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On December 8, 2006, Thomas C. Richardson (“Trustee”) commenced this adversary

proceeding against TheHuntington National Bank (“Huntington™). Theoriginal complaintincluded

ten causes of action. However, Huntington never answered that complaint. Huntington chose

instead to file amotion to dismiss under FEp.R.BANKR.P. 7012(b) and FEp.R.Civ..P. 12(b).*

'Unlessotherwiseindicated, all further citationsin thisopinion to “ Bankruptcy Rule
will be to the Federal Rules of Bankruptcy Procedure and citationsto “Rule " will be to the

Federal Rules of Civil Procedure.



Huntington’s motion was heard on June 22, 2007. The Chapter 7 Trustee indicated at that

hearing that he did not oppose the dismissal of Counts I, II, 1l and VII. Consequently, | heard

argument regarding only the remaining counts of Trustee's complaint. They were:

Count IV
Count V
Count VI
Count VIII
Count IX

Count X

Constructive Trust / Unjust Enrichment

Preference Payments

Avoidanceand Preservation of Fraudulent Transfers Pursuant
to 11 USC 548(a)(1)(A)

Avoidanceand Preservation of Fraudulent Transfers Pursuant
to 11 USC 548(a) and 544(b)

Recovery and Turn Over of Vaue of Avoided Transfers
Pursuant to 11 USC 542 and 550

Avoidance of Transfers Pursuant tol1l USC 544, et seq.

Both parties supported their respective postions with pre- and post-hearing briefs.

Trustee then complicated matters by filing an amended complaint. It was certainly within

the Trustee’ sright to amend his complaint before | had disposed of Huntington’ sorigind motion to

dismiss. Fep.R.BANKR.P. 7015 and Fep.R.Civ.P. 15(c). Indeed, the amended complaint has

eliminated some of the issues raised in Huntington’s original motion.

However, theamended complaint confuses matters by rearranging theorder of theremaining

six counts. These counts as now pled are:

Count |
Count 1

Count 11

Count IV

Count V

Count VI

Preference Payments (formerly Count V)

Avoidanceand Preservation of Fraudulent Transfers Pursuant
to 11 USC 548(a)(1)(A) (formerly Count VI)

Avoidanceand Preservation of Fraudul ent Transfers Pursuant
to 11 USC 548(a), 544(b) and the Michigan Uniform
Fraudulent Transfers Act (formerly Count VIII)
Constructive Trust / Unjust Enrichment (also Count IV under
origind complaint)

Recovery and Turn Over of Vaue of Avoided Transfers
Pursuant to 11 USC 542 and 550 (formerly Count 1X)
Avoidance of Trangers Pursuant to 11 USC 544 ef seq.
(formerly Count X).



The amended complaint also changes the amounts Trustee contends Huntington received as
preferential and fraudulent conveyances. Trustee now allegesthat thepreferential transfers CyberCo
made to Huntington total $9,718,179.36 instead of the $6,131,981.48 as pled originaly, that the
Section 548 fraudul ent conveyances may have been millions of dollarslessthan what had been pled
originally, and that the Section 544(b)/Michigan Fraudulent Transfer Act conveyances may have
been millions of dollars more than what had been originally pled.

Huntington, inturn, hasel ected tofilean amended motionto dismiss. Huntington’ samended
motion, like Trustee’'s amended complaint, eliminates some points of controversy between the
parties. First, Huntington isnow satisfied that Trustee’'samended Count Il setsforth with sufficient
specificity Trustee s contention that CyberCo made transfersto Huntington with the actual intent to
hinder, delay or defraud its creditors. Huntington is satisfied aswell that Trustee' samended Count
| adequately identifies the transfers by CyberCo to Huntington that Trustee wishes to avoid as

preferential 2

?11 U.S.C. § 548. Debtor’s petition pre-dates the October 17, 2005 effective date of the
Bankruptcy Abuse Prevention and Consumer Protection Act of 2005 (“BAPCPA™), Pub. L. No. 109-
8, §8 1501(b)(1), 119 Stat. 23. Unless otherwise indicated, all citations in this opinion to the
Bankruptcy Code, 11 U.S.C. 88 101, et seq. will be to the Code as written prior to the BAPCPA
amendments. In most instances, the citation will besimply “Section " However, on occasion
the citation will be*Section __ (pre-BAPCPA).”

*Huntington’ samended motion also clarifiesitschallenge of Trustee' sfraudulent conveyance
counts. Trustee sorigina complaint alleged that Huntington had received fraudul ent transfers both
under Section 548 and under the Michigan Fraudulent Transfer Act (via Section 544(b)). Trustee's
original complaint also split the Section 548 claim into separate counts for actual fraud (origina
Count V1) and constructive fraud (original Count V11). However, Trustee’ sorigind complaint did
not divide hisMFTA/Section 544(b) claim into two similar countsfor actual and constructivefraud.
Rather, Trustee included both theories in a single count (original Count VIII).

Huntington's origind motion to dismiss in turn challenged both Trustee's actual and
constructive fraud counts under Section 548. However, Huntington’s original motion to dismiss
challenged only Trustee' sconstructive fraud all egations under his MFTA/Section 544(b) count. It
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However, Huntington also adds a new reason asto why Trustee's preference and fraudul ent
conveyance actions should be dismissed: the Section 546 statute of limitations. Thereisno question
Trustee filed his amended complaint outside the two-year deadline imposed by that section.
However, as Huntington itself recognizes, Trustee’' samended complaint would not be time-barred
to the extent the transfers referenced therein were the same transfers referenced in the original
complaint. FED.R.BANKR.P. 7015 and Fep.R.Civ.P. 15(c). Huntington, though, contends that the
transfers now alleged in Trustee’ s amended fraudulent transfer and preference counts comprise an
entirely new set of transfers and, as such, they fall outside the “relation-back” provisions of Rule
15(c).

DISPOSITION OF HUNTINGTON’S AMENDED MOTION TO DISMISS

Huntington’ samended motion to dismissfor the most part simply repeats arguments al ready
madeinitsoriginal motion. For example, Huntington persistsin its contentionsthat Trustee' scount
for unjust enrichment/constructivetrust should be dismissed because Trusteelacks standingand that
Trustee s fraudulent conveyance counts fail because Trusteeis unable to establish that the subject
transfers caused any diminution of CyberCo’s assets. Therefore, these aspects of Huntington’s
amended motion to dismiss can be disposed of just as easily through Huntington’s original motion

to dismiss.

would appear that thisomission was an oversight given that Huntington’ sargumentsfor dismissing
the Section 548 actual fraud count would have been equdly applicable to the actual fraud portion
of Trustee's MFTA/Section 544(b) count.

In any event, Huntington’s amended motion to dismiss makes it clear that its intent is to
challenge Trustee's actual fraud theories both under Section 548 (amended Count Il) and
MFTA/Section 544(b) (amended Count II1).



Huntington’ s amended motion differsfromits original motion only becauseit adds the new
statuteof limitationsargument. However, pleading that defenseat thistimeisinappropriate because
Huntington has not yet answered Trustee’ samended complaint. Itisquiteclear under the applicable
rulesthat statute of limitationsis an affirmative defense that isto be raised in conjunction with the
defendant’ sresponsetotheplaintiff’ scomplaint. FED.R.BANKR.P. 7008 and 7012 and Fep.R.Civ.P.
8(a) and 12(b). Granted, Rule 12(b) permits a defendant to forgo an answer and to instead file a
motion to dismiss based upon certain defenses. However, a statute of limitations defense is not
among the six exceptionsrecognized by Rule 12(b). Consequently, adefendant must wait until after
it hasformally pled the statute of limitations as an affirmative defense before it can seek dismissal
of the complaint on that basis. Although such post-answer motions are frequently described as
arising under Rule 12(b), they in fact arise under Rule 12(c).

(c) Motion for Judgment on the Pleadings. After thepleadingsare
closed but within such time as not to delay the trial, any party may
movefor judgment on the pleadings. If, on amotion for judgment on
the pleadings, matters outside the pleadings are presented to and not
excluded by the court, the motion shall be treated as one for summary
judgment and disposed of asprovidedin Rule 56, and all parties shall
begiven reasonabl eopportunity to present all materia made pertinent
to such amotion by Rule 56.
Fep.R.Civ.P. 12(c).*
Huntington cites Rauch v. Day and Night Mfg. Corp., 576 F.2d 697, 702 (6th Cir. 1978), for

the proposition that dismissal under Rule 12(b) may also be based upon a statute of limitations

*Effective December 1, 2007, Rule 12(c) was amended as follows:

(c) Motion for Judgment on the Pleadings. After the pleadingsare
closed - - but early enough not to delay trial - - a party may move for
judgment on the pleadings.



defense. However, Rauch actually involved aRule 12(b) dismissal for want of personal jurisdiction.
Specifically, plaintiffs had commenced an action in federal district court based upon diversity
jurisdiction. The defendant, in turn, apparently filed a mation to dismiss the complaint because of
the applicable statute of limitations. However, the defendant did not proceed with its motion at that
time. Rather, thetrial court, with the parties’ consent, postponed considerationfor nearly two years.

When the trial court finally heard the motion, it dismissed two of the plaintiffs because the
statute of limitations had run. However, thetrial court was unable to determine that the remaining
plaintiff’sclaimwassimilarly time-barred because of aquestion of fact. Nonetheless, thetrial court
concluded that it did not have personal jurisdiction over the defendant and, therefore, it dismissed
the remaining plaintiff’s claim for this separate reason.

Thefocusof the Sixth Circuit’ sreview on appeal waswhether the defendant had waived the
personal jurisdiction defense. The problem was that the defendant had not raised it as a defense
when it filed its original Rule 12(b) motion but had instead waited until that motion was actudly
argued sometwo yearslater. The Sixth Circuit determined that defendant’ s delay precluded it from
asserting the defense. 1d. at 702. See also, FED.R.Civ.P. 12(g) and (h).

It wasinthiscontext, then, that the Sixth Circuit discussed Rule 12(b) motionsand adefense
based upon a statute of limitations. It was raised only because the defendant had argued that Rules
12(g) and (h) wereinapplicableunder the circumstances. Specifically, the defendant had argued that
itsoriginal Rule 12(b) motion was invaid because that rule did not include a statute of limitations
defensewithin its scope and, as such, the defendant had not technically triggered a Rule 12(g) or (h)
waiver of its separate personal jurisdiction defense.

The Sixth Circuit was not persuaded.



It [defendant’ smotionto dismiss] wastreated inall respectsand at all

times by thepartiesand the court asa Rule 12 motionto dismiss. We

seenoreason inlaw or injusticeto treat it differently here.
Id.
Put simply, the Sixth Circuit was unwilling to let defendant off the hook on atechnicality when the
facts otherwise established that the defendant had submitted itself to the trial court’s jurisdiction.
Consequently, itisdifficult to characterize Rauch asadeliberate declaration by the Sixth Circuit that

statute of limitationsis a seventh “phantom” defense that may be raised in a Rule 12(b) motion.®

DISPOSITION OF HUNTINGTON’S ORIGINAL MOTION TO DISMISS

A. Standard of Review

Huntington contendsthat Trustee lacks standing in amended Count IV (also original Count
V) to impose a constructive trust upon it or, in the alternative, to recover damages on atheory of
unjust enrichment. Therefore, it arguesthat that count should be dismissed for lack of subject matter
jurisdiction. Fep.R.BANKR.P. 7012(b) and Fep.R.Civ.P. 12(b)(1). As for the remaining
counts, Huntington argues that they too should be dismissed because Trustee in each instance has
failedto stateaclaimuponwhichrelief may begranted. FED.R.BANKR.P. 7012(b) and Fep.R.Civ .P.
12(b)(6).

The plaintiff hasthe burden of proving subject matter jurisdiction by a preponderance of the

evidence. Hedgepeth v. Tennessee, 215 F.3d 608, 611 (6th Cir. 2000). When considering amotion

°|tispossible, of course, that | have misinterpreted Rauch. However, | amwillingtotakethat
risk given that Huntington’s originad motion presents a significant number of issues on its own.
Deferring Huntington’s statute of limitations argument to a later date ssimplifies the record
considerably. Moreover, | perceive no harm to the parties. Although both Huntington and Trustee
have now filed briefs regarding the amended motion, those briefs can easily be resubmitted when
Huntington files its expected Rule 12(c) motion.
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that questions the existence of jurisdiction, no presumption of truthfulness applies to the factua
alegationsin the pleadings. Ohio Nat. Life Ins. Co. v. U.S., 922 F.2d 320, 325 (6th Cir. 1990).
Rather, the defendant may insist that the court actually take proofsto determine whether the factual
predicate necessary for standing exists. In thisinstance, though, Huntington has not looked beyond
Trustee's complaint itself to support its argument that Trustee lacks standing. Consequently, | am
to proceed with its Rule 12(b)(1) motion on the assumption tha all of Trustee's averments
supporting Count 1V aretrue. DLX, Inc. v. Kentucky, 381 F.3d 511,516 (6th Cir. 2004) cert. denied,
544 U.S. 961, 125 S.Ct. 1733 (2005).
| am also required totreat all well-pled allegations astrue in determining whether dismissal

is appropriate under Rule 12(b)(6).

A motion to dismiss under Fed. R. Civ. Pro. 12(b)(6) requires the

Court to construe the complaint in the light most favorable to the

plaintiff, accept all of the complaint’ sfactual allegations astrue, and

determine whether the plaintiff undoubtedly can prove no set of facts

in support of the claims that would entitle relief.

Grindstaff'v. Green, 133 F.3d 416, 421 (6th Cir. 1998) (citation omitted).

B. Background

Trustee describes CyberCo as nothing more than an instrumentality through which Barton
Watson and a few other fellow conspirators engaged in a fraud that “cost scores of lenders and
equipment financecompaniescollectivelosses approaching $100 million.” Y1, Amended Complaint.

CyberCo was engaged in aschemeto defraud leasing companies and
other financia institutions throughout the United States, using
fraudulent financia reports, tax returns, invoices, checks, and other
documents and instruments. The Principals [of CyberCo] used
affiliated corporations, including Teleservices, Corporate Property
Associates, and T-Resources, to engage in various frauds. The most
significant of these was a Ponzi scheme, using new loansto pay off



old loans in an ever increasing cycle of debt, all to the detriment of
CyberCo’s creditors and ultimate financial ruin of CyberCo.

7112, Amended Complaint.
By late 2004, Cyberco had fraudul ently obtai ned equi pment financing
from over 40 financial institutionsto whom monthly rental payments
were being made. As withmost Ponzi schemesand similar frauds,
Cyberco was forced to increase both the amount and frequency of
fraudulent new purchase/lease deals in order to pay off existing
fraudulent lease obligations, support lavishlifesylesof itsPrincipal's,
and hide prior looting and mismanagement of Cyberco’ s assets.
1118, Amended Complaint.®
Trustee’ samended complaint al so gatestha Huntington, as CyberCo’ sbank from 2002 until
CyberCo’'s demise in late 2004, perpetuated the fraudulent scheme by intentionally overlooking
numerous warning signs. Trustee contends that Huntington was willing to cast a blind eye to
CyberCo’ stransgressi ons because Huntington itsel f was owed over $17 million and it wasclear that

CyberCo’ sfinancia condition wasdeteriorating. 1ndeed, it appearsthat Huntington wasfinally able

toextricateitself fromitslendingrelationshipwith CyberCo only monthsbefore CyberCo coll apsed.

®The Sixth Circuit has described a “classic ‘Ponzi’ scheme” as “an investment scheme in
whichinvestorsare promised excessivereturnsoninvestmentsand, where, typically initial investors
are paid the promised returnsto attract additional investors.” Wesbanco Bank Barnesville v. Rafoth
(In re Baker & Getty Financial Services, Inc.), 106 F.3d 1255, 1257 (6th Cir. 1997). Trustee's
complaint issilent asto the returns that were being promised to the lending institutions. However,
Trusteedoes allegethat Watson and his cohorts were generati ng cash through successive fraudulent
transactions to sustain CyberCo’s operations and their own lifestyles. It also appears tha a
significant portion of the cash generated from Watson’s later escapades was being used to service
prior lenders that he had allegedly duped.



C. Unjust Enrichment / Constructive Trust (Amended Count IV and Original
Count 1V)

Count 1V, asoriginally pled and asamended, speaks only about imposingaconstructivetrust
with respect to the “ill-gotten gains’” Huntington allegedly realized from CyberCo's fraud.
However, the caption of amended Count IV also references unjust enrichment. Moreover, Trustee's
argument that Huntington’s retention of these gains would be “unjust, unconscionable, and
inequitable,”® would support aclaim for unjust enrichment aswell. And finaly, therelief Trustee
ultimately seeks from Huntington, that being a recovery of the monies Huntington received, is
certainly compatiblewith thetheory of unjust enrichment. Therefore, | am addressing Huntington’s
motion asif Trustee hasalleged both constructivetrust and unjust enrichment as alternative theories
for the relief he seeks under amended Count 1V.

Michigan recognizes unjust enrichment and constructive trust as two separate remedies
Each is designed to eliminate injustice no matter how it may have occurred.

Doctrine of ‘unjust enrichment’ is that person [sic] shall not be
allowed to profit or enrich himself inequitably at another’s expense.

Unjust enrichment of a person occurswhen hehas and retains money
or benefits which in justice and equity belong to another.

McCreary v. Shields, 333 Mich. 290, 294 (1952) (citations omitted).

The phrase ‘unjust enrichment’ is used in law to characterize the
result or effect of afailure to make restitution of or for property or
benefits received under such circumstances asto giverise to alega
or equitable obligation to account therefor.

Buell v. Orion State Bank, 327 Mich. 43, 56 (1950) (citation omitted).

91129, Amended Complaint.
8129, Amended Complaint.
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Constructive trusts arise by operation of law, not by agreement or
from intention, and are raised by a court of equity whenever it
becomes necessary to prevent afailure of justice.

McCreary v. Shields, 333 Mich. at 294 (citation omitted).
[T]his form of trusts [i.e., constructive trust] is practically without
limit, and israised by acourt of equity whenever in the opinion of the
court it becomes necessary to prevent afailure of justice.

Weir v. Union Trust Co., 188 Mich. 452, 464 (1915).

Indeed, it isfair to say that the distinction between thesetwo causes of action liesonly in the
relief that may be awarded. Unjust enrichment, which isthe older doctrine, derives generally from
the common law and specifically from the action of assumpsit. The common law courts originally
used assumpsit to award damages when an actual contract had been broken. However, over time,
the common law courts expanded the remedy first to award damages where a contract could be
“implied” and then to award damagesfor virtually any situation whereit appeared that the defendant
had received an unjust benefit at the plaintiff’s expense. The common law courts, though, did not
have the ability to actually order the return of specific property that had unfairly enriched aparty.
For example, A could not compel B under common law to return a horse that A had mistakenly
givento B. All that A could recover from B under an action for general assumpsit was a money
judgment for the horse’ s value.

Thecourtsof chancery, on the other hand, were ableto order such recoveriesbecauseof their
equitable powers. Consequently, those courts fashioned actions based upon legal fictions such as
constructivetrustsand equitableliens. For example, acourt of equity could find that the horse B had

mistakenly received was hdd in constructive trust by B for the benefit of A and then order B to

return the horse under the terms of that trust.

11



The merger of law and equity has blurred the distinction between common law actions for
unfair enrichment and equitable actions for constructive trusts. Nonetheless, the distinction is still
there. An action based upon unjust enrichment isavailable only if the relief sought by the plaintiff
is limited to monetary damages (i.e., recompense for the defendant’s unwarranted gain). If the
plaintiff seeks instead the recovery of something specific (e.g., the reconveyance of real property
fraudulently procured), then the plaintiff must bring an action for the imposition of a constructive
trust with respect to the object sought so that the defendant can then be compelled to account for it.
See generally, Restatement of Restitution: Introductory Note (1936).

The converssisalsotrue. Thatis, acondructivetrust is available as aremedy only if there
is property that the defendant is able to return.

i. Necessity of trust property. A constructive trust does not
arise unless there is property on which the constructive trust can be
fastened, and such property is held by the person to be charged as
constructive trustee (compare Restatement of Trusts, 8 74). Thus,
although aconstructivetrust ariseswhere atransfer of thetitletoland
or a chattel or a chose in action is obtained by fraud, yet where by
fraud a person is induced to render services, no condructive trust

arises, even though the person rendering the services is entitled to
recover the value of his services.

* % %

So also, a constructive trust no longer continues when the
person chargeabl e as constructive trustee of property no longer holds
the property or other property whichisitsproduct. Astoreachingthe
product, see 88 202-215 (Chapter 13).
Restatement of Restitution, 8 160, Comment i (1936).
In other words, if the defendant has already sold the subject property, the only relief remaining isto

suethe defendant for damagesunder the common law theory of unjust enrichment. Therewould be
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no need under such a circumstance for equity to intercede, either with a constructive trust or
otherwise.

Michigan law is consistent with the Restatement. If a Michigan court is to order a
constructive trust, there first must be ares (i.e., identifiable property) in the possession or control
of the defendant against which to impose that trust. Otherwise, there is no point to the relief.
Damages will do.

In general, whenever the legal titleto property, real or personal, has
been obtained through actual fraud, misrepresentations,
conced ments, or through undue influence, duress, taking advantage
of one’ sweakness or necessities, or through any other similar means,
or under any other similar circumstances, which render it
unconscionablefor the holder of thelegal titleto retain and enjoy the
beneficial interest, equity impresses a constructive trust on the
property thus acquired in favor of the one who is truly and equitably
entitled to the same, athough he may never perhaps have had any
legal estate therein; and acourt of equity hasjurisdiction to reach the
property, either in the hands of the origina wrongdoer, or in the
hands of any subsequent holder, until a purchaser of it in good faith
and without notice acquires a higher right, and takes the property
relieved from the trust.

Morris v. Vyse, 154 Mich. 253, 257-8(1908) (citing 3 Pomeroy on Equity Jurisprudence, § 1053).

Where money or property has been taken fromits owner by fraud and
deceit, it is impressed with a constructive trust, and when clearly
traced may, ans[sic] should be, by acourt of equity, returned directly
toitsowner. 3 Pomeroy on Equity Jurisprudence, § 1053.

Biddle v. Biddle, 202 Mich. 160, 167 (1918). See also, Potter v. Lindsay, 337 Mich. 404, 411
(1953).°

*Trustee cites In re Estate of Swantek, 172 Mich.App. 509 (1988), to suggest that a
constructive trust may be imposed generally upon adefendant’ s property as long as the defendant
at some point in time had unfairly acquired identifiable property from the plaintiff. However,
Trustee reads Swantek too broadly. Moreover, the genealogy of that portion of Swantek dates back
to Detroit Trust Co. v. Struggles, 283 Mich. 471, 474-5 (1938), which unequivocally limits the
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Nowherein Trustee'samended Count IV doeshe identify specifically the property that isto
be subject to the constructive trust he requests. At most, Trustee vaguely asks that a constructive
trust beimposed upon the approximately $69 millionintransfersHuntington alegedly received from
CyberCo during the two years preceding CyberCo’s 2004 involuntary petition. See, 84 and 127,
Amended Complaint. Granted, Trustee complains that Huntington has unjustly benefitted from its
receipt of these transfers. 129, Amended Complaint. However, for purposes of imposing a
constructive trust, that is not enough. Indeed, anended Count IV is actually more plausible as a
complaint for unjust enrichment given that Trustee is in reality simply seeking from Huntington
money damages for the unfair benefits he claims Huntington received as the reault of its business
dealings with CyberCo.*°

Evaluating amended Count 1V asan action for unjust enrichment inturn clearly exposeswhy
Trustee does not have standing to bring this claim. Trustee's alegations, if true, suggest that
Huntington unfairly extricated itself from its lending relationship with CyberCo at the expense of
any number of |easing companiesand other financial institutionsthat were duped by Watson and his
accomplices. However, Trustee's charge under the Bankruptcy Code is not to remedy all wrongs
Huntington may have committed. Rather, Trustee may proceed against Huntington only to the extent

the Bankruptcy Code specifically permits.

imposition of a congructive trust to only those instances where the defendant is in possession or
control of either the subject property itself or proceeds traceabl e to that property.

“Thisis not to suggest that a bankruptcy trustee could not have a claim for a constructive
trust in the appropriate circumstances. For example, if adebtor had aclaim immediately before the
commencement of a case that justified imposing a constructive trust upon the third party, it is
axiomatic that the bankruptcy trustee would succeed to that cause of action by operation of Section
541(a)(1). See also, Mason v. Zorn Industries, Inc. (In re Underground Storage Tank Technical
Services Group, Inc.), 212 B.R. 564, 571 (Bankr. E.D. Mich. 1997).
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Section 541(a)(1), which provides that “al legal or equitable interests of the debtor in
property as of the commencement of the case” become property of the estate, has been universdly
interpreted as allowing abankruptcy trustee to succeed to whatever causes of action the debtor itsel f
may have had at that time. See, e.g., In re Cannon, 277 F.3d 838, 853 (6th Cir. 2002). For example,
a bankruptcy trusteeis entitled to collect accounts receivable due a debtor because the debtor had
rights under contract against the various account debtors at the commencement of his bankruptcy
caseand the bankruptcy trustee succeeded tothose rights. Similarly, abankruptcy trusteeisentitled
to recover from adebtor’s tortfeasor because the trustee succeeded to the debtor’ s cause of action
when he filed his petition.

Count IV of Trustee samended complaint, though, isdevoid of any claimthat CyberCoitsdf
wasinjured asaresult of Huntington’salleged “ill-gotten” gainsor that CyberCo itsdf isotherwise
deserving of recompense because Huntington has been unjustly enriched. To the contrary, Trustee
contends that CyberCo was in the thick of the injustice being perpetrated. It isblack letter [aw that
acorporation can act only though its agents and, in CyberCo’ s case, those agents (i.e., Watson and
his co-conspirators) were the oneswho were engaged inthefraud. 111, Complaint. Put differently,
it would be inconceivable that CyberCo, which the Trustee alleges was complicit in the funneling
of fraudulently procured funds from Watson’ svictims to Huntington, could entertain an action for
unjust enrichment against Huntington had CyberCo not been placed in an involuntary bankruptcy
proceeding. If anything, the payments to Huntington benefitted CyberCo, for not only did those
payments eliminate a multi-million dollar debt that CyberCo owed to Huntington, but those

paymentsal so allowed CyberCoto continuetheillusion that it wasfinancially sound. Consequently,

15



it is difficult to understand how Trustee, as CyberCo’ s successor-in-interest, can now clam that
Huntington has been unjustly enriched to CyberCo’ s detriment.

Trustee relies upon Perry v. Bankston, 1997 WL 33349249 (Mich. App.) to suggest that a
person need not actually be the beneficiary of the reief sought in order to have standing to bring an
action for unjusgt enrichment. However, Perry is an unreported case and, therefore, it isnot binding
precedent under applicable Michigan court rules. MCR 7.215(C)(1). Second, Perry involved the
recovery of apparently identifiable life insurance proceeds under atheory of constructive trust, as
opposed to simply the recovery of damagesfor unjust enrichment. And finally, the party asserting
the constructivetrust in Perry on behalf of the victim also had alegdly cognizablerel ationship with
the victim: shewashismother. However, Section 541 creates no comparable rel ationship between
Trustee and any of CyberCo’s creditors. Indeed, the relationship upon which Section 541 is based
is between Trustee and CyberCo, the alleged villain. Consequently, Trustee's comparison between
Perry and Trustee' s own circumstances is misplaced.™

Trustee also has cited Stevenson v. J.C. Bradford & Co. (In re Cannon), 277 F.3d 838 (6th
Cir. 2002), for the proposition that “ a successor trustee, even one standing in the shoes of acriminal
debtor, does have standing to recover funds that the debtor had previously transferred.” Trustee's
Supplementary Brief Post-Hearing, p. 8 [Dkt. No. 25]. Cannon, though, involved adebtor who had

been areal estate lawyer and who, in that capacity, had received large anounts of money to be held

“The Chapter 7 Trustee's reliance on Kent v. Klein, 352 Mich. 652 (1958), fails as well.
Kent involved theimposition of aconstructivetrust upon agift of property that was conveyed to one
man but that was intended for the benefit of another. The beneficiary of the gift died without ever
knowing that agift had been made. However, when the beneficiary’' s widow and son learned of it,
they requested the court to impose a constructive trust against the transfereefor their benefit. Their
interests as the beneficiary’ s heirs clearly gave them standing to seek thisrelief.

16



in escrow in connection with numerous closings. The debtor understood that he held those funds
intrust for the benefit of others. Nonetheless, the debtor used the escrowed moniesto, among other
things, trade commodity futures. The debtor’s gamble did not pay off and, as a consequence, the
trustee in the debtor’ s subsequent bankruptcy proceeding sued the brokerage firm for its aleged
involvement inthefailed commodity transactions. The Sixth Circuit determined that the bankruptcy
trustee had standing to sue the brokerage firm because the debtor also would have had standing to
suethebrokeragefirm. It madeno differencethat the debtor in Cannon had himself misappropriated
thefunds becausethe debtor remai ned asthe person to whom the escrowed funds had been entrusted.
It followed, then, that if the debtor could till bring an action on behalf of these persons, the
bankruptcy trustee, as the debtor’ s successor under Section 541(a)(1), could do so as well.
However, Trustee has not alleged that the monies CyberCo transferred to Huntington were
held by CyberCo in an express trug for the benefit of the various leasing companies and other
financial institutions. To the contrary, Trustee dlegesthat CyberCo wasan instrumentality used by
Watson and his accomplicesto defraud these parties of their money. Unlike the debtor in Cannon,
CyberCo would not have had standing outside of the bankruptcy context to have brought actionson
behalf of these defrauded entities as their trustee. Therefore, Trustee, as CyberCo’ s successor-in-

interest under Section 541(a)(1), does not have any standing either.*

“Trustee does make the sweeping generalization in his post-hearing brief that “[a]ll of
Cyberco’ screditors were victims of Cyberco’sfraud at somelevel.” Trustee's Supplemental Brief
Post-Hearing, p. 10 [Dkt. No. 25]. However, even aliberal interpretation of Trustee's complaint
does not support this contention. It can be inferred from the pleadings that many, if not most, of
those who did bus ness with CyberCo werevictims of the fraud. “Many,” or even “most,” though,
isnot all. Moreover, even if all those who did business with CyberCo were victims, it is each
victim’'s right to proceed separately against Huntington on whatever theory it may choose. A
bankruptcy trustee cannot pretend to be their ombudsman, especially when the trustee standsin the
shoes of the victims' persecutor.
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Trusteearguesin thealternati vetha he may still bring hisunjust enrichment and constructive
trust claims against Huntington as a hypothetical judgment lien creditor under Section 544(a)(1).
(@) Thetrustee shall have, as of the commencement of the case, and
without regard to any knowledge of the trustee or of any creditor, the
rights and powers of, or may avoid any transfer of property of the
debtor or any obligation incurred by the debtor that is voidable by--
(1) acreditor that extends credit to the debtor at the time of the
commencement of the case, and that obtains, a such time and with
respect to such credit, a judicial lien on all property on which a
creditor on asimple contract could have obtained such ajudicial lien,
whether or not such a creditor exists,
11 U.S.C. §544(a)(1).
Trustee, though, has offered nothing to support what appears to be his contention: that a creditor
whose judgment arises only from asimple contract for the extension of credit to CyberCo can then
impose a constructive trust upon Huntington or otherwise recover damages as a post-judgment
remedy. Logic alonesuggeststhat imposing constructivetrustsor recovering damages against third
partiesdoes not fall within the scope of ajudgment creditor’ s post-judgment remedies and that such
relief instead isavailable only if the judgment creditor initiates a separate lawsuit against the third
party on one or both of those theories. In any event, Trustee s rights under Section 544(a)(1) are
limited to only thosethat the hypothetical permits. Asalready discussed, acdaim against Huntington
for either unjust enrichment or constructive trust would require a a minimum a showing of unfair
benefit by Huntington at the expense of the creditor in question. In this instance, though, al that

Trustee has the right to assert as the hypothetical creditor under Section 544(a)(1) is that he has a

claim against CyberCo and then only a claim based upon breach of a simple contract. There is

BTrustee' sBrief in Opposition to Defendants’ Motion to Dismiss Complaint [Dkt. No. 16],
p.8n.3.
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nothing within the hypothetical to support the additional elements Trustee needs in order to secure
a separate recovery againg Huntington based upon either constructive trust or unjust enrichment.
Therefore, Count 1V of Trustee's amended complaint must be dismissed.

D. Fraudulent Conveyances with Actual Intent - Section 548(a)(1)(A) (Amended
Count II and Original Count VI)

Trustee' s origina complaint set out only the barest of dlegations to support his contention
that Huntington was the recipient of transfers made by CyberCo with theactual intent to defraud its
creditors. However, Trustee's amended complaint stateswith specificity histheory. According to
Trustee, Watson’s ongoing fraud with the various lenders and equipment finance companies had
created a situation where Watson could sustain the fraud only by also sustaining CyberCo and the
various other entities he had been utilizing in his scheme. If, for example, CyberCo faled, then
Trustee argues that the whole house of cards would have fallen down around Watson and his co-
conspiraors. Consequently, Trustee contends that CyberCo had to continue placating Huntington
since Huntington was CyberCo’ sprimary lender. Thegist, then, of Trustee’ s Section 548 fraudulent
conveyance action (i.e., Count Il of Trustee's amended complaint) is that CyberCo made the huge
transfers to Huntington within the year preceding its bankruptcy™ with the intention of hindering
and delaying its other creditors, including those persons who had dams against CyberCo for its
involvement in the ongoing Ponzi scheme alleged.

As aready discussed, Huntington no longer asserts that Trustee's Section 548 count lacks

the specificity necessary to survive a Rule 12(b) motion. Indeed, Trustee' s amended Section 548

1Section 548 as now amended permits the avoidance of transfers made within two years
preceding the commencement of the debtor’s case instead of just one year. However, as already
indicated, the involuntary petition against CyberCo was filed prior to BAPCPA' s effective date.
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count includeswhat Huntington adamantly arguesisacrucial element of any fraudulent conveyance
action: an averment that CyberCo’s estate diminished in value as a consequence of the transfers
made.

The Code Transfersto Huntington depleted the value of the debtor’ s

estate because Huntington’s loans to Cyberco were grossly

undersecured, and asaresult of such Transfers, money that otherwise

would have been availableto the estatewen to pay down Huntington.
11109, Amended Complaint.
However, Huntington arguesthat Trustee’s Section 548 claim still failsbecause the complaint itsel f
contradictswhat Trustee alleges. Specifically, Huntington contends that whatever it received from
CyberCo had to have been proceeds from its collatera since, as Trustee concedes earlier in his
complaint, Huntington had “a security interest in virtualy all of the assets of Cyberco.” 928,
Amended Complaint. According to Huntington, then, it isirrelevant whether it was undersecured
or not, for it in any event received from CyberCo only what in effect already b onged to it because
of its secured position. Consequently, CyberCo’s estate, at least from the perspective of its other
creditors, had not been depleted.

Trustee points out, though, that his amended complaint makes it quite clear that the huge
payouts Huntington was receiving from CyberCo shortly before its demise were not coming from
the collection of assigned accounts receivable. Trustee contends instead that Teleservices Group,
Inc. (“Teleservices’), arelated company, was the sole source of the payments received and that
Huntington had no claim to those monies. 1n other words, Huntington benefitted as much from the

so-called Ponzi scheme Watson was running as did Watson himself. Watson would allegedly dupe

new lenders and leasing companies into believing that they were financing computer equipment
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being purchased by CyberCo from Teleservices and then, according to Trustee, Teleserviceswould
shareits plunder with CyberCo directly and Huntington indirectly.

However, Trusteefails to consider in full what he claims transpired. For purposes of this
motion, one must accept Trustee's allegation that most, if not all, of the payments Huntington
received from CyberCo that are the subject matter of Trustee's fraudulent transfer claims were
tracesble to transfers from Teleservices and that all of those transfers in turn represented loan
proceeds that Teleservices had itself procured by fraud. However, as Trustee himself concedes,
nearly $7 million of the transfers Huntington received in payment of itsindebtedness during the | ast
half of 2004 were by checks made payabl e directly to Huntington from Teleservices' own accounts.
182, Amended Complaint. Consequently, Trusteehasno right to recover asfraudulent any of these
transfers because CyberCo never had an interest in those monies in the first place.”

As for the balance of the allegedly fraudulent transfers, Trustee contends that they were
accomplished by Huntington “sweeping” the accounts CyberCo maintained with it whenever
CyberCowould have Teleservices deposit fundsonitsbehalf. See, e.g., 1158, 80 and 83, Amended
Complaint. Key to this aspect of Trustee's fraudulent conveyance theory is Trustee's further
contention that the monies that Huntington swept from those accounts were not subject to
Huntington’ ssecurity interest and, therefore, could have been used to benefit CyberCo’ smany other
creditorshad thetransfersnot been madeto Huntington. Infact, Trustee emphasizesin hisamended

pleadingsthat CyberCo controlled these accountsand that the Huntington sweepsoccurred only after

“Thereis, of course, thetheory that thedirect transfersfrom Teleservicesto Huntington had
been earmarked for CyberCo’s benefit. However, that argument is usually raised as a defense by
allegedrecipientsof avoidabletransfers. See, e.g., Mandross v. Peoples Banking Co. (In re Hartley),
825 F.2d 1067 (6th Cir. 1987). In any event, Trustee's allegations are insufficient to consider its
application in thisinstance.
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CyberCo had paid other creditors, including the ones who believed they had made valid computer
loans to CyberCo. See, 58 and 80, Amended Complaint.

However, it appears from the pleadings that Huntington in fact did have a security interest
in these deposited funds. Included among the numerous documents Trustee has attached to his
amended complaint is the security agreement between CyberCo and Huntington. 28, Amended
Complaint and Ex. 5, Original Complaint.® Paragraph 2 of the security agreement grants to
Huntington a security interest in all personal property, including deposit accounts. 7d. See, e.g.,
MicH. Comp. LAws 88 440.9109(1)(a), 440.9203(2)(c)(iv) and 440.9314. Although the law does
limit the granting of security interests in deposit accounts to only those that the creditor controls,
Huntington was clearly in control of the CyberCo accounts from which the deposits were swept
becausethey wereall maintained at Huntington. MicH. Comp. LAwsS 8 440.9104(1)(A). Moreover,
it makes no difference that CyberCo also had access to these accounts. MicH. Comp. LAWS §
440.9104(2).

Huntington’ ssecurityinterestinthe Teleservicesfundswoul d have attached then at the same

timethey were deposited into CyberCo' s bank accounts.” Consequently, Huntington’ s subsequent

'°Copies of written instruments that are attached to a pleading are part of that pleading for
all purposes. Fep.R.BANKR.P. 7010 and Fep.R.Civ.P. 10(c).

"CyberCodid haverightsinthefundstransferred to itsaccountsby Teleserviceseventhough
Trustee alleges that all of those funds had been procured by fraud. Teleservices did not steal those
funds; rather, it tricked its victims into lending it money. Consequently, while the interests
Teleservices, and then CyberCo, may have acquired were voidable, they were nonethel ess capable
of being attached under Article 9.

| would also note that the outcome would be no different if Teleservices had instead stolen
the monies outright and then deposited its loot in CyberCo’s accounts. Granted, Huntington’s
interest in those monies would have been void since a security interest cannot be taken in stolen
property. However, the same would have to be said of whatever claims CyberCo’ s other creditors
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sweepsof those accountswoul d not have diminished CyberCo’ s“estate” vis-a-visitsother creditors.
For exampl e, another CyberCo creditor would not have been ableto successfully garnish thosefunds
had they not been swept by Huntington. Huntington’ s security interest in the deposited fundswould
have given it priority over the same.’®
The question, though, remains as to whether the secured position that Huntington enjoyed
in the funds it swept from Huntington’s accounts is fatal to Trustee' s Section 548(a)(1)(A) claim.
“Diminution” certainly is not an expressed element of that cause of action.
(a)(1) The trustee may avoid any transfer of an interest of the
debtor in property . . . that wasmade. . . 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

11 U.S.C. § 548(a)(1)(A) [pre-BAPCPA].

However, “interest of the debtor in property” isworth examining closer.

might have had in those monies. A thief’ sjudgment creditor cannot garnish his swag any more than
can the thief’ slender take it as collaterd.

¥Thereis also at least the suggestion in Trustee’ s amended complaint that Huntington may
have actually received a few, relatively small payments on account of receivables deposited in a
lockbox. Huntington had required that lockbox under the apparent misapprehension that CyberCo
was engaged in alegitimate business that generated substantial receivables. It is unclear whether
Trustee intended to also include these lockbox transfers within his fraudulent conveyance claims
againg Huntington. However, if that is his intention, those transfers would have also been
Huntington's collateral since they represented proceeds of receivables in which Trustee
acknowledges Huntington had a security interest.
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The Bankruptcy Code aso refers to the debtor’s “interest in property,” as opposed to the
property itself, when it describes what becomes property of the bankruptcy estate upon the
commencement of a case.

(a) The commencement of acase under section 301, 302, or 303 of
this title creates an estate. Such estate is comprised of al the
following property, wherever located and by whomever held:
(1) Except asprovided in subsections (b) and (¢)(2) of this
section, al legal or equitable interests of the debtor in
property as of the commencement of the case.
11 U.S.C. 8§ 541(a)(1) (emphasis added).
Therefore, if a Chapter 7 debtor owned only an undivided half interest as a co-tenant in Blackacre
at the commencement of his case, then only that undivided interest would have become property of
the ensuing bankruptcy estate. The other undivided interest would remain outside of the estate.

Asl explained in Talbert v. City Mortgage Services (In re Talbert), 268 B.R. 811 (Bankr.
W.D. Mich. 2001), the Chapter 7 trustee would then administer only the debtor’ sundivided interest
in Blackacre for purposes of the bankruptcy proceeding. This is not to say, of course, that the
Chapter 7 trustee could ignorethe rights of the other co-tenant. Indeed, the Chapter 7 trustee would
unquestionably have to account to the co-tenant for his share of the proceeds were the Chapter 7
trustee to dispose of not only the debtor’s undivided interest under Section 363(b) but also the co-
tenant’s undivided interest under Section 363(h). 11 U.S.C. 8 363(j). However, the Chapter 7

trustee would have to account to the other co-tenant for its share of the proceeds only because he

could not otherwise realize the value of the bankruptcy estate’s own undivided interest in the

property.
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| further concluded in Talbert that this same reasoning gpplies when the debtor owns the
entire fee interest in the property but the property is also subject to alien.

While both practitioners and the courts are accusomed to describing
partieswho hold liensin the property owned by a Chapter 7 debtor as
“secured creditors’” and the debt secured by those liens as “ secured
claims,” these labels are misleading. A Chapter 7 trustee does not
make distributions to lien holders on account of an alowed secured
claimwhich that lien holder may haveagainst the estate. Section 726
isquite clear that distributions by the Chapter 7 trustee are generally
to be limited to only creditors having an alowed priority or
non-priority unsecured claims against the estate:

* * %

The visceral reaction to Section 726's clear language is that it is
incorrect; that somewhere within this section or el sewherewithinthe
Bankruptcy Code must lie a provision which provides for the
allowance and payment of secured claims from property of the
Chapter 7 estate. However, careful analysis of Chapter 7 revealsthat
the Chapter 7 trustee isnot to ded with lien holders as creditorswith
claimsagainst property of the estate but ascompeting interest holders
who must be dealt with asthetrusteeliquidatesthe estate property for
distribution to the debtor's unsecured creditors.

* % %

Therefore, while it may be convenient to describe “property of the
estate” as being all of the property at the outset of the case in which
the debtor has some interest, this description isincorrect. The debtor
may have outright title to many of these assets. However, it is aso
likely that other parties will have competing rightsin at least some.

* * %

What Congress has empowered the Chapter 7 trustee to do is to
dispose of these assetsin such amanner asto separate the property of
the estate (i.e., the debtor's interest in these assets) from the
competing interests in these same assets so that the Chapter 7 trustee
may then distribute the property of theestate pursuant to Section 726.
A Chapter 7 trustee rarely encounters a case where all of the debtor's
assets are owned by the debtor free and clear. Rather, the assets are
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a“crudeoil” consisting of the combined interests of the debtor and of
other parties. Thetrustee, like a petroleum company, is charged with
digtilling from this raw mixture the debtor's interess (i.e., the
property of the estate) so that it may be distributed to unsecured
creditors. Lien holders and other interest holders certainly benefit
from this process. However, they do not benefit because the Chapter
7 trustee has a statutory duty to distribute proceeds to them. Rather,
they benefit becausethey are the ownersof other valuablebyproducts
for which the trustee must account as he or she pursues the refining
process.
Id. at 815-17.7

| have given thisdetailed explanation of Talbert because | seeno reason why the samelogic
does not apply to “interest of the debtor in property” as that phrase is also used in Section 548. If,
for example, the debtor and the co-tenant had previoudy given their respectiveinterestsin Blackacre
to A, itislogical that the bankruptcy trustee of the debtor’ s ensuing Chapter 7 estate would be able
to avoid only the conveyance of the debtor’ sundivided interest. The co-tenant would still be bound
by the separate gift he had made to A of his own undivided interest.

Moreover, | do not see the logic changing if the debtor owned Blackacre in fee and the
competing interest holder instead was a mortgagee. If the debtor were to have then given away to
A hisequity interest in Blackacre, it standsto reason that the subsequent Chapter 7 trustee would be
ableto avoid under Section 548(a)(1) only the equity interest the debtor had conveyed. Indeed, this

point becomes even clearer when thetransfereeisthe mortgageeitself, for if themortgageereceived

afraudulent transfer at dl, it would have been only with respect to whatever remaining equity the

¥Talbert then explains how the Chapter 7 trustee may account to a secured creditor for its
lien as he administers the bankruptcy estate’ s separate ownership interest in the subject property.
For example, the Chapter 7 trustee would likely abandon the bankruptcy estate' sinterest if he were
to determinethat it had no value net of the applicable liens. Or the Chapter 7 trustee might sell the
bankruptcy estate’ s interest pursuant to Section 363(b) and then account to the lienholder for its
share of the proceeds. Id. at 817-18.
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debtor might have had in the otherwise encumbered property. Put simply, abankruptcy trustee can
avoid as fraudulent under Section 548 only that which the debtor had to transfer in the first place.

Thereisno questioninthisinstancethat Huntington’ salleged sweeps of CyberCo’ saccounts
resulted in huge amounts of money being transferred from CyberCo to Huntington within the year
preceding CyberCo’ s involuntary petition. It also may be true that Cyberco intentionally allowed
Huntington to sweep these accounts so that CyberCo could continue to deceiveits other creditors.
Trustee, though, never alleges that Huntington received as aresult of the sweeps more than what it
wasowed by CyberCo.” Moreover, by Trustee sown admission, Huntington already had asecurity
interestinthe deposit accountssubject tothe sweeps. Consequently, Huntington wastaking nothing
morefrom CyberCo thanitsown collaterd. Or, to putit differently, the sweepsdid not resultin any
separaeinterest of CyberCo beingtransferred. Consequently, Trustee’'scomplaint doesnot support
hisaverment that the transfers subject to his Section 548 count weretransfers of thedebtor’sinterest
in the subject property.

Huntington cites Melamed v. Lake County Nat. Bank, 727 F.2d 1399 (6th Cir. 1984), in
support of its contention that “ diminution of the debtor’s estate” is an element of any Section 548
claim and Trustee in turn does his best to distinguish that decision. Melamed is indeed factudly
similar to the case at hand. Like Huntington, the bank in Melamed had received a payout traceable
to collateral in which the bank had a valid security interest: to wit, an account receivable.

Nonethe ess, the bankruptcy trustee in Melamed, like Trustee here, sought to recover the payment

% recognize that the transfers Trustee challenges were much larger than the $17 million
CyberCo owed to Huntington. However, nothing in Trustee’s complaint suggests that Huntington
kept morethanwhat it wasowed. Rather, it appearsthat the differencein what Huntington received
is attributable to Huntington’ s practice of re-advancing to CyberCo a portion of whatever had been
captured by a particular sweep. See, e.g., 158 and 80, Amended Complaint.
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asafraudulent transfer on thetheory that the debtor had actually madethetransfer in order to hinder,
delay, or defraud some or all of the debtor’ s other creditors.

Although the detalls are sketchy, it appears that the Melamed trustee’ s argument paralleled
what Trustee allegesin thisinstance. The debtor in Melamed manufactured large machines. One
of the debtor’ s customerswanted to order amachine but was concerned about the debtor’ sfinancial
condition. The customer nonethel ess placed the order after the bank apparently gave it assurances
concerning the debtor’ sviability. The customer also paid the debtor $30,000 asadown payment and
it was this $30,000 that was setoff by the bank when the debtor deposited it in its account. The
Melamed trustee apparently contended that the conveyance could be recovered from the bank as a
fraudulent conveyance becausethe bank was aware of the debtor’ sfinancial difficultieswhenit gave
Its assurances to the customer.

The case was tried before ajury and a verdict was entered in favor of the trustee. The bank
appealed on two grounds: (1) that the trustee had not established that the debtor itself had had the
requisitefraudulent intent; and (2) that the transfer had not resulted “in adiminution of the debtor’s
assets available to creditors.” Id. at 1402. The Sixth Circuit agreed with the bank that the trial
court’ sinstruction to the jury regarding intent was misleading and, assuch, it appearsthat the matter
could have been remanded for anew trial on that basis alone.

However, the Sixth Circuit then added that the trustee’ s aim shoul d be dismi ssed altogether
because the transfer had had no effect upon the debtor’s assets in any event. As such, it made no
difference whether the debtor had intended to defraud the customer or its other creditors.

As has been noted, because of the Bank's valid security interest in

accounts receivable, that transfer did not diminish the assets of the
debtor which were availableto its creditors. We agree with the Bank
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that under the circumstances of this case the $30,000 transfer had no
effect onthe creditors of Terminal. It did not hinder, delay or defraud
them. A payment which would never have been made to Terminal
without the intervention of the Bank and was subject to the Bank's
security interest ended upin the Bank's hands. The other creditors of
Terminal were not harmed by the transfer. This requirement for
establishing afraudulent transfer not having been met, theintent with
which thetransfer wasmadeisimmaterial. Thedistrict court erred in
submitting thefraudulent transfer claim to thejury. Uponremand this
claim will be dismissed.

Melamed, 727 F.2d at 1402.
Trustee’ s most compelling argument is to cast Melamed in the context of Section 548(c).
That subsection states in pertinent part that:
[A] transferee . . . of such atransfer [i.e., a transfer made by the
debtor withtherequisiteintent to defraud] . . . that takesfor value and
in good faith . . . may retain any interest transferred . . . to the extent
that such transferee. . . gave value to the debtor in exchange for such
transfer. . . .
11 U.S.C. §548(c).
What Trustee contendsisthat the Sixth Circuit in Melamed was merely assessing whether the bank
had taken the transfer in good faith and in exchange for value. Trustee concedes, of course, that
Huntington may at some laer stage of the proceeding be able to establish both of these criteria.
However, Trustee argues that at this point in time he is entitled to at least the inference that
Huntington did not act in good faith, especially given that Section 548(c) is an affirmative defense
and Huntington has yet to answer the now amended complaint.
Trustee’ s reliance on Section 548(c) is complicated by the fact that Melamed was decided

under the former Bankruptcy Act, and, as such, therewould have been no need to reference Section

548(c). Section 548's predecessor did, though, provide similar relief under former Section 67d(6)
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(“A transfer made . . . which isfraudulent . . . shall be null and void . . . except asto a bonafide
purchaser, lienor . . . for a present fair equivalent value.”). However, | an not persuaded that the
Sixth Circuit in Melamed reached its decision in the context of former Section 67d(6) either, for if
it had, | would have expected it to have made at |east some mention of that section. Moreover, |
would have expected the Sixth Circuit to have discussed in more detail the actual bona fides of the
bank in reaching the decision that it did.

What | find to bemoretelling about Melamed isthat former Section 67d(2)(d) isnot the same
asitssuccessor, Section 548(a). Specifically, theformer section, unlike Section 548(a), did not limit
the recoverable conveyance to only the interest the debtor himsdf might have had in property
conveyed; rather, former Section 67d(2) ssmply declared as fraudulent “every transfer made by a
debtor.” Consequently, it was not as apparent under the former Bankruptcy Act asit now is under
the Bankruptcy Code that it is only the debtor’s transfer of its own interest in property tha can be
avoided asafraudulent conveyance. Assuch, | interpret Melamed as morearecognition of what was
meant by “transfer” under former Section 67d(2). In other words, Melamed was addressing within
the meaning of that former subsection what is now much clearer under Section 548(a): that a debtor
canfraudulently transfer only whatever hein fact owns. Hadthebank in Melamed not had asecurity
interest in the debtor’ s account receivable, then the Sixth Circuit may have permitted the matter to
be retried with a different jury instruction regarding actual intent instead of dismissing the claim
outright. Or the Sixth Circuit might have then gone on to pursue further the separae issue of
whether the bank may have been a bona fide lienor for vaue within the exception provided by
former Section 67d(6). However, the Sixth Circuit recognized intuitively within former Section

67d(2) what Section 548(a) now states explicitly: that a debtor cannot fraudulently transfer to a
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creditor property that has already been pledged to that creditor as collateral. Or, asthe Sixth Circuit
in Melamed put it, the debtor’ sassets cannot be diminished if the subject property isalready secured.

Trustee scitationto In re Triple S Restaurants, Inc., 422 F.3d 405 (6th Cir. 2005), isno more
helpful to his cause. In that case, the debtor, Triple S Restaurants, had been the owner and
beneficiary of a $2 million “key man” life insurance policy on Robert Harrod, one of Triple S
owners. Triple Shad then assigned the policy as collateral to itslender. However, the policy itself
did not remain with Triple S. Rather, Triple Stransferred the policy to atrust that had been created
for Harrod after Triple S began experiencing financial difficulties (the “Harrod Trust”).

Triple S eventually filed for Chapter 7 relief and the bankruptcy trustee thereafter attacked
the transfer as a fraudulent conveyance. Harrod had died by that time, thereby leaving $2 million
in insurance proceeds to be claimed. The lender ultimately received $1.75 million under its
assignment. The remaining $250,000, though, was paid to the trust as part of a settlement reached
withthelender. Theappeal focused on this $250,000. The appdlant wasDonald Heavrin. Heavrin
had been sued because the Harrod Trust had distributed a significant portion of the $250,000 to him
as abeneficiary of that trust.

Thebankruptcy court determinedthat Triple Shadinfact intentionally defrauded itscreditors
by transferring the policy to the trust. Consequently, it avoided the transfer as fraudulent under

Section 548(a)(1)(A). Thedistrict court affirmed and Heavrin appealed.

“nteregtingly, the district court did not agree with the bankruptcy court that Triple S had
actually intended to defraud its creditors. Rather, the district court concluded that the transfer was
recoverable because it was constructively fraudulent under Section 548(a)(1)(B) (i.e., the transfer
had been made while debtor was insolvent and not in exchange for reasonably equivalent value).
However, the Sixth Circuit ignored the intermediate court’ sruling and instead evaluated Heavrin's
appeal based upon the bankruptcy court’ s determination of actual fraud.
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The issue on appeal to the Sixth Circuit was the same as the issue presented in this case:
whether property previously assigned as collateral isstill capable of being fraudulently conveyed by
the debtor. Heavrin insisted that the insurance proceeds that he had ultimately received never
belonged to the debtor because those proceeds had been fully assigned to Triple S lender.
Therefore, he argued, Triple S’ transfer of the policy could not have diminished the bankruptcy
estate. Id. at 410.

The Sixth Circuit disagreed. However, in doing so, it did not reject Heavrin's proposition
that there must be some diminution of the debtor’s estate (i.e., some transfer of the debtor’s own
interestin property). Rather, it determined instead that Triple Shad atransferableinterest, that being
the $250,000 the lender allowed the Harrod Trust to retain. Although the pand conceded that some
evidencesupported Heavrin' scontrary contention, it nonethel essdetermined that therewas sufficient
evidenceto al so support the bankruptcy court’ sconclusionthat Triple Sitself had alegitimateclaim
to $250,000 of the policy proceeds notwithstanding the policy’s assignment to the lender.
Consequently, the Sixth Circuit opined that the bankruptcy court had not erred in concluding that

the transfer in question involved the debtor’s property instead of the assignee’s collaterd .?

*Thepanel in Triple S Restaurants did observethat adebtor’ stransfer of afully encumbered
asset might still be fraudulent under Section 548(a).

Furthermore, evenif the primary effect of avoidancewould beto send
the $250,000 back to MDFC, that money would offset TSR’s
outstanding debt to MDFC, thereby freeing up funds in that amount
to pay the unsecured creditors. Avoiding the $250,000 trandfer, in
other words, decreases the amount of secured debt and increasesthe
Trustee s ability to pay the remaining creditors.

Id. at 412.
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Trustee does cite alatter passage in Triple S Restaurants concerning the shifting of burdens
of proof as support for his contention that Triple S Restaurants isin fact a Section 548(c) case.
However, Trustee misreads that passage, for it actually addresses the shifting burden of going
forward with evidence regarding the actual intent dement in a Section 548(a)(1)(A) claim.
Heavrin's explanation for why the lender had permitted the Harrod Trust to keep $250,000 of the
insurance policy proceeds was that it was in settlement of the Harrod Trust’s own lender liability-
type claims against the assignee. Heavrin's argument on appeal wasthat the bankruptcy judge had
erred by placing on him the burden of explaining why the Harrod Trust had alegitimate right to the
$250,000 it received. According to Heavrin, it was the bankruptcy trustee, not he, who had the
burden of establishing actual intent to defraud under Section 548(a)(1)(A) and that, assuch, it should
have been incumbent upon the bankruptcy trustee to prove why the Harrod Trust was not
legitimately entitled to the $250,000.

The Sixth Circuit actually agreed with Heavrin that “a trustee attempting to avoid an
allegedly fraudulent transfer normally bearsthe burden of proof onthatissue.” /d. at 414. However,
the Sixth Circuit dso observed that it was appropriate for the burden to have shifted in Heavrin's
case because the bankruptcy trustee had in fact established arebuttable presumption of actual intent

by establishing several so-called “badges of fraud.” (e.g., that Heavrin was related to Harrod and

It is difficult, though, to assess how much importance the Sixth Circuit gaveto this observation in
rendering its decision given that the observation follows a series of other reasons why the record
supported a determination that Triple S had in fact transferred property in which it had a vduable
interest. Moreover, within that observation isthe presumption that the creditor with the competing
security interest in the collateral is oversecured or the debtor is otherwise solvent. Put differently,
the observation makes sense only if the satisfaction of the creditor’ s debt with the subject collaterd
frees up either cash or other assets for distribution to the debtor’s unsecured creditors. In this
instance, though, Trustee alleges not only that CyberCo was insolvent, 119, Amended Complaint,
but also that Huntington was “grossly undersecured.” 9109, Amended Complaint.
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that Heavrin was Triple S’ attorney). Id. Shifting the burden with respect to intent under Section
548(a)(1), though, has nothing to do with the separate issue of whether the reci pient of thefraudulent
transfer is nonethel ess protected under Section 548(c) because it gave value and it was otherwisein
good faith.

It is unfortunate that the Sixth Circuit did not correlate itsanalysisin Triple S Restaurants
with the specific language of Section 548(a)(1). Nonetheless, it is clear that its reasoning is
consistent with both Section 548 and Melamed. The question on appeal was simply whether Triple
S, by transferring the fully assigned policy to the Harrod Trust, had made (1) atransfer of Triple S
interest in property; and (2) whether that transfer was made with an actual intent to defraud its
creditors. The Sixth Circuit in turn concluded that Triple S had a sufficient interest in the subject
policy to have transferred the requisite interest and that Heavrin had not adequately rebutted the
presumption of fraud once the trustee had identified several so-called fraudulent “badges.” It is
certainly possible that Heavrin contended at the trial level that he was also entitled to protection
under either Section 548(c) or Section 550(b) as a good faith transferee for value. However, if he
did, heclearly did not appeal whatever adverse rulinghe may have received regarding that argument.

To summarize, | conclude that Count Il of Trustee's amended complaint does not state a
causeof action under Section548(a)(1). Theamended complaint undeniably allegesthat substantial
amounts of money were transferred from CyberCo’'s accounts to Huntington within the year
preceding its involuntary petition. However, the only inference that can be drawn from Trustee's
amended complaint isthat all of the amounts that Huntington had swept from CyberCo’ s accounts
werealready subject toitssecurity interest. Therefore, Trustee’ samended complaint cannot support

acritical element to his Section 548(a)(1)(A) count: that CyberCo had transferred its interest, as
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opposed to Huntington’ s own interest, in property when the various sweeps occurred. Therefore,
Count Il of Trustee's amended complaint must be dismissed.

E. Fraudulent Conveyvances With Actual Intent - Section 544(b) / MFTA?
(Amended Count III and Original Count VIII)

Count 111 of Trustee’'samended complaint alleges that transfers by CyberCo to Huntington
are also recoverable as fraudulent under Michigan’ s fraudulent conveyance laws. Trustee' s theory
for recovery under this count is the same as his theory for recovery under his Section 548(a)(1)
count. Indeed, both theories appear to overlap to the extent the subject transfers occurred within the
year immediately preceding CyberCo’ sinvoluntary petition. However, Count |11 does cast awider
net than Count 11 by also seeking to recover transfers by CyberCo to Huntington that occurred
outside of theimmediate year.** Trustee contends that these additional transfers may have been as
much as $23,657,098.33.%

Trustee is permitted by Section 544(b) to utilize applicable state law to avoid fraudulent
transfers. However, like Section 548(a), only transfers of the debtor’s interest in property may be
avoided under that section.

(b)(1) Except asprovidedin paragraph (2), thetrusteemay avoid any
transfer of an interest of the debtor in property .. . that isvoidable

BYMFTA” means “Michigan Fraudulent Transfer Act.”

*Trustee contends that the statute of limitations for actions brought under Michigan’'s
fraudulent conveyance laws permits him to avoid transfers by CyberCo to Huntington madeas early
as six years before the December 8, 2006 commencement of this adversary proceeding.

*Trusteeallegesthat theamount of transferspotentially avoi dablewithinthe one-year period
covered by amended Count |1 is$45,647,604.02, whereasthe amount he allegesis avoidableduring
the longer period covered by amended Count Il is $69,304,702.35. The difference is
$23,657,098.33.
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under applicablelaw by a creditor holding an unsecured claim that is
allowable under section 502 of thistitle. . ..

11 U.S.C. 8§ 544(b)(1) (emphasis added).
Therefore, Trustee confronts the very same problem under Section 544(b) as he does under Section
548(a)(1).

Moreover, the outcomewoul d not have been any different had the language of Section 544(b)
itself not prevented Trustee from proceeding under state law against Huntington. Michigan, like
many other states, has adopted the Uniform Fraudulent Transfer Act (“UFTA”). The UFTA’s
counterpart to Section 548(a)(1)(A) isnot as specific asto what may beavoided. It referssimply to
a“transfer” as opposed to a“transfer . . . of an interest of the debtor in property.”

(1) A transfer made or obligation incurred by adebtor isfraudulent
asto acreditor, whether the creditor’ sclaim arose before or after the
transfer was made or the obligation was incurred, if the debtor made
the transfer or incurred the obligation in either of the foll owing:
(a) Withactual intent to hinder, delay, or defraud any creditor
of the debtor.
MicH. ComP. LAws. 8§ 566.34(1)(a).
However, the UFTA eliminates whatever vagueness there might be by then excluding from the
meaning of transfer “property to the extent it is encumbered by avalid lien.” MicH. Comp. LAWS
§ 566.31(b)(i). See also, MicH. Comp. LAws 88 566.31(h), (/), and (m). Therefore, the UFTA

incorporatesthe same concept as Section 548: adebtor can fraudulently transfer to another only that

which the debtor actualy owns. The UFTA just expresses the concept in adifferent way.
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Therefore, Count 111 of the amended complaint must be dismissed for the same reason as
Count 11.%

F. Recovery of Avoided Transfers Under 11 U.S.C. 542 and 550 (Amended Count
V and Original Count IX)

Section 547, and for that matter, Sections 548(a) and 544(b), permit only the avoidance of
the transfer in question. Recovery of the transfer is a different matter. It is addressed by Section
550.

(a) Except as otherwise provided in this section, to the extent that
atransfer is avoided under section 544, 545, 547, 548, 549, 553(b),
or 724(a) of thistitle, the trustee may recover, for the benefit of the
estate, the property transferred, or, if the court so orders, thevalue 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.

11 U.S.C. § 550(a).
Huntington concedes that Section 550 is a necessary adjunct to Trustee's remaining

preference count and that Count V of Trustee’' samended complaint properly pleadsrelief under that

“Although Trustee unequivocally statesthat Teleservices was the source of most, if not all,
of the transfers made by CyberCo to Huntington within the year immediatdy preceding CyberCo’s
demise, heisnot so specific with respect to the source of whatever other transfers Huntington would
have received from CyberCo between the beginning of their lending relationship in October 2002
and the beginning of December 2003. Nonethdess, itisfair to infer from what has been pled that
Teleservices was CyberCo's primary source of “revenue’ during the entire Huntington/CyberCo
relationship. Moreover, the pleadings indicate that CyberCo serviced its debts to Huntington
throughout their relationship by permitting Huntington to sweep its accounts. {30, Amended
Complaint. Consequently, CyberCo would have had a lien in whatever was swept from those
accounts by virtue of Huntington’s security interest in all of CyberCo’s deposit accounts.
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section.?” However, Huntington does challenge Trustee' sinclusion of Section 542 asan alternative
basisfor recovering from Huntington the value of whatever transfersthe court may ultimately avoid
as preferential under Section 547.

Section 542 empowers the court to compel an entity to deliver to the bankruptcy trustee any
“property that the trustee may use, sell or lease under Section 363 of thistitle....” 11 U.S.C. §
542(a). Section 363, in turn, provides that the bankruptcy trustee may use, sell, or lease only
“property of theestate.” 11 U.S.C. § 363(b)(1). Consequently, it standsto reason that Section 542
is avalable as a remedy only when the bankruptcy estate dready has an interest in the property
sought to be turned over. For example, atrustee would use Section 542 to recover avehicle owned
by the debtor but in the possession of another party.

However, avoidance actions do not in and of themselves constitute property of the estate.
Rather, it is only that which is actually recovered under Section 550 on account of an avoided
transfer that in fact becomes property of the estate.

[The bankruptcy] estate is comprised of al the following, . . .

* * %

(3) any interest in property that the trustee recoversunder . . .
section 550 . . . of thistitle.

11 U.S.C. 8 541(a)(3); see also, Moyer v. ABN AMRO Mortgage Group, Inc. (In re Feringa), 376
B.R. 614, 624 (Bankr. W.D. Mich. 2007).

*"Huntington does contend, though, that Trustee’s Section 550 action should be dismissed
because none of the transfers he seeksto recover are avoidable. While Huntington’s argument has
merit with respect to Trustee’ snow dismissed fraudulent conveyance counts (i.e., amended Counts
[1and [11), Trustee s preference count (amended Count 1) remainsaviable count at thispointintime.
Therefore, Trustee' s corollary effort to recover under Section 550 whatever may still be avoided as
apreferential transfer also survives Huntington’'s original motion to dismiss.
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Consequently, Section 542 isirrelevant for purposes of recovering avoided transfers, for it becomes
operative only when the trustee already has in his possession whatever he is to recover on account
of the transfer avoided.

Common sense substantiatesthisconclusion. Section 550 and all of the protectionsafforded
to transfereesthereunder would be rendered meaninglessif the trustee could simply demand that the
avoided transfer be turned over under Section 542. Indeed, one could ask why an avoidance action
would even be necessary, for the broad interpretation of Section 542 advocated by Trustee would
logicdly subsume the question of whether the transfer was avoidable as well.

Therefore, Trustee' s aternative theory of recovery under Section 542 in amended Count V
must be dismissed.

G. Avoidance of Undetected Transfers (Amended Count VI and Original Count X)

The fina count of Trustee's amended complaint speculates that “Huntington may have
received other Transfers that may be avoidable pursuant to 11 USC 544, 547, 548, 549 and/or
applicable State Law, asmay be discovered by the Plaintiff during the course of these proceedings.”
11135, Amended Complaint. Trustee then requedts relief with respect to these yet to be discovered
transfers.

Courtsare to decide only mattersthat are ripe for adjudication. Kentucky Press Ass’n, Inc.
v. Kentucky, 454 F.3d 505, 509 (6th Cir. 2006); Brown v. Ferro Corp., 763 F.2d 798, 801-02 (6th
Cir. 1985), cert. denied, 474 U.S. 947, 106 S.Ct. 344 (1985). Count VI does not meet this
requirement. Thiscourt cannot grant relief until Trusteeisinfact in aposition to pursuewhat at this

point is only a possibility.
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Trustee himself observesin the second sentence of paragraph 135 of hisamended complaint
that “[t]he Plaintiff [i.e., Trusteg] hereby reserves hisright to amend this Complaint in accordance
with the avoidance powers of the Trustee. . . to avoid any and all Transfers he has the power to
avoid that become known through discovery.” Trustee, of course, is doing nothing more than
restating rights dready afforded to him by FED.R.BANKR.P. 7015 and FED.R.Civ.P. 15(a). A
separae cause of action is not necessary. Nor may it be used as a substitute device to toll an
applicable statute of limitations. See, FED.R.Civ.P. 15(c).

Therefore, Trustee' s amended Count VI must be dismissed.

CONCLUSION

For thereasonsstated i n thisopinion, Huntington’ soriginal motionto dismissisgranted with
respect to Counts I, 111, 1V and V1 of Trustee’samended complaint. Huntington’soriginal motion
todismissisalso granted with respect to the Section 542 relief requested in Count V. Consequently,
only Count I and the Section 550 portion of Count V of Trustee's amended complaint remain for
further adjudication.

Asfor Huntington’ samended motion to dismiss, itisdeniedfor thereasonsa so statedin this
opinion. However, denid iswithout prejudiceto Huntington filing a subsequent motion to dismiss
under Rule 12(c) once Huntington has answered Trustee’ s amended complaint.

The court will enter separate orders consistent with this opinion.

/sl

Hon. Jeffrey R. Hughes
United States Bankruptcy Judge

Signed this 29th day of January, 2008
at Grand Rapids, Michigan.
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