








The Bonham test requires that the court consider two factors: “(1) whether creditors
dealt with the entities as a single economic unit and did not rely on their separate
identity in extending credit; or (2) whether the affairs of the debtor are so entangled
that consolidation will benefit all creditors.” Id. at 766. “The primary purpose of
substantive consolidation ‘is to ensure the equitable treatment of all creditors.”
Bonham, 229 F.3d at 764 (quoting In re Augie/Restivo Baking Co., Ltd., 860 F.2d 515
(2™ Cir. 1988)). It allows a truly equitable distribution of assets by treating the
corporate shell as a single economic unit with the bankruptcy estate. Id. at 768. Here,
the same facts that support alter ego and reverse veil piercing support substantive
consolidation to return the Villa Property (H&G’s sole asset) to the Debtors’
bankruptcy estate nunc pro tunc to the petition date. See Id. (finding that substantive
consolidation nunc pro tunc to the petition date would allow a truly equitable
distribution of assets because it would make it possible for the trustee to pursue

avoidance actions for the benefit of the creditors of the consolidated bankruptcy

estates).
2. The Villa Property is property of the estate so the transfer to the
Diaz Defendants is aveidable under 11 U.S.C. § 549 as an
unauthorized postpetition transfer.
80. Under 11 US.C. § 541(a), “[t]he commencement of a case under section
301, 302, or 303 of this title creates an estate.” The estate is comprised of, infer alia,

“all legal or equitable interests of the debtor in property as of the commencement of
the case.”

81. Section 549(a) allows a trustee to avoid a transfer of property of the estate
made after the commencement of the case which is not authorized under the
Bankruptcy Code or by the court. In re Goodwin, 115 B.R. 674, 676 (Bankr. C.D. Cal.
1990). Section 549(c) creates an exception to avoidance to protect innocent
purchasers of real property who had no knowledge of the pending bankruptcy case.
In re Tippett, 338 B.R. 82, 87-88 (9" Cir. BAP 2006).
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82. TheCourt’s finding of alter ego and its substantive consolidation of H&G
into the Debtors’ estate nunc pro tunc to the petition date promotes the equitable
reality that the Villa Property was property of the estate on the petition date. The
transfer of the Villa Property from the bankruptcy estate to the Diaz Defendants was
an unauthorized postpetition transfer of property of the estate avoidable under
§ 549(a).

83. The Diaz Defendants have no defense to avoidance because they admit
knowledge of the Debtors’ bankruptcy case prior to the closing of the Villa Property
transaction. [FF 9§ 31] Further, as more fully set forth in CL 9 103-106 below, the
Court finds the Diaz Defendants lacked good faith.

3. Kismet’s recovery of the avoided postpetition transfer pursuant to

11 US.C. § 550(23(1) is absolute.

84. Section 550(a) of the Bankruptcy Code provides that to the extent that a
transfer is avoided under §§ 544, § 545, 547, 548, 549 or 724(a), 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. Quite simply put, § 550 identifies the parties
liable for repayment of an avoided transfer, and empowers the trustee to recover the
property transferred or its value for the benefit of the estate. In re Brun, 360 B.R. 669,
672 (Bankr. C.D. Cal. 2007).

85. The purpose of § 550(a) is “‘to restore the estate to the financial condition
it would have enjoyed if the transfer had not occurred.”” In re Straightline
Investments, Inc., _F.3d __, 2008 WL 1970560 at *9 (9" Cir. May 8, 2008) (citing
In re Acequia, Inc.,34 F.3d 800, 812 (9™ Cir. 1994)); Brun, 360 B.R. at 674-75. Ifthe
value of the property has declined following a fraudulent transfer, returning devalued
property itself would not make the estate whole. In such instances, the courts have

awarded a money judgment. On the other hand, when the property has appreciated,
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the trustee is entitled to recover the property itself, or the value of the property at the
time of judgment. The statute, in prescribing alternatives, is purposefully flexible to
accomplish its remedial goal. Brun at 674-75; Inre American Way Service Corp.,
229 B.R. 496, 531-32 (Bankr. S.D. Fla. 1999).

86. The Trustee’s entitlement to recover an avoided transfer from the initial
transferee is absolute under § 550(a)(1). In re Cohen, 300 F.3d 1097, 1102 (9™ Cir.
2002). In contrast, § 550(b) provides an exception to the right of recovery against an
“immediate or mediate” transferee of the initial transferee who takes for value, in good
faith and without knowledge of the voidability of the transfer avoided, or any
immediate or mediate good faith transferee of such transferee. This good faith
defense is only available to subsequent transferees. Cohen, 300 F.3d at 1102; In re
Presidential Corp., 180 B.R. 233, 236 (9™ Cir. BAP 1995).

87. In the present case, as more fully set forth in 99 80-83 the Diaz
Defendants have no defense to the Trustee’s § 549 postpetition avoidance claim.
Pursuant to § 550(a)(1), they are strictly liable as initial transferees to return the
avoided transfer, or its value to the bankruptcy estate.

B.  Alternatively, Even if the Court Declined to Apply the Remedies of Alter

Ego and/or Substantive Consolidation, Kismet is Entitled to Judgment on

its Fraudulent Conveyance Action.

1. The Debtors’ transfer of the Villa Property to H&G is avoidable
under 11 U.S.C. § 544(a), pursuant to California law.

88. Pursuantto § 544(b)(1), “the trustee may avoid any transfer of an interest
of the debtor in property ... that is voidable under applicable law ....”

89. Under California law, an unsecured creditor may avoid a fraudulent
transfer to the extent necessary to satisfy the creditor’s claim. See Cal. Civ. Code
§§ 3439.04 and 3439.07. A “transfer” as defined by California law, “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, and creation of a lien or other encumbrance.” Civ. Code § 3439.01(1).
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An “asset” means unencumbered, non-exempt equity in property of a debtor. Civ.
Code § 3439.01(a).

90. A transfer is fraudulent and avoidable under California law if the debtor
made the transfer or incurred the obligation as follows: “With actual intent to hinder,
delay, or defraud any creditor of the debtor.” Civ. Code § 3439.04(a)(1).
Alternatively, a transfer is otherwise avoidable as a fraudulent transfer if the debtor
made the transfer or incurred the obligation without receiving reasonably equivalent
in exchange for the transfer or obligation, and the debtor either: (A) was engaged in,
or was about to engage in, a business or a transaction for which the remaining assets
were unreasonably small in relation to the business or transaction; or (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. Civ. Code § 3439.04(a)(2).

91. Further, in establishing a prima facie case for fraudulent transfer, the
plaintiff is required to show that the debtor made the transfer or incurred the
obligation within four years of bringing the action, or if later, within one year after the
transfer or obligation was or could have reasonably been discovered by the plaintiff.
Civ. Code § 3439.09(a).

92. There is a clear distinction between the law governing the avoidability
of a fraudulent transfer, and the law governing the trustee’s recovery of an avoided
transfer. Section 550 separates the concepts of avoiding a transfer (i.e., the transfer
from the Debtors to H&G), and recovering from the initial transferee (H&G) or any
immediate or mediate transferees of the initial transferee (the Diaz Defendants). See
Acequia, Inc., 34 F.3d at 809. “[W]hile California law governs whether and to what
extent a transfer of property is voidable, the value of the avoided transfer, and
therefore, the recovery is governed by § 550(a), irrespective of any recovery
limitations imposed by California law.” Brun, 360 B.R. at 672.

93. Inthis case, the Diaz Defendants acknowledge that the applicable transfer

to be avoided under § 544(b) and pursuant to California law, is the Debtors’ transfer
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of the Villa Property to H&G in 2002. [Suppl. Trial Brief at 3:6-7, Adv. Proc.
04-90392 at Doc. #496] They acknowledge that the claim against the Diaz
Defendants is one for recovery of the avoided transfer pursuant to § 550(a)(2) as a
subsequent transferee of H&G. [/d. at page 4:1-4]

94. The fraudulent transfer claim is deemed admitted as to H&G. [FF 7 49]
The Diaz Defendants dispute the fraudulent transfer claim, but presented no evidence
at trial to show the transfer from Debtors to H&G was not fraudulent. [PTO in Adv.
Proc. 04-90392, Remaining Issues of Law § 1] In closing argument, the Diaz
Defendants conceded the Debtors’ transfer to H&G was likely a fraudulent transfer.

95. There is ample evidence to conclude the Debtors’ transfer to H&G is
avoidable both as a constructively fraudulent, and an actually fraudulent transfer.
H&G did not pay any consideration in exchange for the Villa Property, thereby
making the transfer constructively fraudulent. [FF §16] Additionally, the timing and
circumstances surrounding the transfer show Mr. Icenhower intended the transfer to
be actually fraudulent. [FF 9 7-21] Finally, there is no dispute as to the timeliness of
the Fraudulent Conveyance Action. [Suppl. Trial Brief at page 3:9-10, Adv. Proc.
04-90392 at Doc. # 496]

2. Recovery of the Villa Property from the Diaz Defendants is

permitted pursuant to 11 U.S.C. § 550(a)(2).

96.  As more fully set forth in CL 99 84-85 above, to the extent a transfer is
avoided, § 550(a) of the Bankruptcy Code permits recovery of the avoided transfer
or, if the courts 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. [CL 86] In the present case,
the Diaz Defendants have asserted the good faith defense in § 550(b) available to a
subsequent transferee of the initial transferee.

97. A subsequent transferee asserting the good faith defense must prove all

three elements of that defense: (1) taking a property for value; (2) in good faith; and
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(3) without knowledge of the voidability of the transfer avoided. /n re Laguna Beach
Motors, Inc., 159 B.R. 562, 565-66 (Bankr. C.D. Cal. 1993)(citing Bonded Financial
Sves., Inc. v. European American Bank, 838 F.2d 890, 896-97 (7™ Cir. 1988). The
party asserting this defense bears the burden of proving the validity of the affirmative
defense. Laguna Beach Motors, 159 B.R. at 566.

98. The Bankruptcy Code does not define the meaning of the phrases “good
faith” and “without knowledge of the voidability of the transfer avoided.” Goodwin,
115 B.R. at 676. The courts have generally treated the requirements of “good faith”
and “lack of knowledge of voidability” synonymously and have looked to whether a
transferee had knowledge of the transferor’s unfavorable financial condition, or other
circumstances sufficient to lead a reasonable person to investigate the voidability of
the transfer, to determine whether the transferee acted in good faith. In re Smoot, 265
B.R. 128, 141(Bankr. E.D. Va. 1999) (a person is not a good faith transferee under
§ 550(b)(1) if the person has knowledge of the transferor’s unfavorable financial
condition at the time of transfer); Bonded Financial, 838 F.2d at 897-98 (a recipient
of fraudulent transfer lacks good faith if he possessed enough knowledge of the events
to induce a reasonable person to investigate); see also 5 A. Resnick & H. Sommer,
eds., Collier on Bankruptcy, § 550.03[2] and [3] at 550-23-25 (15™ ed. Rev. 2007)
(recognizing the growing body of case law that has applied an objective standard for
good faith).

99.  The courts within this circuit have adopted the objective standard for
good faith enunciated in Bonded Financial. See e.g. In re Richmond Produce Co.,
Inc., 195 B.R. 455, 464 (N.D. Cal. 1996); Goodwin, 115 B.R. at 677; In re Concord
Senior Housing Foundation, 94 B.R. 180, 183 (Bankr. C.D. Cal. 1988) (overruled on

other grounds).’

7 See Rupp v. Markgraf, 95 F.3d 936,943 n. 1 (10" Cir. 1996) (recognizing Concord Senior
Housing is overruled to the extent it supported the proposition that a corporate principal becomes
an initial “transferee” by the mere act of causing the debtor to make a fraudulent transfer).
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100. Specifically, the district court in Richmond Produce tejected the
defendant’s argument that lack of good faith means “actual knowledge” of the
voidabiltiy of the transfer by the transferee. The court explained the standard is one
of objective good faith:

[TThe reciﬁient of a voidable transfer may lack good faith if he
possessed enough knowledge of the events to induce a reasonable person

to investigate. No one supposes that “knowledge of voidability” means

complete understanding of the facts and receipt of a lawyer’s opinion that

such a transfer is voidable; some lesser knowledge will do. Some facts

strongly suggest the presence of others; a recipient that closes its eyes to
the remaining facts may not deny knowledge.

195 B.R. at 464 (quoting Bonded Financial, 838 F.2d at 897-98). The bankruptcy
court in Concord Senior Housing stated:
[A] transferee acts in good faith if it had no facts before it that would
cause a reasonable person to investigate whether the transfer would be
avoidable. Within the context of a section 549 proceeding, I conclude
that if the subsequent transferee knew, or if a reasonable person would
suspect, that the initial transfer was an unauthorized one from a
ba ptcy estate, then the immediate transferee would not have received
the transfer in good faith.
94 B.R. at 183.
101. Likewise, in considering the meaning of the phrase “without knowledge
of the voidability of the transfer avoided,” the bankruptcy court in Goodwin
concluded:

It is my view that the transferee must have knowledge of sufficient facts
that _Sl) puts the transferee on notice that the transfer might be avoidable

i) requires further inquiry into the situation and such inq]u ry is likely

or
to fead to the conclusion that the transfer might be avoidable

115 B.R. at 677 (emphasis added).

102. Accordingly, the courts within this circuit reject an “actual knowledge”
standard for § 550(b). They have consistently applied a standard of objective good
faith. This standard examines what the transferee knew or should have known given
the events, and whether it would cause a reasonable person to investigate. If such

investigation would have likely led to the conclusion the transfer might be avoidable,
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then the transferee lacks good faith and knowledge of the voidability of the transfer
is imputed to the transferee. A transferee cannot turn a blind eye to factual
circumstances that would cause a reasonable person to investigate in order to deny
knowledge and claim good faith. Bonded Financial, 838 F.2d at 897-98.

103. The Court concludes the Diaz Defendants are liable as subsequent
transferees pursuant to § 550(a)(2) because they have failed to show they received
the transfer from H&G in objective good faith. First, the Court observes this not a
situation where Mr. Diaz had no reason to question Mr. Icenhower. Cf. Goodwin, 115
B.R. at 677-78 (transferee had no reason to question any wrongdoing due to past
business dealings and family relationship). To the contrary, Mr. Diaz barely knew
Mr. Icenhower, and even he concedes their past dealings (unwittingly lending
$100,000 to a bénkrupt), would put any reasonable person on heightened enquiry in
conducting further business with Mr. Icenhower. [FF 9 27-32; q 65]

104. Second, Mr. Diaz cannot claim he failed to enquire due to lack of
sophistication. He is an educated, experienced businessman who has owned companies
and served on an audit committee. [See FF 23] Any reasonable person of similar
sophistication who had made the same bad loan would have investigated
circumstances surrounding the Debtors’ bankruptcy, and enquired into the reason
Mr. Icenhower could cause H&G to lower the Villa Property sales price to repay his
personal debt. Had Mr. Diaz conducted any enquiry, he would have discovered the
district court litigation involved the Villa Property and the Trustee was questioning
the Debtors’ transfer of the Villa Property to H&G. [FF §65] Additionally, Mr. Diaz
would have discovered what he likely already knew, that Mr. Icenhower had
fraudulently transferred the Villa Property to H&G to keep it away from the Lonies.

105. Third, there were many other “red flags” that should have caused
Mr. Diaz, and any other reasonable person in his shoes, to investigate the voidability
of the transfer to H&G. [See FF 9 60-61] The Diaz Defendants and their attorney

Mr. Sanchez closed their eyes to these “red flags” to avoid actual knowledge. Their
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own Mexican law expert (Prof. Vargas) conceded that, given the cross-border nature
of this transaction, a heightened level of due diligence was required. [FF § 57;
99 61-63] Had any heightened enquiry been made, the Diaz Defendants would have
learned what they likely already knew, that H&G was a shell entity controlled by
Mr. Icenhower.

106. Finally, the Court finds the Diaz Defendants cannot possibly be good
faith transferees because, prior to closing of the Villa Property transaction, Mr. Diaz
actually knew the Debtors’ transfer of the Villa Property to H&G might be voidable
by the Trustee. Mr. Icenhower is one hundred percent certain he disclosed this
information to “hurry up” Mr. Diaz’s decision to purchase the Villa Property while the
title in Mexico remained clear. [FF §966-67] Mr. Diaz denies knowledge, but other
facts suggest this was likely the case. [FF § 60, 4 67] Mr. Diaz proceeded with the
Villa Property transaction because he believed the clear title in the Mexican Public
Registry would defeat the Trustee. Having made the conscious decision to “hurry up”
the transfer to defeat the Trustee, the Diaz Defendants cannot be good faith
transferees.

107. Because the Diaz Defendants are not good faith transferees, Kismet is
entitled to recover for the benefit of the estate, either the Villa Property or its value at
the time of judgment from any combination of the transferees, subject to the limitation
of a single satisfaction set forth in § 550(d). [CL 99 84-85] The Diaz Defendants
cannot complain about the inequities of being ordered to return their cherished
vacation home to the estate when the evidence shows they are renting to the public.
[FF 9 26] Moreover, the equities favor an order directing the return of the Villa
Property where it appears Mr. Diaz conspired with Mr. Icenhower to use the clear title
in Mexico to defeat the Trustee.  See Straightline Investments, 2008 WL at * 9
(requiring return of wrongfully transferred property to the estate was proper course of
action where defendant was aware of the bankruptcy and conspired with Debtor’s

president to transfer the property).
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108. The Court makes no legal conclusion concerning whether its consolidated
judgment in these actions is enforceable in Mexico. As this Court has previously
ruled, it has subject matter jurisdiction over claims to avoid and recover the wrongful
transfer of the Debtors’ interest in the fideicomiso trust, and it has in personam
jurisdiction over each of the Defendants in these actions to order them to execute the
necessary conveyance documents to return the Villa Property to the estate, subject to
enforcement through this Court’s contempt powers, even though it indirectly affects
title to real property in Mexico. [PTO in Adv. Proc. 06-90369, Doc. # 191, Judicially
Noticeable Facts q 5]; see also Fall v. Eastin, 215 U.S. 1, 9-12 (1909) (recognizing
that a court of equity, having authority to act upon the person, may indirectly act upon
real estate in another jurisdiction, and even in a foreign country, through the
instrumentality of its authority over the person); A. Ahart, Cal. Prac. Guide: Enf. J.
& Debts, Ch. 6, 9 6:1849.9 (The Rutter Group 2008).

109. Any findings of facts which may be considered a conclusion of law shall
be deemed a conclusion of law. Any conclusions of law which may be considered a
findings of facts shall be deemed a findings of facts. A separate judgment is filed

concurrently with these findings.

otz (LAY

LOUISE PE CARL ADLER, Judge
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