UNITED STATES BANKRUPTCY COURT
NORTHERN DISTRICT OF GEORGIA

_ATLANTA.DIVISION
IN RE: CHAPTER 7
CASE NO. 11-67522 - MIIM.

JOSEPH H. HARMAN,

Debtor.

NEIL. C. GORDON, Chapter 7 Trustee,

Plaintiff,
V.

JOSEPH H. HARMAN, LINDA J.

HARMAN, THE LINDA 1. HARMAN :

IRREVOCABLE TRUST. JL.H.H.
HOLDINGS CORPORATION, FIRST
EQUITIES PARTNERS, INC.,

FIRST EQUITIES PARTNERS II, INC.,
FCGI ASSOCIATES, LCC., SMITH

- CONERLY, LLP, J. NEVIN SMITH,
SHADRIX LANE, P.C, and VARIGUS
JOHIN DOES,

Detendants.

ADVERSARY PROCEEDING
NO. 13-5211

ORDER ON PARTIAL MOTION
FOR JUDGMENT ON THE PLEADINGS.

This proceeding is before the court on Defendants J. Nevin Smith and Smith

Conerly, LLP's Partial Motion for Judgment on the Pleadings (Doc. No. 90) (the

“Motion}). Plaintiff, the Chaptér 7 Tru:;t‘ée in Debtor’s bankruptey case (the “Main

Case™), filed the complaitit initiating this adversary proceeding June 13, 2013, and



amended the complaint August 15, 2013 and May 2,2014 (Doc. No. 1, amended by
Docs. No. 19 and 75) (as amended, the “Complaint). Defendants J. Nevin Smith (“Mr.
Smith”y and Smith Conerly, LLP (“Smith Conerlv™; together with Mr, Smith, thé “Smith
" Defendants”) now seek partial judgment on the pleadings, asserting that certain claims
Plaintiff made ag‘éinst the Smith Defendants must fail as a matter of law. For the reasons
set forth below, the Motion will be granted in part-and denied in part
| Aliegations of Fact

In the Complaint, Plaintiff alleges Debtor and the other Defendants bav?c engaged
in a scherme to hide Debtor’s assets from Debtor’s creditors. Prior orders in this
adversary proceeding have discussed the alleged scheme extensively (Docs. No. 62 and
63). The “Allegations of Fact” set forth in those orders-are in‘c_:orporatcd herein b»
reference; rather than recount the details, this Orderwill provide only a summary.

Plaintift alleges Debter diverts his carnings and assets {hmugh alter ego entities
into the Linda J. Harman Trrevocable Trust (the “Trust™) or to his wife Linda Harman
{(“Mrs, Harman”). Plaintiff asserts the Trust is invalid and Mrs. Harman is.a “strawman,”
50 th;%: assets of each are properly considercd property of the estate,  Thus, Counts Il and
IV-of—t\he Complaint seek avoidance and recovery of post-petition transfers of assets of
the Trust; Counts V - VHI seck avoidance and recovery of pre-petition fraudulent
%mns_fers to the Trust; and Counts XVII and X VIII seek avoidance and recovery of post-

petition transfers of property nominally titled in Mrs. Harman’s hame.



Count XXII alleges that the Smith- Défendants conspired with Debtor to defraud
Debtor’s creditors through a particular transaction. Plaintiff asserts Debtor, tﬁrough his.
interests in New River Valley Assoctates; Lid. (NRV™),! was eﬁtitled to recelve
proceeds from the sale of an apartiient complex'in Virginia khown as Terrace View (the
 “NRV Proceeds™). Trustee alleges thai, because one of Debtor’s creditors, Carolyn
MecAfee, had served Debtor and Smith Conerly with summenses of garnishment. of
Debtor’s funds, Debtor and the Smith Defendants conspired (o divert the NRYV Proceeds
to.be held by Shadrixl Lahe, P.C. (“Shadrix™), the law firm of Mr. Smith’s friend, Gregory
Shadrix. The NRV Proceeds were transferred to Shadrix May 235, 2011, That same day.
Smith Conerly responded to the summons of garnishment in the negative: it was not then
in possession of any property of Debtor. The next day, May 26, 2011, Smith Conetly
dirccted Shadrix to transfer $89,202.18 of the NRV Proceeds to Smith Conerly, and
Shédrix complied. Trustce asserfs that Shadrix requested to know tﬂc matter for which
the transfer was hcing made and that Smith Conerly replicd by email, *Joseph H. Harman
... McAfee”

Count XXII1 seeks punitive damages due to Debtor’s and the Smith Defendants’
“willful miscon‘duct., malice, fraud, waﬁtonness,.— oppression, and/or that entire warit of

care that would raisé the presumption of indifference to consequences bascd on their

' Plaintiff alleges Debtor was a limited parer Sf NRV with a 3.56% ownership interest.
Through m_is gwnership interest, Debror was entitled to receive $257.256 in proceeds from the salc of
Terrace View,



conspiracy, their intentional fraudulent schemes, and intentional breaches of fiduciary
duty.”

The Smith Defendants argue that, with respect to Co@nts I, IV, VI, XV{L and
XVIIL, they are-entitled to _jllidgme’nt as a matter of faw under Federal Rule of Civil
Procedure 12(c) bécause Plaintiff has failed to allege specific transfers to the Smith
Dcfcﬁdants which might be avoided or recovered. With respect to Counts XXII and
XXIII, the Smith Defendants argue they are entitled to judgment as a matter of law
bccausé Plaintiff cannot raise the causes of actions represented by Counts 'XXfI and
XXM, The Smith Defendants argue: (1) Plaintiff lacks standing to assert a conspiracy
claim on behalf of Debtor’s creditors; (2) the Bankruptcy Code does not recognize a
claim for conspiracy to commit fraudulent transfers; ('3) Plaintift cannot “augment the
remedics in the Bankruptcy Code™ ‘with state-law causes of action; and (4) because.
Debtor would b;‘. barred from recovery under the conspiracy claim by the doctrine of in
pari delicto, Plaimiff, standing in Debtor’s shoes, must also be barred.

- | Standing

Because standing is a threshold issue, the Smith Defendants™ argument that
Plaintiff lacks standing to assert claims on behalf of Debtor’s creditors. will be addressed
first. “[Tthe irreducible constitutional minimum of standing contains three elements™
(1) injury-in-fact; (2) causal "cennecfiqn between the injury and the challenged acts of the

defendants; and (3) redressability of the injury by a favorable decision. Lujan v.



Defenders of Wildlife, 504 1.S: 555, 560 ('} 992): See,l also, Houston v. Mared
Supermarkets, Inc:, 733 F.3d 1323, 1328 (11" Cir. 2013). Rather than focusing on the
injury, causation, and rcdressability factors, bowever, the Smith Deféndants argue that
Plaintiff lacks “standing” to raise Counts XXII and XXIII because the U.S. S_u_;)re;ne
Court in Caplin v. Marine Midland-Graee Trust Co., 406 U.S. 416, 428-34, 92 S.Ct.
1678, 1685-88.(1972) held that a bankruptey trusiee does not have autherity to prosecute
a cause of action that Debtor could not have brought himself. Because Plaintiff alieges
an injury to Debtor’s creditors, rather than to Debtor, the Sm.ith Defendants a‘rgt\;c‘
Plaintiff is without authority to raise the claim. Thé Smith Defendants argue that a
Trustee’s powers are limited to (1) claims to avoid and recover transfers for ih-e ¢state
under the Bankmpt'cy Code and (2) causes of action belonging to Debtor and,
consequently, the estate.

Plaintiff argues that 11 1.5.C. § 544(a) allows a trustec to-stand in the shoes of a
hypothetical judgment creditor i bringing state law causes-of action. That code section
provides

The_ trustee shall have_,ras_, of the commencement of the case ...
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)a creditor that extends credit to the debtor at the
time:of the commencement of the case, and that obtains, at-such
time and with respect to such credit, a judicial licn on all property

on which a.creditor on a'simple contract could have obtained
such a judicial lien, whether or not such a creditor exists{.]



11 U.S.C. § 544(a). Bccaﬁsc: the code section disjunctively provides “trustee shall have
... the rights and powers of [a judgment licn creditor] or may avoid any transfer of
property of tl_ae debtor,”™ Plaintitf asserts that the statute plainly empowers Trustee to do
more than assert avoidance actions. Also, Plaintiff argues that Caplin and other cases
relied upon by the Smith Defendants are distinguishable, as they involve claims specific
to one creditor or class of creditors, as opposedr to claims generalized to all creditors,

In Caplin, the Supreme Court was asked to determine whether a trustee under
Chapter X of the Bankruptey Act of 1898 could assert claims of misconduct against an
indenture trustee on behalf of Debtor’s debenture creditors. 406 U.S. 416, 92 S.Ct. 1678
(1972). Under the terms of the indcriture, the indeénture trustée was cmpowered to take
certain action if Débtor’s asset to liability ratio fcll below 2:1. After Debtor filed for
reorganization under Chapter X, the Chapter X trustee delenninecﬁl-‘thal th¢ indenture
trustee had failed to fulfill its obligations under the indenture, and brought suit. Aftera
tharough review ofa trustee’™s role in Chapter X reorganizations, the Sup-reme Court
defermined that the Chapter X trustee did not have standing to assert creditors” claims
against the third party indenture trustee. In so ruling, the Supreme Court relied on three

observations: (1} “nowhere in the statutory scheme™ is'the Chapter X irustee given the

% Subsequent courts have commented that the changes enacted in the Bankruptcy Code of 1978
did not change the reasoning of Caplin. See, e.g., E.F. Hutton & Co., Inc.-v: Hadley, 901 F.2d 979 (1 i
Cir. 1990). Few courts have discussed the issue post-BAPCPA, but, as discussed below, the relevaat
stalutes appear unchanged.



authority to sue on behalf of third party creditors; (2) the suit would not serve any
purpose to the reérganization, because, assuming the suit were successﬁxk, the indenture
trustee would simply be subrogated to the claims of the debenture hdldet’s; and (3) a suit
- on behalf of the debenture holders inay- Ee inconsistent with the independent actions of
the debenmrg ﬁ'olders against the indenture trﬁste‘e. The third. considc?ation raises a
number of concerns — ‘woui‘d creditors be bound by the result of the suit? Shouldn’t
creditors be allowed to:“make their own assessment of the respective advantages and
disadvantages, not only oflitigation, but of various theories of litigation[?]” Id. at 428-
32,

Subscqﬁcm courts have disagreed as to whether the reasoning in Caplin precludes
a trustee from asserting claims generalized to all creditors. See, e.g., Koch Refining v.
Farmers Union Cent. Exc’*h., Inc., 831 F:2d 1339, 1348-49(7" Cir. 1987) (trustee is the
proper party 1o bring a generalized claim);.St. Paul Fire and Marine Ins. Co. v. PepsiCo,
Inc., 884 F.2d 688 (2d Cir. 1989) (if a gencralized claim, with no particularized injury,
could be brought by any creditor of debtor, trustee is the proper person to assert that
claim, and creditors are bound by the outcome of trustee’s raction)';l but see, Shearson
Lekiman Hutton, Inc. v. Wagoner, 944 F.2d 114, 118-120 (2d Cir: 1991) (“It is well
settied that a bankruptcy trustee has no standing generally to sue third partics on behalf of
the cstate’s creditors, but may only assert claims held by the bankrupt corporation

itself”); In re Ozark Restaurant Equip. Co., 816 F.2d 1222 (8" Cir. 1987). The 1 o



Circuit has acknowledged the differing analyses, but apparently has not reached the issue
itself. E.F. Hulton &-C."o-., Ine. v. Hadley, 901 F.2d:979, 986 (11" Cir. 1990) (noting that
the bankruptey trustec was “admittedly ... assér‘t,ing claims of a specific group” of the
debtor’s creditors and explicitly restricting the holding to the specific Facts of that case).

Comparing the factors analyzed in Caplin to the “irredu;:ibie constitutional
minimum™ of standing stated in Lyjan v. Defenders of Wildlife, 504 U.S. at 560,
complicates the issue. Though Caplin referred to the issue discussed therein as
“standing,” it did not discuss thc minimum Article HI standing as it is recognized iqdaf.
Seé, e.g., Grede v. Bank of New York Mellon, 598 F.3d 899 (7 Cir. 2010) (noting that
Caplin’s discussion focused on Trustee's authority to raise a claim, rather than the injury,
causation, and redressability elements of Art'ic1¢ 11l standing). While Caplin's
commeritary that trustee’s suit would not benefit the estate duc to subrogation of the
claim.speaks to the redressability clement of standing, the Supreme Court’s conclusion —
not that the trustee lacked constitutional footing to raise the claim, but that the trustee was
not the proper patty in interest undér the relévant statuté - speaks 1o prudential standing,
See, Warth v. Seldin, 422 U.S. 490, 500-01 (1975) (prudential rules of standing serve to
limit the role of the courts in resolving public disputes-above and beyond Article [1Fs.
minimum requirements; the “standing question in such cascs is whether the constitutional
or statutory provision on which the claim rests properly can be understood as granting

persons in the plaintiff’s position a right to judicial relief.”).



Plaintiff cleatly meets the minimum ¢lements of standing described in Lujan.
Taking Plaintiff’s allegationsas true. the cstate has suffered an injury in the form of
transfers {o third partics of assets prop_eriy included in the estate. The alleged acts of the
Smith Defendants in conspiring and aiding.in those transfers clearly bears a causal
connection to the iﬁjury.. The.cause of‘action, secking to hold the Smith Defendants
liable for civil conspiracy, would serve to redress that injury by recovering assets for the
estate or by going towards payment of claims against the estate. The Smith Defendants
argue that the alleged injury harmed only Debtor’s creditors, but-that ar.gﬁment- is.
misplaced; Debtor’s creditors are harm’éd because the estate, comprised of Debtor’s
assets from which creditors are paid, was harmed. Indeed, the inju:};, causation, and
rcdressabi]ity elements-of Trustee’s claim for conspiracy to commit fraudulent transfers
mirror those of any other fraudulent transfer claim, which bankruptey trustees routinely
raise. The issue raised by the Smith Defendanis - whether Trustee has the statutory
authority to raise a claim — does not implicate the minimum Constitutional elements of
standing; instead, it asks the 1ﬁuch more direct question of whether Trustee has the
statutory authority to pursue the claims embodied by Counts XXH and XXIII.

-Whii.e ack:zox#lcdging_thc difficulty of the question presented, Caplin holds that
P laintif’f' would not have had the statitory authority to raise the cause of action on behall
~of Debtor’s creditors under the Bankruptey Act of ] 898. “Nowhere in the statutory

scheme is there any suggestion that the trustee ... is to assume the responsibility of suing



third partics on behalf of debenture holders.” Caplin, 406 U.S. at 428. Subsequent
courts, including the 11* Circuit, have concluded that the statutory éuthority on-which
Plaintiff now relies — 11 1J.8.C. § 544(4d) — was embodied i1 the statutory scheme at the
time of Caplin. E.F. Hutton & Co., Inc. v. Hadley, 901 F 2d 979 (11""Cir. 1990)
(*Caplin has been held to remain the law under the revised bankruptcy statutes.”™), citing
In re:Ozark Restaurant Equip. Co., 816 F.2d 1222 (8" Cir. 1987) (“Congress
consolidated former sections 70¢ and 70e of the Act (11 U.S.C. §§ 110(c), (e) of former
title 11) into Sections 544(a) and (b) of the Code, respectively.”). Section 70¢ of the
Bankruptcy Act, as amended in 1966, provided,

“I'Tlrustee shall have as of the date of bankruptcy the rights

and powers of (1) a creditor who obtained a judgment against

the bankrupt upon the date of bankruptcy, whether or not such

a creditor exists, (2) a ereditor who upon the date of

bankruptcy obtained an execution returned unsatisfied against

the bankrupt, whether or not such a creditor exists, and (3).a

creditor who upon the date of bankruptcy obtained a lien by

legal or equitable proceedings upon all property ... upon

which a créditor of the bankrupt upon-a simple contract could

have obtained such a lien, whether or niot such a.creditor

exists.”
It is difficult to envision how the current form of § 544(a)(1) conlers Plaintiff with the
power to bring a claim on behall of Debtor’s creditors where Section 70¢ did not. Courts
have also placed import on the fact that Section 344(c), as proposed in the Bankrupicy

Reform Act of 1978, would have explicitly overruled Caplin, but that subsection was

deleted prior to enactment. See, e.g.,‘Ozark Restaurant Equip. Co., 816 F.2d at 1228, n9.

10



Thus, d'f:épite Trustee’s argument that-the claim is a general claim a trustee should be-able
-to pursue, Trustee lacks the statutory authority to pursue a claim, whether generalized or
particularized, on behalf of Debtor’s creditors, so Count XX must be dismissed.
Similarly, Count XXIII must b_i:'dismis‘sed to the extent it seeks punitive damages related
to Count XXII.
Legsﬂ Standard
Pursuant to Federal Rule of Civil Procedure 12(c), incorporated in Federal Rule of

Bankruptcy Procedure 7012(b), a court shou‘ld grant a motion for judgment on the
pleadings when no material facts are disputed and the moving party is entitled to
judgment as a_maﬁcr of law. FED. R.BANKR. P. 7012(b); Cahnon v. City of West Paim
Beach, 250 1:3d 1299, 1301 (11th-Cir. 2001). A Rule 12(c} motion filed by the
defendant challenges the sufficiency of the complaint like 2 motion under Rule li(b}fé),
See In re Dorsey. 497 B.R. 374, 382 (Bankr. N.D. Ga. 20613). Acéordiﬁgi}', Rule 12(¢)
employs the same legal standard as Rule 12(b)(6). /d. This standard req‘u_ires- that for a
é&;f‘cndant‘s motion {o be granted, w;len viewing the pleadings in the light most favorable,
{o the noti-moving party, the cpmpla'mt must contain no s¢t of facts that support “a claim
to relief that is-plausible on its face:” See Asherofl v. Igbal, 556 11.8. 662, 678 -{*_2009)
(citing Bell Atlantic Corp. v. fivombly, 550 U.S. 544, 570 (2007)). Thus, a.complaint is
_insufficient if it contains enly ;“naked assertion[s of legal cenélusions} devoid of further

factual enhancement.” id

I



Discussion

The Smith Defendants argue they are entitled to judgment as a matter of law with
fespect to Counts IIT, TV, VHI, XVH, and XVIIL- because Plaintiff failed to allege specific
transfers which Plaintiff secks to avoid and recover. Other Defendants have raised this
same argument; ‘conseqwﬁtly? it has been discussed in detail, aﬁd ultimately rejected, in a
prior order (Doci, No. 63). After careful consideration, the reasoning of those prior orders
applies equally to the Smith-Defendants, and is incorporated herein by reference. In
short, Plaintiff has alleged a intricate scheme in which each Defendant has played a part
to conceal Debtor’s assets from Debtor’s creditors. Specific to the Smith Defendants.
Plaintiff has alleged that the Smith Defendants conspired with Debtor to divert the NRV
Proceeds to a third party, out of the ;each. of Debtor’s creditors, and then directed that
$89.202.18 of thosc funds be traﬁsferred back to the Smith Defendants. Plaintiff further
alleges that the Smith Defendants received at least $20,421.82 from Debtor — exclusive of
the $89,202.18 - in thic 90 days prior to the petition dﬁtc. Notably, the Smith Defendants
were responsible for filing Debtor’s Chapter 7 pétition and initial documents in the Main
Case, and failed t‘o‘disciosg: that they held Debtor’s funds® ~instead, they disclosed only a

$25,000 payment in connection with-the bankruptcy case.  An amendment to Debtor’s

¥ Debtor's Statement of Financial Affairs (“SoFA™), Question 3 asks Debtor to disclose any
“payment or other transfer 1o any creditor:made within 90 days immediately preceding the
commencement of the casef.]” Question 9 asks Debior to disclose “all payments inade or property
transferred by or on behalf of the debtor to any persons, incliding attorneys, for consultdtion concerning
debt consolidation, reliéf under the bankruptey law or prt,para’(!on of the petition in bankruptcy within one
year immediately preceding the commencement of this case.”™ Question 10-asks Debtor to disclose any
other transfers not in the ordinary course of business. Debtor is required to list all of his-persanal property
on Schedule B, whether held personally or by another party on Debtor’s béhalf.

12



SoF A filed February 19, 2014 — the same day Debtor obtained new counsel after
concerns were raised about the Smith Defendants’ possible conflicts of interest in these
cases —discloses pre-petition transfers to Smith Conerly as a creditor: $10,421.82
April 28, 2011; $10,000.00 May 12, 2011: $39,202.18 May 26, 2011; and $25,000.00
May 26, 2011 — a total of $84,624.00. Moreover, Plaintriff has alleged that the Smith
Defendants are Debtor’s ]oﬁé—ti;ne counsel. The allegations in the Complaint relate to
Debtor’s use of a complex network of legal entities and documents to divert Debtor’s
assets to ﬁebmr’s wife or the Trust. leaving the reasonable iqference that the Smith
Defendants may have assisted Débtor in his scheme. . This inference is.b_olstcre_d- by the
Smith Defendants’ Answer to the Compiaim; in-which they declined to admit or deny
numerous allegations related to Debtor’s alleged Schcrﬂe, citing attorney-client privilege.
.Recogni:zi ng arelaxed pleading standard for trustees as stated in Kipperman v.
Onex Corp., 2007 WL 2372463 (N.D. Ga. Sept. 26, 2007}, Plaintiff’s complaint is.
sufficient to survive at this stage of litigation. Kipperman states, “Courts generally take a
liberal approach when reviewing e;ii‘ega{i'ons of fraud pled by a trustee in bankruptcy
because, as an outside party to the transactions in issue, the trustee mﬁst plead theclaim
of fraud for the benefit of the estate and its creditors based upon sécondhand knowledge.™
Id.; see. also, Picard v. Madoff, 458 BR. 87 (Bankr.. S.D.N.Y. 2011). Plainti{f’s
allegations regarding the Smith Defendants” receipt of a portion of the NRV Proceeds
and other payments less than 90 days prior to the filing 'of Debtor’s petition do impii'éatc

the Smith Defendants in Debtor’s alleged scheme to hide assets from creditors. As this

I3



coiirt has préviously found, “the pattern of conduct alleged in the Complaint ... ‘raise|s]a
reasonable e.iipcctatien" that discovery may reveéal transfers from the Trust to other
Defendants™ which Trustee secks to avoid and recover in Counts III and IV {Doc. No. 63.
p. 39-40). Similarly, Plaintiff properly pleaded Counts V, VI, and VII, seeking avoidance
* of various pre-petition transfers of the Trust, (Doc. No. 63, p. 40-42), and, therefore, may
recover such transfers from the Smith Defendants, pursuant to Count VIII and 11 U.8.C.
§ 350, to the extent the Smit§1 Defendants were the entities for whose benefit the transfers
were made, or-are immediate or mediate Fransfcfees_ of the transfers. And, just as Counts
XVII and XVIII were not dismissed.against olhc’r Defendants implicated in Debtor’s
alleged scheme. they will not be dismissed as to the Smith Defendants because Plaintiff's
allegations *“‘raise a masOn.a_b'ie expectation’ that discovery wil} reveal evidence of
transfers from Mrs. Harman to-other Defendants.” (Doc. No. 63, p.49). Plainuff I*ias .
alleged facts sufficient to raise an cx'pectati'én that discovery will reveal additional
transfers. Accordingly, it is hereby

ORDERED that the Motion is granted with respect to Counts XXII and XXIII
»fd :

I'T 1S SO ORDERED 'thisrthegg day of September, 2014,

~and denied in all-other respects.

MARGARET H.’MUgﬁHv
UNITED STATES BANKRUPTCY JUDGE




