulent transfer from Mork to Hulven. That PGA West did not *172
expressly plead an already executed fraudulent transfer or specifically allege claims under the
UFTA is not dispositive when determining whether section 3439.09(c) applies to this lawsuit. “To
determine the statute of limitations which applies to a cause of action it is necessary to identify
the nature of the cause of action, i.e., the ‘gravamen’ of the cause of action. [Citations.] ‘[T]he
nature of the right sued upon and not the form of action nor the relief demanded determines the
applicability of the statute of limitations under our code.’ [Citation.]” (Hensler v. City of Glendale
(1994) 8 Cal.4th 1, 22–23, 32 Cal.Rptr.2d 244, 876 P.2d 1043; accord, Bank of New York Mellon
v. Citibank, N.A. (2017) 8 Cal.App.5th 935, 943, 214 Cal.Rptr.3d 504; Smith v. Ben Bennett, Inc.
(2005) 133 Cal.App.4th 1507, 1525, 35 Cal.Rptr.3d 612.) Therefore, we must look to the complaint
as a whole to determine the gravamen of PGA West's claims.


Read liberally (Code Civ. Proc., § 452), the complaint alleged: Hulven was a completely fictitious
entity created and controlled by Mork with a bogus address; Hulven did not even exist when the
deed of trust was recorded; Mork and Hulven were one in the same and indistinguishable, and their
separate interests (if any) were merged through the deed of trust. The note purportedly secured
by the deed of trust was a fake instrument created for the express purpose of advancing Mork's
scheme to protect the equity in his condominium from creditors; Mork received no consideration
from Hulven for the deed of trust; and Mork incurred no obligation whatsoever under the note
and made no payments to Hulven to satisfy any obligation. Despite this clear breach of the note,
Hulven did not act to enforce the purported obligation under the note within the applicable statute
of limitations.


To underscore the fraudulent nature of the transactions between Mork and Hulven, PGA West
alleged the deed of trust naming Hulven as the beneficiary was recorded to defeat potential
creditor's claims and “to launder Mork's title” to the property. (Italics added.) Indeed, PGA West
specifically alleged the deed of trust “was a fraudulent obligation incurred by Mork in an attempt to
protect Mork's equity in the Property and defeat creditor's claims against the same.” (Italics added.)


The complaint also alleged that ever since PGA West and the Wyatts recorded their abstracts of
judgment, Mork made no payments to satisfy the judgments and avoided all attempts to enforce
them. Mork and Hulven conspired with others to ensure Mork's scheme to elude creditors and
“launder” his title to the property succeeded by substituting a trustee of the deed of trust and having
an employee of Mork's business associate pose as Hulven's president and initiate nonjudicial
foreclosure proceedings against Mork, despite the fact Hulven never tried to collect on the note
when Mork failed to make even one payment.
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*173  Reading the complaint as a whole, and ignoring the labels given to the claims by PGA West,
we conclude the gravamen of those claims is that the 2004 deed of trust was a transfer or obligation
executed and **368  recorded “[w]ith actual intent to hinder, delay, or defraud” potential creditors
such as PGA West and the Wyatts. (§ 3439.04, subd. (a)(1).) Moreover, although PGA West's
complaint did not request a decree cancelling the 2004 deed of trust as void, it did pray for a
declaration that the deed of trust was void and unenforceable and that PGA West's interest in the
property had priority over any interest claimed under the deed of trust. Therefore, notwithstanding
that PGA West might have pursued remedies other than those provided by the UFTA, we must
conclude PGA West's claims are a common law attack on a fraudulent deed of trust and, therefore,
are subject to section 3439.09(c)'s seven-year “overarching, all-embracing maximum time period
to attack a fraudulent transfer.” (Macedo, supra, 86 Cal.App.4th at p. 1051, fn. 4, 104 Cal.Rptr.2d
1.)


[15] PGA West argues the UFTA does not apply because the deed of trust never actually
transferred an interest in the property and, therefore, is not a “transfer.” Because Mork and Hulven
were one and the same and had no distinguishable interests in the property, and because the note
and deed of trust never imposed a real obligation on the part of Mork, PGA West contends “[t]here
was no transfer to invalidate.” We disagree.


[16]  [17] In claims brought under the UFTA, plaintiffs often allege the transfer at issue was made
by the debtor to a “sham” corporate entity to hide assets from creditors. (See, e.g., Renda v. Nevarez
(2014) 223 Cal.App.4th 1231, 1234, 167 Cal.Rptr.3d 874 [judgment debtor transferred assets “to
various sham entities” to avoid judgment enforcement]; Kraft Power Corp. v. Merrill (2013) 464
Mass. 145, 981 N.E.2d 671, 677 [transfer to “sham corporations”]; Vaughan v. Graves (Okla.
2012) 291 P.3d 623, 625 [“sham corporation”]; Sterquell v. Scott (Tex.App. 2004) 140 S.W.3d
453, 460 [“sham entities”].) Transfers to bogus corporations that are wholly owned and controlled
by the debtor are “transfers” for purposes of the UFTA. (National Loan Investors, L.P. v. World
Properties, LLC (2003) 79 Conn.App. 725, 830 A.2d 1178, 1180–1182 [summary judgment for
plaintiff affirmed on UFTA claim alleging fraudulent transfer to bogus corporation wholly owned
by debtor]; Goldberg v. Chong (S.D. Fla. July 11, 2007, No. 07-20931-CIV-HUCK), 2007 WL
2028792, 2007 U.S. Dist. Lexis 49980 [summary judgment granted to receiver on UFTA claim
alleging employee of receivership entity fraudulently entered into employment contract between
receivership entity and a bogus corporation of which she was “the found[ing], sole member,”
“that never actually did any business,” and “had no office and had no employees”]; Woodell v.
TransFlorida Bank (Fla.Dist.Ct.App. 1998) 717 So.2d 108, 110 *174  [UFTA applied to “shell
entities known to be acting as alter-egos or agents of the judgment debtors”].) 10


10 We are not bound by decisions of sister state courts. (Armijo v. Miles (2005) 127 Cal.App.4th 1405, 1418, 26 Cal.Rptr.3d 623.)
However, “[i]t is well settled that decisions of sister state courts are particularly persuasive when those decisions construe similar
statutes or a uniform act. [Citation.]” (San Jose Crane & Rigging, Inc. v. Lexington Ins. Co. (1991) 227 Cal.App.3d 1314, 1321,
278 Cal.Rptr. 301.)
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[18]  [19] Moreover, the Legislature envisioned that the type of transaction that occurred in
this case would constitute a transfer. 11  The legislative commentary to **369  section 3439.04,
subdivision (b), provides that when considering the so-called “badges of fraud” to determine
whether a transfer was made with the actual intent to hinder, delay, or defraud a creditor, “a court
should evaluate all the relevant circumstances involving a challenged transfer or obligation. Thus
the court may appropriately take into account all indicia negativing as well as those suggesting
fraud, as illustrated in the following reported cases: [¶] (a) Whether the transfer or obligation was
to an insider: Salomon v. Kaiser (In re Kaiser), 722 F.2d 1574, 1582–83 (2d Cir. 1983) (insolvent
debtor's purchase of two residences in the name of his spouse and the creation of a dummy
corporation for the purpose of concealing assets held to evidence fraudulent intent).” (Assem.
Com. on Finance and Insurance, Rep. on Sen. Bill No. 2150 (1985–1986 Reg. Sess.) 5 Assem. J.
(1985–1986 Reg. Sess.) pp. 8577–8578 (Assem. Com. Report), 12  excerpts reprinted at 12A pt.
2 West's Ann. Civ. Code (2016 ed.) foll. § 3439.04, pp. 276–277.) The Legislature's reliance on
Salomon v. Kaiser is strong evidence that transfers to sham entities with no interest separate from
the debtor, in a scheme to defraud creditors, qualify as transfers under the UFTA.


11 On the court’s own motion, we took judicial notice of legislative history materials related to Senate Bill No. 2150 (1985-1986 Reg.
Sess.), which adopted the UFTA (Stats. 1986, ch. 383). (Evid. Code, §§ 452, 459.) The legislative history materials discussed in this
opinion are available in this court’s case file.


12 Normally, legislative committee comments are only persuasive authority when determining the Legislature's intent. (McMullen v.
Haycock (2007) 147 Cal.App.4th 753, 759, 54 Cal.Rptr.3d 660.) However, the committee comments quoted in this opinion were taken
verbatim from the Uniform Laws commissioners' commentary. (7A pt. II West's U. Laws Ann. (2006) U. Fraudulent Transfer Act,
com. to § 4, p. 60; see id., com. to § 9, p. 195, cited post.) Therefore, we give substantial weight to the official legislative commentary
about the UFTA. (See Lundahl v. Telford (2004) 116 Cal.App.4th 305, 315–316, 9 Cal.Rptr.3d 902.)


Therefore, although Mork never incurred a real obligation to Hulven under the deed of trust and
note, and Hulven apparently never really existed as a corporate entity, Mork's fraudulent attempt
to transfer the equity in his condominium to Hulven to insulate that asset from potential creditors
constitutes a “transfer” as defined in section 3439.01, subdivision (m).


*175  B. PGA West's Claims Were Extinguished by the UFTA's Seven-year Statute or Repose.
[20] Hulven contends the judgment must be reversed because PGA West's lawsuit was filed
after the expiration of the seven-year limitations period set forth in section 3439.09(c). PGA
West responds that, even if Mork's fraudulent attempt to insulate the equity in his condominium
constitutes a “transfer” and triggers the UFTA's limitations period, Hulven “waived” 13  the
limitations defense by not rearguing it at trial. 14


13 “[T]he correct term is ‘forfeiture’ rather than ‘waiver,’ because the former term refers to a failure to object or to invoke a right, whereas
the latter term conveys an express relinquishment of a right or privilege. [Citations.] As a practical matter, the two terms on occasion
have been used interchangeably. [Citations.]” (In re Sheena K. (2007) 40 Cal.4th 875, 880, fn. 1, 55 Cal.Rptr.3d 716, 153 P.3d 282.) In
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a number of the decisions that we cite in this opinion, the court used the term “waiver” when referring to a failure to object or invoke a
right. Except for when quoting from those decisions, we will use the more precise term “forfeiture” when addressing those decisions.


14 There is some authority to support Hulven's position that raising section 3439.09(c) in its demurrer was sufficient to preserve the
issue on appeal. (McCauley v. Howard Jarvis Taxpayers Assn. (1998) 68 Cal.App.4th 1255, 1263–1264, 80 Cal.Rptr.2d 900 [party
that raised statute of limitations defense in unsuccessful demurrer did not need to reargue it at trial to preserve the defense on appeal].)
But there is also authority that cuts the other way. (See RRLH, Inc. v. Saddleback Valley Unified School Dist. (1990) 222 Cal.App.3d
1602, 1605–1606, fn. 2, 272 Cal.Rptr. 529 [stating, in dicta, that a statute of limitations defense pleaded in an answer but not argued at
trial was forfeited]; Van Buskirk v. Todd (1969) 269 Cal.App.2d 680, 690, 75 Cal.Rptr. 280 [defendant forfeited statute of limitations
defense pleaded in answer by not including the defense in a pretrial conference order of issues to be decided at trial].) Because we
conclude section 3439.09(c) is a statute of repose that may not be forfeited, we need not decide whether Hulven properly preserved
the defense by asserting it in a demurrer and pleading it in an answer.


**370  To determine whether Hulven forfeited its defense under section 3439.09(c), we must
determine whether that time limitation is a traditional statute of limitations or a statute of
repose. “ ‘Statutes of repose and statutes of limitations are often confused, though they are
distinct.’ [Citation.]” (Federal Housing Finance Agency v. UBS Americas Inc. (2d Cir. 2013) 712
F.3d 136, 140.) We conclude section 3439.09(c) is a statute of repose that is not subject to forfeiture,
and that PGA West's claims were completely extinguished when the seven-year period expired. 15


15 In its main briefs, Hulven cited lower federal court decisions for the proposition that section 3439.09(c) is a statute of repose, but it
did not address how that characterization affected PGA West's forfeiture argument. For its part, PGA West ignored the decisions cited
by Hulven and characterized section 3439.09(c) as a statute of limitations that is “waived,” i.e., forfeited, if not timely asserted in the
trial court. We directed the parties to file supplemental briefs addressing: (1) whether section 3439.09(c) is a statute of limitations or
a statute of repose, and (2) whether a statute of repose is subject to the forfeiture doctrine.


*176  1. Statutes of limitations versus statutes of repose.


[21]  [22]  [23] “ ‘Statute of limitations’ is the ‘collective term ... commonly applied to a great
number of acts,’ or parts of acts, that ‘prescribe the periods beyond which’ actions ‘may not be
brought.’ [Citation.]” (Regents of University of California v. Superior Court (1999) 20 Cal.4th
509, 532, 85 Cal.Rptr.2d 257, 976 P.2d 808; see 3 Witkin, Cal. Procedure (5th ed. 2008) Actions,
§ 430, p. 546.) “There are several policies underlying such statutes. One purpose is to give
defendants reasonable repose, thereby protecting parties from ‘defending stale claims, where
factual obscurity through the loss of time, memory or supporting documentation may present unfair
handicaps.’ [Citations.] A statute of limitations also stimulates plaintiffs to pursue their claims
diligently. [Citations.] A countervailing factor, of course, is the policy favoring disposition of cases
on the merits rather than on procedural grounds. [Citations.]” (Fox v. Ethicon Endo-Surgery, Inc.
(2005) 35 Cal.4th 797, 806, 27 Cal.Rptr.3d 661, 110 P.3d 914.)


[24]  [25] Generally speaking, a garden variety 16  statute of limitations is procedural and merely
affects a remedy and not a substantive right or obligation. (Mitchell v. Auto. etc. Underwriters
(1941) 19 Cal.2d 1, 4, 118 P.2d 815; Nelson v. Flintkote Co. (1985) 172 Cal.App.3d 727, 733, 218
Cal.Rptr. 562; 3 Witkin, Cal. Procedure, supra, Actions, § 432, pp. 549–550.) Because a statute
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of limitations is an affirmative defense, it is forfeited if it is not properly asserted in a general
demurrer or pleaded in an answer. (Minton v. Cavaney (1961) 56 Cal.2d 576, 581, 15 Cal.Rptr. 641,
364 P.2d 473; Vitkievicz v. Valverde (2012) 202 Cal.App.4th 1306, 1314, 136 Cal.Rptr.3d 448.)
Moreover, statutes of limitations are subject to statutory and equitable tolling. **371  (3 Witkin,
Cal. Procedure, supra, Actions, § 432, p. 550.)


16 See Lantzy v. Centex Homes (2003) 31 Cal.4th 363, 373, 2 Cal.Rptr.3d 655, 73 P.3d 517.


[26]  [27]  [28]  [29] “For various reasons of policy, some time provisions, although in form
similar to statutes of limitations, are treated as conditions on the substantive right, i.e., they cause
the right that previously arose and on which an action could have been maintained, to expire.
[Citations.]” (3 Witkin, Cal. Procedure, supra, Actions, § 441, p. 561; see Williams v. Pacific
Mutual Life Ins. Co. (1986) 186 Cal.App.3d 941, 949, 231 Cal.Rptr. 234.) One such class of time
limitations are statutes of repose. “Statutes of repose effect a legislative judgment that a defendant
should ‘be free from liability after the legislatively determined period of time.’ [Citations.] Like
a discharge in bankruptcy, a statute of repose can be said to provide a fresh start or freedom from
liability.” (CTS Corp. v. Waldburger (2014) 573 U.S. 1, 8, 134 S.Ct. 2175, 2183, 189 L.Ed.2d
62 (CTS Corp.).) As the United States Supreme Court recently explained, whereas statutes of
limitations are designed to encourage plaintiffs to act diligently in prosecuting known injuries
*177  or claims, and normally provide that a cause of action accrues when the plaintiff is
injured or discovers an injury, “statutes of repose are enacted to give more explicit and certain
protection to defendants. These statutes ‘effect a legislative judgment that a defendant should
be free from liability after the legislatively determined period of time.’ ” (California Public
Employees' Retirement System v. ANZ Securities, Inc. (2017) ––– U.S. ––––, 137 S.Ct. 2042, 2049,
198 L.Ed.2d 584 (ANZ Securities ), quoting CTS Corp., at p. 2183.) “For this reason,” the court
continued, “statutes of repose begin to run on ‘the date of the last culpable act or omission of the
defendant.’ ” (ANZ Securities, at p. 2049, quoting CTS Corp., at p. 2182.)


[30]  [31] “ ‘[W]hile a statute of limitations normally sets the time within which proceedings
must be commenced once a cause of action accrues, [a] statute of repose limits the time within
which an action may be brought and is not related to accrual. Indeed, “the injury need not have
occurred, much less have been discovered. Unlike an ordinary statute of limitations which begins
running upon accrual of the claim, [the] period contained in a statute of repose begins when a
special event occurs, regardless of whether a cause of action has accrued or whether any injury
has resulted.” [Citation.]’ ” (McCann v. Foster Wheeler LLC (2010) 48 Cal.4th 68, 78–79, fn. 2,
105 Cal.Rptr.3d 378, 225 P.3d 516, quoting Giest v. Sequoia Ventures, Inc. (2000) 83 Cal.App.4th
300, 305, 99 Cal.Rptr.2d 476; accord, Cossman v. DaimlerChrysler Corp. (2003) 108 Cal.App.4th
370, 379, fn. 8, 133 Cal.Rptr.2d 376.)


[32]  [33] Whereas statutes of limitations affect a remedy, statutes of repose extinguish a right of
action after the period has elapsed. (Stuart v. Am. Cyanamid Co. (2d Cir. 1998) 158 F.3d 622, 627;
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51 Am.Jur.2d (2011) Limitation of Actions, § 354, pp. 762–763 [“a statute of repose ... nullifies
both the remedy and the remedy”]; id. § 24, p. 507 [statute of repose “extinguishes the action, or
terminates any right to action, after a fixed period of time has elapsed” (fns. omitted) ].) The effect
of a statute of repose “ ‘is [thus] harsher than a statute of limitations in that it cuts off a right of
action after a specified period of time, irrespective of accrual or even notice that a legal right has
been invaded. [Citation.]’ ” (McCann v. Foster Wheeler LLC, supra, 48 Cal.4th at p. 78, fn. 2, 105
Cal.Rptr.3d 378, 225 P.3d 516, quoting Giest v. Sequoia Ventures, Inc., supra, 83 Cal.App.4th at p.
305, 99 Cal.Rptr.2d 476.) Put another way, a statute of repose “ ‘does not cut off an existing right
of action, but rather provides that nothing which happens thereafter can be a cause of action.’ ”
**372  (San Diego Unified School Dist. v. County of San Diego (2009) 170 Cal.App.4th 288, 301,
87 Cal.Rptr.3d 796, quoting Inco Development Corp. v. Superior Court (2005) 131 Cal.App.4th
1014, 1020, 31 Cal.Rptr.3d 872; accord, CTS Corp., supra, 573 U.S. at p. 15, 134 S.Ct. at p. 2187
[a statute of repose “mandates that there shall be no cause of action beyond a *178  certain point,
even if no cause of action has yet accrued. Thus, a statute of repose can prohibit a cause of action
from coming into existence.”].)


[34]  [35] Although the defendant must plead a statute of limitations defense to avoid forfeiture, it
is the plaintiff who must plead facts showing their substantive right has not been extinguished by a
statute of repose. (Williams v. Pacific Mutual Life Ins. Co., supra, 186 Cal.App.3d at pp. 949–950,
231 Cal.Rptr. 234; 3 Witkin, Cal. Procedure, supra, Actions, § 441, p. 561; 51 Am.Jur.2d, supra,
Limitation of Actions, §§ 377–378, pp. 786–787.) And unlike a procedural statute of limitations,
substantive statutes of repose are generally not subject to statutory or equitable tolling. (ANZ
Securities, supra, ––– U.S. ––––, 137 S.Ct. at pp. 2050–2051; CTS Corp., supra, 573 U.S. at pp. 8,
8, 15, 134 S.Ct. at pp. 2183, 2187; Burroughs v. Precision Airmotive Corp. (2000) 78 Cal.App.4th
681, 689–690, 93 Cal.Rptr.2d 124; Turner & Banke, Cal. Practice Guide: Civil Procedure Before
Trial Statutes of Limitations (The Rutter Group 2017) ¶ 1:32, p. 1–4.)


2. Section 3439.09(c) is a statute of repose.


When determining whether section 3439.09(c) is a statute of limitations or a statute of repose,
we must apply standard rules of statutory interpretation. “Statutory interpretation is a question
of law that we review de novo. [Citation.] ‘Our fundamental task in interpreting a statute is to
determine the Legislature's intent so as to effectuate the law's purpose. We first examine the
statutory language, giving it a plain and commonsense meaning. We do not examine that language
in isolation, but in the context of the statutory framework as a whole in order to determine its
scope and purpose and to harmonize the various parts of the enactment. If the language is clear,
courts must generally follow its plain meaning unless a literal interpretation would result in absurd
consequences the Legislature did not intend. If the statutory language permits more than one
reasonable interpretation, courts may consider other aids, such as the statute's purpose, legislative
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history, and public policy.’ [Citation.]” (Bruns v. E-Commerce Exchange, Inc. (2011) 51 Cal.4th
717, 724, 122 Cal.Rptr.3d 331, 248 P.3d 1185.)


[36]  [37]  [38] Whether section 3439.09(c) is a procedural statute of limitations or a statute of
repose is an issue of first impression in California. Courts of this state have tended to refer to
section 3439.09 in its entirety as a statute of limitations. (See, e.g., Macedo, supra, 86 Cal.App.4th
at p. 1047, 104 Cal.Rptr.2d 1; *179  Monastra v. Konica Business Machines, U.S.A., Inc. (1996)
43 Cal.App.4th 1628, 1645, 51 Cal.Rptr.2d 528; Cortez v. Vogt (1997) 52 Cal.App.4th 917, 926,
60 Cal.Rptr.2d 841 (Cortez ).) 17


17 CACI No. 4208 and its use notes, which PGA West cites in its supplemental brief, refers to section 3439.09 in its entirety as a statute
of limitations and an “affirmative defense.” (Judicial Council of Cal., Civ. Jury Instns. (2017 ed.) CACI No. 4208, p. 975.) Although
official jury instructions adopted by the Judicial Council are entitled to some weight (see Cal. Rules of Court, rule 2.1050), they are
not authoritative. “ ‘[J]ury instructions, whether published or not, are not themselves the law, and are not authority to establish legal
propositions or precedent. They should not be cited as authority for legal principles.’ ” (LAOSD Asbestos Cases (2016) 5 Cal.App.5th
1022, 1049, 211 Cal.Rptr.3d 261, quoting People v. Morales (2001) 25 Cal.4th 34, 48 fn. 7, 104 Cal.Rptr.2d 582, 18 P.3d 11.)


Lower federal courts applying California's UFTA, however, have been more **373  careful when
addressing section 3439.09's different subdivisions. “Cal. Civ. Code § 3439.09(a) and (b) are
statutes of limitation requiring a plaintiff to file a fraudulent transfer action within four years of the
transfer or, for an intentional fraud, within one year after the transfer was or could reasonably have
been discovered.” (Rund v. Bank of Am. Corp. (In re EPD Inv. Co., LLC) (Bankr. 9th Cir. 2015)
523 B.R. 680, 685, citing In re JMC Telecom LLC, supra, 416 B.R. at p. 742 & Macedo, supra,
86 Cal.App.4th at p. 1050, fn. 4, 104 Cal.Rptr.2d 1.) “In contrast to subdivisions (a) and (b), the
seven year time limitation set forth in Cal. Civ. Code § 3439.09(c) is a statute of repose.” (Rund v.
Bank of Am. Corp. (In re EPD Inv. Co., LLC), supra, 523 B.R. at p. 686, citing Donell v. Keppers
(S.D. Cal. 2011) 835 F.Supp.2d 871, 877.) 18


18 Accord, Jenner v. Neilson (In re Slatkin) (9th Cir. 2007) 222 Fed.Appx. 545, 547; Forum Ins. Co. v. Comparet (9th Cir. 2003) 62
Fed.Appx. 151, 152; Ezra v. Seror (In re Ezra) (Bankr. 9th Cir. 2015) 537 B.R. 924, 934–935; McFarland v. Cal. Bank & Trust (In
re Int'l Mfg. Grp., Inc.) (Bankr. N.D. Cal. Dec. 6, 2016, No. 14-25820-D-11), 2016 WL 7163588, *13, 2016 Bankr. Lexis 4192 *39;
Luria v. Wolff (C.D. Cal. Apr. 11, 2016, No. CV 15–09191–RSWL-GJSx), 2016 WL 1449536, *5, 2016 U.S. Dist. Lexis 49231,
*12; Weil v. U.S. (In re Tag Entertainment Corp.) (Bankr. C.D. Cal. Mar. 29, 2016, No. 1:09–bk-26982–VK), 2016 WL 1239519,
*16, 2016 Bankr. Lexis 982, *45; Donell v. Mojtahedian (C.D. Cal. 2013) 976 F.Supp.2d 1183, 1189 (applying § 3439.09(c), but
mislabeling it § 3439.09, subd. (a)); Internet Direct Response, Inc. v. Buckley (C.D. Cal. Mar. 7, 2011, No. SA CV 09-1335 ABC,
2011 WL 835607, 2011 U.S. Dist. Lexis 28344; In re JMC Telecom LLC, supra, 416 B.R. at p. 742; Rooz v. Kimmel (In re Kimmel)
(Bankr. N.D. Cal. 2007) 367 B.R. 166, 169; see Pilmer & Cramer, Swindlers' List (June 2009) 32 L.A. Lawyer 22, 27 (“California
law provides a seven-year statute of repose for intentionally fraudulent transfer claims”).


[39] We agree with the federal courts that have concluded section 3439.09(c) is a statute of repose.
That section provides that a cause of action to void a fraudulent transfer is “extinguished” if it
is not filed “within seven years after the transfer was made or the obligation was incurred.” (§
3439.09(c), italics added.) On its face, section 3439.09(c) is ambiguous with regard to what is
extinguished by the passage of the seven-year period—the remedy or the right of action itself. But
the legislative history makes clear the Legislature intended expiration of the limitations period to
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extinguish the right or obligation involved. “Its purpose is to make clear that lapse of the statutory
periods prescribed by [section 3439.09] bars the right and not merely the  *180  remedy.” (Assem.
Com. Report, supra, 5 Assem. J. (1985–1986 Reg. Sess.) p. 8586, italics added, excerpts reprinted
at 12A pt. 2 West's Ann. Civ. Code, supra, foll. § 3439.09, p. 386; see 7A pt. II West's U. Laws
Ann., supra, U. Fraudulent Transfer Act, com. to § 9, p. 195.) 19


19 The Assembly Committee comments also indicate that, prior to the adoption of section 3439.09, limitations periods applicable to
actions to void fraudulent transfers varied widely. Section 3439.09 was adopted to “mitigate the uncertainty” that resulted from such a
diversity of limitations periods. (Assem. Com. Report, supra, 5 Assem. J. (1985–1986 Reg. Sess.) pp. 8586–8587, excerpts reprinted
at 12A pt. 2 West's Ann. Civ. Code, supra, foll. § 3439.09, p. 386; see 7A pt. II West's U. Laws Ann., supra, U. Fraudulent Transfer
Act, com. to § 9, p. 195.)


Moreover, on its face, section 3439.09(c) does not provide for tolling. As one United States
District Court concluded: “ ‘The **374  phrase “notwithstanding any other provision of law” [in
section 3439.09(c)] is a “term of art” that “expresses a legislative intent to have the specific
statute control despite the existence of other law which might otherwise govern.” ’ [Citation.]
Therefore, 3439.09(c)'s seven-year backstop ‘is absolute,’ and ‘it cannot be tolled or otherwise
extended.’ [Citations.]” (Donell v. Keppers, supra, 835 F.Supp.2d at p. 878.)


PGA West argues section 3439.09(c) is not a statute of repose because it is not a substantive limit on
the plaintiff's right of action. Citing Regents of University of California v. Hartford Acc. & Indem.
Co. (1978) 21 Cal.3d 624, 147 Cal.Rptr. 486, 581 P.2d 197 (Hartford ) (superseded by statute),
PGA West compares section 3439.09(c) to Code of Civil Procedure section 337.15 and argues both
are procedural statute of limitations. Code of Civil Procedure section 337.15, when construed with
Code of Civil Procedure sections 337 and 338, provides a “two-step limitation: actions founded
upon a latent defect in the development of real property must be filed within three or four years
of discovery, depending on whether the action rests on breach of warranty or negligence, but in
any case within ten years of the date of substantial completion of the improvement.” (Hartford,
at p. 641, 147 Cal.Rptr. 486, 581 P.2d 197.)


The Supreme Court in Hartford, supra, 21 Cal.3d 624, 147 Cal.Rptr. 486, 581 P.2d 197, rejected
the argument that Code of Civil Procedure section 337.15 is a substantive limitation on a plaintiff's
right of action as opposed to a procedural statute of limitations. (Hartford, at pp. 639–640, 147
Cal.Rptr. 486, 581 P.2d 197.) In passing, the court noted, “An identical argument ... could be
raised with respect to every statute of limitations.” (Id. at p. 640, 147 Cal.Rptr. 486, 581 P.2d 197.)
According to PGA West, section 3439.09 is similar to Code of Civil Procedure section 337.15 in
that both provide for shorter limitations periods that accrue when the plaintiff learns of the injury,
but they nonetheless provide a longer, overarching limitations period in which the plaintiff must
file suit. Because the Supreme Court *181  concluded Code of Civil Procedure section 337.15 is
a run-of-the-mill statute of limitations, PGA West contends we should do the same with respect
to section 3439.09(c).
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A closer look at Hartford, supra, 21 Cal.3d 624, 147 Cal.Rptr. 486, 581 P.2d 197, shows it is
inapt. “The issue there was whether the surety on a contractor's bond—then not among the persons
specifically mentioned in the statute—nonetheless could claim the protection of [Code Civil
Procedure] section 337.15's 10–year limitations period. The [Hartford] majority answered that
question no. [Citation.] The dissenters argued that because [Code Civil Procedure] section 337.15
was a substantive limit on legal rights and duties, it precluded the plaintiff, in any suit brought after
expiration of the 10–year period, from proving a contractor's breach of duty which the surety must
make good. [Citation.]” (Lantzy v. Centex Homes, supra, 31 Cal.4th at p. 381, 2 Cal.Rptr.3d 655,
73 P.3d 517.) It was in that specific context that the Supreme Court rejected the argument that Code
of Civil Procedure section 337.15 was a substantive limitation on the plaintiff's right of action.
(Lantzy, at p. 381, 2 Cal.Rptr.3d 655, 73 P.3d 517.) Courts have since limited the reach of the
language from Hartford that PGA West relies upon, for example, concluding it does not provide
support for the proposition that the 10–year limitation period under Code of Civil Procedure
section 337.15 is subject to equitable tolling. (Lantzy, at p. 381, 2 Cal.Rptr.3d 655, 73 P.3d 517;
**375  FNB Mortgage Corp. v. Pacific General Group (1999) 76 Cal.App.4th 1116, 1131–1132,
90 Cal.Rptr.2d 841.) Moreover, whereas section 3439.09(c) completely extinguishes a plaintiff's
right of action and not merely the remedy of setting aside a fraudulent transfer, which is one of
the hallmarks of a statute of repose, nothing in Hartford suggested that Code of Civil Procedure
section 337.15 similarly extinguished a plaintiff's right of action. Therefore, we conclude Hartford
provides no support for PGA West's position that section 3439.09(c) is a run-of-the-mill statute
of limitations.


Next, PGA West cites Cortez, supra, 52 Cal.App.4th 917, 60 Cal.Rptr.2d 841 and Macedo, supra,
86 Cal.App.4th 1044, 104 Cal.Rptr.2d 1, for the proposition that section 3439.09(c) is subject to
tolling and, therefore, is not a statute of repose. Again, we are not persuaded.


In Cortez, supra, 52 Cal.App.4th 917, 60 Cal.Rptr.2d 841, the defendant made a fraudulent transfer
in August 1987 while an underlying lawsuit to establish its liability was still pending but before
the judgment became final. (Id. at p. 920–924, 60 Cal.Rptr.2d 841.) The plaintiff's action to set
aside the fraudulent transfer was filed in April 1993. (Id. at p. 924, 60 Cal.Rptr.2d 841.) The issue
there was whether the four-year statute of limitations under section 3439.09, subdivision (a), to
set aside a fraudulent transfer began to run when the fraudulent transfer was made, or whether the
time to challenge a fraudulent transfer was tolled until the judgment establishing the underlying
debt became final. (Cortez, at p. 929, 60 Cal.Rptr.2d 841.) The Court of Appeal concluded: the
UFTA is cumulative to existing common law remedies to set aside fraudulent transfers; common
law remedies to *182  set aside fraudulent transfers are governed by the three-year statute of
limitations under Code of Civil Procedure section 338, subdivision (d), which provides for tolling
until the party challenging the transfer obtains a final judgment on the underlying debt; and the
tolling principle applicable to common law actions to set aside fraudulent transfers applies equally
to the four-year statute of limitations under section 3439.09, subdivision (a). (Cortez, at pp. 930–
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937, 60 Cal.Rptr.2d 841.) Because the lawsuit to set aside the fraudulent transfer was filed less
than four years after the underlying judgment became final, the court concluded the lawsuit was
not time-barred under section 3439.09, subdivision (a). (Cortez, at p. 937, 60 Cal.Rptr.2d 841.)


[40] Cortez, supra, 52 Cal.App.4th 917, 60 Cal.Rptr.2d 841, is not particularly helpful here
because in that case the lawsuit to set aside a fraudulent transfer was filed less than seven years after
the transfer was made. Although the Court of Appeal mentioned and quoted section 3439.09(c) in
passing (Cortez, at pp. 919, 926–927, 60 Cal.Rptr.2d 841), it had no occasion whatsoever to decide
whether the common law tolling principle applicable to section 3439.09, subdivision (a), applied
to section 3439.09(c) as well. Moreover, the fact that section 3439.09 includes shorter statutes of
limitations, which are subject to regular discovery and tolling rules, and a longer statute of repose,
which is not subject to those rules, is not anomalous in the least. “The pairing of a shorter statute of
limitations and a longer statute of repose is a common feature of statutory time limits. [Citation.]
The two periods work together: The discovery rule gives leeway to a plaintiff who has not yet
learned of a violation, while the rule of repose protects the defendant from an interminable threat
of liability. [Citation.]” (ANZ Securities, supra, ––– U.S. ––––, 137 S.Ct. at pp. 2049–2050.)


As for Macedo, supra, 86 Cal.App.4th 1044, 104 Cal.Rptr.2d 1, the fraudulent transfers in that case
were made in September **376  and December 1993, after the underlying June 1992 judgment
was entered but before it was completely satisfied. (Id. at p. 1046, 104 Cal.Rptr.2d 1.) The plaintiff
filed suit in July 1999 to set aside the fraudulent transfers, and the defendant argued the suit was
barred by the four-year statutes of limitations under section 3439.09, subdivisions (a) and (b).
(Macedo, at p. 1048, 104 Cal.Rptr.2d 1.) Applying the reasoning from Cortez, the court concluded:
the UFTA supplements common law causes of action to challenge fraudulent transfers; and a
common law cause of action is governed by the three-year statute of limitations under Code Civil
Procedure section 338, subdivision (d), which does not begin to run until the underlying judgment
establishing liability becomes final. (Macedo, at pp. 1048–1052, 104 Cal.Rptr.2d 1.)


Although the lawsuit to set aside the fraudulent transfers in Macedo was filed less than seven
years after the transfers were made, as noted ante, the *183  Court of Appeal did have occasion
to discuss, albeit in dicta, the effect of section 3439.09(c) on all lawsuits to challenge fraudulent
transfers. Although the appellate court agreed with the plaintiff that section 3439.09 was not the
exclusive statute of limitations applicable to fraudulent transfer actions, the court made clear that
“even if belated discovery can be pleaded and proven” with respect to section 3439.09, subdivision
(a), and the statute of limitations applicable to common law remedies for fraudulent transfers, “in
any event the maximum elapsed time for a suit under either the UFTA or otherwise is seven years
after the transfer. [Citation.]” (Macedo, supra, 86 Cal.App.4th at p. 1050, fn. 4, 104 Cal.Rptr.2d
1.) The court's conclusion followed ineluctably from the plain language of section 3439.09(c).
“[B]y its use of the term ‘[n]otwithstanding any other provision of law,’ the Legislature clearly
meant to provide an overarching, all-embracing maximum time period to attack a fraudulent
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transfer, no matter whether brought under the UFTA or otherwise.” (Macedo, at pp. 1050–1051,
fn. 4, 104 Cal.Rptr.2d 1.) For the reasons stated, ante, we agree with Macedo's “well-considered
dicta” (Roach v. Lee, supra, 369 F.Supp.2d at p. 1199; In re JMC Telecom LLC, supra, 416 B.R. at
p. 743) and decline PGA West's invitation to read Macedo as suggesting the seven-year limitation
under section 3439.09(c) is subject to tolling. 20


20 PGA West also relies on Fidelity National Financial, Inc. v. Friedman (C.D. Cal. Apr. 27, 2009, No. CV 06–4271 CAS (JWJx)), 2009
WL 1160234, *12–*15, 2009 U.S. Dist. Lexis 40732, *40–*46, where the federal district court applied the reasoning of Cortez to
conclude section 3439.09(c) is subject to tolling. The court there ignored the contrary dicta in Macedo and the reasoned conclusions
of other district courts that section 3439.09(c) was intended to be an absolute limit on fraudulent transfer actions and is not subject
to further extension by tolling. For the reasons stated in the text, we respectfully disagree with Fidelity National.


The legislative history to section 3439.09 supports our conclusion that the seven-year limitation
under section 3439.09(c) was intended as an absolute limit on actions to challenge fraudulent
transfers that cannot be tolled or otherwise extended. As introduced, the bill that adopted the UFTA
in California included almost verbatim the limitations period recommended by the Uniform Laws
commissioners, which did not include an all-encompassing statute of repose. At that stage, section
3439.09 read as follows: “A cause of action with respect to a fraudulent transfer or obligation under
this chapter is extinguished unless action is brought: [¶] (a) Under paragraph (1) of subdivision
(a) of Section 3439.04 within, four years after the transfer **377  was made or the obligation
was incurred or, if later, within one year after the transfer or obligation was or could reasonably
have been discovered by the claimant. [¶] (b) Under paragraph (2) of subdivision (a) of Section
3439.04 or subdivision (a) of Section 3439.05, within four years after the transfer was made or the
obligation was incurred. [¶] (c) Under subdivision (b) of Section 3439.05, within one year after the
transfer was made or the obligation was *184  incurred.” (Sen. Bill No. 2150 (1985–1986 Reg.
Sess.) as introduced Feb. 20, 1986, p. 9; see 7A pt. II West's U. Laws Ann., supra, U. Fraudulent
Transfer Act, § 9, p. 194.)


A committee of the Business Law Section of the State Bar of California, which studied the
UFTA, had expressed concern that the limitations period recommended by the Uniform Laws
commissioners (Section 9, which became Civ. Code, § 3439.09) overlooked future creditors and
did not include an “absolute termination date for creditors to challenge the transfer, especially
since it is unknown when a future creditor will discover the fraud.” (Report of the Ad Hoc
Committee of the Business Law Section of the State Bar of California on the Proposed Adoption
in California of the Uniform Fraudulent Transfer Act (Dec. 12, 1985) pp. 18–19 (Business Law
Section Report), italics added.) “[T]o provide certainty for parties dealing with transferees,” the
bar committee recommended that “an absolute deadline of ten years be imposed on any creditor's
right to challenge any transfer.” (Business Law Section Report, at p. 19, italics added.) The bar
committee proposed an entirely new subdivision (c): “Notwithstanding anything herein to the
contrary, a cause of action with respect to a fraudulent transfer or obligation is extinguished if no
action is brought or levy made within ten years after the transfer was made or the obligation was
incurred.” (Ibid.)
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While the Senate Judiciary Committee was considering Senate Bill No. 2150, the State Bar
forwarded the Business Law Section Report to the author of the bill and to the Judiciary Committee.
(State Bar of California Legislative Representative Judith A. Harper, letter to Senator Robert
Beverly, May 1, 1986.) In response, the Judiciary Committee amended Senate Bill No. 2150 to
include a seven-year limitation period in language substantially similar to that proposed by the bar
committee. (Sen. Bill No. 2150 (1985–1986 Reg. Sess.) as amended May 8, 1986; Sen. Com. on
Judiciary, Analysis of Sen. Bill No. 2150 (1985–1986 Reg. Sess.) as introduced Feb. 20, 1986, pp.
4–5; Sen. Final History (1985–1986 Reg. Sess.) p. 1381.) As amended, section 3439.09(c) read:
“Notwithstanding any other provision of law, a cause of action with respect to a fraudulent transfer
or obligation is extinguished if no action is brought or levy made made [sic] within seven years
after the transfer was made or the obligation was incurred.” (Sen. Bill No. 2150 (1985–1986 Reg.
Sess.) as amended May 8, 1986, p. 8, italics omitted.) That language remained unchanged when
the Legislature adopted and the Governor signed the UFTA into law. (Stats. 1986, ch. 383, § 2,
p. 1593.) Minor amendments have been made to section 3439.09(c) since then, but in substance
its language has remained the same. (Stats. 2005, ch. 34, § 2 [deleting extra word “made”]; Stats.
2015, ch. 44, § 11 [making technical, nonsubstantive changes].)


*185  Interpreting section 3439.09(c) to provide for tolling, as suggested by PGA West, would
undermine the certainty to debtors that the absolute seven-year limitation was intended to
afford. Therefore, we must reject that interpretation. Because section 3439.09(c) was intended to
completely extinguish a right of action and not merely a remedy, and because it does **378  not
provide for tolling or delayed discovery, we conclude that limitations period is a statute of repose
and not merely a statute of limitations. 21


21 Hulven relied exclusively on section 3439.09(c) in its demurrer and on appeal, so we have no occasion to decide whether section
3439.09, subdivisions (a) and (b), are also statutes of repose.


3. Statutes of repose cannot be forfeited.


[41] As noted, ante, traditional statutes of limitations are considered affirmative defenses that
are subject to the forfeiture doctrine. We have found no published California decision addressing
whether a statute of repose is also subject to forfeiture. 22  The majority view among other
jurisdictions, which we adopt, holds that statutes of repose cannot be forfeited.


22 As PGA West points out in its supplemental brief, there is considerable California authority for the proposition that a party may
contractually agree to modify the length of a statute of repose. (E.g., Brisbane Lodging, L.P. v. Webcor Builders, Inc. (2013) 216
Cal.App.4th 1249, 1262–1263, 157 Cal.Rptr.3d 467; Zamora v. Lehman (2013) 214 Cal.App.4th 193, 205–211, 153 Cal.Rptr.3d 724;
Moreno v. Sanchez (2003) 106 Cal.App.4th 1415, 1430–1431, 131 Cal.Rptr.2d 684; Hambrecht & Quist Venture Partners v. American
Medical Internat., Inc. (1995) 38 Cal.App.4th 1532, 1548, 46 Cal.Rptr.2d 33; see 3 Witkin, Cal. Procedure, supra, Actions, § 441,
p. 562.) That line of decisions relied on Tebbets v. Fidelity and Casualty Co. (1909) 155 Cal. 137, 99 P. 501, which characterized
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statutes of limitations as statutes of repose that were mere personal rights and could be contractually bargained away. (Id. at p. 139,
99 P. 501.) Neither Tebbets nor the decisions following it discussed the differences between procedural statutes of limitations that
merely bar a remedy and are subject to tolling, and statutes of repose that completely extinguish a right or obligation and are not
subject to tolling. We need not question in this case whether those cases were correctly decided because they addressed a knowing
“waiver” (see, ante, fn. 13) of a limitations period by contract and are, therefore, not authority for the proposition that a statute of
repose is subject to forfeiture. To the extent Hambrecht suggested in dicta that a statute of repose is subject to forfeiture if a defendant
does not timely raise it in the trial court (Hambrecht, at p. 1548, fn. 16, 46 Cal.Rptr.2d 33, citing Minton v. Cavaney, supra, 56 Cal.2d
at p. 581, 15 Cal.Rptr. 641, 364 P.2d 473), we respectfully decline to follow that decision.


A minority of jurisdictions adhere to the rule that statutes of repose, like statutes of limitations,
are affirmative defenses that are subject to the forfeiture doctrine. (E.g., Pratcher v. Methodist
Healthcare Memphis Hospitals (Tenn. 2013) 407 S.W.3d 727, 737–738; McRaith v. BDO Seidman,
LLP (2009) 391 Ill.App.3d 565, 330 Ill.Dec. 597, 909 N.E.2d 310, 327; Johnston v. Hudlett
(Fla.Dist.Ct.App. 2010) 32 So.3d 700, 704; see Dominguez v. Lanham Machinery Co., Inc. (W.D.
Mich. 2000) 122 F.Supp.2d 852, 853 [collecting cases]; 54 C.J.S. (2010) Limitations of Actions,
§ 28, p. 45 & fn. 15 [relying on Illinois decisions for proposition that “[s]tatutes of repose are
affirmative defenses subject to forfeiture if not asserted”].)


*186  “[T]he prevailing rule,” however, “is that a statute of repose is not an affirmative defense that
needs to be pleaded in a defendant's answer to avoid waiver [i.e., forfeiture].” (Chang–Williams
v. U.S. (D.Md. 2013) 965 F.Supp.2d 673, 694, fn. 9, citing Roskam Baking Co., Inc. v. Lanham
Mach. Co. (6th Cir. 2002) 288 F.3d 895, 902–904 & Am. Fed'n of Teachers, AFL-CIO v. Bullock
(D.D.C. 2009) 605 F.Supp.2d 251, 261.) 23  In fact, the lower **379  federal courts have adopted
the majority rule against forfeiture of statutes of repose when applying section 3439.09(c) and
other state's versions of the UFTA. (Weil v. U.S. (In re Tag Entertainment Corp.), supra, *16, 2016
Bankr. Lexis 982 at *45, quoting Donell v. Keppers, supra, 835 F.Supp.2d at p. 877 [“ ‘Unlike a
traditional statute of limitations, a statute of repose cannot be waived [i.e., forfeited].’ ”]; Warfield
v. Alaniz (D.Ariz. 2006) 453 F.Supp.2d 1118, 1130 [“Unlike a traditional statute of limitations,
the statute of repose contained in the [Arizona] UFTA cannot be waived [i.e., forfeited].”]; see
Klein v. Capital One Financial Corp. (D.Idaho July 29, 2011, No. 4:10-CV-00629-EJL), 2011 WL
3270438, 2011 U.S. Dist. Lexis 83905 [quoting Warfield as persuasive authority when interpreting
statute of repose under Idaho's UFTA].)


23 Accord, Lewis v. Russell (E.D. Cal. 2012) 838 F.Supp.2d 1063, 1069; Whittaker v. Todd (N.C.Ct.App. 2006) 176 N.C.App. 185,
625 S.E.2d 860, 862; Trax-Fax, Inc. v. Hobba (Ga.Ct.App. 2006) 277 Ga.App. 464, 627 S.E.2d 90, 95–96; Ray & Sons Masonry
Contractors, Inc. v. U.S. Fidelity & Guaranty Co. (2003) 353 Ark. 201, 114 S.W.3d 189, 199–200; G&P Trucking v. Parks Auto
Sales Service & Salvage, Inc. (App. 2003) 357 S.C. 82, 591 S.E.2d 42, 45; Vargo v. Koppers Co., Inc. (1998) 552 Pa. 371, 715 A.2d
423, 425, footnote 1; see 51 Am.Jur.2d, supra, Limitation on Actions, section 352, at page 767, section 345, at pages 762–763, and
section 385, at page 792.


As one leading decision adopting the majority view explained: “ ‘While the running of a statute of
limitations will nullify a party's remedy, the running of a statute of repose will extinguish both the
remedy and the right. The statute of limitations is therefore a procedural mechanism, which may
be waived [i.e., forfeited]. On the other hand, the statute of repose is a substantive provision which
may not be waived [i.e., forfeited] because the time limit expressly qualifies the right which the
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statute creates.’ ” (Roskam Baking Co., Inc. v. Lanham Mach. Co., supra, 288 F.3d at pp. 902–903,
quoting Cheswold Volunteer Fire Co. v. Lambertson Constr. Co. (Del. 1985) 489 A.2d 413, 421.)


We find the reasoning behind the majority view to be persuasive. As noted, expiration of the
seven-year repose period in section 3439.09(c) completely extinguishes a party's right, not just
the remedy of voiding a fraudulent transfer. (Assem. Com. Report, supra, 5 Assem. J. (1985–
1986 Reg. Sess.) p. 8586, excerpts reprinted at 12A pt. 2 West's Ann. Civ. Code, supra, foll.
§ 3439.09, p. 386.) That maximum limitation period is absolute and is not subject to tolling or
delayed discovery. To hold that an otherwise extinguished right is resurrected, Lazarus-like, simply
because a defendant *187  fails to timely assert the limitations period would frustrate the goal
of providing defendants with complete repose once the statutory period expires. (See CTS Corp.,
supra, 573 U.S. at p. ––––, 134 S.Ct. at p. 2183.) Therefore, we conclude a statute of repose is
not subject to forfeiture.


Because a statute of repose cannot be forfeited, we must reject PGA West's argument that Hulven
forfeited its defense under section 3439.09(c) by not arguing it at trial.


4. PGA West sued Hulven more than seven years after the deed of trust was executed.


[42] Having concluded section 3439.09(c) is a statute of repose that may not be forfeited, we must
also conclude that PGA West's claims with respect to the deed of trust were extinguished before
it filed suit. The deed of trust was recorded on January 28, 2004. The absolute last day an action
could have been filed to attack the deed of trust, under the UFTA or not, was January 27, 2011.
(§ 3439.09(c); Macedo, supra, 86 Cal.App.4th at pp. 1050–1051, fn. 4, 104 Cal.Rptr.2d 1.) PGA
West did not file its complaint until March 4, 2013, more than nine years after the deed **380  of
trust was recorded. 24  In other words, PGA West's right of action on the deed of trust had already
been completely extinguished.


24 Relying on the United States Supreme Court's recent explication that a statute of repose does not begin to run until the defendant's
“ ‘last culpable act’ ” (ANZ Securities, supra, ––– U.S. ––––, 137 S.Ct. at p. 2049, quoting CTS Corp., supra, 573 U.S. at p. 6, 134
S.Ct. at p. 2182), counsel for PGA West seemed to suggest during oral argument that a statute of repose does not begin to run until
the very last act or omission by the defendant of any kind, which in this case would be acts allegedly committed by Hulven and Mork
years after the deed of trust was recorded. We disagree. By culpable act, we assume the high court meant the last act or omission
giving rise to the cause of action tied to the relevant statute of repose, which in this case is a fraudulent transfer. (§§ 3439.04, subd.
(a)(1), 3439.01, subd. (m), 3439.09(c).) The only fraudulent transfer alleged in the complaint is the deed of trust recorded against the
property by Mork that named Hulven as the beneficiary. Therefore, the deed of trust is the last culpable act for purposes of this case,
and it triggered the seven-year statute of repose under section 3439.09(c).


[43]  [44] PGA West contends our conclusion will lead to absurd results because it is “a license
to commit fraud.” We must, of course, interpret statutes to avoid anomalous or absurd results
that the Legislature could not have intended and that would frustrate the Legislature's intent.
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(Metropolitan Water Dist. v. Superior Court (2004) 32 Cal.4th 491, 522, 9 Cal.Rptr.3d 857, 84
P.3d 966; People v. Birkett (1999) 21 Cal.4th 226, 231, 87 Cal.Rptr.2d 205, 980 P.2d 912.) But
“[w]e must exercise caution using the ‘absurd result’ rule; otherwise, the judiciary risks acting as a
‘ “super-Legislature” ’ by rewriting statutes to find an unexpressed legislative intent. [Citation.]” (
*188  California School Employees Assn. v. Governing Bd. of South Orange County Community
College Dist. (2004) 124 Cal.App.4th 574, 588, 21 Cal.Rptr.3d 451.) In any event, although the
result in this case is lamentable, the legislative history discussed above demonstrates it is not
absurd or unanticipated. 25  (See People v. Lee (2017) 11 Cal.App.5th 344, 352, 217 Cal.Rptr.3d
392 [“Neither the Attorney General nor [the defendant] discuss the statute's legislative history.
After conducting our own review, we conclude the Legislature intended the result the Attorney
General characterizes as ‘absurd’ or ‘inconsistent.’ ”]; Jackson v. Doe (2011) 192 Cal.App.4th 742,
752, 121 Cal.Rptr.3d 685 [“Our review of the legislative history does not indicate our interpretation
of the statute would ‘defeat legislative intent or produce an absurd result.’ ”].)


25 While this appeal was pending, Hulven petitioned this court for a writ of supersedeas to prevent PGA West from foreclosing on a
lien placed on the property for delinquent homeowner’s association assessments. We denied the petition without prejudice to Hulven
requesting a stay from the trial court.
Either Hulven did not request a stay in the trial court or the trial court denied the stay, because during oral argument before this court
counsel for PGA West informed us that it foreclosed on the property and now owns it. Counsel for Hulven did not contradict this
assertion of fact. PGA West presumably intends to sell the property to at least partially satisfy its judgment against Mork, but it argues
the result in this case will somehow provide Hulven with a sword it can use to regain ownership of the property in a quiet title action.
Normally we are limited to the facts in the record on appeal, and we will not consider events that occur after the judgment. (Haworth
v. Superior Court (2010) 50 Cal.4th 372, 379, fn. 2; Vons Companies, Inc. v. Seabest Foods, Inc. (1996) 14 Cal.4th 434, 444, fn. 3.)
Neither party to this appeal has argued the foreclosure sale rendered this appeal moot. To the extent the appeal is moot, we have
exercised our discretion to retain jurisdiction to decide the important issues of public interest raised herein. (Los Angeles County
Metropolitan Transportation Authority v. Alameda Produce Market, LLC (2011) 52 Cal.4th 1100, 1106.)


**381  [45] By enacting a statute of repose, which completely extinguishes a right of action to
void a fraudulent transfer after seven years; which was intended to provide absolute protection to
transferors against claims filed many years later by future creditors; and which is not subject to
tolling or to extension for delayed discovery, the Legislature had to have anticipated that at least
some unscrupulous debtors would reap the windfall of their fraudulent schemes. 26  Therefore we
must conclude the trial court erred as a matter of law by overruling Hulven's demurrer. Because
PGA West's right of action with respect to the deed of trust was already extinguished, the trial
court should have sustained Hulven's demurrer.


26 Whether the policy behind section 3439.09(c) “is desirable or wise is not our duty to decide; our role is to construe the statute as
enacted by our Legislature.” (Mercer v. Department of Motor Vehicles (1991) 53 Cal.3d 753, 761, 280 Cal.Rptr. 745, 809 P.2d 404.)


[46]  [47] Lastly, at oral argument, PGA West argued that, if we reverse the order overruling
Hulven's demurrer, it should be given leave to amend its complaint. *189  PGA West did not
request leave to amend in its principal or supplemental briefs. “ ‘We will not consider an issue
not mentioned in the briefs and raised for the first time at oral argument.’ [Citation.]” (Daniels
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v. Select Portfolio Servicing, Inc. (2016) 246 Cal.App.4th 1150, 1185, 201 Cal.Rptr.3d 390.) By
waiting until oral argument to address the issue of leave to amend, PGA West forfeited it.


[48]  [49]  [50]  [51]  [52] Moreover, PGA West has not shown “there is a reasonable possibility
of an amendment that would cure the complaint's legal defect or defects. [Citation.]” (Yvanova
v. New Century Mortgage Corp. (2016) 62 Cal.4th 919, 924, 199 Cal.Rptr.3d 66, 365 P.3d 845.)
“ ‘The plaintiff bears the burden of proving there is a reasonable possibility of amendment.
[Citation.] ... [¶] To satisfy that burden on appeal, a plaintiff “must show in what manner
he can amend his complaint and how that amendment will change the legal effect of his
pleading.” [Citation.] The assertion of an abstract right to amend does not satisfy this burden.
[Citation.] The plaintiff must clearly and specifically set forth the “applicable substantive
law” [citation] and the legal basis for amendment, i.e., the elements of the cause of action and
authority for it. Further, the plaintiff must set forth factual allegations that sufficiently state all
required elements of that cause of action. [Citations.] Allegations must be factual and specific, not
vague or conclusionary. [Citations.]’ ” (Rossberg v. Bank of America, N.A. (2013) 219 Cal.App.4th
1481, 1491, 162 Cal.Rptr.3d 525.) PGA West merely asserted it should be granted leave to amend
without explaining how it would actually be able to plead viable, timely causes of action against
Hulven or Mork. Therefore, we decline to direct the superior court to grant PGA West leave to
amend the complaint.


IV.


DISPOSITION


The judgment is reversed. The cause is remanded for the superior court to vacate its order
overruling Hulven's demurrer and to enter a new order sustaining the demurrer without leave to
amend. The superior court shall then enter a judgment of dismissal. Hulven shall recover its costs
on appeal.


We concur:


**382  RAMIREZ, P.J.


CODRINGTON, J.


On August 23, 2017, the opinion was modified to read as printed above. Respondent's petition
for review by the Supreme Court was denied November 15, 2017, S244406. Corrigan, J., did not
participate therein.
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59 Cal.4th 772
Supreme Court of California


The PEOPLE ex rel. Kamala D. HARRIS, as
Attorney General, etc., Plaintiff and Appellant,


v.
PAC ANCHOR TRANSPORTATION, INC., et al., Defendants and Respondents.


No. S194388.
|


July 28, 2014.


Synopsis
Background: State brought action against trucking company and its owner, alleging violations
of the unfair competition law (UCL) based on alleged misclassification of drivers as independent
contractors rather than employees. The Superior Court, Los Angeles County, No. BC397600,
Elizabeth A. White, J., granted judgment on the pleadings to company and owner, and state
appealed. The Court of Appeal reversed. Trucking company and its owner petitioned for review.
The Supreme Court granted review, superseding the opinion of the Court of Appeal.


Holdings: The Supreme Court, Chin, J., held that:


[1] Federal Aviation Administration Authorization Act (FAAAA) does not facially preempt all
claims against motor carriers brought under UCL, disapproving Fitz–Gerald v. SkyWest Airlines,
Inc., 155 Cal.App.4th 411, 65 Cal.Rptr.3d 913, and


[2] state's UCL action did not relate to “a price, route, or service” and thus was not preempted
by FAAAA.


Affirmed.


Opinion, 125 Cal.Rptr.3d 709, superseded.
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West Headnotes (15)


[1] Appeal and Error Judgment on the pleadings
A motion for judgment on the pleadings is equivalent to a demurrer and is governed by
the same de novo standard of review. West's Ann.Cal.C.C.P. § 438(c)(3)(B)(ii).


50 Cases that cite this headnote


[2] Pleading Well pleaded facts, admission of
Pleading Matters not admitted
All properly pleaded material facts are deemed true in ruling on a motion for judgment
on the pleadings, but not contentions, deductions, or conclusions of fact or law. West's
Ann.Cal.C.C.P. § 438(c)(3)(B)(ii).


49 Cases that cite this headnote


[3] Pleading Matters considered
Trial court may consider judicially noticeable matters when ruling on a motion for
judgment on the pleadings. West's Ann.Cal.C.C.P. § 438.


27 Cases that cite this headnote


[4] States Preemption in general
Supremacy Clause vests Congress with the power to preempt state law. U.S.C.A. Const.
Art. 1, § 6, cl. 2.


[5] States Preemption in general
Congress may exercise its power to preempt state law by enacting an express preemption
provision, or courts may infer preemption under one or more of three implied preemption
doctrines: conflict, obstacle, or field preemption.


1 Cases that cite this headnote


[6] States Congressional intent
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“Express preemption” occurs when Congress defines the extent to which its enactments
preempt state law.


2 Cases that cite this headnote


[7] States Conflicting or conforming laws or regulations
“Conflict preemption” is found when it is impossible to comply with both state and federal
law simultaneously.


3 Cases that cite this headnote


[8] States Conflicting or conforming laws or regulations
“Obstacle preemption” occurs when state law stands as an obstacle to the full
accomplishment and execution of congressional objectives.


1 Cases that cite this headnote


[9] States Occupation of field
“Field preemption” applies when federal regulation is comprehensive and leaves no room
for state regulation.


3 Cases that cite this headnote


[10] States State police power
In all pre-emption cases, and particularly in those in which Congress has legislated in a
field which the States have traditionally occupied, courts start with the assumption that the
historic police powers of the States were not to be superseded by the Federal Act unless
that was the clear and manifest purpose of Congress.


2 Cases that cite this headnote


[11] Antitrust and Trade Regulation Preemption
States Trade Regulation;  Monopolies
Federal Aviation Administration Authorization Act (FAAAA) does not facially preempt all
claims against motor carriers brought under California's Unfair Competition Law (UCL);
disapproving Fitz–Gerald v. SkyWest Airlines, Inc., 155 Cal.App.4th 411, 65 Cal.Rptr.3d
913. 49 U.S.C.A. § 14501(c)(1); West's Ann.Cal.Bus. & Prof.Code § 17200 et seq.



http://www.westlaw.com/Link/RelatedInformation/DocHeadnoteLink?docGuid=Ie32b4fca16b711e4b86bd602cb8781fa&headnoteId=203391951800620190125092055&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=CitingReferences&contextData=(sc.Default)

http://www.westlaw.com/Browse/Home/KeyNumber/360/View.html?docGuid=Ie32b4fca16b711e4b86bd602cb8781fa&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Browse/Home/KeyNumber/360k18.5/View.html?docGuid=Ie32b4fca16b711e4b86bd602cb8781fa&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/RelatedInformation/DocHeadnoteLink?docGuid=Ie32b4fca16b711e4b86bd602cb8781fa&headnoteId=203391951800720190125092055&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=CitingReferences&contextData=(sc.Default)

http://www.westlaw.com/Browse/Home/KeyNumber/360/View.html?docGuid=Ie32b4fca16b711e4b86bd602cb8781fa&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Browse/Home/KeyNumber/360k18.5/View.html?docGuid=Ie32b4fca16b711e4b86bd602cb8781fa&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/RelatedInformation/DocHeadnoteLink?docGuid=Ie32b4fca16b711e4b86bd602cb8781fa&headnoteId=203391951800820190125092055&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=CitingReferences&contextData=(sc.Default)

http://www.westlaw.com/Browse/Home/KeyNumber/360/View.html?docGuid=Ie32b4fca16b711e4b86bd602cb8781fa&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Browse/Home/KeyNumber/360k18.7/View.html?docGuid=Ie32b4fca16b711e4b86bd602cb8781fa&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/RelatedInformation/DocHeadnoteLink?docGuid=Ie32b4fca16b711e4b86bd602cb8781fa&headnoteId=203391951800920190125092055&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=CitingReferences&contextData=(sc.Default)

http://www.westlaw.com/Browse/Home/KeyNumber/360/View.html?docGuid=Ie32b4fca16b711e4b86bd602cb8781fa&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Browse/Home/KeyNumber/360k18.13/View.html?docGuid=Ie32b4fca16b711e4b86bd602cb8781fa&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/RelatedInformation/DocHeadnoteLink?docGuid=Ie32b4fca16b711e4b86bd602cb8781fa&headnoteId=203391951801020190125092055&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=CitingReferences&contextData=(sc.Default)

http://www.westlaw.com/Browse/Home/KeyNumber/29T/View.html?docGuid=Ie32b4fca16b711e4b86bd602cb8781fa&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Browse/Home/KeyNumber/29Tk132/View.html?docGuid=Ie32b4fca16b711e4b86bd602cb8781fa&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Browse/Home/KeyNumber/360/View.html?docGuid=Ie32b4fca16b711e4b86bd602cb8781fa&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Browse/Home/KeyNumber/360k18.83/View.html?docGuid=Ie32b4fca16b711e4b86bd602cb8781fa&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2013222958&pubNum=0007047&originatingDoc=Ie32b4fca16b711e4b86bd602cb8781fa&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2013222958&pubNum=0007047&originatingDoc=Ie32b4fca16b711e4b86bd602cb8781fa&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=49USCAS14501&originatingDoc=Ie32b4fca16b711e4b86bd602cb8781fa&refType=RB&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)#co_pp_10c0000001331

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000199&cite=CABPS17200&originatingDoc=Ie32b4fca16b711e4b86bd602cb8781fa&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)





People ex rel. Harris v. Pac Anchor Transportation, Inc., 59 Cal.4th 772 (2014)
329 P.3d 180, 174 Cal.Rptr.3d 626, Fed. Carr. Cas. P 84,809, 164 Lab.Cas. P 61,504...


 © 2020 Thomson Reuters. No claim to original U.S. Government Works. 4


7 Cases that cite this headnote


[12] Antitrust and Trade Regulation Purpose and construction in general
The Unfair Competition Law's (UCL) scope is broad, and its coverage is sweeping. West's
Ann.Cal.Bus. & Prof.Code § 17200 et seq.


5 Cases that cite this headnote


[13] Carriers Scope and validity of regulations in general
States Carriers;  railroads
Federal Aviation Administration Authorization Act (FAAAA) does not preempt generally
applicable employment laws that affect prices, routes, and services. 49 U.S.C.A. §
14501(c)(1).


13 Cases that cite this headnote


[14] Antitrust and Trade Regulation Preemption
States Trade Regulation;  Monopolies
State's action against trucking company and its owner, alleging violations of the Unfair
Competition Law (UCL) premised on violations of the Unemployment Insurance Code,
the Labor Code, and an Industrial Welfare Commission (IWC) Wage Order based on
alleged misclassification of drivers as independent contractors rather than employees,
did not relate to “a price, route, or service” and thus was not preempted by the Federal
Aviation Administration Authorization Act (FAAAA), where the sections of the Labor
Code and the Unemployment Insurance Code that anchored the People's UCL claim made
no reference to motor carriers or the transportation of property, and the relevant provisions
of the wage order did not refer to prices, routes, or services. 49 U.S.C.A. § 14501(c)(1);
West's Ann.Cal.Bus. & Prof.Code § 17200; West's Ann.Cal.Un.Ins.Code §§ 976, 976.6,
984; West's Ann.Cal.Labor Code §§ 226, 1194, 2802, 3700; 8 CCR § 11090.


11 Cases that cite this headnote


[15] Labor and Employment Preemption
States Labor and Employment
Federal Aviation Administration Authorization Act (FAAAA) does not facially preempt
the minimum wage and employer recordkeeping provisions of the Industrial Welfare
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Commission (IWC) wage order governing the transportation industry. 49 U.S.C.A. §
14501(c)(1); 8 CCR § 11090(4, 7).


See 13 Witkin, Summary of Cal. Law (10th ed. 2005) Equity, § 115.


1 Cases that cite this headnote


Attorneys and Law Firms


***628  Edmund G. Brown, Jr., and Kamala D. Harris, Attorneys General, Dane R. Gillette and
Mark J. Breckler, Chief Assistant Attorneys General, Martin Goyette, Assistant Attorney General,
Jon M. Ichinaga, Amy J. Winn and Satoshi Yanai, Deputy Attorneys General, for Plaintiff and
Appellant.


Davis Cowell & Bowe, San Francisco, Richard G. McCracken and Andrew J. Kahn for Los
Angeles Alliance for a New Economy and International Brotherhood of Teamsters as Amici Curiae
on behalf of Plaintiff and Appellant.


Law Offices of Stephen Glick, Los Angeles, Stephen Glick and Anthony Jenkins for Salvador
Rodriguez as Amicus Curiae on behalf of Plaintiff and Appellant.


Sands Lerner, Cox Wootton Lerner Griffin Hansen & Poulos, Neil S. Lerner, Los Angeles; Trident
Law and Arthur A. Severance, Los Angeles, for Defendants and Respondents.


Fred J. Hiestand, Sacramento, for the Civil Justice Association of California as Amicus Curiae on
behalf of Defendants and Respondents.


Holland & Knight and Linda Auerbach Allderdice, Los Angeles, for California Trucking
Association as Amicus Curiae on behalf of Defendants and Respondents.


Opinion


CHIN, J.


*775  **182  The narrow question presented is whether an action under the unfair competition
law (Bus. & Prof.Code, § 17200 et seq. (UCL)) that is based on a trucking company's alleged
violation of state labor and insurance laws is “related to a price, route or service” (49 U.S.C. §
14501 (c)(1)) of the company and, therefore, preempted by the Federal Aviation Administration
Authorization Act of 1994 (Pub.L. No. 103–305 (Aug. 23, 1994) 108 Stat. 1569) (FAAAA). The
FAAAA provides that a state “may not enact or enforce a law, regulation, or other provision having
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the force and effect of law related to a price, route, or service of any motor carrier ... with respect
to the transportation of property.” (49 U.S.C. § 14501(c)(1).) The People, on behalf of the State
of California, filed this action against defendants Pac Anchor Transportation, **183  Inc. (Pac
Anchor) and Alfredo Barajas (Barajas) for misclassifying drivers as independent contractors and
for other alleged violations of California's labor and unemployment insurance laws. As we explain,
we conclude that the FAAAA does not preempt the People's UCL action against defendants. We
therefore affirm the Court of Appeal's judgment.


*776  FACTUAL AND PROCEDURAL BACKGROUND


Defendant Pac Anchor is a trucking company in Long Beach, California. Defendant Barajas is the
company's owner, manager, and truck dispatcher. Barajas also separately owns approximately 75
trucks. He recruits drivers to drive his trucks for his independent company. He also enters into lease
agreements with Pac Anchor in order to utilize the trucks and drivers he supplies. Both defendants
classify these drivers as independent contractors, even though they invest no capital, own no trucks,
and do not use their own tools or equipment. The drivers rely instead on defendants to supply those
items. Drivers are often employed for extended time periods, but they can be discharged without
cause, have no operational control, have no other customers, take all instruction ***629  from
defendants, and have no Department of Transportation operating authority or permits to engage
independently in cargo transport. In addition, the drivers are an integrated part of defendants'
trucking business because they perform the core activity of delivering cargo.


On September 5, 2008, the People filed a complaint against defendants for violating the UCL. The
complaint alleged that defendants misclassified drivers as independent contractors and therefore
illegally lowered their costs of doing business by engaging in acts of unfair competition including,
but not limited to, failing to take the following statutorily mandated actions: (1) pay unemployment
insurance taxes (Unemp.Ins.Code, § 976); (2) pay employment training fund taxes (id., § 976.6);
(3) withhold state disability insurance taxes (id., § 984); (4) withhold state income taxes (id.,
§ 13020); (5) provide worker's compensation (Lab.Code, § 3700); (6) provide employees with
itemized written wage statements (id., § 226) and provide employees with certain records that
California's Industrial Welfare Commission wage order No. 9–2001, section 7, requires (Cal.Code
Regs., tit. 8, § 11090 (hereafter IWC Wage Order No. 9)); (7) reimburse employees for business
expenses and losses (Lab.Code, § 2802); and (8) ensure payment at all times of California's
minimum wage (Lab.Code, § 1194; IWC Wage Order No. 9, § 4). The People specifically noted
that as a result of failing to follow the above statutes, defendants obtained an unfair advantage over
their competitors, deprived employees of benefits and protections to which they are entitled under
California law, harmed their truck driver employees, harmed the general public, and deprived the
state of payments for California state payroll taxes, all in violation of the UCL. The People seek
injunctive relief, civil penalties, and restitution.
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In August 2009, defendants filed a motion for judgment on the pleadings. After a hearing in
September 2009, the trial court concluded that the FAAAA preempted the People's action. It issued
an order granting judgment on the pleadings in defendants' favor on three grounds. First, it cited
Fitz–Gerald v. *777  SkyWest Airlines, Inc. (2007) 155 Cal.App.4th 411, 423, 65 Cal.Rptr.3d 913
(Fitz–Gerald ). That case held that the similar provision of the earlier Airline Deregulation Act of
1978 (ADA) (49 U.S.C. § 41713(b)(1), now the FAAAA) preempted UCL causes of action against
an airline for alleged wage and rest/meal break violations because they related to the airline's
“price, route, or service.” Second, the court found that requiring defendants to treat truck drivers as
employees would increase their operational costs. Therefore, the action also related to their price,
route, or service. Third, the court concluded that the action threatened to interfere with the forces
of competition by discouraging independent contractors from competing in the trucking market.
The People filed a timely notice of appeal. The Court of Appeal reversed the trial court judgment,
holding that because the People's UCL action is not related to Pac Anchor's price, route, or service
as a motor carrier, the FAAAA does not preempt this action **184  against defendants. We granted
defendants' petition for review.


DISCUSSION


A. Standard of Review
[1]  [2]  [3]  “A judgment on the pleadings in favor of the defendant is appropriate when the
complaint fails to allege facts sufficient to state a cause of action. (Code Civ. Proc., § 438, subd.
(c)(3)(B)(ii).) A motion for judgment on the pleadings is equivalent to a demurrer and is governed
by the same de novo standard of review.” (Kapsimallis v. Allstate Ins. Co. (2002) 104 Cal.App.4th
667, 672, 128 Cal.Rptr.2d 358.) ***630  “All properly pleaded, material facts are deemed true, but
not contentions, deductions, or conclusions of fact or law....” (Ibid.) Courts may consider judicially
noticeable matters in the motion as well. (Ibid.)


B. Federal Preemption Principles
[4]  [5]  [6]  [7]  [8]  [9]  The supremacy clause of the United States Constitution establishes that
federal law “shall be the supreme law of the land ..., any thing in the Constitution or laws of any
state to the contrary notwithstanding.” (U.S. Const., art. VI, cl. 2.) Consequently, the supremacy
clause vests Congress with the power to preempt state law. “Congress may exercise that power by
enacting an express preemption provision, or courts may infer preemption under one or more of
three implied preemption doctrines: conflict, obstacle, or field preemption.” (Brown v. Mortensen
(2011) 51 Cal.4th 1052, 1059, 126 Cal.Rptr.3d 428, 253 P.3d 522 (Brown ); see Viva! Internat.
Voice for Animals v. Adidas Promotional Retail Operations, Inc. (2007) 41 Cal.4th 929, 935, 63
Cal.Rptr.3d 50, 162 P.3d 569.) Express preemption occurs when Congress defines the extent to
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which its enactments preempt state law. *778  Viva!, at p. 936, 63 Cal.Rptr.3d 50, 162 P.3d 569.)
Conflict preemption is found when it is impossible to comply with both state and federal law
simultaneously. (Ibid.) Obstacle preemption occurs when state law stands as an obstacle to the full
accomplishment and execution of congressional objectives. (Ibid.) Field preemption applies when
federal regulation is comprehensive and leaves no room for state regulation. (Ibid.) Here, all parties
agree that our review is limited to the express preemption provision of the FAAAA. (Rowe v. New
Hampshire Motor Transp. Assn. (2008) 552 U.S. 364, 368, 128 S.Ct. 989, 169 L.Ed.2d 933 (Rowe
); see American Airlines, Inc. v. Wolens (1995) 513 U.S. 219, 222–223, 115 S.Ct. 817, 130 L.Ed.2d
715 (Wolens ) [construing similar express preemption clause of the ADA]; Morales v. Trans World
Airlines, Inc. (1992) 504 U.S. 374, 383–384, 112 S.Ct. 2031, 119 L.Ed.2d 157 (Morales ) [same].)


We recently observed that “[t]he United States Supreme Court has identified ‘two cornerstones'
of federal preemption analysis. [Citation.] First, the question of preemption ‘ “fundamentally
is a question of congressional intent.” ’ [Citations.] If a statute ‘contains an express pre-
emption clause, our “task of statutory construction must in the first instance focus on the plain
wording of the clause, which necessarily contains the best evidence of Congress's pre-emptive
intent.” ’ [Citations.] ‘ “Also relevant, however, is the ‘structure and purpose of the statute as
a whole,’ [citation] as revealed not only in the text, but through the reviewing court's reasoned
understanding of the way in which Congress intended the statute and its surrounding regulatory
scheme to affect business, consumers, and the law.” ' [Citation.]” (Brown, supra, 51 Cal.4th at pp.
1059–1060, 126 Cal.Rptr.3d 428, 253 P.3d 522; see Wyeth v. Levine (2009) 555 U.S. 555, 565,
129 S.Ct. 1187, 173 L.Ed.2d 51 (Wyeth ); Morales, supra, 504 U.S. at p. 383, 112 S.Ct. 2031; In
re Tobacco Cases II (2007) 41 Cal.4th 1257, 1265, 63 Cal.Rptr.3d 418, 163 P.3d 106 (Tobacco
Cases II ).)


[10]  “ ‘Second, “[i]n all pre-emption cases, and particularly in those in which Congress has
‘legislated ... in a field which the States have traditionally occupied,’ ... we ‘start with the
assumption that the historic police powers of the States were not to be superseded by the Federal
Act unless that was the clear and manifest purpose of Congress.’ ” ' [Citations.]” ( ***631
Brown, supra, 51 Cal.4th at p. 1060, 126 Cal.Rptr.3d 428, 253 P.3d 522.) This is known as the
presumption against preemption, and its role is to “ ‘ “provide[ ] **185  assurance that ‘the federal-
state balance’ [citation] will not be disturbed unintentionally by Congress or unnecessarily by the
courts.” ' [Citation.]” (Ibid.; see Wyeth, supra, 555 U.S. at p. 565, 129 S.Ct. 1187; Tobacco Cases
II, supra, 41 Cal.4th at p. 1265, 63 Cal.Rptr.3d 418, 163 P.3d 106.) The high court, however, in
response to a state's argument for a “ ‘public health’ ” exception to FAAAA preemption, has stated
that the FAAAA creates no exemption for state “laws that it would otherwise pre-empt.” (Rowe,
supra, 552 U.S. at p. 374, 128 S.Ct. 989; accord, DiFiore v. American Airlines, Inc. (1st Cir.2011)
646 F.3d 81, 86 [neither Rowe, nor Morales, *779  nor Wolens “ adopted [the] position ... that we
should presume strongly against preempting in areas historically occupied by state law”].)
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With these principles in mind, we turn to the FAAAA's express preemption provision. In analyzing
the provision, we rely on the analytical framework provided by the high court's jurisprudence on
the subject.


C. The FAAAA
The United States Supreme Court recently explained the history and purpose of the FAAAA: “In
1978, Congress ‘determin[ed] that “maximum reliance on competitive market forces” ’ would
favor lower airline fares and better airline service, and it enacted the [ADA].” (Rowe, supra, 552
U.S. at pp. 367–368, 128 S.Ct. 989.) “In order to ‘ensure that the States would not undo federal
deregulation with regulation of their own,’ that Act ‘included a pre-emption provision’ that said
‘no State ... shall enact or enforce any law ... relating to rates, routes, or services of any air carrier.’
” 1  (Rowe, at p. 368, 128 S.Ct. 989.)


1 “Reenacting Title 49 of the U.S.Code in 1994, Congress revised this clause to read: [¶] ‘... related to a price, route, or service....’
Congress intended the revision to make no substantive change. Pub.L. 103–272, § 1(a), 108 Stat. 745.” (Wolens, supra, 513 U.S. at
p. 223, fn. 1, 115 S.Ct. 817.) The terms “rates” and “prices” will be used interchangeably.


“In 1980, Congress deregulated trucking.” (Rowe, supra, 552 U.S. at p. 368, 128 S.Ct. 989, citing
Motor Carrier Act of 1980 (Pub.L. No. 96–296 (July 1, 1980) 94 Stat. 793).) “[I]n 1994, Congress
similarly sought to pre-empt state trucking regulation.” (Rowe, at p. 368, 128 S.Ct. 989, citing
FAAAA, 108 Stat. 1569, 1605–1606 & Interstate Commerce Com. Termination Act of 1995
(Pub.L. No. 104–88 (Dec. 29, 1995) 109 Stat. 803, 899).) “In doing so, it borrowed language from
the [ADA] and wrote into its 1994 law language that says: ‘[A] State ... may not enact or enforce a
law ... related to a price, route, or service of any motor carrier ... with respect to the transportation
of property.’ ” (Rowe, at p. 368, 128 S.Ct. 989, quoting 49 U.S.C. § 14501(c)(1); see ibid., citing
49 U.S.C. § 41713(b)(4)(A) [similar provision for combined motor-air carriers].) 2  Specifically,
***632  the FAAAA was intended to prevent state regulatory practices including “entry controls,
tariff filing and price regulation, and [regulation of] types of *780  commodities carried.” (H.R.
Conf. Rep. No. 103–677, 2d Sess., p. 86 (1994), reprinted at 1994 U.S.Code Cong. & Admin.
News, p. 1758.)


2 The full text of title 49 United States Code section 14501(c)(1) provides: “(1) General rule.—Except as provided in paragraphs (2)
and (3), a State, political subdivision of a State, or political authority of 2 or more States may not enact or enforce a law, regulation,
or other provision having the force and effect of law related to a price, route, or service of any motor carrier (other than a carrier
affiliated with a direct air carrier covered by section 41713(b)(4)) or any motor private carrier, broker, or freight forwarder with
respect to the transportation of property.” Paragraph (2) discusses three exempt matters: (1) state regulation of motor vehicle safety,
highway controls, and minimum amounts of insurance; (2) household goods; and (3) tow trucks. (Id., § 14501(c)(2).) Paragraph (3)
deals with “Continuation” of “State standard transportation practices,” such as “uniform bills of lading or receipts” and “antitrust
immunity for joint line rates....” (Id., § 14501(c)(3).)


In Morales, the Supreme Court set out fundamental principles that define the scope of ADA
preemption. (Morales, supra, 504 U.S at pp. 388–390, 112 S.Ct. 2031.) Morales called for an
analysis of the underlying state regulations on advertising to determine if they related to carrier
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prices. After finding that “every one” of the state guidelines on advertising at issue bore a “
‘reference to airfares,’ ” the court held that the ADA preempted the claims of a coalition of
state **186  attorneys general who threatened to use consumer protection laws to enforce state
advertising regulations against airlines. (Morales, at p. 388, 112 S.Ct. 2031.) Morales did not
address whether the advertising guidelines derived from the enactment or enforcement of state
law. Instead, the court found that the state advertising regulations were preempted because they
required that advertisements referencing airfares clearly state any applicable “variations in fares”
as well as any “material restrictions on the fares' availability,” and that airlines make advertised
fares “available in sufficient quantities to ‘meet reasonably foreseeable demand.’ ” (Id. at p. 387,
112 S.Ct. 2031.) “[V]iolations of these requirements would give consumers a cause of action ...
for an airline's failure to provide a particular advertised fare—effectively creating an enforceable
right to that fare....” (Id. at p. 388, 112 S.Ct. 2031.)


In addition, the state regulations had a “forbidden significant effect on fares ” (Morales, supra, 504
U.S. at p. 388, 112 S.Ct. 2031, italics added) because the restrictions on fare advertising increased
consumer difficulty in determining the lowest cost. “ ‘[W]here consumers have the benefit of price
advertising, retail prices often are dramatically lower than they would be without advertising.’
” (Id. at p. 388, 112 S.Ct. 2031.) Morales did suggest that “ ‘[s]ome state actions may affect [airline
fares] in too tenuous, remote, or peripheral a manner’ to have pre-emptive effect.” (Id. at p. 390,
112 S.Ct. 2031.) But the court expressed “ ‘no views about where it would be appropriate to draw
the line’ ” because the case before it did “not present a borderline question.” (Ibid.)


The Supreme Court's “second encounter with the ADA's preemption clause” arose in the context
of a consumer fraud claim that sought to enjoin American Airlines from devaluing the benefits
associated with its frequent flyer program. (Wolens, supra, 513 U.S. at p. 223, 115 S.Ct. 817.)
Wolens decided whether a claim brought under the Illinois consumer fraud act fell within the
ADA's proscription that “ ‘[N]o State ... shall enact or enforce any law’ ” relating to price, route,
or service. (Wolens, at pp. 222–223, 115 S.Ct. 817.) The court held that the consumer fraud act
constituted state enforcement of a law relating to price, because it “serve[d] as a means to guide
and police the marketing practices of airlines.” (Wolens, at p. 228, 115 S.Ct. 817; see Northwest,
Inc. v. Ginsberg (2014) 572 U.S. ––––, 134 S.Ct. 1422, 188 L.Ed.2d 538 [ADA preempts state
*781  law claim for Northwest Airlines's breach of implied covenant of good faith and fair dealing
regarding changes to its frequent flyer program].)


The Supreme Court incorporated the holdings of Morales and Wolens in the FAAAA context
when it decided Rowe, ***633  supra, 552 U.S. 364, 128 S.Ct. 989. Because in Morales the high
court had previously interpreted the same language as contained in the 1978 ADA, and Congress
endorsed this interpretation, the Rowe court followed Morales's interpretation of the ADA in order
to interpret the FAAAA. (Rowe, supra, 552 U.S. at pp. 370–371, 128 S.Ct. 989.) Initially, Rowe
observed that FAAAA preemption applies only to claims that (1) derive from the enactment or
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enforcement of state law, and (2) relate to a motor carrier's prices, routes, or services with respect
to the transportation of property. (Rowe, supra, 552 U.S. at pp. 370–372, 128 S.Ct. 989.) Rowe
held that the FAAAA preempted a provision of Maine's tobacco delivery law that required tobacco
distributors to utilize a delivery service that would verify whether “the person to whom the package
[was] addressed [was] of legal age to purchase tobacco.” (Rowe, at p. 368, 128 S.Ct. 989.) The
court conceded that an initial review of the regulation might make it appear applicable to shippers
rather than carriers. However, the court observed that the effect of Maine's law would be substantial
because “carriers will have to offer tobacco delivery services that differ significantly from those
that, in the absence of the regulation, the market might dictate.” (Id. at p. 372, 128 S.Ct. 989.)


More recently, in Dan's City Used Cars, Inc. v. Pelkey (2013) 569 U.S. ––––, 133 S.Ct. 1769,
185 L.Ed.2d 909 (Dan's City ), the plaintiff brought suit under various state laws, including the
New Hampshire Consumer Protection Act, to recover damages from a defendant who towed the
plaintiff's car and **187  traded it to a third party without compensating the plaintiff. (Dan's City,
supra, 569 U.S. at p. ––––, 133 S.Ct. at p. 1775.) The court initially noted that where Congress
has superseded state legislation by statute, its duty is to focus on the statutory language in order
to “ ‘identify the domain expressly pre-empted.’ ” (Id. at p. ––––, 133 S.Ct. at p. 1778.) The
court observed that “it is not sufficient that a state law relates to the ‘price, route, or service’ of
a motor carrier in any capacity; the law must also concern a motor carrier's ‘transportation of
property.’ [Citation.] [¶] Title 49 defines ‘transportation,’ in relevant part, as ‘services related to
th[e] movement’ of property, ‘including arranging for ... storage [and] handling....’ ” (Dan's City,
at p. ––––, 133 S.Ct. at pp. 1778–1779.) These fall within the FAAAA's ambit “only when those
services ‘relat[e] to th[e] movement’ of property.” (Id. at p. ––––, 133 S.Ct. at p. 1779.) Because
the FAAAA preempts only state laws that relate to motor carrier “ ‘price, route, or service ... with
respect to the transportation of property,’ ” a unanimous court held that the plaintiff's state law
claims, including his claim under New Hampshire's consumer protection act, were unrelated to the
transportation or service of a motor carrier. (Id. at p. ––––, 133 S.Ct. at p. 1775, italics omitted.)


*782  Dan's City determined that the New Hampshire law did not run afoul of the congressional
purpose behind the FAAAA, namely, to prevent individual states from substituting their “ ‘own
governmental commands for competitive market forces in determining ... the services that motor
carriers will provide.’ ” (Dan's City, supra, 569 U.S. at p. ––––, 133 S.Ct. at p. 1780.) The law
in question did not “constrain participation in interstate commerce by requiring a motor carrier
to offer services not available in the market. Nor [did it] ‘freez[e] into place services that carriers
might prefer to discontinue in the future.’ ” (Ibid.)


Morales, Wolens, Rowe, and Dan's City each establish when a claim is expressly preempted. (See,
e.g., ***634  Tanen v. Southwest Airlines Co. (2010) 187 Cal.App.4th 1156, 1166–1167, 114
Cal.Rptr.3d 743.) Based on these cases, in order to find FAAAA preemption here, defendants
must show that the People's UCL claim (1) derives from the enactment or enforcement of state
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law, and (2) relates to Pac Anchor's prices, routes, or services with respect to the transportation
of property. (Rowe, supra, 552 U.S. at pp. 370–372, 128 S.Ct. 989.) Because the People concede
the UCL claim against Pac Anchor derives from the enforcement of state law, the issue narrows
to whether the People's claim “relate[s] to” Pac Anchor's price, route, or service “with respect to
the transportation” of property. (49 U.S.C. § 14501(c)(1).)


Defendants make two preemption arguments: First, they assert that the FAAAA facially preempts
all claims against motor carriers brought under California's UCL; second, they argue that the
People's particular UCL claim is preempted as applied to this case. We turn to the facial preemption
argument first.


D. Facial Preemption of California's UCL
[11]  Defendants contend that UCL claims against motor carriers are facially preempted because
they regulate the effect that unfair business practices have on the quality and price of goods and
services. They rely on Fitz–Gerald, which held that the ADA preempted a UCL claim based on
state minimum wage laws because Morales and Wolens “held that claims under a state unfair
business practices statute are preempted.” (Fitz–Gerald, supra, 155 Cal.App.4th at p. 423, 65
Cal.Rptr.3d 913.) The Court of Appeal here rejected the argument, holding that when a cause of
action is based on allegations of unlawful violations of the state's labor and employment laws,
there is no reason to find preemption simply because the pleading raises these issues under the
UCL, as opposed to separate causes of action. The People add that the UCL's application here does
not interfere with the FAAAA's regulations because that act preempts only state regulations that
are specifically “related to” the “price, route, or service” of motor carriers for violations involving
the *783  “transportation of property.” (See 49 U.S.C. § 14501(c)(1).) As we explain, **188  the
Court of Appeal and the People have the better interpretation.


[12]  The UCL's “scope is broad,” and its coverage is “ ‘sweeping.’ ” (Cel–Tech, supra, 20 Cal.4th
at p. 180, 83 Cal.Rptr.2d 548, 973 P.2d 527; see Zhang v. Superior Court (2013) 57 Cal.4th 364,
159 Cal.Rptr.3d 672, 304 P.3d 163 [analyzing a UCL claim against an insurance company].) It
defines unfair competition to “mean and include any unlawful, unfair or fraudulent business act
or practice and unfair, deceptive, untrue or misleading advertising.” (Bus. & Prof.Code, § 17200.)
The UCL does not mention motor carriers, or any other industry for that matter; it is a law of
general application. In Tobacco Cases II, we held that, as a general matter, the UCL is not subject
to preemption on its face by the Federal Cigarette Labeling and Advertising Act (15 U.S.C. § 1331
et seq.), which governs cigarette sales to minors, because it “is a law of general application, and
it is not based on concerns about smoking and health.” (Tobacco Cases II, supra, 41 Cal.4th at p.
1272, 63 Cal.Rptr.3d 418, 163 P.3d 106; see Dan's City, supra, 569 U.S. at pp. ––––, 133 S.Ct. at
pp. 1778–1779 [FAAAA does not preempt state consumer protection law of general application].)
Similarly, here the FAAAA embodies Congress's concerns about regulation of motor carriers with
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respect to the transportation of property; a UCL action that is based on an alleged ***635  general
violation of labor and employment laws does not implicate those concerns.


[13]  Indeed, defendants have conceded, as they must, that the FAAAA does not preempt generally
applicable employment laws that affect prices, routes, and services. (See, e.g., Californians
for Safe & Competitive Dump Truck Transp. v. Mendonca (9th Cir.1998) 152 F.3d 1184, 1190
(Mendonca ) [holding that the FAAAA does not preempt California's prevailing wage law when
enforced against transportation companies].) Mendonca emphasized that in drafting the FAAAA,
Congress observed that 10 jurisdictions had not enacted laws to regulate intrastate prices, routes,
or services, despite the fact that seven of those states had wage and hour provisions similar
to California's. (Mendonca, at p. 1187.) Mendonca concluded that Congress's observation that
those seven states did not regulate prices, routes, or services “constitute[d] indirect evidence that
Congress did not intend to preempt” the regulations there at issue. (Id. at p. 1188.) We observe
that all 10 of the jurisdictions identified in Mendonca had unfair competition laws or deceptive
trade practices statutes in force at the time Congress passed the FAAAA and that Congress
did not perceive these laws as implicating regulation of prices, routes, or services. (See Alaska
Stat. § 45.50.471 [prohibiting “unfair methods of competition” and “unfair or deceptive acts
or practices”]; Ariz.Rev.Stat. § 44–1522 [prohibiting deceptive practices in employment]; see
also Del.Code Ann. tit. 6, § 2513 [prohibiting deceptive practices in employment]; D.C.Code
§ 28–3904 [enacting a broad deceptive practices prohibition]; *784  Fla. Stat. § 501. 204
[broadly prohibiting deceptive and unconscionable trade practices]; Me.Rev.Stat. Ann. tit. 5, §
207 [prohibiting unfair or deceptive practices in competition]; Md.Code Ann., Com. § 13–303
[restricting unfair or deceptive trade practices]; N.J. Stat. Ann. § 56:8–2 [prohibiting fraud and
deceptive trade practices]; Vt. Stat. Ann. tit. 9, § 2453 [prohibiting unfair trade practices in
commerce]; Wis. Stat. § 100. 20 [providing that business methods and competition in business
must be fair].)


Dan's City impliedly approved Mendonca's reasoning on this point. Like Mendonca, Dan's
City expressly incorporated an earlier federal employee retirement income security act (ERISA)
preemption case into its FAAAA analysis. (Dan's City, supra, 569 U.S. at p. ––––, 133 S.Ct.
at p. 1778, citing New York State Conference of Blue Cross & Blue Shield Plans v. Travelers
Ins. Co. (1995) 514 U.S. 645, 655–656, 115 S.Ct. 1671, 131 L.Ed.2d 695 (Travelers ); see
Mendonca, supra, 152 F.3d at pp. 1188–1189.) As Mendonca noted, Travelers rejected the notion
that under ERISA's broad preemption provision, Congress intended to preempt “basic regulation
of employment conditions” even though such regulation “will invariably affect the cost and price
of services.” (Travelers, supra, 514 U.S. at p. 660, 115 S.Ct. 1671.) Thus, we hold that the FAAAA
does not **189  facially preempt the People's UCL action in this case. To the extent Fitz–Gerald
v. SkyWest Airlines, Inc., supra, 155 Cal.App.4th 411, 65 Cal.Rptr.3d 913, is inconsistent with the
above analysis and conclusion, we disapprove it.
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E. The People's UCL Action as Applied
[14]  Defendants also challenge the People's action as applied under the FAAAA. They note
that the People assert a single cause of action under the UCL, premised on violations of the
Unemployment Insurance Code, the Labor Code, and IWC Wage Order No. 9. Defendants contend
that under the facts of this case, ***636  the People's action actually seeks to regulate motor
carrier competition (i.e., prices, routes, or services) directly, by coupling the UCL with various
provisions of Unemployment Insurance Code, Labor Code, and IWC Wage Order No. 9. The
People counter that they filed the UCL claim because defendants sought to evade the financial
and administrative responsibilities of these laws, and compete unfairly, by misclassifying their
truck drivers as independent contractors. The UCL action, the People argue, is independent of
defendants' prices, routes, or services with respect to the transportation of property. We agree.


In Morales, the high court held that state airline advertising guidelines related to airfares, because
the guidelines required airlines to disclose material restrictions on price, and “effectively creat[ed]
an enforceable right to that fare when the advertisement fail[ed] to include the mandated ...
disclaimers.” (Morales, supra, 504 U.S. at p. 388, 112 S.Ct. 2031.) Morales calls for an analysis
of *785  the underlying state regulations to see if they relate to motor carrier prices, routes, or
services when enforced through the UCL.


[15]  The sections of the Labor Code and the Unemployment Insurance Code that anchor the
People's UCL claim make no reference to motor carriers, or the transportation of property. Rather,
they are laws that regulate employer practices in all fields and simply require motor carriers to
comply with labor laws that apply to the classification of their employees. In fact, defendants
concede “that those state employment laws ... are laws of general application whose effects on
the carriers' prices, routes, and services is remote.” Defendants do not concede the point with
respect to IWC Wage Order No. 9. Although IWC Wage Order No. 9 regulates wages, hours, and
working conditions “in the transportation industry,” the sections on which the People rely do not
refer to prices, routes, or services. Section 4 governs minimum wage requirements, and section 7
governs employer recordkeeping. If sections 4 and 7 have an effect on defendants' prices, routes,
or services, that effect is indirect, and thus falls outside the scope of the test set forth in Morales.
For this reason, we also reject defendants' argument that the FAAAA facially preempts sections
4 and 7 of IWC Wage Order No. 9.


Defendants next argue that the People's UCL claim, will significantly affect motor carrier prices,
routes, and services because its application will prevent their using independent contractors,
potentially affecting their prices and services. Defendants claim that if the People's UCL action is
successful, they will have to reclassify their drivers as employees, driving up their cost of doing
business and thereby affecting market forces.
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The defendants' assertion that the People may not prevent them from using independent contractors
is correct, but its characterization of the People's UCL claim is not. Nothing in the People's
UCL action would prevent defendants from using independent contractors. The People merely
contend that if defendants pay individuals to drive their trucks, they must classify these drivers
appropriately and comply with generally applicable labor and employment laws.


Dan's City observed that the “target at which [Congress] aimed” the FAAAA was “ ‘a State's direct
substitution of its own governmental commands for competitive market forces in determining (to
a significant degree) the services that motor carriers will provide.’ ” (Dan's City, supra, 569 U.S.
at p. ––––, 133 S.Ct. at p. 1780; see ***637  Columbus v. Ours Garage & Wrecker Service, Inc.
(2002) 536 U.S. 424, 449, 122 S.Ct. 2226, 153 L.Ed.2d 430 (dis. opn. of Scalia, J.) [recognizing
**190  FAAAA preemption is limited to laws and regulations that single out for special treatment
motor carriers of *786  property; states remain free to enforce general regulations not targeting
motor carriers regarding transportation of property].)


Dan's City emphasized the FAAAA limiting phrase “with respect to the transportation of property,”
which strongly supports a finding that California labor and insurance laws and regulations of
general applicability are not preempted as applied under the FAAAA, even if they form the basis
of the People's UCL action. (See California Div. of Labor Standards Enforcement v. Dillingham
Constr., N.A., Inc. (1997) 519 U.S. 316, 334, 117 S.Ct. 832, 136 L.Ed.2d 791 [relying on Travelers
to conclude that ERISA does not preempt California's prevailing wage law].) The laws invoked
here apply to all employers, not just trucking companies. As we noted earlier, Mendonca concluded
that California's generally applicable prevailing wage laws were not preempted by the FAAAA in
part because several states Congress identified as not having laws regulating interstate trucking had
prevailing wage laws in place at the time the FAAAA was enacted. (Ante, 174 Cal.Rptr.3d at p. 635,
329 P.3d at p. 188.) Similarly, eight out of the 10 jurisdictions identified in Mendonca had generally
applicable laws governing when a worker is an independent contractor (or the equivalent) and
when a worker is an employee. (See Alaska Stat. § 23.20.525; Ariz.Rev.Stat. § 23–902; Del.Code
Ann. tit. 19, § 3302; Fla. Stat. § 440.02; Me.Rev.Stat. Ann. tit. 26, § 1043; N.J. Stat. Ann. § 43.21–
19; Vt. Stat. Ann. tit. 21, § 1301; Wis. Stat. §§ 102.07, 108.02.) Thus even though the People's
UCL action may have some indirect effect on defendants' prices or services, that effect is “ ‘too
tenuous, remote, [and] peripheral ... to have pre-emptive effect.’ ” (Morales, supra, 504 U.S. at
p. 390, 112 S.Ct. 2031.)


Defendants also contend that the People's UCL claim should be preempted, even if its effect on
motor carrier transportation is remote, because it threatens Congress's deregulatory purpose. In
Rowe, the high court stated that “pre-emption occurs at least where state laws have a ‘significant
impact’ related to Congress's deregulatory and pre-emption-related objectives.” (Rowe, supra, 552
U.S. at p. 371, 128 S.Ct. 989.) Congress passed the FAAAA in order to end a patchwork of state
regulations. However, nothing in the congressional record establishes that Congress intended to
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preempt states' ability to tax motor carriers, to enforce labor and wage standards, or to exempt
motor carriers from generally applicable insurance laws. (See Mendonca, supra, 152 F.3d at pp.
1187–1188 [Congress did not intend ADA to preempt Cal. prevailing wage law]; see also Rice
v. Santa Fe Elevator Corp. (1947) 331 U.S. 218, 230, 67 S.Ct. 1146, 91 L.Ed. 1447 [matters
traditionally within state's police powers not preempted unless Congress's intent to do so is
manifest].)


Defendants argue additionally that the People's UCL claim conflicts with Congress's deregulatory
purpose because it erects the very entry control that *787  Congress intended to dismantle.
The congressional record does show that Congress disapproved of a California law that denied
advantageous regulatory exemptions to motor carriers who used a large proportion of independent
contractors. (See H.R. Conf. Rep. No. 103–677, 2d Sess., p. 87, supra, reprinted at 1994 U.S.Code
Cong. & Admin. News, p. 1759.) As we have noted, however, defendants' claim is factually
inaccurate because the People's UCL action does not encourage ***638  employers to use
employee drivers rather than independent contractors. Defendants are free to use independent
contractors as long as they are properly classified. The People's sole premise for invoking the UCL
is to ensure that employers properly classify their employees or independent contractors in order
to conform to state law.


CONCLUSION


For the reasons stated, we hold that 49 U.S.C. section 14501(c) does not preempt the People's UCL
action. We therefore affirm the Court of Appeal's judgment. We leave it to that court to decide
how to address the remaining issues on remittitur. (On remand, the trial court will have to address
the merits of the case, i.e., whether the defendants actually **191  misclassified their employees
as independent contractors.)


WE CONCUR: CANTIL–SAKAUYE, C.J., BAXTER, WERDEGAR, CORRIGAN, LIU, JJ.,
and ARONSON, J. *


* Associate Justice of the Court of Appeal, Fourth Appellate District, Division Three, assigned by the Chief Justice pursuant to article
VI, section 6 of the California Constitution.


All Citations


59 Cal.4th 772, 329 P.3d 180, 174 Cal.Rptr.3d 626, Fed. Carr. Cas. P 84,809, 164 Lab.Cas. P
61,504, 23 Wage & Hour Cas.2d (BNA) 226, 14 Cal. Daily Op. Serv. 8502, 2014 Daily Journal
D.A.R. 9863
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13 Cal.4th 1055, 920 P.2d 1337, 56 Cal.Rptr.2d
133, 55 A.L.R.5th 835, 96 Cal. Daily Op. Serv. 6517


THE PEOPLE, Plaintiff and Respondent,
v.


STEVEN ARTHUR MINIFIE, Defendant and Appellant.


No. S046382.
Supreme Court of California


Aug 29, 1996.


SUMMARY


Defendant shot and wounded a man in a bar after the man knocked defendant down with a punch
and threatened to hit him with a crutch. Defendant claimed self-defense, but the trial court excluded
evidence that he had been threatened by members of a group who, in his mind, were associated with
the victim. One member of the group had killed defendant's friend, and defendant was threatened
that he would be “next.” Defendant was convicted by a jury of one count of possession of a firearm
by an ex-felon (Pen. Code, § 12021), and, since the bullet he fired also wounded a bystander
in the bar, two counts of assault with a deadly weapon (Pen. Code, § 245, subd. (a)(2)), with
enhancements. The court also found a prior serious felony allegation to be true (Pen. Code, § 667,
subd. (a)), and sentenced defendant to state prison for 12 years. (Superior Court of Contra Costa
County, No. 9315987, Walter D. Rogers, Judge. *  ) The Court of Appeal, First Dist., Div. Four,
No. A063700, reversed the assault convictions, concluding that the trial court erred in excluding
the proffered defense evidence, but finding the error harmless as to the conviction for possession
of a firearm by a felon, affirmed that portion of the judgment.


* Judge of the Municipal Court for the Mt. Diablo Judicial District, assigned by the Chief Justice pursuant to article VI, section 6 of
the California Constitution.


The Supreme Court affirmed the judgment of the Court of Appeal. The court held that the trial
court erred in excluding evidence of the reputations of the assault victim's associates for violence
as inadmissible under Evid. Code, § 1101 et seq. (limiting use of character evidence), and, under
Evid. Code, § 352, as more prejudicial than probative. Evidence of antecedent threats is admissible
where the threats have not been made by the victim, but by third parties, that is, by members of
a group who, in the defendant's mind, are reasonably associated with the victim; the trial court's
exclusion of that evidence limited defendant's essential right to argue that his actions were justified.
The court further held that the trial court abused its discretion in excluding all evidence of the
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violent threats of the assault victim's associates towards defendant, since none of the considerations
supporting *1056  the discretionary exclusion of relevant evidence substantially outweighed the
probative value of the evidence at issue (Evid. Code, § 352). The court held, however, that the
error was harmless as to the firearm possession charge, since defendant admitted entering the bar
with a firearm; that he later may have acted in self-defense did not supply a defense to that charge.
The court also held that the trial court's error was prejudicial as to the assault charges, despite
the fact that defendant's claim of self-defense was not compelling, since the erroneously excluded
evidence was critical to the jury's proper understanding of the case. Without that evidence, defense
counsel could argue to the jury only that the victim was a friend of a person defendant had
killed, and defendant thought the victim, who was unarmed, was about to hit him with a crutch.
The excluded evidence would have strengthened the defense considerably; defendant could have
argued that the victim's “crowd” had in fact killed his friend and threatened that defendant would
be “next.” (Opinion by Chin, J., expressing the unanimous view of the court.)


HEADNOTES


Classified to California Digest of Official Reports


(1)
Assault and Battery § 6--Criminal--Defenses--Self-defense-- Admissibility of Evidence of Threats
by Victim.
To justify an act of self-defense for an assault charge under Pen. Code, § 245, the defendant must
have an honest and reasonable belief that bodily injury is about to be inflicted on him or her. The
threat of bodily injury must be imminent and any right of self-defense is limited to the use of such
force as is reasonable under the circumstances (Civ. Code, § 50; Pen. Code, §§ 692, 693). Although
the test is objective, reasonableness is determined from the point of view of a reasonable person
in the defendant's position. The jury must consider all the facts and circumstances it might expect
to operate on the defendant's mind. Common sense and experience tell us that it is reasonable for
a person threatened by another to be on heightened alert upon encountering that threatener, and to
reasonably take the threat into account in deciding the necessity for, and the amount of, defensive
action, in response to any act on the part of the threatener reasonably appearing to be calculated
to carry out that threat.


(2a, 2b, 2c, 2d)
Assault and Battery § 6--Criminal--Defenses-- Self-defense--Admissibility of Evidence of Threats
by Victim's Associates.
In a *1057  prosecution for assault with a deadly weapon (Pen. Code, § 245, subd. (a)(2)), the trial
court erred in excluding, under Evid. Code, § 1101 (limiting use of character evidence), evidence
of the reputations of the assault victim's associates for violence. Defendant was thereby precluded
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from showing that he was armed at the time of the incident because his friend had been recently
killed by one of the victim's associates and defendant himself had received a threat that he “was
next.” Evidence of antecedent threats is admissible where the threats have not been made by the
victim, but by members of a group who, in the defendant's mind, are reasonably associated with
the victim; the trial court's exclusion of that evidence limited defendant's essential right to argue
that his actions were justified. The victim hit defendant in the face without apparent provocation
or warning and defendant testified that he feared that the victim was about to hit him with his
crutch; defendant was entitled to present evidence that tended to show that his apprehension of
great bodily harm was reasonable when he pulled out his gun and shot at the victim.


[See 1 Witkin & Epstein, Cal. Criminal Law (2d ed. 1988) § 241. See also Admissibility of
evidence as to other's character or reputation for turbulence on question of self-defense by one
charged with assault or homicide, note, 1 A.L.R.3d 571.]


(3)
Assault and Battery § 6--Criminal--Defenses--Self-defense-- Admissibility of Evidence of Threats
by Victim's Associates--Relevance.
A person claiming self-defense is required to prove his or her own frame of mind, and in so doing
is entitled to corroborate testimony that he or she was in mortal fear by proving the reasonableness
of such fear. The defendant's perceptions are at issue, and threats from members of a family and
their friends may color a person's perceptions of that group no less than threats from an individual
may color a person's perceptions of that individual. A defendant who testifies that he or she acted
from fear of a clan united against him or her is entitled to corroborate that testimony with evidence
tending in reason to prove that the fear was reasonable. Threats from the group on the defendant's
life would certainly tend in reason to make the defendant fearful. This is especially true where the
group has a reputation for violence, and that reputation is known to the defendant. Such threats are
relevant to the defendant's state of mind-a matter of consequence to the determination of the action,
and the trier of fact is entitled to consider those threats along with other relevant circumstances in
deciding whether the defendant's actions were justified. *1058


(4a, 4b)
Homicide § 28--Defenses--Self-defense--Necessity.
The law recognizes the justification of self-defense not because the victim “deserved” what he
or she got, but because the defendant acted reasonably under the circumstances. Reasonableness
is judged by how the situation appeared to the defendant, not the victim. Because justification
does not depend upon the existence of actual danger but rather depends upon appearances, a
defendant may be equally justified in killing a “good” person who brandishes a toy gun in jest
as a “bad” person who brandishes a real gun in anger. If the defendant kills an innocent person,
but circumstances made it reasonably appear that the killing was necessary in self-defense, that
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is tragedy, not murder. Third party threats, or even threats from the victim, however, do not
alone establish self-defense. The victim's behavior is also highly relevant. There must be evidence
the defendant feared imminent, not just future, harm. Hence, evidence of antecedent threats is
admissible when the threats are followed by some overt act that has placed the defendant in
immediate danger. A defendant is entitled to show how a reasonable person would have evaluated
the extent of that danger. In making that evaluation, the defendant is entitled to consider prior
threats, assaults, and other circumstances relevant to interpreting the attacker's behavior.


[See Standard for determination of reasonableness of criminal defendant's belief, for purposes of
self-defense claim, that physical force is necessary-modern cases, note, 73 A.L.R.4th 993.]


(5)
Assault and Battery § 6--Criminal--Defenses--Self-defense-- Admissibility of Evidence of Threats
by Victim's Associates--Potential for Prejudice.
A defendant's evidence of self-defense is subject to all the normal evidentiary rules, including
Evid. Code, §§ 350 (only relevant evidence is admissible) and 352 (court's discretion to exclude
prejudicial evidence). Evidence of third party threats is relevant only if other evidence shows fear
of imminent harm. Even then its probative value may be slight. Third party threats inherently carry
less weight than threats from the victim. This attenuation does not justify excluding the evidence
categorically, but it may be considered on a case-by-case basis. The more vague the threats, and
the weaker the logical link between them and the defendant's actions, the more the court may be
justified in excluding them. Similarly, evidence of a third party's reputation for violence may be
particularly susceptible to exclusion.


(6)
Assault and Battery § 6--Criminal--Defenses--Self-defense-- Admissibility of Evidence of Threats
by Victim's Associates--Probative Value.
In a prosecution for assault with a deadly weapon ( *1059  Pen. Code, § 245, subd. (a)(2)), the trial
court abused its discretion in excluding all evidence of the violent threats by the assault victim's
associates towards defendant. According to defendant, one of the victim's associates had just killed
defendant's friend; accordingly, the threat that defendant “was next” was decidedly concrete. None
of the considerations supporting the discretionary exclusion of relevant evidence substantially
outweighed the probative value of the evidence at issue (Evid. Code, § 352). The prejudice referred
to in Evid. Code, § 352, applies to evidence which uniquely tends to evoke an emotional bias
against one party and which has very little effect on the issues. Evidence bearing on defendant's
state of mind was highly probative, and had no unique tendency to evoke any emotional bias
against the prosecution. Furthermore, evidence that defendant might have had reason to fear for
his life would not have confused the issue. It would have further illuminated the situation the jury
was required to evaluate.
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(7)
Weapons § 6--Crimes--Possession by Ex-felon--Defenses--Self-defense.
In a prosecution for assault with a deadly weapon (Pen. Code, § 245, subd. (a)(2)) and possession
of firearm by an ex-felon (Pen. Code, § 12021), although the trial court erred in excluding evidence
of the violent threats of the assault victim's associates towards defendant, that error was harmless
with respect to the firearm possession charge. Defendant admitted entering the bar with a firearm,
which established the offense. That he later may have acted in self-defense did not supply a defense
to that charge.


(8)
Assault and Battery § 6--Criminal--Defenses--Self-defense--Exclusion of Evidence of Threats by
Victim's Associates--Prejudice.
In a prosecution for assault with a deadly weapon (Pen. Code, § 245, subd. (a) (2)), the trial
court's error in excluding evidence of the violent threats of the assault victim's associates towards
defendant was prejudicial, although the question was close, given that defendant's claim of self-
defense was not compelling. The jury argument of the district attorney tipped the scale in favor
of finding prejudice: he argued that there was “no evidence” to support defendant's claim of self-
defense and that this “contrived” defense was “not supported by the evidence.” This argument
demonstrated that the erroneously excluded evidence was critical to the jury's proper understanding
of the case. Without that evidence, defense counsel could argue to the jury only that the victim was
a friend of a person defendant had killed, and defendant thought the victim, who was unarmed,
was about to hit him with a crutch. The excluded evidence would have strengthened the defense
considerably: *1060  defendant could have argued that the victim's “crowd” had in fact killed his
friend and threatened that defendant would be “next.”


COUNSEL
David D. Carico for Defendant and Appellant.
Daniel E. Lungren, Attorney General, George Williamson, Chief Assistant Attorney General,
Ronald A. Bass, Assistant Attorney General, Ronald S. Matthias, Richard Rochman and Martin
S. Kaye, Deputy Attorneys General, for Plaintiff and Respondent.


CHIN, J.


A defendant charged with assaultive crimes who claims self-defense may present evidence that the
alleged victim had previously threatened him. Here, we decide the admissibility of threats against
the defendant, not by the victim, but by third parties. We conclude that evidence of third party
threats is admissible to support a claim of self-defense if there is also evidence from which the
jury may find that the defendant reasonably associated the victim with those threats.
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In this case, the trial court excluded substantial evidence of third party threats. The Court of Appeal
held the exclusion to be error and found it prejudicial as to most of the counts. We agree.


I. The Facts


A. Prosecution Case
The incident underlying this case occurred in the crowded Antlers Bar in Pinole around midnight
on November 29-30, 1992. Aukusitino Afamasaga (Tino) was sitting at a table with several others
when defendant, a convicted felon, entered the bar. Tino, a large man, had a broken foot covered
by a cast and was using crutches. He was unarmed. Tino testified that he did not know defendant
by sight, but someone pointed defendant out to him. Tino disliked defendant because he had killed
Tino's friend, Jackie Knight. Tino had been a pallbearer at Knight's funeral. Defendant and Tino
made eye contact, and then approached each other.


They spoke briefly. Tino asked if defendant knew who Tino was. Defendant replied that he did.
Tino said, “So it was you?” Then Tino punched *1061  defendant in the face, knocking him to the
floor on his back. Tino's crutches fell, and he turned to grab them. Defendant pulled a gun from
his waist area and fired at Tino, hitting three fingers of his right hand. The bullet also hit another
patron, Darrell Nordahl, passing completely through his thigh. Tino dove to the floor, crawled to
the door, and ran out. Defendant followed Tino, firing a second shot at him from inside the bar
and at least a third shot outside. Defendant then fled, successfully eluding the pursuit of a passing
police officer.


Defendant's gun was found the next day outside a residence. One spent cartridge fired from that gun
was found inside the bar and two more outside. Defendant surrendered to the police on December 9,
1992. Three fingers of Tino's right hand were fractured. The treating physician described Nordahl's
wound as “serious.” Both Tino and Nordahl underwent surgery.


B. Defense Case
Defendant claimed he acted in self-defense. He presented evidence to support the defense and
made an offer of proof of additional evidence that the trial court excluded.


1. The Offer of Proof and the Court's Rulings
The Court of Appeal opinion, authored by Justice Perley, describes the offer of proof and the
trial court's rulings: “Before trial [defendant] submitted a written offer of proof as follows: 'Sgt.
Celestre of the Contra Costa County Sheriff's Department will be called to the stand to testify
that the Knight family of the Pinole area has a reputation for violence, a reputation for making
threats with the means of carrying them out and a reputation for being extremely dangerous. The
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Knight family and friends are found in and out of [jail and] prison.' The offer of proof explained
the relevance of this reputation evidence to [defendant's] theory of self-defense, in light of the
other evidence to be presented by the defense at trial.


“The defense evidence was to include testimony that after [defendant] killed Jackie Knight, he had
'been threatened both directly and indirectly. [Defendant] spent time in prison (and jail awaiting
prison) for an unrelated [Penal Code section 245] (the prior violent felony). He received an attack
in jail while awaiting the plea bargain that landed him in prison. He received threats in prison.
His wife heard of threats from friends of the Knights.' The defense was further prepared to prove
that [defendant's] visits to his in laws 'were always in secret. He was afraid of the Knights finding
out where he was. He was scared that he would be killed. On the night of the shooting, *1062
defendant was in town because his close friend Anthony Davis had been killed by a friend of the
Knights.... [¶] [Defendant] knew Tino by sight. He knew Tino was a very close friend of Jackie
Knight. He knew Tino had a reputation for violence. He was scared of Tino and associated Tino
with the Knight crowd.'


“The offer of proof concluded: 'Since [defendant] killed Jackie Knight in self-defense, since Tino
was one of Jackie's pallbearers, since [defendant] had received threats ever since Jackie's shooting
from family and friends of the Knights, Sgt. Celestre should be able to testify that the Knight
family and friends have a propensity for violence, are extremely dangerous, and have a reputation
for making threats and carrying them out.'


“[Defendant's] position was further elaborated at a hearing outside the presence of the jury. Defense
counsel explained that Sergeant Celestre's testimony about the Knight family and friends would be
'very brief ... probably three or four questions.... [¶] And specifically I'm talking about in the Knight
family Charles Knight, Joey Knight, and the infamous twins, Jess and Jeff Knight.... The whole
family is in and out of prison constantly. But the main thing is do they have a propensity for violence
in the community, they and their friends? ... [¶] [Defendant] is threatened by members and friends
of the Knight family. You have to understand that the Knight family is the-I think ... Detective
Hale said the Knight family is the meanest, baddest family in West County. [¶] So friends-he was
threatened by friends.... Steve's wife received threats, both directly and indirectly, ... words to the
effect ”We're going to get Steve.“ So Steve is living in fear ....'


“Defense counsel continued: '... I really need to bring in the fact of all these threats to create the
reason why Steve was afraid and why he wanted to leave the bar and actually why he did what
he did. Normally a juror might think, ”Well, if Steve was punched by a bar patron-“ I mean if
they don't hear about all this stuff, they're going to think, ”Well, Tino was just a bar patron and
he was a pallbearer in the Jackie Knight case, and that's it. So he punched Steve once.“ [¶] Then
he reached back for his crutch, and maybe they would think that-if they didn't hear about all the
fear that Steve was undergoing of the Knights and Tino, then they might think that Steve acted
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excessively when he pulled out the gun and when he fired a shot in the direction of Tino. And
they might think that, ”Well, Steve acted excessively because he had no reason to. He should have
just-“ maybe he should have just crawled out the front door. That's the reason, and it goes right to
the core of my case.... I've prepared the case around this.'


“The trial court excluded evidence of the violent reputation of the Knight family and friends.
The court concluded that this evidence was inadmissible *1063  under the statutes on character
evidence (Evid. Code, § 1100 et seq.) and that, even if the evidence was admissible under these
statutes, it should be excluded under Evidence Code section 352 as substantially more prejudicial
than probative. The court reasoned that an undue amount of time would be consumed identifying
the Knights' friends and the group's violent acts, and that such evidence would tend to confuse
the jury. The court also ruled that the defense would be precluded from presenting evidence of
threats against [defendant] from anyone other than Tino. The defense conceded that Tino had never
previously threatened [defendant].


“Consistent with these rulings, the court sustained the prosecutor's objections when [defendant]
attempted to testify that his life had been threatened. [Defendant] was prevented from testifying
that his friend Davis had been murdered by a friend of the Knight's [sic], and the jury was instructed
to disregard [defendant's] testimony that, after Davis' murder, he had received a phone call saying
'I was next.' ”


2. Evidence the Defense Presented
Defendant's wife testified that he had been in prison from April 1990 to November 1991. Before
the prison stint, they had lived in El Sobrante. After defendant's release, they moved to Pleasanton
“to start a new life,” but occasionally visited the El Sobrante area. On the weekend in question,
they were in that area for a family function and to attend the funeral of their friend, Anthony Davis.
(The witness was not allowed to testify who “killed” Davis.) Around 12:30 a.m., the night of the
shooting, defendant's wife received a telephone call from defendant, and she picked him up. His
nose was bloody and “pushed to one side.” The two drove to a motel in Fremont, where they stayed
for over a week.


Defendant testified that he pleaded guilty to charges of assault with a deadly weapon in 1990 and
spent 22 months in prison. Before he went to prison, he also fatally shot Jackie Knight, although
he was never prosecuted for the incident. Defendant was afraid of “the whole ... Knight crowd.”
After he got out of prison, he lived in Pleasanton and considered himself “in hiding.” He came to
West Contra Costa County occasionally to visit his “in-laws,” but would not tell anyone when he
did. The weekend of the shooting, he was in the area for the “viewing” of the body of his close
friend, Anthony Davis. He and a friend went to the Antlers Bar for a drink. He was carrying a gun,
which he had obtained from Davis, “as a precaution of what happened to” Davis. When he entered
the bar, defendant spoke briefly with another friend. Then he glanced up and saw Tino.
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Defendant recognized Tino as a friend of Jackie Knight's. He knew that Tino had been a pallbearer
at Knight's funeral. Tino was staring at him “like *1064  if looks could kill, I'd be dead.” Defendant
decided he should leave and walked towards the door, passing near Tino. Tino stepped towards
him, put his hands in the air, and said, “What's up?” Tino asked if defendant knew who he was, and
defendant said he did. Then, without warning, Tino hit him in the face. Defendant fell to the ground
“very dazed.” He saw Tino bend over and grab a crutch. Defendant “shot in [Tino's] direction”
because he “knew” from the way Tino grabbed the crutch “that he was going to hit me in the head
with” it. Defendant fled. He did not see Tino leave the bar.


Outside, defendant began running to his car when he again saw Tino. He heard Tino say something
“about the car,” and, in reaction, defendant “shot twice in the air.” He then ran from the area,
losing the gun along the way, and called his wife from a drugstore. She met him, and they went
to Fremont. Defendant eventually turned himself in to the police. He testified he fired the gun
because he “feared for my life.” If he hadn't fired, Tino “would have got me for sure.”


The defense also presented evidence about the extensive injury defendant suffered when Tino hit
him.


C. Procedural History
A jury convicted defendant of one count of possession of a firearm by a felon (Pen. Code, §
12021), and two counts of assault with a deadly weapon (Pen. Code, § 245, subd. (a)(2)), with
enhancements for use of a firearm (Pen. Code, § 12022.5) and infliction of great bodily injury
(Pen. Code, § 12022.7). The court found that defendant had a prior serious felony conviction. (Pen.
Code, § 667, subd. (a).) It sentenced defendant to state prison for 12 years. The Court of Appeal
concluded the trial court erred in excluding the proffered defense evidence and reversed the assault
convictions. Finding the error harmless as to the conviction for possession of a firearm by a felon,
it affirmed that portion of the judgment.


We granted the Attorney General's petition for review.


II. Discussion


A. Admissibility of Evidence of Third Party Threats
(1) “To justify an act of self-defense for [an assault charge under Penal Code section 245], the
defendant must have an honest and reasonable belief that bodily injury is about to be inflicted
on him. [Citation.]” (People v. Goins (1991) 228 Cal.App.3d 511, 516 [279 Cal.Rptr. 42], italics
in original.) The threat of bodily injury must be imminent ( *1065  In re Christian S. (1994) 7
Cal.4th 768, 783 [30 Cal.Rptr.2d 33, 872 P.2d 574]), and “... any right of self-defense is limited to
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the use of such force as is reasonable under the circumstances. [Citation.]” (People v. Pinholster
(1992) 1 Cal.4th 865, 966 [4 Cal.Rptr.2d 765, 824 P.2d 571]; see also People v. Clark (1982) 130
Cal.App.3d 371, 380 [181 Cal.Rptr. 682]; Civ. Code, § 50 [“Any necessary force may be used to
protect from wrongful injury the person ... of oneself ....”]; Pen. Code, §§ 692 [“Lawful resistance
to the commission of a public offense may be made: [¶] 1. By the party about to be injured ....”],
693 [“Resistance sufficient to prevent the offense may be made by the party about to be injured:
[¶] 1. To prevent an offense against his person ....”].)


In People v. Humphrey (1996) 13 Cal.4th 1073, 1082-1083 [56 Cal.Rptr.2d 142, 921 P.2d 1], we
considered the reasonableness requirement in the context of a murder charge. We concluded that,
although the test is objective, reasonableness is determined from the point of view of a reasonable
person in the defendant's position. The jury must consider all the facts and circumstances it might
“ 'expect[] to operate on [defendant's] mind ....' [Citation.]” (Id. at p. 1083.)


The parties agree that evidence the victim had threatened defendant would be admissible to support
a claim of self-defense. (E.g., People v. Moore (1954) 43 Cal.2d 517, 527-529 [275 P.2d 485];
People v. Aris (1989) 215 Cal.App.3d 1178, 1188 [264 Cal.Rptr. 167].) As the Attorney General
states, “Common sense and experience tell us that it is reasonable for a person threatened by
another to be on heightened alert upon encountering that threatener, and to reasonably take [the
threat] into account in deciding the necessity for, and the amount of, defensive action, in response to
any act on the part of the threatener reasonably appearing to be calculated to carry out that threat.”


(2a) The disputed issue is whether, as the Court of Appeal stated, “evidence of threats is ...
admissible where the threats have not been made by the victim, but by members of a group who
in the defendant's mind are reasonably associated with the victim.” ( 3) The Court of Appeal
concluded the evidence is admissible for reasons with which we agree, and which we adopt as
our own:


“A person claiming self-defense is required to 'prove his own frame of mind,' and in so doing is
'entitled to corroborate his testimony that he was in fear for his life by proving the reasonableness
of such fear.' (People v. Davis [(1965) 63 Cal.2d 648, 656 (47 Cal.Rptr. 801, 408 P.2d 129)].) The
defendant's perceptions are at issue, and threats from a family and its friends may color a person's
perceptions of that group no less than threats from an *1066  individual may color a person's
perceptions of that individual. A defendant who testifies that he acted from fear of a clan united
against him is entitled to corroborate that testimony with evidence 'tend[ing] in reason to prove'
that the fear was reasonable. (Evid. Code, § 210 [defining relevant evidence].) Threats from the
group on the defendant's life would certainly tend in reason to make the defendant fearful. This
is especially true where the group has a reputation for violence, and that reputation is known to
the defendant. Such threats are relevant to the defendant's state of mind-a matter 'of consequence
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to the determination of the action' (ibid.)-and the trier of fact is entitled to consider those threats
along with other relevant circumstances in deciding whether the defendant's actions were justified.


“This conclusion is consistent with commentaries on the subject (see Kadish, Excusing Crime
(1987) 75 Cal.L.Rev. 257, 275; Comment (1937) 25 Cal.L.Rev. 459, 465), and with the decision
in the case of People v. Lee Chuck (1887) 74 Cal. 30 [15 P. 322]. Lee Chuck was charged with
murder in the shooting of Yin Yuen. They were members of rival gangs. Lee Chuck's defense was
that he shot at Yin Yuen in self-defense, after the latter shot at him. The eyewitness testimony was
conflicting. Lee Chuck was convicted of murder, and the judgment was reversed on appeal. The
opinion of the California Supreme Court reads in relevant part as follows:


“ 'It appeared from the evidence of the prosecution that, at the time of the homicide, Lee Chuck
was incased in a steel coat-of-mail, and was armed with four pistols. These were brought in and
displayed before the jury. They were intended to have, and doubtless did have, great weight in
convincing the jury that Lee Chuck had prepared himself for the deadly encounter in which Yin
Yuen lost his life. To explain this fact, and to show that the defendant had reason to think his life
in danger, and for that reason, and not to prepare himself to make a murderous assault upon the
deceased, defendant put on a coat-of-mail and armed himself, the defense offered to show that the
Bo Sin Sear society and another organization of which Yin Yuen was a member, had threatened
to take the life of defendant, and that defendant had been informed of the fact. This evidence was
objected to as incompetent, and the objection was sustained.


“ 'This ruling cannot be maintained. The fact of the extraordinary armor worn by the defendant
at the time of the homicide was important evidence for the prosecution. To refuse to permit the
defendant to show that the preparation was for a different purpose, and for reasons which implied
no intent to assault the deceased, was a denial of a most essential right.' (People v. Lee Chuck,
supra, 74 Cal. at pp. 34-35.)


(2b) ”The circumstances of [defendant's] case are analogous to those in Lee Chuck. [Defendant]
was precluded from showing that he was armed at *1067  the time of the incident because his
friend had been killed by a member of the 'Knight crowd,' and he had received a threat that he 'was
next.' Here, as in Lee Chuck, exclusion of evidence of the antecedent threats limited the defendant's
'essential right' to argue that his actions were justified.


“Lee Chuck establishes that under California law evidence of threats from the victim's associates
may be used in support of a claim of self-defense 'to show that the defendant had reason to think
his life in danger.' (People v. Lee Chuck, supra, 74 Cal. at p. 34.) Accordingly, [defendant] and
his wife could properly testify to the threats they received after Jackie Knight's killing, not only to
show why [defendant] was armed on the evening in question, but also to indicate what reasonably
might have been going through his mind when he lay dazed on the barroom floor and saw his
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assailant reach for a potentially deadly weapon. The jury was required to focus on his state of mind
at that instant in judging whether he had used only the 'force and means ... which would appear
to a reasonable person, in the same or similar circumstances, to be necessary to prevent the injury
which appear[ed] to be imminent.' (CALJIC No. 5.30 (5th ed. 1988).) [Defendant] was 'entitled
to corroborate his testimony that he was in fear of his life' (People v. Davis, supra, 63 Cal.2d at
p. 656) with evidence of threats from the Knight crowd, and with evidence of their reputation
for violence. The character evidence, no less than the evidence of threats, tended to show that
[defendant's] apprehension of great bodily harm was reasonable.


“The trial court erred insofar as it reasoned that evidence of the Knight crowd's reputation for
violence was inadmissible under Evidence Code section 1101. This statute only limits the use of
character evidence to 'prove ... conduct on a specific occasion.' (Evid. Code, § 1101, subd. (a).)
This limitation is irrelevant because the group's reputation was offered to explain [defendant's]
state of mind, rather than to prove Tino's actual intentions. Moreover, the statute does not limit 'the
admissibility of evidence offered to support or attack the credibility of a witness' (Evid. Code, §
1101, subd. (c)), and evidence of the group's reputation for violence lent credibility to [defendant's]
claim that he lived in fear of them.”


The Attorney General argues that the reason for admitting earlier threats by the victim (and
supporting evidence of the victim's reputation for violence) “disappears where the threat is made
by a third party. Absent a showing that the defendant has reason to believe the victim has
himself adopted the threat, third-party threats should be inadmissible to support the objective
reasonableness of self-defense.” The reason for this rule, according to the Attorney General, is
that “One who personally threatens another, or one who adopts that threat or acts jointly with the
threatener in attacking the *1068  victim, has by his own actions subjected himself to a quicker
and harsher self-defense response on the part of the person threatened. The threatener is in no
position to protest or claim unfairness when the threatened person legitimately 'overreacts,' as the
'overreaction' was the result of the threatener's own doing and legitimized by conduct within the
threatener's control. [¶] The same is not true for third parties who do not adopt the threats of others
or jointly participate in the threatener's attack. These third parties are no different than anyone else
involved in a confrontation giving rise to a claim of self-defense. If the third party is the aggressor,
the defendant may use the amount of force reasonable under the circumstances. The defendant
may not, however, claim it was reasonable to use greater force based on unconnected threats of
others. The third party has done nothing to cause the use of greater force and is entitled to the
protections under the standard rules of self-defense.”


(4a) The flaw in this argument is that it assumes the law of self-defense centers on the victim's
acts and intent. To the contrary, the law recognizes the justification of self-defense not because
the victim “deserved” what he or she got, but because the defendant acted reasonably under the
circumstances. Reasonableness is judged by how the situation appeared to the defendant, not the
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victim. As the Court of Appeal noted, “Because '[j]ustification does not depend upon the existence
of actual danger but rather depends upon appearances' (People v. Clark (1982) 130 Cal.App.3d
371, 377 [181 Cal.Rptr. 682]; see also CALJIC No. 5.51), a defendant may be equally justified in
killing a 'good' person who brandishes a toy gun in jest as a 'bad' person who brandishes a real gun
in anger.” If the defendant kills an innocent person, but circumstances made it reasonably appear
that the killing was necessary in self-defense, that is tragedy, not murder. The test, therefore, is not
whether the victim adopted the third party threats, but whether the defendant reasonably associated
the victim with those threats.


The Attorney General also argues that admitting evidence of third party threats “focuses on the
victim's status without any regard to the victim's relevant behavior.” Third party threats, or even
threats from the victim, however, do not alone establish self-defense. The victim's behavior is
also highly relevant. There must be evidence the defendant feared imminent, not just future, harm.
(In re Christian S., supra, 7 Cal.4th at p. 783.) (2c) Here, for example, Tino hit defendant in the
face without apparent provocation or warning, and defendant testified he feared Tino was about
to hit him with the crutch. There was thus evidence of aggressive behavior and imminence plus
the proffered prior threats. The threats were relevant to illuminate, not replace, the other evidence
supporting self-defense. We agree with the Court of Appeal that “At issue was [defendant's] state
of mind after the punch, *1069  when he pulled out his gun and shot at Tino. (See People v.
Aris, supra, 215 Cal.App.3d at p. 1189 [justifiable homicide case turns on what the defendant
actually and reasonably 'perceives in the victim's behavior at the moment of the killing'].) ( 4b)
Evidence of antecedent threats is admissible when the threats are followed by some 'overt act' that
has placed the defendant in immediate danger. [Citations.] ... [Defendant] was entitled to show
how a reasonable person in his position would have evaluated the extent of that danger [posed by
the punch]. 'In making that evaluation, the defendant is entitled to consider prior threats, assaults,
and other circumstances relevant to interpreting the attacker's behavior.' (People v. Aris, supra, at
p. 1189.)” (Italics in original.)


The Attorney General asks rhetorically, “May Salman Rushdie shoot any person of the Islamic
faith, indeed anyone who reasonably appears to be a person of the Islamic faith, when that person
reaches into a bulging pocket for a handkerchief?” That would be a question for a jury after
considering all the circumstances of a specific case. The more pertinent question for our purposes
is whether, if Rushdie were claiming self-defense, evidence of threats against his life would be
admissible as part of the overall circumstances for the jury to consider. The answer is yes, if there
was also evidence from which the jury could infer that the defendant reasonably associated the
victim with those threats. (We note that this case involves an assault, not a homicide, and thus no
question of imperfect self-defense is presented. [See People v. Humphrey, supra, 13 Cal.4th at p.
1082.] To support a claim of imperfect self-defense, evidence of third party threats may also be
admissible if there is evidence the defendant actually, even if unreasonably, associated the victim
with those threats.)
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(2d) The Attorney General finally argues that allowing evidence of third party threats “encourages
(or at least expands) the opportunities for the use of force on the part of defendants.” To the
contrary, the jury must still find the defendant's use of force was reasonable. In making this
determination, it may give the evidence whatever weight it deems appropriate. We merely hold
that the third-party-threats evidence is relevant, and the jury may consider it. (People v. Humphrey,
supra, 13 Cal.4th at pp. 1088-1089.)


B. Evidence Code Section 352
(5) The trial court stated that even if the evidence were otherwise admissible, it would exclude
it under Evidence Code section 352, which provides: “The court in its discretion may exclude
evidence if its probative value is substantially outweighed by the probability that its admission
will (a) necessitate undue consumption of time or (b) create substantial danger of undue prejudice,
of confusing the issues, or of misleading the jury.” *1070


“[O]f course, a defendant's evidence of self-defense is subject to all the normal evidentiary rules,
including Evidence Code sections 350 [only relevant evidence is admissible] and 352.” (In re
Christian S., supra, 7 Cal.4th at p. 783.) Evidence of third party threats is relevant only if other
evidence shows fear of imminent harm. (Ibid.) Even then its probative value may be slight. The
Attorney General observes that fear due to threats from third parties is more “attenuated” than
fear due to threats from the victim. The observation has merit; third party threats inherently carry
less weight than threats from the victim. This attenuation does not justify excluding the evidence
categorically, but it may be considered on a case-by-case basis. The more vague the threats, and
the weaker the logical link between them and the defendant's actions, the more the court may be
justified in excluding them. Similarly, evidence of a third party's reputation for violence may be
particularly susceptible to exclusion. (See, e.g., People v. Gonzales (1967) 66 Cal.2d 482, 500
[58 Cal.Rptr. 361, 426 P.2d 929] [trial court properly determined that a third party's reputation for
violence seven years previously “was too remote to have present probative value”].)


(6) Rulings under Evidence Code section 352 come within the trial court's discretion and will not
be overturned absent an abuse of that discretion. (People v. Cudjo (1993) 6 Cal.4th 585, 609 [25
Cal.Rptr.2d 390, 863 P.2d 635]; People v. Hall (1986) 41 Cal.3d 826, 834 [226 Cal.Rptr. 112, 718
P.2d 99].)


Relying in part on “the nebulous nature of the alleged threats,” the Attorney General argues
the court did not abuse its discretion. To the contrary, the threat that defendant “was next” was
decidedly concrete. According to defendant, one of Tino's group had just killed Anthony Davis,
defendant's friend. We do not hold, of course, that all of the proffered evidence had to be admitted
or that the court could not exercise control over its presentation, but we agree with the Court of
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Appeal that under the facts of this case, the court abused its discretion in excluding all evidence
of third party threats:


“[Defendant] was entitled to present evidence of his circumstances so that the jury could see them
from his point of view. He was entitled to argue that the perceptions of a reasonable person in his
position would have been colored by the Knight crowd's threats and their reputation for violence.


“None of the considerations supporting the discretionary exclusion of relevant evidence
substantially outweighed the probative value of the evidence at issue here. Presentation of evidence
at the heart of the defense would not have represented an 'undue' consumption of time. There was
no risk of prejudice associated with the evidence. 'The prejudice referred to in *1071  Evidence
Code section 352 applies to evidence which uniquely tends to evoke an emotional bias against ...
[one party] ... and which has very little effect on the issues.' (People v. Wright (1985) 39 Cal.3d
576, 585 [217 Cal.Rptr. 212, 703 P.2d 1106] [internal quotation marks omitted].) Evidence bearing
on [defendant's] state of mind was highly probative, and had no 'unique tendency' to evoke any
emotional bias against the prosecution. Evidence that [defendant] might have had reason to fear
for his life would not have 'confused the issue.' It would have further illuminated the situation the
jury was required to evaluate.”


C. Prejudice
(7) The Court of Appeal found the error harmless as to the charge of possession of a firearm by
a felon, and we agree. Defendant admitted entering the bar with a firearm, which established the
offense. That he later may have acted in self-defense did not supply a defense to that charge. ( 8)
The Court of Appeal also found the error prejudicial as to the other charges. Although the question
is close, we agree with this conclusion also.


At its best, the claim of self-defense was not compelling. Defendant entered the bar armed with a
handgun. Tino was the initial aggressor, but was not armed. Even viewing the defense in the most
favorable light, the jury may well have found it unreasonable for defendant to react to the initial
aggression by shooting in a crowded bar filled with innocent bystanders. On the other hand, the
excluded evidence was central to the defense. Without it, defense counsel could argue to the jury
only that Tino was a friend of a person defendant had killed, and defendant thought the unarmed
Tino was about to hit him with a crutch. The excluded evidence would have strengthened the
defense considerably: defendant could have argued that Tino's “crowd” had in fact killed his friend
and threatened that defendant would be “next.” The jury might find these circumstances justified
a stronger reaction to Tino's punch than would otherwise be reasonable.


The jury argument of the district attorney tips the scale in favor of finding prejudice: “The
defendant has tried to portray that he is scared to come back into West County.... [¶] ... Again
trying to create this aura that there is this big conspiracy, this big fear, this big threat out there that
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if Steve Minifie shows his face in West County, he's going to get hurt or killed. There's been no
evidence of that. There has been this melodrama about it. There has been this aura cast out to you.
[¶] There's no doubt that there's bad blood between Tino and Steve Minifie.... But to enhance it,
to heighten it to the point that it fits into the contrived self-defense that they're trying to have you
believe is preposterous because it's not supported by the evidence.” (Italics added.) *1072


The reason there was “no evidence” and the “contrived” defense was “not supported by the
evidence” is easily explained. The missing evidence was erroneously excluded. This argument
demonstrates that the excluded evidence was not minor, but critical to the jury's proper
understanding of the case. It is, therefore, reasonably probable the error affected the verdict
adversely to defendant. (People v. Humphrey, supra, 13 Cal.4th at p. 1089.)


III. Disposition
The judgment of the Court of Appeal is affirmed.


George, C. J., Mosk, J., Kennard, J., Baxter, J., Werdegar, J., and Brown, J., concurred. *1073


End of Document © 2020 Thomson Reuters. No claim to original U.S. Government Works.
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113 A.D.3d 135, 978 N.Y.S.2d 135, 2014 N.Y. Slip Op. 00080


**1  Jeffrey Sardis et al., Respondents
v


Sofia Frankel et al., Appellants.


Supreme Court, Appellate Division, First Department, New York
January 7, 2014


CITE TITLE AS: Sardis v Frankel


SUMMARY


Appeal from an order and judgment (one paper) of the Supreme Court, New York County (Eileen
A. Rakower, J.), entered November 9, 2012. The order and judgment, to the extent appealed from
as limited by the briefs, granted plaintiffs' motion for summary judgment on their first cause of
action to set aside the transfer of a condominium unit by debtor Sofia Frankel to her son Michael
Frankel as a fraudulent conveyance under Debtor and Creditor Law §§ 273-a and 278, dismissed
Sofia Frankel's fourth affirmative defense based on a 1999 oral agreement to convey the subject
condominium to Michael Frankel, and dismissed Michael Frankel's first counterclaim based on
the 1999 oral agreement for a declaration that he is the rightful owner of the condominium.


Sardis v Frankel, 2012 NY Slip Op 32601(U), affirmed.


HEADNOTES


Fraudulent Conveyances
Transfer in Fraud of Creditors
Transfer of Condominium to Son without Fair Consideration—Lack of Good Faith


(1) Defendant judgment debtor's conveyance of a condominium apartment to her codefendant son
was constructively fraudulent pursuant to Debtor and Creditor Law §§ 273-a and 278, since the
transaction failed to comply with the good faith requirement of Debtor and Creditor Law § 272
and was without fair consideration. Thus, the transfer was properly set aside as the record failed to
support defendants' contention that the conveyance was made pursuant to a previous agreement,
rather than as part of an asset protection plan contrived to insulate defendant's property from the
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claims of judgment creditors such as plaintiff. The asset protection plan was devised with the
assistance of counsel immediately after an arbitration award in favor of plaintiff was rendered
against defendant, and it involved a series of transactions designed to place defendant's assets in
New York and another state beyond the reach of her impending judgment creditors. Defendants
did not contend that defendant debtor acted in good faith and the record afforded no basis for such
a finding. While the lack of good faith on the part of defendant judgment debtor, as transferor,
afforded a sufficient basis to set aside the transfer as constructively fraudulent, her codefendant
likewise provided no proof sufficient to raise a triable issue of fact concerning whether he took the
property as a good-faith purchaser for value without knowledge of any fraud, as it was apparent
that he was a participant in the asset protection plan from its inception, having conferred with his
mother and her counsel.


Contracts
Formation of Contract
Lack of Definite Terms


(2) In an action to set aside as a fraudulent conveyance the transfer of a condominium apartment
from defendant judgment debtor to her codefendant son, *136  the lack of definite terms in the
alleged oral contract between defendants whereby the son was to have purchased the apartment
was fatal to defendants' contention that the transfer was made subject to an executory contract.
The son stated that at the approach of his 30th birthday, the parties would obtain an appraisal and
opinions regarding the fair rental values and calculate a purchase price by subtracting from the
arrived-at appraisal value various credits for payments he made towards the mortgage, carrying
charges, taxes and capital improvements less the estimated rental or use-and-occupancy value of
the premises; no financing terms were set forth beyond the recital that the net balance owed would
be reflected in a promissory note to my mother. What can be discerned from defendants' description
of their understanding was a failure to reach a binding agreement on material terms, that is, an
agreement to enter into a future contract. A mere agreement to agree, in which a material term
is left for future negotiations, is unenforceable. The arrangement described by the son left both
the determination of the price to be paid for the property and the terms of the financing for the
transaction to future negotiation. Nor did the circumstances suggest that material contract terms
were to be objectively determined by reference to an extrinsic event, commercial practice or trade
usage. Moreover, that no dispute arose with regard to the contract terms was merely fortuitous.
Had either party to the purported agreement chosen to ignore it, the other would have been without
recourse.


Frauds, Statute of
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Part Performance
Contract for Sale of Condominium Apartment—Fraudulent Conveyance


(3) In an action to set aside as a fraudulent conveyance the transfer of a condominium apartment
from defendant judgment debtor to her codefendant son pursuant to an alleged oral contract,
defendants could not avoid the statute of frauds by the doctrine of part performance, where the
amount ultimately agreed upon as the fair value for the son's use and occupancy of the apartment
for a ten-year period was roughly the same as the amount he actually paid in expenses for the
premises during that time period. Therefore, his payments were not unequivocally referable to
the oral agreement so as to constitute acts of part performance which go along with, relate to,
and confirm the agreement, and with parol evidence establish the existence of the agreement. The
facts conceded by defendants failed to demonstrate that prior to the challenged conveyance of the
apartment, the son was anything more than a month-to-month tenant paying less than fair market
rent for the premises. The agreement to transfer title was not supported by past consideration,
since the amounts previously paid by the son exceeded the use and occupancy value agreed upon
by defendants by little more than 2% of the purchase price. Moreover, when the transfer tax and
filing charge were taken into account, the amount of past consideration received by the mother for
the apartment at the time of its conveyance was a negative sum, which negated any alleged fair
consideration for the purchase of the subject apartment.


RESEARCH REFERENCES


Am Jur 2d, Fraudulent Conveyances and Transfers §§ 1, 4 6–15, 25–28, 31, 32 71, 103, 116, 126;
Am Jur 2d, Statute of Frauds §§ 289, 297–302, 328, 465.


Calamari and Perillo, Contracts (5th ed) §§ 19:14, 19:15.


*137  McKinney's, Debtor and Creditor Law §§ 272, 273-a, 278.


NY Jur 2d, Creditors' Rights and Remedies §§ 308–313, 318, 327, 328, 333–337, 342, 352–355,
358, 359, 362, 373, 416, 434; NY Jur 2d, Frauds, Statute of §§ 95, 113, 114, 257–267, 271, 290.


Williston on Contracts (4th ed) §§ 7:16, 7:21, 16:15, 28:3, 28:8, 28:37.


ANNOTATION REFERENCE


See ALR Index under Condominiums and Cooperative Apartments; Consideration; Debtors and
Creditors; Frauds, Statute of; Fraudulent Conveyances; Part Performance.
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OPINION OF THE COURT


Tom, J.P.


(1) At issue is whether defendant Sofia Frankel's conveyance of a Manhattan condominium
apartment to her son, defendant Michael Frankel, was constructively fraudulent pursuant to Debtor
and Creditor Law §§ 273-a and 278. This Court concludes that the transaction fails to comply with
the good faith requirement of section 272 of the statute and was without fair consideration. Thus,
the transfer was properly set aside.


During the time Sofia Frankel was employed as a broker for Goldman Sachs & Co., plaintiffs
entrusted her with some $19 million to invest on their behalf, and they remained her clients when
she later left Goldman to join Lehman Brothers, Inc. By 2004, however, plaintiffs alleged that
they had sustained more than $9.6 million in losses as a result of Sofia's fraudulent churning of
their account. They commenced arbitration proceedings before the Financial Industry Regulatory
Authority (FINRA) in May of that year, naming Sofia and Lehman Brothers *138  as respondents.
On October 30, 2008, some two weeks before Lehman filed for bankruptcy protection, an
arbitration panel rendered an award in the amount of $2.5 million, holding Sofia and Lehman
jointly and severally liable for plaintiffs' losses. This Court affirmed Supreme Court's confirmation
of the award, expressly rejecting Sofia's contention that the arbitrators had improperly imposed
joint and several liability (Frankel v Sardis, 76 AD3d 136 [1st Dept 2010]).


Within days after the October 2008 award was issued, Sofia met with David Pratt, a partner
at the firm of Proskauer Rose LLP, to engage the firm's services. Proskauer's attorney time
records for November 2008 describe a conversation of November 7 “with Sofia and Michael
re: asset protection plan,” followed two days later by a conversation “with Michael Frankel
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re: asset protection planning.” The various items under consideration included the “sale/transfer
of NY Condos,” “homestead waiver issues,” the “option of filing claim in bankruptcy court
to obtain indemnification for arbitration award” and “efforts to identify insurance coverage or
indemnification for arbitration award.”


At the time the award was rendered, Sofia's assets included (1) a beachfront condominium
apartment in Miami Beach, Florida owned with her husband, Yan Frankel, as tenants in the entirety
and claimed as a homestead; (2) a condominium apartment in Manhattan also owned with her
husband as tenants in the entirety; (3) a condominium apartment in Manhattan owned by Sofia
in fee simple (the subject apartment); (4) a 100% ownership interest in Applied Medicals LLC, a
medical supply company headquartered in Florida; and (5) sole interest in a Fidelity Investment
account valued at $4,052,813.16.


The asset protection plan was put into action in early 2009. In January, Sofia withdrew
$3,296,431.51 from her Fidelity account, depleting its value to $16,371.88. That same month, she
paid $2.9 million in cash for another beachfront condominium apartment in Miami Beach, title
to which is unencumbered and held solely in her name. This property, also claimed by Sofia as a
homestead, is the subject of another action pending in Miami-Dade County, Florida.


At some time before August 25, 2009, Sofia's sole interest in Applied Medicals LLC was
relinquished when Michael became a 10% member of the company. Florida law provides that a
court may “order a judgment debtor to surrender all right, title, and interest in the debtor's single-
member LLC to satisfy an outstanding judgment” ( *139  **2  Olmstead v Federal Trade Commn.,
44 So 3d 76, 78 [Fla 2010]), but limits the court to issuing a “charging order” against a debtor's
ownership interest in a multi-member limited liability company (id. at 79).


Finally, on February 20, 2009, Sofia transferred fee simple title to the subject apartment, which
had previously been appraised at $1.175 million, to Michael for one dollar and other valuable
consideration. This action to set aside the conveyance ensued.


The complaint alleges five causes of action: (1) fraudulent conveyance in violation of Debtor and
Creditor Law §§ 273-a and 278; (2) fraudulent conveyance in violation of Debtor and Creditor
Law §§ 275 and 278; (3) fraudulent conveyance in violation of Debtor and Creditor Law §§ 276,
276-a and 278; (4) resulting trust under section 7-1.3 of the Estates, Powers and Trusts Law; and
(5) constructive trust. In their respective answers, defendants alleged that they had entered into
an oral agreement in late 1999 under which Michael was to purchase the apartment and, thus,
they assert that the conveyance of the premises in February 2009 was merely the culmination of
defendants' existing obligations under this agreement.
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Thereafter, plaintiffs moved for summary judgment on the record. Defendants submitted opposing
affidavits outlining the terms of the 1999 oral agreement. 1  Michael was to take immediate
possession of the apartment and assume the expenses for monthly mortgage payments, property
taxes, water and sewer charges, the common charges of the condominium association and any
renovations and improvements. A reasonable market value of the apartment was to be ascertained
in 2009, when Michael attained 30 years of age, at which time the transfer of title to Michael was
to be effected in exchange for his promise to pay the remainder of the purchase price. Also to
be resolved were various credits for tax deductions taken by Sofia for interest and taxes paid by
Michael over the past decade. 2


In their opposing affidavits, defendants suggest that Michael's payment of the carrying charges
over the last 10 years constitutes past consideration for their written 2009 agreement to transfer
the premises and, as expressed by Sofia, that such amount is not “disproportionately small when
viewed in the context of the entire transaction.” Apart from their self-serving *140  affidavits,
the only evidence in connection with their purported 1999 agreement consists of the documents
associated with the February 2009 transfer of title, which include a December 2008 appraisal report
setting the value of the premises at $1.175 million as of November 26, 2008 and a bargain and
sale deed dated February 23, 2009. Michael executed a contemporaneous promissory note and
mortgage providing for a balloon payment in the amount of $969,265.56 due in February 2039
and monthly interest payments in the amount of $2,390.85 at a rate of 2.96% in the interim.


Supreme Court granted summary judgment on plaintiffs' first cause of action. The court **3
reasoned that while payment of the carrying expenses might constitute past consideration sufficient
to make out a valid contract, such consideration must be expressed in a writing (General
Obligations Law § 5-1105). Because the documentary evidence does not show that the past
consideration “was bargained for in exchange for a promise to sell buyer the unit . . . expressed
in writing as payments of a sum certain at a date certain and said to be consideration for the
promise,” the court held that defendants had failed to demonstrate that such payments comprise
fair consideration under Debtor and Creditor Law § 272 (2012 NY Slip Op 32601[U], *6, citing
Delacorte v Transcontinental Land & Cattle Corp., 127 Misc 2d 707, 709 [Sup Ct, NY County
1985]).


On appeal, defendants argue that summary judgment was improperly granted because genuine
issues of fact preclude the finding that the transfer of the condominium apartment to Michael was
constructively fraudulent. They contend that Michael took title to the premises in good faith as
part of an executory contract with his mother to convey the property to him on his 30th birthday.
Further, defendants assert that the motion court improperly applied the statute of frauds to void
their 2009 agreement transferring title to Michael.
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As this Court observed long ago, “It is difficult to see how the [s]tatute of [f]rauds can be availed
of to set aside a completed transaction” (De Hierapolis v Reilly, 44 App Div 22, 24 [1st Dept
1899], affd 168 NY 585 [1901]). Any flaw in the motion court's reasoning notwithstanding, the
record fails to support defendants' contention that the conveyance was made pursuant to a previous
agreement rather than as part of an asset protection plan contrived to insulate property from the
claims of judgment creditors.


Plaintiffs' first cause of action alleges that the subject conveyance was fraudulent under Debtor
and Creditor Law §§ 273-a *141  and 278, particularly in that defendants cannot establish fair
consideration for the transfer of title. The Debtor and Creditor Law identifies two indicia of “fair
consideration” for conveyed property: the adequacy of what is given in exchange for it and “good
faith.” With regard to value, section 272 (a), governing a conveyance made in exchange for the
property, provides for the receipt of something that is “a fair equivalent therefor,” and section 272
(b), governing an antecedent debt or present advance, applicable herein, provides for an “amount
not disproportionately small as compared with the value of the property.” As to the adequacy of
consideration, the parties each provide different calculations. Defendants argue, as they did below,
that when Michael's payment of expenses and the value of his improvements to the apartment,
which was modest at most, during the period from 1999 to 2009 are included, fair consideration
was received. Plaintiffs respond that a proper accounting of such past consideration reveals that a
negative sum was received for the property on the date title was transferred.


Debtor and Creditor Law § 278 provides that a fraudulent conveyance may be set aside on behalf of
a creditor whose claim has matured “as against any person except a purchaser for fair consideration
without knowledge of the fraud at the time of the purchase.” Debtor and Creditor Law § 273-a
provides:


“Every conveyance made without fair consideration when the person making it is a defendant
in an action for money damages or a judgment in such an action has been docketed against
him, is **4  fraudulent as to the plaintiff in that action without regard to the actual intent of the
defendant if, after final judgment for the plaintiff, the defendant fails to satisfy the judgment.”


It is uncontested that arbitration proceedings before FINRA had been concluded and an award
rendered against Sofia Frankel prior to the transfer of the condominium apartment to Michael. It is
further uncontested that the ensuing judgment against Sofia has not been satisfied. An arbitration
proceeding is “an action for money damages” under the statute (Dixie Yarns, Inc. v Forman, 906 F
Supp 929, 936 [SD NY 1995]), and whether the conveyance should be set aside turns on whether
it was made for fair consideration (see Cabrera v Ferranti, 89 AD2d 546 [1st Dept 1982], appeal
dismissed 67 NY2d 869 [1986]).


“Fair consideration” under Debtor and Creditor Law § 272 is not only a matter of whether the
amount given for the *142  transferred property was a “fair equivalent” or “not disproportionately
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small,” which the parties vigorously dispute, but whether the transaction is made “in good faith,”
an obligation that is imposed on both the transferor and the transferee (Matter of CIT Group/
Commercial Servs., Inc. v 160-09 Jamaica Ave. Ltd. Partnership, 25 AD3d 301, 303 [1st Dept
2006] [construing Debtor and Creditor Law § 273]; Julien J. Studley, Inc. v Lefrak, 66 AD2d
208, 213 [2d Dept 1979], affd 48 NY2d 954 [1979] [same]). 3  The determination of whether such
obligation has been met is one that rests on the circumstances of the individual matter (Commodity
Futures Trading Commn. v Walsh, 17 NY3d 162, 175 [2011]).


To prevail on their claim that the conveyance of the subject condominium apartment meets the
requirements of Debtor and Creditor Law § 273-a, defendants must demonstrate that Sofia was
a good-faith seller of the property under section 272 or that Michael Frankel was a good-faith
purchaser for fair consideration without knowledge of any fraud under section 278 (see Gitlin v
Chirinkin, 98 AD3d 561, 562 [2d Dept 2012]). Where the transferor has knowledge of a judgment,
the transfer of funds available to satisfy the judgment made at the judgment **5  debtor's direction
will be set aside as lacking in good faith (see Berner Trucking v Brown, 281 AD2d 924, 925
[4th Dept 2001]). Likewise, where the transferee is aware of an impending enforceable judgment
against the transferor, the conveyance does not meet the statutory good faith requirement and
generally will be set aside as constructively fraudulent (see Matter of Lipsitz, Green, Fahringer,
Roll, Salisbury & Cambria v Upstate Bldg. Corp., 262 AD2d 981 [4th Dept 1999]).


By citing In re Sharp Intl. Corp. (403 F3d 43, 54 n 4 [2d Cir 2005], citing HBE Leasing Corp. v
Frank, 61 F3d 1054, 1059 n 5 [2d Cir 1995]) for the proposition that, in a constructive fraudulent
conveyance action, the requirement to exercise good faith is limited to the transferee, defendants
do not accurately portray New York law (see Matter of *143  Bernasconi v Aeon, LLC, 105
AD3d 1167, 1168 [3d Dept 2013]; American Panel Tec v Hyrise, Inc., 31 AD3d 586, 587 [2d
Dept 2006] [“(t)he good faith of both the transferor and transferee is an indispensable element of
fair consideration”]). Good faith “is lacking when there is a failure to deal honestly, fairly, and
openly” (Berner Trucking, 281 AD2d at 925). By statute, good faith on the part of the transferor
under Debtor and Creditor Law §§ 272 and 273-a is immaterial only if it is established that the
transferee received the property as a good-faith purchaser for value without knowledge of the
fraud at the time of conveyance pursuant to Debtor and Creditor Law § 278. Under case law, the
knowledge of the transferee may be immaterial where, as in Sharp, a transfer of property is made
to satisfy a true antecedent debt (compare Ultramar Energy v Chase Manhattan Bank, 191 AD2d
86 [1st Dept 1993], with Berner Trucking v Brown, 281 AD2d 924 [4th Dept 2001], supra; see also
Tap Holdings, LLC v Orix Fin. Corp., 109 AD3d 167 [1st Dept 2013] [distinguishing Ultramar
Energy]). The transaction at issue in this matter was clearly not one made in exchange for the
discharge of an antecedent debt, and Ultramar Energy is inapposite.


It is apparent that Sofia's conveyance of the subject Manhattan condominium apartment to her son
was but one of a series of transactions undertaken as part of an “asset protection plan” devised
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with the assistance of counsel immediately after the arbitration award was rendered against her.
The emptying of a brokerage account, the purchase of Florida real estate claimed as a homestead
and the transfer of the subject apartment held in fee simple demonstrate not merely a series of
transactions coincidental to estate planning, as her affidavit intimates, but a concerted effort to
place her assets beyond the reach of impending judgment creditors. Finally, the addition of Michael
as a member of Applied Medicals LLC, of which Sofia was formerly the sole member, precludes
plaintiffs from obtaining an order from a Florida court directing the surrender of her entire interest
in the company to satisfy the award against her. Notably, defendants do not contend that Sofia
acted in good faith, and the record before us affords no basis for such finding. 4 **6


While the lack of good faith on the part of Sofia, as transferor, affords a sufficient basis to set aside
this transfer as constructively *144  fraudulent (Berner Trucking, 281 AD2d at 925), it should
be noted that Michael likewise has not provided proof sufficient to raise a triable issue of fact
concerning whether he took the property as a good-faith purchaser for value without knowledge
of any fraud. It is apparent that Michael was a participant in the asset protection plan from its
inception, having conferred with his mother and her counsel. He was clearly instrumental to its
implementation, having been installed as a member of Applied Medicals LLC to frustrate seizure
of its assets and having received title to the subject premises conveyed by Sofia. While Michael's
affidavit piously recites, “I believe and submit that I have acted in good faith throughout,” he does
not deny knowledge of the arbitral award at the time the premises were conveyed. He merely states,
“Many years before I had even heard about FINRA arbitration proceedings with the plaintiffs, I
had made a serious agreement with my parents whereby upon demonstration of financial ability,
responsibility, and maturity, I would own the apartment.” Finally, while financing that provides
for the repayment of the entire principal amount at the end of the term of a loan, some 30 years
later, may be common in commercial real estate transactions, it is virtually unknown in residential
transactions. Thus, defendants' respective assertions that their 2009 transaction, which according
to Sofia's affidavit was the result of matters negotiated “at arms length” as early as the summer
of 1999, is not borne out by the record.


The attempt to represent the conveyance of the subject apartment as simply the culmination of
an outstanding agreement between mother and son is unavailing. As an initial consideration, an
agreement must be sufficiently definite so that a court can ascertain and apply its terms, and the
burden of establishing the provisions of a purported contract rests on the proponent (see Allied
Sheet Metal Works v Kerby Saunders, Inc., 206 AD2d 166, 169 [1st Dept 1994]; Paz v Singer
Co., 151 AD2d 234, 235 [1st Dept 1989]). This Court has observed that “the primary purpose
of a contract is not to serve as a vehicle for litigation but to document the respective rights and
obligations of the parties to a particular transaction” (Charles Hyman, Inc. v Olsen *145  Indus.,
227 AD2d 270, 275 [1st Dept 1996]) and that, where the agreement in question has not been
reduced to a writing, “a formidable obstacle to its enforcement” is presented (id.). While, as
defendants assert, the statute of frauds is a personal defense and their agreement (which amounts to
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a lease with an option to purchase) is not rendered voidable solely by the absence of a writing, the
lack of corroboration of their purported contract remains material to the issue of fraud (see Durack
v Wilson, 46 Misc 237, 241 [Sup Ct, Nassau County 1905]). A conveyance **7  between family
members is subject to enhanced scrutiny. As this Court has stated, “[A]n intra-family transaction
places a heavier burden on defendant to demonstrate fairness” (Wall St. Assoc. v Brodsky, 257
AD2d 526, 528 [1st Dept 1999]; see also Gasser v Infanti Intl., Inc., 353 F Supp 2d 342, 354 [ED
NY 2005] [“in cases where a conveyance has been made from one family member to another and
the facts relating to the type of consideration are within their exclusive control, the defendant has
the burden of proving the adequacy of the consideration”]; Gelbard v Esses, 96 AD2d 573, 576
[2d Dept 1983]). Defendants have not met this burden.


Even accepting the terms of the purported 1999 agreement as related by Michael in his opposing
affidavit, no contract was formed. He states that at the approach of his 30th birthday, the parties
would “obtain an appraisal and opinions regarding the fair rental values” and calculate a purchase
price by subtracting from the arrived-at appraisal value various credits for payments made by
Michael towards the mortgage, carrying charges, taxes and capital improvements less the estimated
rental or use-and-occupancy value of the premises. No financing terms are set forth beyond the
recital that “[t]he net balance owed would be reflected in a promissory note to my mother.”


(2) The lack of definite terms is fatal to defendants' contention that the transfer was made subject
to an executory contract. What can be discerned from their description of their understanding is a
failure to reach a binding agreement on material terms, that is, an agreement to enter into a future
contract. As stated in Joseph Martin, Jr., Delicatessen v Schumacher (52 NY2d 105, 109-110
[1981] [citations omitted]), “it is rightfully well settled in the common law of contracts in this
State that a mere agreement to agree, in which a material term is left for future negotiations, is
unenforceable. This is especially true of the amount to be paid for the sale or lease of real property.”
It is equally true with respect to financing (see Willmott v Giarraputo *146  , 5 NY2d 250, 253
[1959]). The rule is derived from the requirement of definiteness, necessary both to permit a proper
remedy to be fashioned upon breach and, as here, to ensure that a contractual obligation is not
implied where the parties have not intended to be conclusively bound (see Cobble Hill Nursing
Home v Henry & Warren Corp., 74 NY2d 475, 482 [1989], cert denied 498 US 816 [1990]). It
is clear that the arrangement described by Michael left both the determination of the price to be
paid for the property and the terms of the financing for the transaction to future negotiation. Nor
do the circumstances suggest that material contract terms were to be objectively determined “by
reference to an extrinsic event, commercial practice or trade usage,” such as where the price term is
to be fixed by a designated third party (id. at 483). Rather, formation of a contract depended on the
parties' ability to reach agreement upon such matters as the fair appraised value of the apartment
and the value of its occupancy.
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(3) That no dispute arose with regard to the contract terms is merely fortuitous. Had either party to
the purported agreement chosen to ignore it, the other would have been without recourse. Nor are
defendants aided by the doctrine of part performance. The amount ultimately agreed upon as the
fair value for Michael's use and occupancy of the apartment between 1999 and 2009 ($322,300)
is roughly the same as the amount he actually paid in expenses for the premises during that
time period ($343,733.66). Therefore, his payments are not “unequivocally referable to the oral
agreement” so as to constitute “ ‘acts of part performance which go along with, relate **8  to,
and confirm the agreement, . . . and thus with the parol evidence establish the existence of the
agreement’ ” (Bright Radio Labs. v Coastal Commercial Corp., 4 AD2d 491, 494 [1st Dept 1957]
[internal quotation marks omitted], affd 4 NY2d 1021 [1958], quoting Wheeler v Reynolds, 66 NY
227, 231-232 [1876]). To the contrary, the facts conceded by defendants fail to demonstrate that,
prior to the February 2009 conveyance of the apartment, Michael was anything more than a month-
to-month tenant paying less than fair market rent for the premises. As to defendants' suggestion that
the 2009 agreement to transfer title was supported by past consideration, the amounts previously
paid by Michael exceed the use and occupancy value agreed upon by defendants by a mere
$21,433.66, a little more than 2% of the purchase price. As plaintiffs point out, when the transfer
tax and filing charge are taken into account, the amount of past *147  consideration received by
Sofia for the apartment at the time of its conveyance was a negative $11,835.09, which negates
any alleged fair consideration for the purchase of the subject apartment.


In sum, the record amply demonstrates that Sofia's transfer of the apartment to her son was
made in the absence of good faith. The purported oral agreement of 1999 does not constitute a
binding agreement, and no other evidence has been provided sufficient to raise a question of fact
as to the absence of good faith or fair consideration. Finally, Michael has not alleged, let alone
demonstrated, that he was a good-faith purchaser for value without knowledge of the fraud at the
time of conveyance so as to render immaterial the lack of good faith in making the conveyance.
Once again, this was clearly indicated by Michael's participation in the asset protection plan with
his mother and Proskauer Rose before the 2009 alleged transfer.


Accordingly, the order and judgment (one paper) of the Supreme Court, New York County (Eileen
A. Rakower, J.), entered November 9, 2012, which, to the extent appealed from as limited by the
briefs, granted plaintiffs' motion for summary judgment on their first cause of action to set aside the
transfer of a condominium unit by debtor Sofia Frankel to her son Michael Frankel as a fraudulent
conveyance under Debtor and Creditor Law §§ 273-a and 278, dismissed Sofia Frankel's fourth
affirmative defense based on a 1999 oral agreement to convey the subject condominium to Michael
Frankel, and dismissed Michael Frankel's first counterclaim based on the 1999 oral agreement for
a declaration that he is the rightful owner of the condominium, should be affirmed, with costs.


Acosta, Saxe and Freedman, JJ., concur.
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Order and judgment (one paper), Supreme Court, New York County, entered November 9, 2012,
affirmed, with costs.


FOOTNOTES


1 Plaintiffs' memoranda of law submitted in connection with their motion are not included in the record on appeal.


2 Michael's affidavit in opposition to the motion states that these credits remain an unresolved matter between defendants.


3 Debtor and Creditor Law § 272 provides:
“Fair consideration is given for property, or obligation,
“a. When in exchange for such property, or obligation, as a fair equivalent therefor, and in good faith, property is conveyed or
an antecedent debt is satisfied, or
“b. When such property, or obligation is received in good faith to secure a present advance or antecedent debt in amount not
disproportionately small as compared with the value of the property, or obligation obtained.”


4 In the attempt to construe the issue of her good faith as a “red herring,” Sofia's opposing affidavit states, quite unintelligibly:
“While the services and advice performed and rendered by [Proskauer Rose LLP] are privileged, and without waiving said
privilege[ ], it is fair to say that there [sic] services, in addition to tax and estate planning, limit [sic] liability company formation
(Applied Medical), and an appreciation of my circumstances as a consequence of the demise of Lehman Brothers, my employer,
at the end of 2008.”


Copr. (C) 2020, Secretary of State, State of New York


End of Document © 2020 Thomson Reuters. No claim to original U.S. Government Works.
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68 Cal.App.3d 457, 137 Cal.Rptr. 348


CAROL LYNN SMITH, Petitioner,
v.


THE SUPERIOR COURT OF SAN MATEO COUNTY, Respondent;
RICHARD MORRIS LYMAN III, Real Party in Interest


Civ. No. 40256.
Court of Appeal, First District, Division 1, California.


March 28, 1977.


SUMMARY


A judgment of dissolution of marriage was modified, pursuant to the stipulation of the parties,
to provide that a minor child of the marriage, who lived in Oregon with her mother, would
visit with the former husband in California during Easter vacation. The mother, however, did
not send the child for visitation due to the child's strenuous resistence and on the advice of
a psychologist in Oregon, and the mother and child also failed to appear in California for an
interview with a psychologist, as ordered by the trial court. The trial court found it had sufficient
contacts with the matter, child, parents and relatives to give it jurisdiction under the Uniform Child
Custody Jurisdiction Act (Civ. Code, §§ 5150-5174), and entered contempt adjudications against
the mother.


On review (Code Civ. Proc., §§ 1067-1077), the Court of Appeal affirmed the contempt
adjudications, holding that the trial court had jurisdiction to modify the child custody and
visitation provisions of the judgment dissolving the marriage, and that, accordingly, the contempt
adjudications were also within the trial court's jurisdiction. The court held there was substantial
evidence supporting a finding of jurisdiction as required by the act, in that the child and her
family had equal or stronger family ties with California as compared with Oregon, that “the child's
interest” would best be served by a California forum having “optimum access to relevant evidence
about the child and family,” and that the parties themselves had submitted the issue of the former
husband's custody and visitation rights with the child to the California court. The court further
held that an order of the trial court terminating *458  the former husband's obligation to pay
child support until further order was erroneous, and that an order requiring the mother to pay the
former husband's attorney fees and costs was an abuse of discretion, and such orders were annuled.
(Opinion by Elkington, J., with Lazarus, J., *  concurring. Separate concurring opinion by Sims,
Acting P. J.)
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* Retired judge of the superior court sitting under assignment by the Chairman of the Judicial Council.


HEADNOTES


Classified to California Digest of Official Reports


(1)
Contempt § 7--Review.
Appellate review of a contempt order is limited to determining whether there was any substantial
evidence to sustain the jurisdiction of the trial court in making the contempt adjudications.


(2)
Dissolution of Marriage; Separation § 87--Permanent Custody of Children--Jurisdiction and
Hearing--Statutes.
Provisions of the Uniform Child Custody Jurisdiction Act (Civ. Code, §§ 5150-5174), concerning
subject matter jurisdiction over child custody matters, will control over conflicting provisions of
Code Civ. Proc., § 410.50, pertaining generally to jurisdiction over parties and subject matter
of an action, as the child custody is a special statute and was enacted later in time to the latter
statute which was of general application, in accordance with the rule that where the general statute
standing alone would include the same matter as the special act, and thus conflict with it, the
special act will be considered as an exception to the general statute.


(3)
Statutes § 43--Construction--Aids--Committee Reports.
Reports of commissions which have proposed statutes that are subsequently adopted are entitled
to substantial weight in construing the statutes.


(4)
Dissolution of Marriage; Separation § 114--Enforcement of Orders-- Contempt--Visitation--
Jurisdiction.
Under the Uniform Child Custody *459  Jurisdiction Act (Civ. Code, §§ 5150-5174), a California
court had jurisdiction to modify the child custody and visitation provisions of its judgment
dissolving the parties' marriage, pursuant to a stipulation of the mother of the minor child, both
of whom lived in Oregon, and the former husband who resided in California, and, accordingly,
the court's contempt adjudication against the mother for noncompliance with orders pertaining to
such visitation provisions were also within its jurisdiction, where there was substantial evidence
supporting the trial court's conclusions that the child and her family had equal or stronger
family ties with California as compared with Oregon, that there was available in California
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substantial evidence concerning the child's present or future care, protection, training, and personal
relationships, and in light of the fact that the parties themselves had submitted the issue of the
former husband's custody and visitation rights with the child to the California court.


[See Cal.Jur.3d, Family Law, § 253; Am.Jur.2d, Divorce and Separation, § 773.]


(5)
Dissolution of Marriage; Separation § 103--Permanent Child Support Orders--Modification or
Revocation.
A trial court's order terminating a former husband's obligation to pay child support until further
order of the court, entered following an adjudication of contempt against the mother for violation
of a court order pertaining to the former husband's visitation rights, was erroneous, as a child may
not reasonably be denied support by one parent because of a violation of a court order by the other,
and in light of Code Civ. Proc., § 1694, providing that “the determination or enforcement of a duty
of support owed to one obligee is unaffected by any interference by another obligee with rights
of custody or visitation granted by a court.”


(6)
Costs § 2--Right to Costs.
An order requiring the mother of a minor child to pay her former husband's attorney fees and
costs, following an adjudication of contempt against the mother for violating orders pertaining to
the former husband's visitation rights, was an abuse of discretion, where there was no showing of
need by the former husband of such allowance in order to maintain the proceedings, as required
by Civ. Code, § 4370. *460


COUNSEL
Ketchum & Ketchum and Myra A. Ketchum for Petitioner.
No appearance for Respondent.
Sullivan, Rizzo & Eisenberg and Ralph A. Rizzo for Real Party in Interest.


ELKINGTON, J.


We review (see Code Civ. Proc., §§ 1067-1077) two adjudications of the San Mateo County
Superior Court holding petitioner Carol Lynn Smith (hereafter, for convenience only, Carol) in
contempt for disobedience of certain of the court's orders. The orders concerned visitation rights of
Carol's former husband Richard Morris Lyman III (hereafter, also for convenience only, Richard)
with their daughter Michelle.


(1) Our review “'is limited to determining whether there was any substantial evidence to sustain the
jurisdiction of the trial court”' in making the contempt adjudications. (In re Buckley, 10 Cal.3d 237,
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247 [110 Cal.Rptr. 121, 514 P.2d 1201, 68 A.L.R.3d 248] [cert. den., 418 U.S. 910 (41 L.Ed.2d
1156, 94 S.Ct. 3202)].) 1


1 This principle holds that when a court's finding or a jury's verdict is attacked on the ground that it is not sustained by the evidence,
the power of an appellate court begins and ends with the determination whether there is any substantial evidence, contradicted or
uncontradicted, which will support the finding or verdict. Questions of credibility must be resolved in favor of the fact-finder's
determination, and when two or more inferences can reasonably be drawn from the evidence, a reviewing court may not substitute its
deductions for those of the trier of fact. If on any material point the evidence is in conflict, it must be assumed that the court or jury
resolved the conflict in favor of the prevailing party. (Green Trees Enterprises, Inc. v. Palm Springs Alpine Estates, Inc., 66 Cal.2d
782, 784 [59 Cal.Rptr. 141, 427 P.2d 805]; Treadwell v. Nickel, 194 Cal. 243, 260 [228 P. 25].)


But that jurisdiction in turn depended upon whether, under the state's recently enacted Uniform
Child Custody Jurisdiction Act (Civ. Code, §§ 5150-5174; hereafter sometimes, the Act), 2  the
court had jurisdiction over the subject matter when, on the parties' stipulation, it modified *461
an earlier judgment of dissolution of the parties' marriage, in respect of Richard's custody and
visitation rights with Michelle. Such visitation rights are treated as “custody matters” under the
Act.


2 For a well-considered discussion of the Act, see 6 Witkin, Summary of California Law (8th ed. 1974) Parent and Child, sections
21-43, pages 4554-4571.


The Act (Civ. Code, § 5152) provides, as relevant to our discussion, that:


“(1) A court of this state which is competent to decide child custody matters has jurisdiction to
make a child custody determination by initial or modification decree if the conditions as set forth
in any of the following paragraphs are met:


“(a) This state (i) is the home state of the child at the time of commencement of the proceeding,
or (ii) had been the child's home state within six months before commencement of the proceeding
and the child is absent from this state because of his removal or retention by a person claiming his
custody or for other reasons, and a parent or person acting as parent continues to live in this state.


“(b) It is in the best interest of the child that a court of this state assume jurisdiction because (i) the
child and his parents, or the child and at least one contestant, have a significant connection with
this state, and (ii) there is available in this state substantial evidence concerning the child's present
or future care, protection, training, and personal relationships. ...”


The Act, of course, generally concerns subject matter jurisdiction, i.e., “child custody matters,”
and not jurisdiction over the persons of the parents. Code of Civil Procedure section 410.50,
subdivision (b) (enacted 1969), a statute of general application, provides: “Jurisdiction of the court
over the parties and the subject matter of an action continues throughout subsequent proceedings in
the action.” (Italics added.) (2) But the conflicting provisions of the Act (enacted 1973) will control
over section 410.50, subdivision (b), for the Act is a special statute, and was enacted later in time.
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“'It is the general rule that where the general statute standing alone would include the same matter
as the special act, and thus conflict with it, the special act will be considered as an exception to the
general statute whether it was passed before or after such general enactment.”' (In re Williamson, 43
Cal.2d 651, 654 [276 P.2d 593].) 'Where the provisions of one statute irreconcilably conflict with
those of another, the later enactment, by implication, repeals any conflicting provisions contained
in the earlier.' “ (Adams v. Superior *462  Court, 8 Cal.App.3d 569, 572 [87 Cal.Rptr. 667].) Were
the rule otherwise, the Act would have little or no purpose or meaning.


Pursuant to the above-quoted subdivision (1)(b) the trial court, among other things, found: ”The
Superior Court, County of San Mateo, State of California, has sufficient contacts with the matter,
child, parents and relatives, to render said Court of said state jurisdiction, and does now have
jurisdiction under jurisdictional prerequisites substantially in accordance with the [Act] ....“


Substantial evidence before the court and reasonable inferences therefrom tending to support its
order established the following factual context.


The marriage of the parties was dissolved in 1966 by a judgment of the San Mateo County Superior
Court. Custody of the parties' then two-year-old daughter Michelle was awarded to Carol with
certain visitation rights to Richard. Both parties thereafter remarried. Carol first lived with her
new husband and Michelle for about a year in Guatemala. They then moved to Oregon, where
her husband ”entered graduate school and received his Ph.D. in Economics“ and Carol secured
employment as a schoolteacher. He had since completed his graduate work but was unable to find
employment. Michelle's maternal and paternal grandparents lived in the San Francisco Bay area, as
did several other relatives on Richard's side of the family; there were family gatherings on Richard's
side, and all appeared to have shown an interest in, and affection for, Michelle. Several members of
Richard's family had been sending gifts to Michelle ”for Christmas and her birthday ....“ Michelle
had a half sister, and was soon to have another half sister or half brother, living with Richard. And
but for her mother, Carol, it appears that Michelle had no relatives in Oregon. Carol was on good
terms with her parents in the San Francisco Bay area, and she and Michelle visited occasionally
with them.


At a time when Michelle had lived with her mother and stepfather in Oregon for about five years,
Carol and Richard entered into a stipulation concerning the latter's custody and visitation rights
with Michelle. It provided, among other things, that Michelle would be sent to the California home
of Richard, at his expense, during the ”week of Spring school break at or near Easter, 1976, whether
it be Easter or another week from Saturday immediately after the Easter break to the following
Saturday; however, if the Sunday immediately after the end of such *463  visitation shall be Easter
Sunday, then such visitation shall also include Easter Sunday, and in such event, the minor child
of the parties shall be returned so that she will arrive at her residence no later than 8:00 P.M. Easter
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Sunday; ...“ At the request of both parties their judgment of dissolution of marriage was, by the
San Mateo County Superior Court, modified to that effect.


As stated by Carol: ”Due to the child's strenuous resistance, and on the advice of a psychologist
in Oregon ... the child was not sent to California for visitation during the Spring break of 1976.“
Richard commenced contempt proceedings which resulted in the first of the two orders here under
review. The superior court then made another order as follows: ”Petitioner Carol Lynn Smith ... is
ordered and directed by this Court to be personally present on, and to produce personally in this
Court Michelle Catherine Lyman on, August 11, 1976 at 2:00 P.M.; [¶] ... The parties hereto and
the minor child Michelle Catherine Lyman are ordered to report to the Probation Department and
a psychologist of the Child Development Services at Chope Hospital, County of San Mateo, is
directed to conduct an interview of the parties and render an independent opinion as to the effect
upon Michelle Catherine Lyman of visitation as previously ordered by this Court; ...“ Neither
Carol nor Michelle appeared as required by the latter order. This resulted in the second of the two
contempt adjudications.


In our determination whether the contempt adjudications are supported by substantial evidence, we
are aided by Notes of the National Conference of Commissioners on Uniform State Laws (hereafter
Commissioners) appended to sections 3 and 14 of the Uniform Child Custody Jurisdiction Act
(9 U. Laws Ann. (master ed. 1973) pp. 106-109, 121-123)), which sections have been adopted
without material change by California as Civil Code sections 5152 and 5163. (3) ”'Reports of
commissions which have proposed statutes that are subsequently adopted are entitled to substantial
weight in construing the statutes.'“ (Keeler v. Superior Court, 2 Cal.3d 619, 630 [87 Cal.Rptr. 481,
470 P.2d 617, 40 A.L.R.3d 420]; Van Arsdale v. Hollinger, 68 Cal.2d 245, 249 [66 Cal.Rptr. 20,
437 P.2d 508].)


Under the Act (Civ. Code, § 5152), Michelle having lived in the State of Oregon for more than
six months prior to the custody and visitation rights modification proceedings, that state was her
”home state.“ (See Civ. Code, § 5152, subd. (1)(a).) No contrary contention is made. *464


The Commissioners' Notes (op. cit.) recite the following, among other things:


“Paragraphs (1) and (2) of subsection (a) [of § 3 of the Act; reclassified as pars. (a) and (b) of subd.
(1) of Civ. Code, § 5152] establish the two major bases for jurisdiction. In the first place, a court in
the child's home state has jurisdiction, and secondly, if there is no home state or the child and his
family have equal or stronger ties with another state, a court in that state has jurisdiction. ... [¶¶]
Paragraph (2) [1)(b) of Civ. Code, § 5152] comes into play either when the home state test cannot
be met or as an alternative to that test. ... [¶¶] ... The first clause of the paragraph is important:
jurisdiction exists only if it is in the child's interest, not merely the interest or convenience of the
feuding parties, to determine custody in a particular state. The interest of the child is served when
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the forum has optimum access to relevant evidence about the child and family. There must be
maximum rather than minimum contact with the state. The submission of the parties to a forum,
perhaps for purposes of divorce, is not sufficient without additional factors establishing closer ties
with the state. ... [¶¶] ... The fact that the court had previously considered the case may be one
factor favoring its continued jurisdiction. If, however, all the persons involved have moved away
or the contact with the state has otherwise become slight, modification jurisdiction would shift
elsewhere.”


(4) From our consideration of the Act, the evidence we have adverted to, and the Commissioners'
Notes, we are of the opinion that there was substantial evidence before the superior court
supporting the following conclusions: Michelle and her family had equal or stronger family ties
with California as compared with Oregon, and “the child's interest” would best be served by a
California forum having “optimum access to relevant evidence about the child and family.” Or,
as stated in the Act, “there is available in this state substantial evidence concerning the child's
present or future care, protection, training, and personal relationships.” (Civ. Code, § 5152, subd.
(1)(b); quoted ante.) And of some additional significance is the fact that the parties themselves
had submitted the issue of Richard's custody and visitation rights with Michelle to the California
court, 3  which court had previously considered the case. *465


3 The parties, of course, could not confer upon the state's superior court jurisdiction which otherwise did not exist over the subject
matter of their present dispute. (See Sampsell v. Superior Court, 32 Cal.2d 763, 776 [197 P.2d 739]; Summers v. Superior Court, 53
Cal.2d 295, 298 [1 Cal.Rptr. 324, 347 P.2d 668].) But, nevertheless, from the parties' submission of the visitation issue to the superior
court an inference may reasonably be drawn that the parties themselves considered Michelle's family and other ties with the State
of California were the stronger.


There was of course other evidence and permissible inferences therefrom tending not to support
the superior court's determination of jurisdiction, but as pointed out (see In re Buckley, supra, 10
Cal.3d 237, 247; and fn. 1, ante), we must presume that the court believed, and acted upon, that
which we have related.


We conclude that the San Mateo County Superior Court had jurisdiction to modify the child
custody and visitation provisions of the judgment dissolving the parties' marriage, and that
accordingly the court's contempt adjudications were also within its jurisdiction.


Contemporaneously with the above-considered contempt adjudications the superior court ordered
(1) that Richard's “obligation to pay child support for or on behalf of [Michelle] is terminated until
further order of this court,” and (2) that Carol pay to Richard “the sum of $1,250.00 as and for
attorneys fees; and ... the sum of $37.30 as and for court costs.” These orders must reasonably be
considered as integrated with the above-considered contempt adjudications.


(5) It is patent that the first of these two orders was erroneous, for a child may not reasonably be
denied support by one parent because of violation of a court order by the other. The rationale of
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section 1694 of the Code of Civil Procedure (tit. 10a, Revised Uniform Reciprocal Enforcement
of Support Act of 1968) is applicable: “... The determination or enforcement of a duty of support
owed to one obligee is unaffected by any interference by another obligee with rights of custody
or visitation granted by a court.”


(6) We also opine that the order requiring Carol to pay Richard's attorney fees and costs was an
abuse of the trial court's discretion. The right, if any, to such an order is derived from Civil Code
section 4370. Under this section (as with its predecessor statutes) the court “may order the ... father
or mother ... to pay such amount as may be reasonably necessary for the cost of maintaining or
defending the proceeding and for attorneys' fees; ...” (Italics added.) The sine qua non of such
an order “is the necessity therefor.” (Spreckels v. Spreckels, 111 Cal.App.2d 529, 533 [244 P.2d
917]; and see In re Marriage of Janssen, 48 Cal.App.3d 425, 428-429 [121 Cal.Rptr. 701]; In re
Marriage of Coleman, 26 Cal.App.3d 56, 59 [102 Cal.Rptr. 629].) The critical question is whether
the party *466  “'has need of the money to maintain the proceedings in question.”' (Modglin v.
Modglin, 246 Cal.App.2d 411, 415 [54 Cal.Rptr. 582].) Here there was no showing of such need
by Richard, nor does the record reasonably afford an inference of such need.


The contempt adjudications are affirmed, and the contemporaneous orders terminating the
obligation to pay child support until further order of the court and awarding attorney fees and costs
are annulled. The parties will stand their respective costs of this proceeding in review.


Lazarus, J., *  concurred.
* Retired judge of the superior court sitting under assignment by the Chairman of the Judicial Council.


SIMS, Acting P. J.


I concur in the decision to affirm the contempt adjudications and to annul the contemporaneous
orders terminating the obligation to pay child support until further order of the court and awarding
attorney fees.


In my opinion, however, jurisdiction over the person of petitioner, who voluntarily appeared and
stipulated to a change in the custody order, was conferred by sections 410.10 and 410.50 of the
Code of Civil Procedure. I believe that the provisions of section 5152 of the Civil Code do not
abrogate the general power of domestic courts with jurisdiction over the person under section
410.10 of the Code of Civil Procedure. Those provisions should be deemed guidelines to the
exercise of the court's discretion to stay or dismiss an action, under section 410.30 of the Code of
Civil Procedure, when it finds that in the interest of substantial justice, as outlined in Civil Code
section 5152, the action should be heard in a forum outside this state. I am not, therefore, troubled
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by any inability of a parent to stipulate to the jurisdiction of the court over a matter involving the
custody of his or her child (cf. fn. 3 of the opn.).


A petition for a rehearing was denied April 26, 1977, and the petition of the real party in interest
for a hearing by the Supreme Court was denied May 26, 1977. *467


End of Document © 2020 Thomson Reuters. No claim to original U.S. Government Works.
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82 Cal.App.4th 481, 98 Cal.Rptr.2d 206, 2000 Daily Journal D.A.R. 8049


STATE BOARD OF EQUALIZATION, Plaintiff and Respondent,
v.


DOREEN H. Y. WOO, Defendant and Appellant.


No. A088646.
Court of Appeal, First District, Division 4, California.


July 20, 2000.


SUMMARY


A man owed $37,419.90 in unpaid sales taxes to the State Board of Equalization, which notified
the man's wife it would seek an earnings withholding order against her to pay her husband's tax
debt. The couple then entered into a marital agreement transmuting their future earnings to separate
property, and the wife became employed, earning approximately $500,000 per year. The trial
court entered an earnings withholding order, finding that the marital agreement was fraudulent
and unenforceable. (Superior Court of the City and County of San Francisco, No. 981150, Ronald
Evans Quidachay, Judge.)


The Court of Appeal affirmed, holding that the marital agreement was fraudulent and
unenforceable under Fam. Code, § 851, and Civ. Code, § 3439.04, subd. (a). The husband had a
present interest in his wife's future earnings at the time he executed the marital agreement (Fam.
Code, §§ 751, 760), which was not dependent on whether she was employed at the time she
executed the agreement. The community estate was liable for the husband's tax debt (Fam. Code,
§ 910), and the wife entered into the agreement after learning that the board intended to garnish
her wages. (Opinion by Hanlon, P. J., with Poché and Reardon, JJ., concurring.)


HEADNOTES


Classified to California Digest of Official Reports


(1)
Sales and Use Taxes § 27--Collection and Enforcement--Liens--Earnings Withholding
Order:Husband and Wife § 20--Agreement to Alter Property.
The trial court's earnings withholding order, issued against a woman to satisfy the $37,419.90 in
unpaid sales taxes *482  that her husband owed to the State Board of Equalization, was valid.
Shortly after the board notified the woman that it would seek an earnings withholding order against
her to pay her husband's tax debt, she and her husband entered into a marital agreement transmuting
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their future earnings to separate property. However, the marital agreement was fraudulent and
unenforceable under Fam. Code, § 851, and Civ. Code, § 3439.04, subd. (a). The husband had a
present interest in his wife's future earnings at the time he executed the marital agreement (Fam.
Code, §§ 751, 760), which was not dependent on whether she was employed at the time she
executed the agreement. The community estate was liable for the husband's tax debt (Fam. Code,
§ 910), and the wife entered into the agreement after learning that the board intended to garnish
her wages.


[See 11 Witkin, Summary of Cal. Law (9th ed. 1990) Community Property, §§ 127, 251.]


COUNSEL
Buell & Berner and Curtis W. Berner for Defendant and Appellant.
Bill Lockyer, Attorney General, and Julian O. Standen, Deputy Attorney General, for Plaintiff and
Respondent.


HANLON, P. J.


Doreen H. Y. Woo (appellant) appeals from an earnings withholding order for taxes. The
underlying tax liability stems from delinquent sales taxes in the amount of $35,504.43 owed by
James K. Ho, appellant's husband, to respondent State Board of Equalization. Appellant contends
that a marital agreement she entered into with Ho transmuting the couple's community property to
the separate property of each spouse precludes respondent from garnishing her wages. We affirm.


Factual Background
In 1992, respondent determined that Ho owed taxes, interest and penalties in the amount of
$37,419.90 which represented the unpaid sales taxes of the Monsoon Restaurant. In September
1996, Ho filed a complaint seeking a *483  refund of certain payments made towards that tax
liability. The trial court sustained respondent's demurrer to the complaint without leave to amend
and entered judgment against Ho. This court affirmed that judgment in an unpublished opinion
filed on December 2, 1997, in Ho v. State Bd. of Equalization, A077815.


In July 1995, respondent notified appellant that it would seek an earnings withholding order against
her to pay Ho's tax debt. On November 5, 1995, appellant and Ho entered into a marital agreement
transmuting their future earnings to separate property. Appellant subsequently became employed
by Wells Fargo Bank, earning approximately $500,000 per year.


On July 27, 1999, respondent filed an application for an earnings withholding order for taxes. In
support of the order, respondent argued that the marital agreement between appellant and Ho did
not bar garnishment of her wages because the agreement was fraudulent and unenforceable under
Family Code section 851 and Civil Code section 3439.04. Appellant contended that the marital
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agreement did not constitute a fraudulent transfer because she was not employed by Wells Fargo
Bank at the time the agreement was executed and that her future earnings were a mere expectancy
that could not be transferred. Following a hearing, the trial court entered an earnings withholding
order for taxes directing Wells Fargo Bank to withhold and pay to respondent the sum of $3,000
per month from appellant's earnings.


Discussion
(1) Civil Code section 3439.06, subdivision (d) provides that “[a] transfer is not made until
the debtor has acquired rights in the asset transferred.” Relying on Civil Code section 3439.06,
subdivision (d), appellant contends that the marital agreement did not constitute a fraudulent
transfer of community property because Ho had no property interest in her potential future
earnings. This contention lacks merit.


Contrary to appellant's argument, Ho had a present interest in appellant's future earnings at the
time he executed the marital agreement. It is well settled that earnings of either the husband or the
wife acquired during the marriage constitute community property. (Fam. Code, § 760; Martin v.
Southern Pacific Co. (1900) 130 Cal. 285, 286 [62 P. 515]; see also 11 Witkin, Summary of Cal.
Law (9th ed. 1990) Community Property, § 17, p. 387.) And, a spouse's respective interests “in
community property during continuance of the marriage relation are present, existing, and equal
interests.” (Fam. Code, § 751.) Ho's interest in appellant's earnings was thus not dependent on
whether she was employed at the time she executed the agreement. *484


Further, appellant's attempt to transmute the community property earnings to her separate property
constituted a fraudulent transfer. Family Code section 851 provides that “[a] transmutation is
subject to the laws governing fraudulent transfers.” Civil Code section 3439.04, subdivision (a)
provides that a transfer is fraudulent as to a creditor if it is made “[w]ith actual intent to hinder,
delay, or defraud any creditor of the debtor.” Here, appellant does not dispute that the community
estate was liable for Ho's tax debt. (See Fam. Code, § 910 [“community estate is liable for a debt
incurred by either spouse before or during marriage”].) Nor does she dispute that she entered
into the marital agreement after learning that respondent intended to garnish her wages. Given
these facts, the trial court did not err in rejecting appellant's argument that there was no fraudulent
transfer. Ho had a present interest in appellant's earnings at the time the agreement was executed.
Appellant's attempt to transmute that interest to avoid Ho's tax debt constituted a fraudulent transfer
in violation of Family Code section 851 and Civil Code section 3439.04, subdivision (a).


The order is affirmed.


Poché, J., and Reardon, J., concurred
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A petition for a rehearing was denied August 7, 2000, and the opinion was modified to read as
printed above. *485


End of Document © 2020 Thomson Reuters. No claim to original U.S. Government Works.
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27 Cal.3d 167, 610 P.2d 1330, 164 Cal.Rptr. 839, 115 L.R.R.M. (BNA) 3119, 9
A.L.R.4th 314, 121 Lab.Cas. P 56,822, 1980-2 Trade Cases P 63,378, 1 IER Cases 102


GORDON TAMENY, Plaintiff and Appellant,
v.


ATLANTIC RICHFIELD COMPANY et al., Defendants and Respondents


L.A. No. 31100.
Supreme Court of California


Jun 2, 1980.


SUMMARY


In an action by a former oil company retail sales representative against the company, in which
plaintiff alleged that defendant had discharged him because of his refusal to participate in an
illegal scheme to fix retail gasoline prices, the trial court sustained defendant's general demurrer to
plaintiff's tort causes of action. Thereafter, plaintiff voluntarily dismissed his remaining cause of
action for breach of contract and the court then dismissed the entire action and entered judgment
in favor of defendant. Though defendant conceded that an employee who has been fired for
refusing to perform an illegal act may recover from his former employer for wrongful discharge,
it contended, and the trial court agreed, that the employee's remedy in such cases sounds only in
contract and not in tort. (Superior Court of Los Angeles County, No. C 194036, Robert I. Weil,
Judge.)


The Supreme Court reversed with respect to the issue of tort liability, holding that when
an employer's discharge of an employee violates fundamental principles of public policy, the
discharged employee may maintain a tort action and recover damages traditionally available in
such actions. The court held that an employer's obligation to refrain from discharging an employee
who refuses to commit a criminal act does not depend on any express or implied promises set
forth in the employment contract, but rather reflects a duty imposed by law on all employers
in order to implement the fundamental public policies embodied in the penal statutes. As such,
the court held, a wrongful discharge suit exhibits the classic elements of a tort cause of action.
In light of its holding that plaintiff's complaint stated a cause of action in *168  tort under the
common law wrongful discharge doctrine, the court did not determine whether a tort recovery
would additionally be available on the theory that the discharge constituted a breach of the implied-
in-law covenant of good faith and fair dealing inherent in every contract. It also held that a count of
the complaint seeking recovery for intentional interference with contractual relations did not state
a cause of action distinct from the wrongful discharge claim. A cause of action for treble damages
under the Cartwright Act was held to have been abandoned by plaintiff. (Opinion by Tobriner, J.,
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with Bird, C. J., Mosk, Richardson and Newman, JJ., concurring. Separate opinion by Manuel, J.,
concurring in the judgment. Separate dissenting opinion by Clark, J.)


HEADNOTES


Classified to California Digest of Official Reports


(1)
Employer and Employee § 9--Contracts of Employment--Actions for Wrongful Discharge--
Availability of Tort Action.
In an action by a former oil company retail sales representative against the company, in which
plaintiff alleged that defendant had discharged him because of his refusal to participate in an
illegal scheme to fix retail gasoline prices, the trial court erred in sustaining defendant's demurrer
to plaintiff's tort cause of action for wrongful discharge, where defendant conceded that the
allegations of the complaint, if true, established that it had acted unlawfully in discharging plaintiff
for refusing to participate in criminal activity. An employee discharged for refusing to engage in
illegal conduct at his employer's request is not limited to a breach of contract action, but may
maintain a tort action for wrongful discharge and recover damages traditionally available in tort
actions. An employer's obligation to refrain from discharging an employee who refuses to commit
a criminal act does not depend on any express or implied promises set forth in the employment
contract, but rather reflects a duty imposed by law on all employers in order to implement the
fundamental public policies embodied in the penal statutes. As such, a wrongful discharge suit
exhibits the classic elements of a tort cause of action.


[See Cal.Jur.3d, Employer and Employee, § 68; Am.Jur.2d, Master and Servant, § 60.] *169
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Friend, John J. Hartford, John R. Hillsman and McGuinn & Moore as Amici Curiae on behalf of
Plaintiff and Appellant.
Stephen D. Miller, Miller, Glassman & Browning, Jane D. Saltsman and Carol S. Boyk for
Defendants and Respondents.


TOBRINER, J.


Plaintiff Gordon Tameny instituted the present action against his former employer, Atlantic
Richfield Company (Arco), 1  alleging that Arco had discharged him after 15 years of service
because he refused to participate in an illegal scheme to fix retail gasoline prices. Plaintiff
sought recovery from Arco on a number of theories, contending, inter alia, that Arco's conduct in
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discharging him for refusing to commit a criminal act was tortious and subjected the employer to
liability for compensatory and punitive damages under normal tort principles.


1 Plaintiff's complaint named Arco, J. C. McDermott (an Arco supervisor) and Does 1 through 10 as defendants. For convenience, we
refer to all of these parties as either Arco or defendants.


Arco demurred to the complaint, contending that plaintiff's allegations, even if true, did not state
a cause of action in tort. Arco conceded that California authorities establish that an employee who
has been fired for refusing to perform an illegal act may recover from his former employer for
“wrongful discharge.” Arco contended, however, that the employee's remedy in such cases sounds
only in contract and not in tort. The trial court accepted Arco's argument and sustained a general
demurrer to plaintiff's tort causes of action. Plaintiff now appeals from the ensuing judgment.


For the reasons discussed below, we have concluded that the trial court judgment must be reversed
with respect to the issue of tort liability. *170  As we shall explain, past cases do not sustain Arco's
contention that an employee who has been discharged because of his refusal to commit an illegal
act at his employer's behest can obtain redress only by an action for breach of contract. Rather, as
we shall see, the relevant authorities both in California and throughout the country establish that
when an employer's discharge of an employee violates fundamental principles of public policy,
the discharged employee may maintain a tort action and recover damages traditionally available
in such actions.


1. The facts and proceedings below.
Because this appeal arises from a judgment entered after the sustaining of a general demurrer, we
must, under established principles, assume the truth of all properly pleaded material allegations
of the complaint in evaluating the validity of the trial court's action. (See, e.g., Alcorn v. Anbro
Engineering, Inc. (1970) 2 Cal.3d 493, 496 [86 Cal.Rptr. 88, 468 P.2d 216]; Serrano v. Priest
(1971) 5 Cal.3d 584, 591 [96 Cal.Rptr. 601, 487 P.2d 1241].)


According to the complaint, plaintiff was hired by Arco as a relief clerk in 1960, received
regular advancements, merit increases and commendatory evaluations in his initial years with the
company, and, in 1966, was promoted to the position of retail sales representative, the position he
held when discharged by Arco in 1975. His duties as a retail sales representative included among
other matters the management of relations between Arco and the various independent service
station dealers (franchisees) in his assigned territory of Bakersfield.


The complaint alleges that beginning in the early 1970s, Arco, Arco's district manager McDermott,
and others engaged in a combination “for the purpose of reducing, controlling, stabilizing, fixing,
and pegging the retail gasoline prices of Arco service station franchisees.” According to the
complaint, defendants' conduct in this regard violated express provisions of the Sherman Antitrust
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Act (15 U.S.C. § 1 et seq.), the Cartwright Act (Bus. & Prof. Code, § 16720 et seq.), and a specific
consent decree which which had been entered in a federal antitrust prosecution against Arco. 2


*171


2 In United States v. The American Oil Co. (D.N.J. 1971) Civ. No. 370-65, the court enjoined Arco and its employees and agents, inter
alia, from “entering into or adhering to any agreement, arrangement or understanding with any distributor or dealer to fix, maintain,
or stabilize prices at which any distributor or dealer shall sell gasoline,” and from “coercing any of its distributors or dealers to adhere
to [its] suggested retail price for gasoline provided, however, that ... nothing in this Judgment shall prohibit any defendant from
unilaterally suggesting prices to its distributors or dealers for the sale of gasoline to third persons ....”


The complaint further asserts that during the early 1970s, defendants increasingly pressured
plaintiff to “threaten [and] cajole ... the so-called 'independent' service station dealers in [his]
territory to cut their gasoline prices to a point at or below a designated level specified by Arco.”
When plaintiff refused to yield to his employer's pressure to engage in such tactics, his supervisor
told him that his discharge was imminent, and soon thereafter plaintiff was fired, effective March
25, 1975. Although at the time of the discharge Arco indicated in its personnel records that plaintiff
was being fired for “incompetence” and for “unsatisfactory performance,” the complaint alleges
that “the sole reason” for plaintiff's discharge was his refusal to commit the “grossly illegal and
unlawful acts which defendants tried to force him to perform.” 3


3 Contrary to Arco's contention, the allegations of the complaint summarized above adequately assert that plaintiff's discharge was
“proximately caused” by his refusal to violate the antitrust laws. Although in another passage of the complaint plaintiff states that if
he had complied with defendants' orders he would “in all probability” have been retained as an employee, that qualified language does
not negate the more specific allegations of causation and certainly would not justify the sustaining of defendant's general demurrer
without leave to amend.


On the basis of the foregoing allegations, plaintiff sought relief on five separate theories. The
complaint alleged, in particular, three tort causes of action (wrongful discharge, breach of the
implied covenant of good faith and fair dealing, and interference with contractual relations),
an action for breach of contract, and an action for treble damages under the Cartwright Act.
Defendants demurred to the complaint, and the trial court sustained the demurrer as to all counts
except for the count alleging a breach of contract. 4  Thereafter, plaintiff voluntarily dismissed the
contract count and the trial court then dismissed the entire action and entered judgment in favor
of Arco. Plaintiff appeals from the adverse judgment. 5  *172


4 Although the trial court sustained the demurrer to the antitrust count with leave to amend, plaintiff chose to stand on that count as
initially pleaded.


5 In the briefs filed in the Court of Appeal, plaintiff challenged the trial court's ruling with respect to his treble damage antitrust claim as
well as the ruling on the various tort counts. After the Court of Appeal had affirmed the trial court judgment in all respects, however,
plaintiff did not contest the Court of Appeal's ruling on the treble damage claim in his petition for hearing to this court, but instead
confined his objections to the portion of the Court of Appeal decision which had affirmed the dismissal of the tort causes of action.
Thereafter, when an amicus filed a brief in this court discussing, inter alia, the treble damage count, defendants filed a supplementary
brief contending that plaintiff had abandoned the antitrust claim. The amicus then filed a supplementary brief arguing that plaintiff
indeed had not abandoned that contention; plaintiff nevertheless did not respond to the defendants' claim by letter or brief and did



http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000546&cite=15USCAS1&originatingDoc=I53b2ff73fab311d9bf60c1d57ebc853e&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)

http://www.westlaw.com/Link/Document/FullText?findType=L&pubNum=1000298&cite=CABPS16720&originatingDoc=I53b2ff73fab311d9bf60c1d57ebc853e&refType=LQ&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.Default)





Tameny v. Atlantic Richfield Co., 27 Cal.3d 167 (1980)
610 P.2d 1330, 164 Cal.Rptr. 839, 115 L.R.R.M. (BNA) 3119, 9 A.L.R.4th 314...


 © 2020 Thomson Reuters. No claim to original U.S. Government Works. 5


not raise the treble-damage issue at oral argument. Although we recognize that we have jurisdiction to determine the antitrust issue
(see Menchaca v. Helms Bakeries, Inc. (1968) 68 Cal.2d 535, 541, fn. 1 [67 Cal.Rptr. 775, 439 P.2d 903]), we believe that under the
circumstances we may appropriately conclude that plaintiff does not press and hence abandons the treble-damage claim in this court.


2. (1) An employee discharged for refusing to engage in illegal conduct
at his employer's request may bring a tort action for wrongful discharge.


Under the traditional common law rule, codified in Labor Code section 2922, 6  an employment
contract of indefinite duration is in general terminable at “the will” of either party. Over the past
several decades, however, judicial authorities in California and throughout the United States have
established the rule that under both common law and the statute an employer does not enjoy an
absolute or totally unfettered right to discharge even an at-will employee. In a series of cases
arising out of a variety of factual settings in which a discharge clearly violated an express statutory
objective or undermined a firmly established principle of public policy, courts have recognized
that an employer's traditional broad authority to discharge an at-will employee “may be limited
by statute ... or by considerations of public policy.” (Petermann v. International Brotherhood of
Teamsters (1959) 174 Cal.App.2d 184, 188 [344 P.2d 25] (discharge for refusal to commit perjury);
see, e.g., Glenn v. Clearman's Golden Cock Inn, Inc. (1961) 192 Cal.App.2d 793, 796-797 [13
Cal.Rptr. 769] (discharge because of union membership and activity); Wetherton v. Growers Farm
Labor Assn. (1969) 275 Cal.App.2d 168, 174-175 [79 Cal.Rptr. 543] (same); Montalvo v. Zamora
(1970) 7 Cal.App.3d 69 [86 Cal.Rptr. 401] (discharge for designation of nonunion bargaining
representative); Nees v. Hocks (1975) 272 Ore. 210 [536 P.2d 512] (discharge for serving on jury);
Frampton v. Central Indiana Gas Company (1973) 260 Ind. 249 [297 N.E.2d 425] (discharge for
filing worker's compensation claim); Harless v. First Nat. Bank in Fairmont (1978) ___ W.Va. ___
[246 S.E.2d 270] (discharge for reporting violations of consumer protection laws).) 7  *173


6 Section 2922 provides in relevant part: “An employment, having no specified term, may be terminated at the will of either party
on notice to the other ....”


7 The recent decisions in this area have drawn upon a considerable body of academic commentary exposing the arbitrariness of an
absolute right to discharge in light of contemporary employment relationships and the incompatibility of such a right to the attainment
of a broad range of statutory objectives. (See, e.g., Blades, Employment at Will vs. Individual Freedom: On Limiting the Abusive
Exercise of Employer Power (1967) 67 Column.L.Rev. 1404; Summers, Individual Protection Against Unjust Dismissal: Time for a
Statute (1976) 62 Va.L.Rev. 481; Ewing, Sunlight in the Salt Mines (1977) 29 Harv.L.Bull. 18; Note, Implied Contract Right to Job
Security (1974) 26 Stan.L.Rev. 335; Comment, A Common Law Action for the Abusively Discharged Employee (1975) 26 Hastings
L.J. 1435; Comment, Protecting the Private Sector At Will Employee Who “Blows the Whistle”: A Cause of Action Based Upon
Determinants of Public Policy, 1977 Wis.L.Rev. 777.)


Petermann v. International Brotherhood of Teamsters, supra, one of the seminal California
decisions in this area, imposes a significant condition upon the employer's broad power of
dismissal by nullifying the right to discharge because an employee refuses to perform an unlawful
act. In Petermann, the plaintiff, who had been employed as a business agent by defendant union,
brought a “wrongful discharge” action against the union alleging that he had been dismissed from
his position because he had refused to follow his employer's instructions to testify falsely under
oath before a legislative committee, and instead had given truthful testimony. Emphasizing that
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the employer's instructions amounted to a directive to commit perjury, a criminal offense, plaintiff
maintained that the employer acted illegally in discharging him for refusing to follow such an order.


The Petermann court recognized that in the absence of contractual limitations an employer enjoys
broad discretion to discharge an employee, but concluded that as a matter of “public policy and
sound morality” the employer's conduct, as alleged in the complaint, could not be condoned. The
court explained: “The commission of perjury is unlawful. (Pen. Code, § 118) .... It would be
obnoxious to the interests of the state and contrary to public policy and sound morality to allow an
employer to discharge any employee, whether the employment be for a designated or unspecified
duration, on the ground that the employee declined to commit perjury, an act specifically enjoined
by statute .... The public policy of this state as reflected in the Penal Code sections referred to
above would be seriously impaired if it were to be held that one could be discharged by reason of
his refusal to commit perjury. To hold that one's continued employment could be made contingent
upon his commission of a felonious act at the instance of his employer would be to encourage
criminal conduct upon the part of both the employee and employer and serve to contaminate the
honest administration of public affairs ....” (174 Cal.App.2d at pp. 188-189.) *174


Thus, Petermann held that even in the absence of an explicit statutory provision prohibiting the
discharge of a worker on such grounds, fundamental principles of public policy and adherence
to the objectives underlying the state's penal statutes require the recognition of a rule barring an
employer from discharging an employee who has simply complied with his legal duty and has
refused to commit an illegal act. 8


8 Although the Petermann court did not rely upon Labor Code section 2856, that statute provides additional support for the Petermann
ruling. Section 2856 declares that “[a]n employee shall substantially comply with all the directions of his employer concerning the
service on which he is engaged, except where such obedience is impossible or unlawful ....” (Italics added.) While this statute does
not specifically refer to an employer's authority to discharge an employee, the statute does reflect direct legislative approval of the
basic proposition that an employer enjoys no authority to direct an employee to engage in unlawful conduct.


As the statement of facts set out above demonstrates, the present case closely parallels Petermann
in a number of essential respects. Here, as in Petermann, the complaint alleges that the defendant
employer instructed its employee to engage in conduct constituting a criminal offense. Plaintiff,
like the employee in Petermann, refused to violate the law and suffered discharge as a consequence
of that refusal.


Arco concedes, as it must in light of Petermann, that the allegations of the complaint, if true,
establish that defendants acted unlawfully in discharging plaintiff for refusing to participate in
criminal activity. 9  Arco maintains, however, that plaintiff's remedy for such misconduct sounds
only in contract and not in tort. Accordingly, Arco asserts that the trial court properly sustained
its demurrer to plaintiff's tort causes of action, and correctly precluded plaintiff from recovering
either compensatory tort damages or punitive damages.
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9 Arco acknowledged at oral argument that the facts alleged in the complaint with respect to its dealings with its franchisees would,
if true, amount to a violation of the antitrust laws.


In support of its contention that an action for wrongful discharge sounds only in contract and not
in tort, Arco argues that because of the contractual nature of the employer-employee relationship,
an injury which an employer inflicts upon its employee by the improper termination of such a
relationship gives rise only to a breach of contract action. California decisions, however, have long
recognized that a wrongful act committed in the course of a contractual relationship may afford
both *175  tort and contractual relief, and in such circumstances the existence of the contractual
relationship will not bar the injured party from pursuing redress in tort.


Sloane v. Southern Cal. Ry. Co. (1896) 111 Cal. 668 [44 P. 320] illustrates the early application
of these principles. In Sloane, a passenger who had purchased a railroad ticket to San Diego and
had been wrongfully ejected from the train before her destination sued the defendant railroad for
damages in tort. In response, the railroad contended that the passenger's “only right of action is for
breach of the defendant's contract to carry her to San Diego, and that the extent of her recovery
therefor is the price paid for the second ticket, and a reasonable compensation for the loss of time
sustained by her ....” (111 Cal. at p. 676.)


The Sloane court rejected the defendant's contention, declaring that “[t]he plaintiff's right of
action ... is not ... limited to the breach of [the] contract to carry her to San Diego, but includes full
redress for the wrongs sustained by her by reason of the defendant's violation of the obligations
which it assumed in entering into such a contract ... [S]he could either bring an action simply for
the breach of the contract, or she could sue ... in tort for [defendant's] violation of the duty ... which
it assumed upon entering into such a contract.” (111 Cal. at pp. 676-677.)


Numerous decisions decided in the 80 years since Sloane confirm that “'it [is] well established
in this state that if the cause of action arises from a breach of a promise set forth in the contract,
the action is ex contractu, but if it arises from a breach of duty growing out of the contract it is
ex delicto.”' (Italics added.) (Eads v. Marks (1952) 39 Cal.2d 807, 811 [249 P.2d 257] (quoting
Peterson v. Sherman (1945) 68 Cal.App.2d 706, 711 [157 P.2d 863]); see, e.g., Jones v. Kelly
(1929) 208 Cal. 251, 254 [280 P. 942]; Heyer v. Flaig (1969) 70 Cal.2d 223, 227 [74 Cal.Rptr.
225, 449 P.2d 161]; Distefano v. Hall (1963) 218 Cal.App.2d 657, 678 [32 Cal.Rptr. 770].) In
conformity with this principle, recent decisions have held that a month-to-month tenant who is
wrongfully evicted for exercising the statutory “repair and deduct” remedy may maintain a tort
action for compensatory and punitive damages against his landlord. (See, e.g., Aweeka v. Bonds
(1971) 20 Cal.App.3d 278, 281 [97 Cal.Rptr. 650].) *176


In light of the foregoing authorities, we conclude that an employee's action for wrongful discharge
is ex delicto and subjects an employer to tort liability. As the Petermann case indicates, an
employer's obligation to refrain from discharging an employee who refuses to commit a criminal
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act does not depend upon any express or implied “'promise[s] set forth in the [employment]
contract”' (Eads v. Marks, supra, 39 Cal.2d at p. 811), but rather reflects a duty imposed by law
upon all employers in order to implement the fundamental public policies embodied in the state's
penal statutes. As such, a wrongful discharge suit exhibits the classic elements of a tort cause of
action. As Professor Prosser has explained: “[Whereas] [c]ontract actions are created to protect
the interest in having promises performed,” “[t]ort actions are created to protect the interest in
freedom from various kinds of harm. The duties of conduct which give rise to them are imposed
by law, and are based primarily upon social policy, and not necessarily upon the will or intention
of the parties ....” (Prosser, Law of Torts (4th ed. 1971) p. 613.)


Past California wrongful discharge cases confirm the availability of a tort cause of action in
circumstances similar to those of the instant case. In Kouff v. Bethlehem-Alameda Shipyard (1949)
90 Cal.App.2d 322 [202 P.2d 1059], for example, the court held that an employee who had been
improperly discharged from his job for acting as an election poll official could maintain a tort cause
of action against his employer for compensatory and punitive damages. 10  Similarly, in Glenn v.
Clearman's Golden Cock Inn, Inc., supra, 192 Cal.App.2d 793, Wetherton v. Growers Farm Labor
Assn., supra, 275 Cal.App.2d 168, 174-175 and Montalvo v. Zamora, supra, 7 Cal.App.3d 69, the
courts sanctioned the right of employees, who had been discharged for joining unions or otherwise
exercising their statutory right to choose a bargaining representative, to maintain tort causes of
action against their employers for wrongful discharge. 11  *177


10 Although Arco argues that a tort cause of action should not be permitted because the availability of punitive damages in such actions
allegedly impairs the employer-employee relationship, Kouff demonstrates that under appropriate circumstances punitive damages
may be warranted in this context. (See also Montalvo v. Zamora, supra, 7 Cal.App.3d 69, 77.) Indeed, our court has sanctioned the
imposition of punitive damages in an employee's tort action against his employer in other contexts as well. (See, e.g., Alcorn v. Anbro
Engineering, Inc., supra, 2 Cal.3d 493, 497, fn. 1.) Furthermore, Arco cites no instance in which tort liability has been denied in an
entire class of cases on the ground that punitive damages would be available in aggravated circumstances.


11 Contrary to the defendant's contention, the Petermann case in no way conflicts with the numerous California decisions sustaining
a tort remedy for wrongful discharge. Although the employee in Petermann sought only back wages, a traditional contract remedy,
nothing in that court's decision suggests that a wrongfully discharged employee may not maintain a tort action. Rather, after concluding
that the allegations of the complaint in that case demonstrated the unlawfulness of the discharge, the Petermann court stated simply
that the employee was “entitled to civil relief as a consequence thereof.” (174 Cal.App.2d at p. 190.) Subsequent decisions, both in
California and in other jurisdictions, have interpreted the Petermann decision as approving a tort cause of action in instances in which
a discharge contravenes public policy. (See, e.g., Glenn v. Clearman's Golden Cock Inn, Inc., supra, 192 Cal.App.2d at pp. 796-797;
Fortune v. National Cash Register Co. (1977) 373 Mass. 96 [364 N.E.2d 1251, 1256 & fn. 8].)


Although Arco attempts to distinguish these past wrongful discharge cases from the instant
action on the ground that the discharges in the former cases were specifically barred by statute,
the suggested distinction does not withstand analysis. In Glenn, Wetherton and Montalvo, as in
Petermann and the instant case, no statute expressly prohibited an employer from discharging
an employee on the stated ground; instead, the courts simply recognized that the general statute
affording employees the right to join a union or choose a bargaining representative articulated
a fundamental public policy which the employer's discharge clearly contravened. As the court
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observed in Glenn: “It would be a hollow protection indeed that would allow employees to organize
and would then permit employers to discharge them for that very reason, unless such protection
would afford to the employees the right to recover for this wrongful act.” (192 Cal.App.2d at p.
798.)


Moreover, California courts have not been alone in recognizing the propriety of a tort remedy
when an employer's discharge of an employee contravenes the dictates of public policy. In Nees
v. Hocks (1975) 272 Ore. 210 [536 P.2d 512], for example, the Oregon Supreme Court upheld an
employee's recovery of compensatory damages in tort for the emotional distress suffered when her
employer discharged her for serving on a jury. Similarly, in Harless v. First Nat. Bank in Fairmont
(1978) ___ W.Va. ___ [246 S.E.2d 270], the Supreme Court of West Virginia upheld a wrongful
discharge action by a bank employee who was terminated for attempting to persuade his employer
to comply with consumer protection laws, reasoning that “where the employer's motivation for [a]
discharge contravenes some substantial public policy principle, then the employer may be liable
to the employee for damages occasioned by the discharge,” and concluding that the employee's
cause of action “is one in tort and it therefore follows that rules relating to tort damages would be
applicable.” (Id., at p. 275, fn. 5.) *178


Indeed, the Nees and Harless decisions are merely illustrative of a rapidly growing number of cases
throughout the country that in recent years have recognized a common law tort action for wrongful
discharge in cases in which the termination contravenes public policy. (See, e.g., Frampton v.
Central Indiana Gas Co., supra, 260 Ind. 249, [297 N.E.2d 425, 63 A.L.R.3d 973]; Kelsay v.
Motorola, Inc. (1979) 74 Ill.2d 172 [384 N.E.2d 353, 358, 370]; Jackson v. Minidoka Irrigation
Dist. (1977) 98 Idaho 330 [563 P.2d 54, 57-58]; Sventko v. Kroger Co. (1976) 69 Mich.App. 644
[245 N.W.2d 151]; Reuther v. Fowler & Williams (1978) 255 Pa. Super. 28 [386 A.2d 119]; see also
Pierce v. Ortho Pharmaceutical Corp. (1979) 166 N.J. Super. 335 [399 A.2d 1023, 1025-1026].)


These recent decisions demonstrate a continuing judicial recognition of the fact, enunciated by
this court more than 35 years ago, that “[t]he days when a servant was practically the slave of his
master have long since passed.” (Greene v. Hawaiian Dredging Co. (1945) 26 Cal.2d 245, 251
[157 P.2d 367].) In the last half century the rights of employees have not only been proclaimed by a
mass of legislation touching upon almost every aspect of the employer-employee relationship, but
the courts have likewise evolved certain additional protections at common law. The courts have
been sensitive to the need to protect the individual employee from discriminatory exclusion from
the opportunity of employment whether it be by the all-powerful union or employer. (See James v.
Marinship Corp. (1944) 25 Cal.2d 721 [155 P.2d 329, 160 A.L.R. 900]; Gay Law Students Assn. v.
Pacific Tel. & Tel. Co. (1979) 24 Cal.3d 458 [156 Cal.Rptr. 14, 595 P.2d 592].) This development
at common law shows that the employer is not so absolute a sovereign of the job that there are not
limits to his prerogative. One such limit at least is the present case. The employer cannot condition
employment upon required participation in unlawful conduct by the employee.
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We hold that an employer's authority over its employee does not include the right to demand
that the employee commit a criminal act to further its interests, and an employer may not coerce
compliance with such unlawful directions by discharging an employee who refuses to follow such
an order. An employer engaging in such conduct violates a basic duty imposed by law upon all
employers, and thus an employee who has suffered damages as a result of such discharge may
maintain a tort action for wrongful discharge against the employer. *179


Accordingly, we conclude that the trial court erred in sustaining the demurrer to plaintiff's tort
action for wrongful discharge. 12


12 In light of our conclusion that plaintiff's complaint states a cause of action in tort under California's common law wrongful discharge
doctrine, we believe it is unnecessary to determine whether a tort recovery would additionally be available under these circumstances
on the theory that Arco's discharge constituted a breach of the implied-in-law covenant of good faith and fair dealing inherent in every
contract. We do note in this regard, however, that authorities in other jurisdictions have on occasion found an employer's discharge
of an at-will employee violative of the employer's “good faith and fair dealing” obligations (see Fortune v. National Cash Register
Co. (1977) 373 Mass. 96 [364 N.E.2d 1251, 1257]; cf. Monge v. Beebe Rubber Company (1974) 114 N.H. 130 [316 A.2d 549, 62
A.L.R.3d 264]), and past California cases have held that a breach of this implied-at-law covenant sounds in tort as well as in contract.
(See, e.g., Comunale v. Traders General Ins. Co. (1958) 50 Cal.2d 654, 663 [328 P.2d 198, 68 A.L.R.2d 883]; Crisci v. Security
Ins. Co. (1967) 66 Cal.2d 425, 432-433 [58 Cal.Rptr. 13, 426 P.2d 173]; Gruenberg v. Aetna Ins. Co. (1973) 9 Cal.3d 566, 574 [108
Cal.Rptr. 480, 510 P.2d 1032].) Since neither plaintiff nor defendants suggest that the elements of a cause of action for breach of the
implied covenant in this context would differ from the elements of an ordinary wrongful discharge action, however, we believe that
a separate discussion of the “good faith and fair dealing” covenant in this case is unnecessary.
In a similar vein, we think that the count of the complaint seeking recovery for intentional interference with contractual relations
should not be viewed as stating a cause of action distinct from the wrongful discharge claim. (Cf. Top Serv. Body Shop, Inc. v. Allstate
Ins. Co. (1978) 283 Ore. 201 [582 P.2d 1365, 1368-1371].)


The judgment is reversed and the case is remanded to the trial court for further proceedings
consistent with this opinion.


Bird, C. J., Mosk, J., Richardson, J., and Newman, J., concurred.
MANUEL, J.
I concur in the judgment.


In my view the cause of action here in question flows from a clear statutory source - i.e., the
provisions of section 2856 of the Labor Code. (Cf. Montalvo v. Zamora (1970) 7 Cal.App.3d 69,
73-75 [86 Cal.Rptr. 401].) Accordingly, I see no reason to search further for it among the vague
and ill-defined dictates of “fundamental public policy.”


CLARK, J.
I dissent.
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The role of this court does not include overseeing - then overruling - legislatively declared policy.
(Cal. Const., art. III, § 3.) In the belief we know better the needs of society, we again substitute our
policy judgment for that of the Legislature, not even attempting to act under constitutional or other
than personal compulsion. (See Gay Law Students *180  Assn. v. Pacific Tel. & Tel. Co. (1979) 24
Cal.3d 458, dis. opn. at p. 501 [ 156 Cal.Rptr. 14, 595 P.2d 592]; People v. Drew (1978) 22 Cal.3d
333, dis. opn. at p. 361 [149 Cal.Rptr. 275, 583 P.2d 1318]; Marvin v. Marvin (1976) 18 Cal.3d
660, dis. opn. at pp. 686-687 [134 Cal.Rptr. 815, 557 P.2d 106]; Li v. Yellow Cab. Co. (1975) 13
Cal.3d 804, dis. opn. at pp. 832-833 [119 Cal.Rptr. 858, 532 P.2d 1226, 78 A.L.R.3d 393].)


The legislative policy at issue in this case is declared in Labor Code section 2922 providing that
employment without particular term may be terminated at will by either employee or employer.
(Ante, p. 172, fn. 6.) The Legislature went on to declare limited exceptions to the right of an
employer to terminate an employment relationship. An employee may proceed in tort if dismissed
because of absence from work to fulfill an obligation as an election officer (see Elec. Code, § 1655;
Kouff v. Bethlehem-Alameda Shipyard (1949) 90 Cal.App.2d 322 [202 P.2d 1059]), or because of
participation in labor activities encouraged and authorized by the Legislature (see Lab. Code, §
923; Montalvo v. Zamora (1970) 7 Cal.App.3d 69 [86 Cal.Rptr. 401]; Wetherton v. Growers Farm
Labor Assn. (1969) 275 Cal.App.2d 168 [79 Cal.Rptr. 543]; Glenn v. Clearman's Golden Cock Inn,
Inc. (1961) 192 Cal.App.2d 793 [13 Cal.Rptr. 769]; see also, Healdsburg Police Officers Assn. v.
City of Healdsburg (1976) 57 Cal.App.3d 444 [129 Cal.Rptr. 216]). These are legislatively created
exceptions giving rise to causes of action in tort. The majority improperly rely on such legislative
exceptions to justify their own new exception. We err because the Legislature, by stating the
general rule and expressly making exceptions thereto, must be deemed to intend no other exception
for now. This court should - as others will - recognize not only a lack of legislative authorization
for our new cause of action, but also recognize a legislative intent to reject such cause of action.


The California cases on which the majority rely either fall within the legislatively declared
exceptions or are substantively distinguishable. The majority attempt to rely on Petermann v.
International Brotherhood of Teamsters (1959) 174 Cal.App.2d 184 [344 P.2d 25], noting “the
present case closely parallels Petermann in a number of essential respects.” (Ante, p. 174.) It
doesn't work. Petermann holds only that the alleged discharge of an employee for refusal to commit
perjury constitutes a breach of contract; the case doesn't hint of tort liability. Petermann at most
stands for the proposition that termination even for *181  reasons contrary to public policy may
result in contractual damages alone.


The majority also attempt to rely on cases wherein the negligent or intentional breach of a duty
arising out of contract constitutes grounds for action in tort, as in the case of wrongful ejection
of a ticketed passenger by a railway company. (Sloane v. Southern Cal. Ry. Co. (1896) 111 Cal.
668 [44 P. 320]; see also Heyer v. Flaig (1969) 70 Cal.2d 223 [74 Cal.Rptr. 225, 449 P.2d 161];
Eads v. Marks (1952) 39 Cal.2d 807 [249 P.2d 257]; Jones v. Kelly (1929) 208 Cal. 251 [280 P.
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942]; Distefano v. Hall (1963) 218 Cal.App.2d 657 [32 Cal.Rptr. 770].) There is no question that
as a matter of general law a duty originating in contract, as well as a duty owing generally to all
persons, may be breached in a manner giving rise to an action ex delicto. However, this does not
mean every breach of a contractual duty is delictual.


The cases relied on by the majority wherein causes of action ex delicto arise out of breach of
contractual duty are clearly distinguishable. The actionable conduct in each case constituted both
contractual and tortious breaches, whereas in the instant case the breach - if termination of a no-
term employment contract is a breach (see Petermann v. International Brotherhood of Teamsters,
supra, 174 Cal.App.2d 184) - is contractual only. Thus in Sloane the breach consisted in unlawfully
ejecting the ticketed passenger from a train on which she had contracted to travel. (Sloane v.
Southern Cal. Ry. Co., supra, 111 Cal. 668, 676-677.) In Heyer the breach consisted of the negligent
failure of an attorney to provide proper testamentary provisions in a will, as he had contracted to
do. ( Heyer v. Flaig, supra, 70 Cal.2d 223, 229.) In Eads the breach consisted of the negligent
failure to place a glass container of milk beyond the reach of a child in violation of an agreement
to place the container in a safe place. (Eads v. Marks, supra, 39 Cal.2d 807, 812.) In Jones the
breach consisted of the tortious termination of a water supply by a landlord who had contracted
to provide water. (Jones v. Kelly, supra, 208 Cal. 251, 255.) In Distefano the breach consisted
of the negligent failure of a contractor to supervise construction he had contracted to supervise.
(Distefano v. Hall, supra, 218 Cal.App.2d 657, 676, 678.) The majority further rely on Aweeka v.
Bonds (1971) 20 Cal.App.3d 278 [97 Cal.Rptr. 650], but in that case a cause of action for unlawful
eviction was held to lie because the eviction was found retaliatory for the tenant's assertion of a
statutory right, and the right to such an action was deemed statutorily authorized. (See Civ. Code,
§§ 1941, 1942.) *182


In the instant case the alleged actionable conduct is only contractual, that is, the alleged wrongful
termination of an employment contract. In terminating that contract defendant did not also breach
a duty giving rise to a cause of action in tort. (See Petermann v. International Brotherhood of
Teamsters, supra, 174 Cal.App.2d 184.) As in Petermann there is no delictual breach in the
termination itself, 1  although it is alleged that defendants' reason for the termination - plaintiff's
refusal to cooperate with defendants in committing acts contrary to public policy - was improper.
There does not exist in the instant case, as there does in the Sloane, Heyer, Eads, Jones, Distefano
and similar cases, the least connection between defendants' actionable conduct (breach of contract)
and any tort. The alleged wrongs - solicitations to violate or to conspire to violate the Cartwright
and other acts - constitute no element of the termination as, according to the Legislature, an
employer needs no reason to terminate. In the Sloane group of cases, where the contractual breach
itself constitutes a tortious breach, the wronged party can elect his remedy, whereas here the alleged
unlawful termination of employment gives rise to only a cause of action for breach of contract. If
defendants are independently guilty of Cartwright Act violations, independent proceedings may
be taken against them.
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1 In his “First Cause of Action (Tort of Wrongful Discharge)” plaintiff alleges defendants “maliciously, without just cause or excuse,
and with wilful intent to injure plaintiff, conspired to bring about plaintiff's disgrace, humiliation, and ruin, and to cause and to carry
out plaintiff's discharge from his employment, and to deprive plaintiff of his right to employment with Arco, by falsely accusing
plaintiff of incompetence in his work and by ultimately causing and bringing about his discharge from his employment.” Although
couched in language of oppression, no tortious act sufficient to withstand demurrer is alleged beyond the conclusionary claim of a
new and novel “Tort of Wrongful Discharge.”


Other decisive reasons clearly show why the Sloane group of cases is improperly applied in this
case by the majority. None deals with breach of an employment contract, and none involves as
here a statutory scheme declaring legislative intent.


The majority's further reliance on decisions in sister states totally without reference to governing
statutory schemes (ante, p. 177), and our court's declaration that we are “sensitive to the
need to protect the individual employee from discriminatory exclusion from the opportunity of
employment whether it be by the all-powerful union or employer” (ante, p. 178), reveals a rank
insensitivity to our judicial role. Today's *183  court judgment is a legislative judgment better left
to the Legislature where, properly, public policy is declared. The Legislature has spoken; if the
system is to work, the Legislature will redeclare its position.


The judgment of the trial court should be affirmed.


Appellant's petition for a rehearing was denied July 2, 1980. Clark, J., was of the opinion that the
petition should be granted. *184


End of Document © 2020 Thomson Reuters. No claim to original U.S. Government Works.
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190 Cal.App.2d 700, 12 Cal.Rptr. 323


STANLEY W. TAYLOR, Appellant,
v.


S & M LAMP COMPANY (a Corporation), Respondent.


Civ. No. 19219.
District Court of Appeal, First District, Division 1, California.


Mar. 30, 1961.


HEADNOTES


(1)
Pleading § 263--Objections--To Evidence.
A motion to exclude evidence based on insufficiency of the complaint is in the nature of a general
demurrer and may be sustained only if the allegations of the complaint, deemed true for this
purpose, are totally insufficient to support a judgment for plaintiff.


See Cal.Jur.2d, Pleading, § 328 et seq.; Am.Jur., Pleading, § 327.


(2)
Pleading § 101(2)--Demurrer--Complaint Containing One Good Count.
A demurrer attacking an entire pleading should be overruled if one of the counts is not vulnerable
to the objection.


(3)
Pleading § 51--Complaint.
All that is necessary as against a general demurrer is to plead facts entitling plaintiff to some relief.


(4)
Pleading § 45--Construction.
As against a general demurrer, a complaint is to be liberally construed.


(5)
Pleading § 18--Surplusage.
Surplusage in a complaint is disregarded.
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(6)
Pleading § 51--Complaint--Facts Constituting Cause of Action.
If on consideration of all facts stated in a complaint it appears that plaintiff is entitled to any relief
against defendant, the complaint will be held good though the facts may not be clearly stated or
may be intermingled with a statement of other facts *701  irrelevant to the cause of action shown,
or though plaintiff may demand relief to which he is not entitled under the facts alleged.


(7)
Pleading § 52--Complaint--Theory of Action.
Although plaintiff may have misconceived his remedy, if his complaint states a cause of action on
any theory he is entitled to introduce evidence thereon and it is error to sustain a general demurrer
or grant a motion to exclude evidence.


(8a, 8b)
Trover § 27--Pleading.
A complaint alleging that plaintiff was the owner of a foundry business and notified defendant of
such ownership, that on a certain date, with full knowledge of plaintiff's ownership and possession
of the foundry and without plaintiff's consent, defendant “surreptitiously and outside of ordinary
business hours” removed plaintiff's locks from the foundry premises and removed therefrom
equipment, supplies, books and records, and that defendant has refused to account to plaintiff for
such material, sufficiently stated a cause of action for conversion.


(9)
Trover § 27--Pleading.
No particular form of words is essential in averring a conversion, provided the fact of conversion is
sufficiently stated, and it is unnecessary to set forth in what way or by what means the conversion
was accomplished or to allege that the property was wrongfully or unlawfully converted, since the
allegation that it was converted, which is a conclusion of fact, implies a wrongful act.


See Cal.Jur.2d, Trover and Conversion, § 55; Am.Jur., Trover and Conversion, § 166 et seq.


(10)
Trover § 27--Pleading.
Failure of a complaint alleging conversion to use such terms as “fraud,” “to defraud creditors,”
“unlawfully,” or “wrongfully” does not render the pleading defective where such conduct and
intent is implied from the ultimate facts alleged.
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(11a, 11b)
Conspiracy § 34--Civil--Pleading.
A complaint alleging that plaintiff was a judgment creditor of third persons who, at that time,
were possessed of substantial assets, and that on a certain date defendant conspired with the third
persons in concealing their assets and thus prevented plaintiff from recovering on his judgment,
thereby damaging him in a stated amount, was sufficient to state a cause of action in tort.


(12)
Torts § 2--Definition.
A tort has been defined as the unlawful commission of an act infringing on another's right or
causing him substantial loss of money, or as the violation of a duty imposed by general law or
otherwise on persons occupying the relation to each other that is involved in a given transaction.


(13)
Torts § 2--Definition.
A tort cannot be more definitely described than as a wrong, not consisting in mere breach of
contract, for *702  which the law gives the injured person an appropriate remedy against the
wrongdoer.


(14)
Conspiracy § 28--Civil--Nature and Basis of Liability.
Civil liability for conspiracy to commit a tort generally exists where there has been formed
and operated a conspiracy to accomplish by concerted action a criminal or unlawful purpose by
criminal or unlawful means which results in actual damage.


(15)
Fraudulent Conveyances § 1--Public Policy.
It is contrary to public policy for a debtor to convey or to conceal his property for the purpose of
defrauding creditors. (Civ. Code, § 3439.07; Pen. Code, §§ 154, 155.)


(16)
Interference § 1--With Contract Relations.
One who purposely and wrongly induces another not to perform a contract commits a tort and is
liable for the harm caused.


(17)
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Conspiracy § 28--Civil--Liability.
A debtor and those who conspire with him to conceal assets for the purpose of defrauding creditors
are guilty of a tort and each is liable in damages.


(18)
Trial § 6.1--Pretrial Procedure.
Where a question of sufficiency of a pleading is raised at a pretrial conference it should be resolved
before the pretrial order is signed and the case set for trial either by voluntary withdrawal as an
issue, by directing appropriate amendment and continuing the pretrial conference until the pleading
issue is resolved, by reformulating the issue at the conference and setting it forth in the pretrial
order, or by a ruling that no issue is raised with respect to the allegations in question.


(19)
Partnership § 131--Rights of Creditors--Pursuit of Firm Assets by Creditors of Members.
If, after a judgment creditor of two members of a foundry partnership obtained a charging order
against the interest of such two partners in the business, the partnership is dissolved and the
partnership assets transferred to a third party, directly or indirectly, and placed beyond reach of the
lien, without payment of fair and reasonable consideration, the transferee, acting with knowledge
of the charging order, commits a tort for which he is liable in damages to the person injured.


See Cal.Jur.2d, Partnership, § 180; Am.Jur., Partnership, § 428.


(20a, 20b)
Trover § 32(1)--Evidence.
In a conversion action by the holder of a charging order against the interests of two partners in
the partnership business against a corporation to whom the partnership assets were transferred,
plaintiff may recover damages, although he does not prove ownership, possession or right to
immediate possession of the partnership property, if he proves the existence of the charging order
and defendant's knowledge thereof, transfer of the assets to defendant without payment of fair and
reasonable consideration, and knowledge by defendant *703  at the time of the transfer that it
would diminish the value of plaintiff's lien.


(21)
Actions § 6, 8--Form of Action--Effect of Misnomer.
An action cannot be defeated because it is not properly named, or because the form of the remedy
has been mistaken.
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SUMMARY


APPEAL from a judgment of the Superior Court of Santa Clara County. Arthur L. Mundo, Judge. *


Reversed with directions.


* Assigned by Chairman of Judicial Council.


Action for damages for conversion and for conspiracy to defraud creditors. Judgment for defendant
after its motion to exclude evidence was granted, reversed with directions.


COUNSEL
Fell & Hines for Appellant.
Irmas & Rutter for Respondent.


COAKLEY, J. pro tem. *


* Assigned by Chairman of Judicial Council.


Stanley W. Taylor, plaintiff below, appeals from a judgment of the Superior Court of Santa Clara
County in favor of the defendant and respondent, S & M Lamp Company, rendered upon the
court's granting defendant's motion to exclude evidence. The first question presented is whether
the complaint states a cause of action. It was filed in propria persona and is far from a model
pleading. However, in view of the policy of the law to construe pleadings liberally, to the end
that cases will be tried on their merits rather than disposed of on technicalities of pleadings (Code
Civ. Proc., § 452; Mix v. Yoakum (1927), 200 Cal. 681 [254 P. 557]), we hold that each count of
the complaint states a cause of action in tort, and that the plaintiff should have been permitted to
introduce evidence under both counts. Before examining the allegations of the complaint we shall
state the rules governing motions to exclude evidence.


(1) “... a motion to exclude evidence based on insufficiency of the complaint is in the nature of a
general demurrer and may be sustained only if the allegations of the complaint, deemed true for
this purpose, are totally insufficient to support a judgment for plaintiff. ( 2) And, a demurrer which
attacks an entire pleading should be overruled if one of the counts therein is not vulnerable to the
objection.” (Brunson v. Babb (1956), 145 Cal.App.2d 214, 227 [302 P.2d 647].) *704


(3) “All that is necessary as against a general demurrer is to plead facts entitling the plaintiff to
some relief. ( 4) The complaint is to be liberally construed. ( 5) Surplusage is to be disregarded. (
6) If upon a consideration of all the facts stated it appears the plaintiff is entitled to any relief at the
hands of the court against the defendant, the complaint will be held good although the facts may
not be clearly stated or may be intermingled with a statement of other facts irrelevant to the cause
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of action shown, or although the plaintiff may demand relief to which he is not entitled under the
facts alleged. ... 'Nothing dehors the complaint may be considered.' ” (Domino v. Mobley (1956),
144 Cal.App.2d 24, 27-28 [300 P.2d 324].)


(7) Although a plaintiff may have misconceived his remedy, if his complaint states a cause of action
upon any theory he is entitled to introduce evidence thereon and it is error to sustain a general
demurrer or to grant a motion to exclude evidence. (Clark v. Lesher (1951), 106 Cal.App.2d 403
[235 P.2d 71].)


(8a) We now turn our attention to the allegations of the first cause of action. It seeks damages for
conversion of personal property belonging to plaintiff. It alleges that plaintiff at all time mentioned
was the owner of a business known as Stephens Foundries; that on November 17, 1956, the
plaintiff notified the defendant of his ownership of Stephens Foundries; that on November 18,
1956, with full knowledge of plaintiff's ownership and possession of Stephens Foundries, and
without plaintiff's consent, the defendant “surreptitiously and outside of ordinary business hours”
caused plaintiff's locks to be removed from the foundry premises, and caused the equipment,
supplies, books and records of Stephens Foundries to be removed from the premises, and has
refused to account to plaintiff for same. These allegations are followed by allegations of specific
items of damage caused by the removal of the property.


(9) “As held in Hutchings v. Castle, 48 Cal. 152, no particular form of words is essential in averring
a conversion, provided, the fact of the conversion is sufficiently stated, and it is unnecessary to
set forth in what way or by what means the conversion was accomplished ... or to allege that the
property was wrongfully or unlawfully converted, since the allegation that it was converted, which
is a conclusion of fact ... implies a wrongful act. ...” (Baird v. Olsheski (1929), 102 Cal.App. 452,
454 [283 P. 321].) *705


(10) The failure of the complaint to use such terms as “fraud,” “to defraud creditors,” “unlawfully,”
or “wrongfully” does not render the pleading defective where, as here, such conduct and intent
is implied from the ultimate facts alleged. (Santa Ana Mortg. & Inv. Co. v. Kinslow (1918), 30
Cal.App.2d 107 [85 P.2d 899]; Baird v. Olsheski, supra.) Further, the complaint alleged that the
removal of the plaintiff's property was carried out “surreptitiously.” Webster defines that term as
an act done fraudulently or without proper authority. (Webster's New International Dictionary, 2nd
ed., unabridged.)


In MacDonald v. Kingsley (1957), 149 Cal.App.2d 376 [308 P.2d 46], it was held that a complaint
stated a cause of action for conversion which alleged (1) ownership and possession of the property
converted, (2) the forcible and unlawful taking thereof by the defendants, and (3) the value of said
property. (8b) We hold that the first count of the complaint in our case states a cause of action
for conversion.
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(11a) The second cause of action is based on allegations that the plaintiff was a judgment creditor
of Ben and Eugene Stephens; that at the time of the judgment, and continuing until the conspiracy
complained of, the judgment debtors were possessed of substantial assets; that in November 1956,
the defendant conspired with the judgment debtors in concealing their assets and thus prevented
plaintiff from recovering on his judgment, thereby damaging him in the amount of the judgment,
to wit, $29,397.84. In support of the judgment which followed upon the court's granting its motion
to exclude evidence, the respondent argues that since a conspiracy is not actionable in and of itself,
in the absence of an actionable wrong, a fortiori, the bare allegation of a conspiracy does not state
a cause of action. The answer to this argument is that the second cause of action alleges, in essence,
the commission of a tort by the judgment debtors, to wit, a concealment of their assets for the
purpose of defrauding their principal creditor, the plaintiff, and that they did so with the assistance
and in concert with the defendant.


(12) “A tort has been defined as the unlawful commission or omission of an act infringing on the
right of another or causing him substantial loss of money ... or as the violation of a duty imposed
by general law or otherwise on persons occupying the relation to each other that is involved in
a given transaction. The vagueness of such definitions stems mainly from the fact that the field
of tort law includes *706  a great variety of conduct and is in the process of constant expansion.
( 13) It seems that a tort cannot be more definitely described than as a wrong, not consisting in
mere breach of contract, for which the law gives the injured party an appropriate remedy against
the wrongdoer.” (47 Cal.Jur.2d 693.)


(14) “Civil liability for conspiracy to commit a tort has long been recognized in this state. ...
Generally speaking, the liability exists where there has been formed and operated a conspiracy to
accomplish by concerted action a criminal or unlawful purpose or a lawful purpose by criminal or
unlawful means which results in actual damage.” (Clark v. Lesher, supra (1951), 106 Cal.App.2d
403, 409.)


(15) It is contrary to public policy for a debtor to convey or to conceal his property for the purpose
of defrauding his creditors. (Civ. Code, § 3439.07 and Pen. Code, §§ 154 and 155.)


“Every person is bound, without contract, to abstain from injuring the person or property of
another, or infringing upon any of his rights.” (Civ. Code, § 1708.)


(16) It is established that one who purposely and wrongly induces another not to perform a
contract thereby commits a tort and is liable for the harm caused. (Elsbach v. Mulligan (1943),
58 Cal.App.2d 354 [136 P.2d 651].) ( 17) Equally, a debtor and those who conspire with him to
conceal his assets for the purpose of defrauding creditors are guilty of committing a tort and each
is liable in damages.
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(11b) In addition to the allegations of the second cause of action heretofore summarized there were
allegations as to bankruptcy proceedings instituted by Ben and Eugene Stephens. The respondent
argues that the said allegations must be disregarded, and the complaint examined without them.
It is unnecessary for us to discuss the validity of the defendant's argument that the bankruptcy
allegations must be disregarded because we hold that the second count states a cause of action in
tort without reference to the bankruptcy allegations. Assuming that such allegations are irrelevant,
under the rule of Domino v. Mobley, supra, 144 Cal.App.2d 24, they may be disregarded.


The court's ruling excluding evidence was therefore erroneous as to both causes of action and the
judgment based on such error must be reversed.


(18) Before turning to another subject we take this opportunity to direct the attention of judges
who conduct pretrials, *707  to that portion of the pretrial order which, in connection with the
statement of issues, reads, “Assuming there was such a conspiracy, is a legal cause of action stated
in the complaint with respect thereto?” One of the basic purposes of pretrial is to clarify and
define the issues, and in that connection, to examine the pleadings for necessary amendments. If,
as in this case, the question of the sufficiency of a pleading is raised at a pretrial conference it
should be resolved before the pretrial order is signed and the case set for trial. Among the ways it
may be resolved are: (1) by the voluntary withdrawal as an issue, (2) by directing an appropriate
amendment, and continuing the pretrial conference until the pleading issue is resolved, (3) by
reformulating the issue at the pretrial conference and setting it forth in the pretrial order, or (4)
by a ruling that no issue is raised with respect to the allegations in question. To pass the question
to the trial judge, to be raised, a third time, at the start of the trial, as in this case (the demurrer
to the cause of action involved had been previously overruled), patently defeats the purposes of
pretrial. Conceivably weeks of trial preparation and large expenditures of money might be incurred
under such circumstances, all to no avail if the trial judge grants a motion to exclude evidence.
Additionally, it subjects courts and attorneys to criticism, and is an imposition upon jurors and
witnesses present for the trial, to be kept waiting, perhaps for a considerable time, while the issue
is argued and resolved. The practice should be avoided.


(19) Our next inquiry deals with the legal effect of a charging order (Corp. Code, § 15028.) The
subject receives our attention because of uncertainty on the part of the trial court as to the legal
effect of such an order, as applied to the asserted facts in the case.


Prior to California's adoption of the Uniform Partnership Act (Corp. Code, § 15001 et seq.) a
judgment creditor of a partner whose personal debt, as distinguished from partnership debt, gave
rise to the judgment, could cause a sale at execution of partnership assets, including specific
items of partnership property, to satisfy his judgment. (Jones v. Thompson (1859), 12 Cal. 191.)
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A judgment creditor no longer enjoys such right. Thus, Corporations Code, section 15025,
subdivision (2) (c), provides:


“(c) A partner's right in specific partnership property is not subject to attachment or execution,
except on a claim against the partnership. ...” *708


And, Corporations Code, section 15028, provides:


“(1) On due application to a competent court by any judgment creditor of a partner, the court which
entered the judgment, order, or decree, or any other court, may charge the interest of the debtor
partner with payment of the unsatisfied amount of such judgment debt with interest thereon; and
may then or later appoint a receiver of his share of the profits, and of any other money due or
to fall due to him in respect to the partnership, and make all other orders, directions, accounts,
and inquiries which the debtor partner might have made, or which the circumstances of the case
may require.”


Corporations Code, section 15028, corresponds to section 28 of the Uniform Partnership Act.
Section 28 was taken from the English Partnership Act of 1890 (68 C.J.S. 405; Ribero v. Callaway
(1948), 87 Cal.App.2d 135 [196 P.2d 109]). Lord Justice Lindley gave the following reason for
the English rule forbidding execution sale of a partner's interest in the partnership to satisfy his
nonpartnership debt:


“When a creditor obtained a judgment against one partner and he wanted to obtain the benefit of
that judgment against the share of that partner in the firm, the first thing was to issue a fi. fa., and
the sheriff went down to the partnership place of business, seized everything, stopped the business,
drove the solvent partners wild, and caused the execution creditor to bring an action in Chancery
in order to get an injunction to take an account and pay over that which was due the execution
debtor. A more clumsy method of proceeding could hardly have grown up.” (28 Wash. L. Rev. 1;
see also 9 Cal. L. Rev. 117.)


It was to prevent such “hold up” of the partnership business and the consequent injustice done the
other partners resulting from execution against partnership property that the quoted code sections
and their counterparts in the Uniform Partnership Act and the English Partnership Act of 1890
were adopted. As we view those code sections they are not intended to protect a debtor partner
against claims of his judgment creditors where no legitimate interest of the partnership, or of the
remaining or former partners is to be served.


Although the complaint makes no reference to a charging order or to a sale at execution the briefs
deal largely with questions of the rights, if any, acquired by the plaintiff under either, or both, a
charging order on which he relies, and his *709  purported purchase of certain partnership interests
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at the execution sale. In order, therefore, to discuss the question of law presented we must refer to
alleged facts gleaned largely from the documents introduced by stipulation at the trial (despite the
order excluding evidence), the discussions between court and counsel when the case was called
for trial, and from the briefs on appeal. Ordinarily, we would not consider alleged facts appearing
for the first time in briefs on appeal. We do so in this instance only because evidence thereof was
excluded by the trial court, and on remand the appellant must be given an opportunity to prove
them. We are concerned only with guiding the trial court to a proper application of the statutes
and legal principles discussed herein if the facts asserted, but excluded from evidence, are found
by that court to be true. In referring to “alleged” facts we mean, therefore, not only the allegation
found in the pleadings but also the assertions of fact appearing in the other sources referred to.


Ben and Eugene Stephens, and R. K. Corbin, a nephew, were partners in a business known
as Stephens Foundries, in Gilroy, California. The plaintiff held a judgment for approximately
$30,000 against Ben and Eugene, individually, but not against Corbin or the partnership. To enforce
his judgment plaintiff obtained a charging order against the interest of Ben and Eugene in the
partnership. No court order supplementing the charging order was obtained or sought by the
plaintiff. Instead he obtained a writ of execution on his judgment and caused the sheriff to levy on
“all the beneficial rights and interests of Ben J. Stephens and Eugene S. Stephens, in the partnership
commonly known as 'Stephens Foundries' ....” The sheriff thereupon “conducted a sheriff's sale
under the writ of execution and appellant purchased whatever interest the sheriff was selling.”


Plaintiff further alleges that Ben and Eugene filed bankruptcy petitions and were adjudicated
bankrupt in the federal district court on the day of the sheriff's sale; that two days prior thereto a
partnership dissolution agreement was entered into, as a part of which Ben and Eugene purported to
transfer all of their interest in the partnership to Corbin “subject to the charging order,” in return for
Corbin's assumption of the partnership debts in an undisclosed amount; that Corbin immediately
purported to transfer the assets of the partnership or former partnership to the defendant, who was
a customer of Stephens Foundries, in consideration of *710  a promise of employment and $500;
that Corbin acknowledged on deposition that he had not paid any of the partnership debts and
had no plan for paying them, that he had never received the $500 from defendant, that he did not
enter defendant's employ and that he entered into the transaction only to accommodate his uncles;
that Ben and Eugene immediately entered defendant's employ and carried on the foundry business
on behalf of defendant in a new location; that immediately after the sheriff's sale plaintiff took
possession of all of the partnership assets, placed locks on the premises and notices on the doors, the
notices reading that plaintiff was holding the property pending the termination of the bankruptcy
proceedings; that plaintiff immediately notified defendant by letter and telephone calls, that he
had obtained a charging order and had purchased the interests of Ben and Eugene Stephens at
the sheriff's sale, and had taken possession and ownership thereof; notwithstanding, the defendant
surreptitiously removed the locks and carried away the equipment, supplies, books and records of
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Stephens Foundries, that the property was never turned over to the trustee in bankruptcy; and that
Ben and Eugene were not discharged in bankruptcy.


On the basis of some of the foregoing allegations (not all of them being before the court because
of its ruling excluding evidence), the court, in due course, filed a memorandum of opinion, the
material portions of which read as follows:


“The charging order of October 24, 1956 impressed a lien on the interests of Ben and Eugene
Stephens in the partnership, but the proceeding thereafter followed by plaintiff did not conform
to the law. Another order could have been obtained directing the sale of said interests. A sheriff's
sale is not proper in the premises.


“Charging orders on partnership interests have replaced levies of execution as the remedy for
reaching such interests.”


This is a correct statement of the law as applied to the ordinary case, i.e., (1) where the partnership
continues a bona fide existence and (2) where there is no transfer of partnership assets without a
fair and adequate consideration or in fraud of creditors of either the partnership or of individual
partners. But, if as alleged, (a) dissolution occurred (see Corp. Code, §§ 15029 and 15031 as to
definition and causes of dissolution), or (b) there was a transfer of partnership assets to one or
more of the remaining partners, or to a third party, without a fair and adequate consideration or
*711  for the purpose of defrauding creditors of the partnership or of individual partners, then we
do not have the ordinary and usual situation which Corporations Code, section 15025 and 15028,
are designed to protect. To apply the general rule as a shield to such a situation is contrary to reason
and would violate public policy.


Counsel has referred us to no authority and our independent research discloses none, which even
remotely touches upon the alleged facts of this case. Sherwood v. Jackson (1932), 121 Cal.App.
354 [8 P.2d 943] and Baum v. Baum (1959), 51 Cal.2d 610 [335 P.2d 481], are the only cases cited
by respondent in support of the judgment with respect to the first cause of action, under which
the charging order issue arose. Those cases are readily distinguishable from the facts asserted in
our case and are not controlling. Primarily, no charging order had been issued in either case. In
Sherwood an application had been made to the court for dissolution of the partnership prior to levy
of execution but it does not appear that the partnership had in fact been dissolved. Furthermore
there was no element of fraudulent transfer of assets in that case. In Baum, neither dissolution nor
fraudulent transfer was present.


Counsel for defendant acknowledges that plaintiff's charging order impressed a lien on the
partnership interest of Ben and Eugene Stephens. This is the legal effect of a charging order because
“ 'In its broadest sense and common acceptation, it [a lien] is understood and used to denote a legal
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claim or charge of property, either real or personal, as security for the payment of some debt or
obligation. ... It includes every case in which personal or real property is charged with the payment
of a debt.' ” (Gray v. Horne (1941), 48 Cal.App.2d 372 [119 P.2d 779]; see also Civ. Code, §§
2874 and 2881.)


Clearly the purpose of the lien of a charging order is to permit the judgment creditor to realize
on his judgment against an individual partner by appropriate supplementary proceedings or orders
against that partner's interest in the partnership. (Corp. Code, § 15028.) Corporations Code, section
15026, defines that interest as, “A partner's interest in the partnership is his share of the profits and
surplus, and the same is personal property.”


It is equally clear that there will be no profits or surplus out of which the lienholder may satisfy
his lien if the partnership assets are transferred to a third person, directly or *712  indirectly, and
placed beyond the reach of the lien, without the payment to the partnership, or in the event of
dissolution to the person charged with winding up the partnership affairs, of a fair and reasonable
consideration. We hold that such a transferee, acting with knowledge of the charging order,
commits a tort for which he is liable in damages to the person injured thereby.


(20a) It is unnecessary for us to determine whether the alleged acts of the defendant constituted
a conversion in the accepted sense. Ordinarily an action for conversion does not lie unless the
plaintiff was in possession of, or had a right to the immediate possession of the property at the
time of the alleged conversion. (48 Cal.Jur.2d 607; Thomson v. Culver City Motor Co. (1935), 4
Cal.App.2d 639 [41 P.2d 597].) The holder of a charging order is neither the owner, the possessor
nor entitled to immediate possession of the specific partnership property, in the absence, at least,
of a valid court order supplementary to his charging order. (Corp. Code, §§ 15025, 15028.) There
is authority for the proposition, however, that one who has a lien on personal property, though not
in possession or entitled to immediate possession, may recover damages from one who wrongfully
assumes dominion over the property subject to the lien and who diminishes the value of the security
or operates to make it less effectual. (14 C.J.S. 6; McCaffey Canning Co. v. Bank of America
(1930), 109 Cal.App. 415 [294 P. 45], citing Hansbrough v. D. W. Standrod & Co. (1930), 49 Idaho
216 [286 P. 923].)


Where a legal wrong has been committed it is the duty of the court to grant appropriate relief.
No principles of law are more firmly established than: “No one can take advantage of his own
wrong” (Civ. Code, § 3517), and “For every wrong there is a remedy” (Civ. Code, § 3523).


To withhold relief upon count one of the complaint, under the alleged circumstances of this case,
solely because the plaintiff has misconceived his remedy, or because the facts alleged do not fit
the pattern of one of the more commonly designated causes of action, e.g., conversion, would
render “idle and meaningless” the legislative expression of the quoted maxims. (See Hogan v.
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Anthony (1919), 40 Cal.App. 679 [182 P. 52].) (21) “... an action cannot be defeated because it is
not properly named, or because the form of remedy has been mistaken.” (1 Cal.Jur.2d 608; Domino
v. Mobley, supra, 144 Cal.App.2d 24.) *713


(20b) We, therefore, hold that the plaintiff may recover damages upon his first cause of action, even
though he does not prove ownership, possession or right to immediate possession of the partnership
property, if the other proof is in accord with his allegations as discussed herein. This conclusion
is not altered by the fact, alleged by the defendant, that it had no knowledge of the sheriff's sale
and no knowledge of the partnership dissolution at the time it purchased the assets of Stephens
Foundries, provided the other facts discussed herein are established, viz., (1) the existence of
the charging order, and defendant's knowledge thereof; (2) transfer of the assets to the defendant
without payment of a fair and reasonable consideration; and (3) defendant knew at the time that
the transfer would diminish the value of the plaintiff's lien.


We refrain from expressing an opinion as to the rights, if any, which the appellant acquired through
purchase at the sheriff's sale. On the one hand we know of no reason why, when a partnership has
been dissolved, and the purposes which Corporations Code, sections 15025 and 15028 are designed
to protect no longer exist, a judgment creditor of an individual partner should be prohibited from
pursuing the same remedy of levy and sale at execution which is available to judgment creditors in
nonpartnership matters. On the other hand if, as alleged, the levy in this case was made some weeks
before dissolution, and at a time when such levy was forbidden by Corporations Code, section
15025, subdivision (2) (c), a separate question would be presented; specifically, what rights, if any,
are acquired by a purchaser at a sale based upon a void or a voidable levy where dissolution of
the partnership intervened between the date of the charging order and the date of the sheriff's sale?
Under our view of the law governing the rights of the holder of a charging order, in relation to the
alleged facts of this case, which for the purposes of a motion to exclude evidence must be treated as
true (39 Cal.Jur.2d 448), the appellant's rights may be enforced without regard to the sheriff's sale.


We also refrain from discussing superior rights, if any, of third parties, e.g., partnership creditors
(see Corp. Code, §§ 15038, 15041) because that question has not been raised.


The judgment is reversed, and the case remanded for trial upon both causes of action.


Tobriner, Acting P. J., and Duniway, J., concurred. *714


End of Document © 2020 Thomson Reuters. No claim to original U.S. Government Works.
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