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	HOWARD KOLLITZ (State Bar No. 059611),

RICHARD D. BURSTEIN (State Bar No. 056661),

JAMES B. DEVINE (State Bar No. 205270) of

DANNING, GILL, DIAMOND & KOLLITZ, LLP

2029 Century Park East, Third Floor
Los Angeles, California 90067-2904
Telephone:  (310) 277-0077
Facsimile:  (310) 277-5735

Attorneys for Objecting Parties In Interest,

Juanita D. Adamina, et al.


UNITED STATES BANKRUPTCY COURT

CENTRAL DISTRICT OF CALIFORNIA

NORTHERN DIVISION

	In re

REED E. SLATKIN and Substantively Consolidated Affiliates TOPSIGHT OREGON, LLC, and REED SLATKIN INVESTMENT  CLUB, L.P., 

                               Debtors.
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	Case No. ND-01-11549-RR [Substantively Consolidated With Former Case No. ND-01-12990-RR]

            [Chapter 11 Case]

Judge:
Hon. Robin L. Riblet

NOTICE OF OBJECTIONS AND OBJECTIONS OF CERTAIN PARTIES IN INTEREST TO PROPOSED CHAPTER 11 PLAN DATED JANUARY 30, 2003 AND MEMORANDUM OF POINTS AND AUTHORITIES IN SUPPORT OF OBJECTIONS

Date:
June 2, 2003

Time:
10:00 a.m.

Place:
1415 State Street
Courtroom 201
Santa Barbara, California


TO THE HONORABLE ROBIN L. RIBLET, UNITED STATES BANKRUPTCY JUDGE, THE CHAPTER 11 TRUSTEE, THE OFFICIAL COMMITTEE OF UNSECURED CREDITORS, THE DEBTOR AND THE UNITED STATES TRUSTEE:


PLEASE TAKE NOTICE, that, Juanita D. Adamina aka Jo De Winter; Alevizos and Associates, Inc., a Hawaii corporation; Kauai Village Associates, a Hawaii Limited Partnership; Robert and Sherry Anderson; Ronald Anderson; Joseph Andruscavage and Tracey M. Andruscavage, each individually and as a trustee of The Andruscavage Family Trust Dated November 14, 1985; James Augusta Bacigalupi, III and Sharman B. Bacigalupi; Mark Benedict; Linda Rae Berman; Louise Berry; Elena Betes; James W. and Arnell I. Burghorn; Betty E. Carlton aka Betty E. Carlton-Frost; Jill Choder and Michael Goldman; Gillian Turner Christie, individually and as the Trustee for The Gillian Turner Christie Trust; Sandra Codding; Peter Coyote and Wild Dog Productions, Inc.; Patrick Clouden; Michael T. Curry; Curry Insurance Agency; Jack Dirmann, individually, as personal representative of the Estate of John Dirmann and as trustee of the Dirmann Revocable Trust Agreement Dated 12/24/1996; Irene Dirmann; Tammy Terrenzi; Shane Dunleavy; Doug C. and Laurie A. Dohring; Patricia S. Lutton; Sarah and Michael Doughty; James Q. and Dianne L. Fisher; Dr. Stanley N. Gale; Sheila and Lawrence Gluck; Dr. Arlo Gordin; Gerhard Haag; Robotic Parking, Inc.; Haag Land & Building Corporation; Peter Henman-Laufer; Milova Incorporated, a California corporation; Paul and Ann Marie Herman; Antony and Patricia Hirsch; Infinity Investments, Ltd.; Diana Venegas; Dr. David Singer; Bruce Jaffe; Michael J. and Anne B. Kananack; Christy Kelso; Gilbert W. Kendrick; Andrew and Tara Kitt; Joel Kreiner; Stina Hans; Tony and Joan Lonstein; Daniel Lonstein; Aviram Lonstein; David Lonstein; Energy Investments, LDC; Financial Growth Company, LLC; Versailles International, LDC; Affluence Investments, LDC; Ronald R. and Merle S. Mardigian; Robert S. and Susan McFarlane; Paul and Anne Minshull; Linda Heineman, as trustee for the New Civilization Trust; Heidi Summers Oxley; Joseph Pantoliano, individually, as Trustee of the Pantoliano Sheppard Family Trust and as Trustee of the Jersey Jo Money Purchase Pension Plan; Nancy Sheppard, as Trustee of the Pantoliano Sheppard Family Trust; William T. and Linda K. Penninger; Robert Picardo and Linda Pawlik; Rod and Mary Quinn; William Reilly; Thomas J. and Nancy A. Reitze; Virginia T. Reitze; Alexandra Rome; Linda Rosen; Joan Roswell; Robert Rounds; Susie Coelho Rounds; S. Cooper Rounds; Karen B. Rounds; Lynn Ruddy (fka Lynn Morse); Jiten and Indira Shah; Richard K. and Genevra B. Shaw; Marilyn R. Shaw; E. Barry Shuman, individually, as trustee of The Money Purchase Plan E. Barry Shuman and as the Trustee of The Connections One, Inc. Retirement Trust; Marcia Shuman; Jason Shuman; Donald L. Simons; Karen A. Simons aka Karen Ritz; Neal H. and Leslie Smith Sobol; The Leslie S. Sobol 1997 Revocable Trust; Frances Sotcher; Dr. Stuart Steinberg, individually and as Trustee of The Burbank Foot Care Center, Inc. Podiatry Group Retirement Trust (an ERISA Plan); Deborah Steinberg; Burbank Foot Care Center, Inc.; Joel Stevens; Patricia Stevens; Jean Bateson Summers; Pete Summers; Lowell and Mona Ward; and, Mark Zaplin (jointly and severally, the “Objecting Parties”), pursuant to Federal Rule of Bankruptcy Procedure 3020, HEREBY OBJECT to the proposed Chapter 11 Trustee And Creditor Committee’s Joint Plan Of Reorganization Dated January 30, 2003 (the “Plan”) submitted by R. Todd Neilson, trustee (the “Trustee”) of the Chapter 11 bankruptcy estate (the “Estate”) of Reed E. Slatkin (“Slatkin” or “Debtor”) and the Official Committee of Unsecured Creditors appointed in Slatkin’s Bankruptcy Case (the “Committee”), on each and all of the following grounds, and for the reasons stated  herein and in the papers filed in support hereof:  

1. The Plan cannot be confirmed because the Plan does not comply with Sections 1129(a)(1)(2) of the  TA \l "Bankruptcy Code [11 U.S.C. § 1129(a)(1)(2)]" \s "Bankruptcy Code [11 U.S.C. § 1129(a)(1)(2)]" \c 2 Bankruptcy Code [11 U.S.C. § 1129(a)(1)(2)], Section 109(d) of the United States Bankruptcy Code (the “Bankruptcy Code”) [ TA \l "11 U.S.C. 109(d)" \s "11 U.S.C. 109(d)" \c 2 11 U.S.C. 109(d)], and Bankruptcy Code Sections 741-752 [ TA \l "11 U.S.C. §§ 741-752" \s "11 U.S.C. §§ 741-752" \c 2 11 U.S.C. §§ 741-752], in that Slatkin is ineligible for relief under Chapter 11 of the Bankruptcy Code because Slatkin is a “stockbroker” as that term is defined by Bankruptcy Code Section 101(53A) [ TA \l "11 U.S.C. § 101(53A)" \s "11 U.S.C. § 101(53A)" \c 2 11 U.S.C. § 101(53A)], and that a proper “liquidation plan” for a “stockbroker” is set forth in Bankruptcy Code Sections 741-752 [ TA \s "11 U.S.C. §§ 741-752" 11 U.S.C. §§ 741-752];

2. The Plan cannot be confirmed because the Plan proponents have not and do not comply with  TA \l "Sections 1129(a)(1)(2)" \s "Sections 1129(a)(1)(2)" \c 2 Sections 1129(a)(1)(2), and other applicable provisions of the Bankruptcy Code in that the Plan proponents consist of the Trustee and the Committee, both of whom lack standing to propose the Plan and both of whom should not exist because Slatkin is a “stockbroker” ineligible for Chapter 11 relief; 

3. The Plan cannot be confirmed because the Plan does not comply with other provisions of the Bankruptcy Code including, without limitation, the notice and disclosure as well as the good faith requirements of Sections 327, 330, 363, 554 and 1129(a)(3) and 1129(a)(4) of the Bankruptcy Code  TA \l "[11 U.S.C. §§ 327, 330, 363, 554, 1129(a)(3) and 1129(a)(4)]" \s "[11 U.S.C. §§ 327, 330, 363, 554, 1129(a)(3) and 1129(a)(4)]" \c 2 [11 U.S.C. §§ 327, 330, 363, 554, 1129(a)(3) and 1129(a)(4)], and  TA \l "Rules 2002, 2014, 2016, 6004, 6007, and 9019 of the Federal Rules of Bankruptcy Procedure" \s "Rules 2002, 2014, 2016, 6004, 6007, and 9019 of the Federal Rules of Bankruptcy Procedure" \c 2 Rules 2002, 2014, 2016, 6004, 6007, and 9019 of the Federal Rules of Bankruptcy Procedure; and, 

4. The Plan cannot be confirmed because the Plan proposes to transfer standing to a liquidating trustee to litigate pending avoidance actions in violation of  TA \l "Sections 1129(a)(1)(2)," \s "Sections 1129(a)(1)(2)," \c 2 Sections 1129(a)(1)(2), 

///

544, 547, 548, 549 and 550 and other applicable provisions of the Bankruptcy Code, which provide that such avoidance claims may only be brought by a bankruptcy trustee.

The Objections are based on this Notice of Objections and Objections, the accompanying Memorandum of Points and Authorities in support of the Objections filed herewith, the Declarations of Robert London, Andrew Savas, William Hutchins, M.D., Juanita D. Adamina, Jill Choder, Peter Coyote, Michael T. Curry, Doug Dohring and Laurie Dohring, Robert A. Engel, Paul Herman, Linda Pawlik, Thomas J. Reitze, Virginia T. Reitze, Leslie S. Sobol (the foregoing declarations are contained in the document entitled, Compendium Of Declarations In Support Of Objection Of Certain Interested Parties To Proposed Chapter 11 Plan which is filed herewith), the Declarations of Richard D. Burstein and James B. Devine, the Index Of Evidence In Support Of Objection Of Certain Interested Parties To Proposed Chapter 11 Plan, all of which are filed and served concurrently herewith, any Objecting Parties’ Requests for Judicial Notice together with the records and papers on file with the Court, and such other and further evidence as may be presented at the hearing to consider the Objections and confirmation of the Plan.1
Dated:  May 2, 2003
DANNING, GILL, DIAMOND & KOLLITZ, LLP


By:


Richard D. Burstein

Attorneys for Objecting Parties In Interest,

Juanita D. Adamina, et al.

I. INTRODUCTION

The Bankruptcy Code contains a specific definition of a “stockbroker” and Slatkin meets that definition.  A debtor is a “stockbroker” if he is a “person with respect to which there is a customer, as defined in  TA \l "section 741 of [the Bankruptcy Code" \s "section 741 of [the Bankruptcy Code" \c 2 section 741 of [the Bankruptcy Code]; and that is engaged in the business of effecting transactions in securities for the account of others; or with members of the general public, from or for such person’s own account.”  11  TA \l "U.S.C. § 101(53A)" \s "U.S.C. § 101(53A)" \c 2 U.S.C. § 101(53A) (emphasis added).  The Bankruptcy Code’s definition of a “customer” under Section 741 “includes…[an] entity that has a claim against a person arising out of…a deposit of cash, a security, or other property with such person for the purpose of purchasing or selling a security…”  TA \l "11 U.S.C. § 741(2)" \s "11 U.S.C. § 741(2)" \c 2 11 U.S.C. § 741(2) (emphasis added).  Under Section 101(53A), two criteria exist for determining whether a debtor may be classified as a “stockbroker”: (1) the debtor must have customers; and, (2) the debtor must be in the business of effecting transactions in securities.   TA \l "In re Baker & Getty Financial Services, Inc., 106 F.3d 1255, 1259 (6th Cir. 1997)" \s "In re Baker & Getty Financial Services, Inc., 106 F.3d 1255, 1259 (6th Cir. 1997)" \c 1 In re Baker & Getty Financial Services, Inc., 106 F.3d 1255, 1259 (6th Cir. 1997).  

The facts developed by the Objecting Parties largely through their own efforts, and without being afforded an opportunity to conduct the deposition of Slatkin, show that Slatkin had “customers” because Slatkin’s investors, including the Objecting Parties, gave money to Slatkin with the express purpose of investing in securities.  The facts also demonstrate that Slatkin engaged in the business of effecting securities transactions for his investors, including Objecting Parties.  Furthermore, courts, which have determined that a debtor was a “stockbroker” with “customers”, have relied upon less evidence than is present in this case.  Under the Code, “stockbrokers” are not eligible for Chapter 11 relief.   TA \l "11 U.S.C. § 109(d)" \s "11 U.S.C. § 109(d)" \c 2 11 U.S.C. § 109(d).2
The logical corollary that follows is that if Slatkin is a “stockbroker” and ineligible for Chapter 11 relief, then the Trustee and the Committee have no right to propose a Plan under  TA \l "Section 1121 of the Code" \s "Section 1121 of the Code" \c 2 Section 1121 of the Code and cannot satisfy the requirements of  TA \l "Section 1129(a)(1)(2) of the Code" \s "Section 1129(a)(1)(2) of the Code" \c 2 Section 1129(a)(1)(2) of the Code.3  

The Plan cannot be confirmed because the Plan proponents have not and cannot comply with applicable provisions of the Code in that the Plan proponents consist of the Trustee and the Committee, both of whom lack standing to propose the Plan and both of whom should not exist because Slatkin is a “stockbroker” who is ineligible for Chapter 11 relief.   Even if Slatkin was entitled to Chapter 11 relief, the Plan cannot be confirmed because the Plan does not comply with other provisions of the Code, including without limitation, the notice and disclosure and good faith requirements of Sections 327, 330, 363, 554, 1129(a)(3)(4) of the Code [ TA \l "11 U.S.C. §§ 327 330, 363, 554 and 1129(a)(3)(4)]" \s "11 U.S.C. §§ 327 330, 363, 554 and 1129(a)(3)(4)]" \c 2 11 U.S.C. §§ 327 330, 363, 554 and 1129(a)(3)(4)]  TA \l "and Rules 2002, 2014, 2016, 6004, 6007, and 9019 of the Federal Rules of Bankruptcy Procedure" \s "and Rules 2002, 2014, 2016, 6004, 6007, and 9019 of the Federal Rules of Bankruptcy Procedure" \c 2 and Rules 2002, 2014, 2016, 6004, 6007, and 9019 of the Federal Rules of Bankruptcy Procedure.  The Plan improperly seeks to circumvent such statutes and rules.

 Finally, the Plan cannot be confirmed because the Plan proposes to transfer standing to a liquidating trustee to litigate pending avoidance actions against the Objecting Parties in violation of the Code, which provides that such avoidance claims may only be brought by a bankruptcy trustee.   TA \l "11 U.S.C. §§ 544, 547, 548, 549 and 550" \s "11 U.S.C. §§ 544, 547, 548, 549 and 550" \c 2 11 U.S.C. §§ 544, 547, 548, 549 and 550.

II. STATEMENT OF FACTS

A. Bankruptcy History

On May 1, 2001, Slatkin filed his petition for voluntary relief pursuant to Chapter 11 of the Code.  On May 16, 2001, Slatkin moved to convert his Case from Chapter 11 to a Case under Chapter 7, and the Court granted Slatkin’s motion.  See Ex Parte Motion For Order Converting Chapter 11 Case To A Case Under Chapter 7 Pursuant To 11 U.S.C. § 1112(a); Declaration Of Jay L. Michaelson And Order Thereon entered May 16, 2001, a true and correct copy of which is attached to the Declaration of Richard D. Burstein In Support Of Objection Of Certain Parties In Interest To Proposed Chapter 11 Plan (the “Burstein Declaration”) as Exhibit “1.”   Later that very same day, without notice, upon the oral motion of the not-yet-employed counsel (Kirkland & Ellis) for a yet-to-be-formed Committee, the Court vacated the earlier conversion Order so that the creditors could “be actively involved in the case” and so that a committee could employ professionals compensated with Bankruptcy Estate funds. See Order Vacating Conversion To Chapter 7 entered May 16, 2001, a true and correct copy of which is attached to the Burstein Declaration as Exhibit “2.”  This Court recognized in May 2001 that Chapter 11 would cost the Estate more money than would a Chapter 7 liquidation.  See Transcript Of Hearings Before The Honorable Robin L. Riblet, United States Bankruptcy Judge, in the matter entitled In re Reed E. Slatkin, dated May 16, 2001 (the “Conversion Hearing Transcript”) at p. 4, a true and correct copy of which is attached to the Burstein Declaration as Exhibit “3”.   Kirkland & Ellis attempted to assuage this Court’s concerns on May 16, 2003 when it represented to the Court that the Committee would submit a plan four to five months after May 2001.  See Conversion Hearing Transcript, at p. 5.4    

B. Slatkin’s Investors Had Claims Against Slatkin Arising From The Deposit Of Money With Slatkin To Be Invested In Securities.

The facts show that Slatkin’s investors have claims arising from the deposit of cash for the purpose of purchasing and selling securities.  

1. Slatkin And His Investors Entered Into Agreements In Which Slatkin Acknowledged The Receipt Of Money For The Stated Purpose Of Investing The Money in Securities.
Most of Slatkin’s investors met Slatkin through social circles.  When the investors began investing with Slatkin, the vast majority of them entered into written agreements drafted by Slatkin that set forth the nature of the relationship between Slatkin and the investors (“Letter Agreement”)  See Index Of Evidence In Support Of Objection Of Certain Interested Parties To Proposed Chapter 11 Plan (“the Index”) at ¶ 1.  These Letter Agreements were executed for the express purpose of investors giving money to Slatkin to be invested in securities that Slatkin usually selected.  See Index at ¶ 2.   Slatkin and the investors agreed that Slatkin would purchase the securities for the investors and that the securities would be held in Slatkin’s name or any name he designated, but that the investors would still own the securities with all ownership rights attaching thereto.  See Index at ¶ 3.  The investors also acknowledged the risk that Slatkin could lose all of the money that Slatkin invested in securities on the investors’ behalf.  See Index at ¶ 4.5
2. Slatkin Also Invested The Money Of People With Whom He Worked.

Slatkin invested money for the people with whom he worked, including Richard McMullin (“McMullin”), Slatkin’s office assistant, and George Elvin (“Elvin”), Slatkin’s partner in the Raptor, Avarian and Orno entities.  See Index at ¶¶ 12-13.

3. Slatkin Acted Like A Stockbroker And Treated His Investors Like Customers.  

Although not required to do so to meet the Code definition of a “stockbroker,” Slatkin acted like a “traditional” stockbroker in many respects and treated his investors as customers.  Slatkin set up an elaborate home office with numerous phone lines, multiple computers with racks of equipment, and a “white board” to chart his stock purchases.  See Index at ¶ 13.  Slatkin spent many years and a significant sum of money developing his computer program that supposedly tracked stocks in a special way.  See Index at ¶ 14.   Slatkin had three (3) satellite dishes on his roof to obtain multiple stock quote sources.  See Index at ¶ 15.  Slatkin would typically start working before 6:00 a.m. and would work all day long, selling and purchasing stocks over the telephone and with his computers.  See Index at ¶ 16.  Slatkin made most of the decisions as to which stock would be purchased.  See Index at ¶ 17.  Throughout the day, Slatkin would chart Slatkin’s purchases on the “white board” and on a separate yellow pad.  See Index at ¶ 18.  At the end of the day, Slatkin would leave the office to attend business meetings.  See Index at ¶ 19.  

Slatkin issued statements to his investors reporting securities trading on the investor’s behalf.  At least annually if not more often, Slatkin issued “Realized Gains and Loss” statements and “Interest and Dividend” statements to his investors.  See Index at ¶ 20.6  For many investors, Slatkin issued additional statements to investors that provided information to the investors regarding their investment account – including “Unrealized Gains and Losses,” “Cash Ledgers,” “Performance Reports,” and “Income and Expenses.”  See Index at ¶ 22.  These Realized Gains and Loss statements were used by the investors to report their investment income and pay taxes.  Based on these reports, investors withdrew money from their investment accounts with Slatkin to pay the taxes on the income reflected in the Realized Gain statements.  See Index at ¶ 23.  For many such investors, withdrawals for paying taxes on income Slatkin had them report resulted in investors withdrawing more money than they had originally deposited with Slatkin.  See Index at ¶ 24.7 

Slatkin also corresponded with his investors regarding specific stock positions and liquidation of stocks that Slatkin had purchased for them.  See Index at ¶ 26.  McMullin testified that Slatkin told him what stocks Slatkin had traded and owned at particular times.  See Index at ¶ 27.  Slatkin advised his investors regarding their estimated capital gains from his securities trading on the investor’s behalf.  See Index at ¶ 28.  

4. The Investors Treated Slatkin Like A Stockbroker.


Slatkin’s investors treated Slatkin like a traditional stockbroker.  Instances of such conduct abound.  A number of Slatkin’s investors paid a commission to Slatkin based on a percentage of the gain attributable to the investor’s account, which was usually characterized as a gift.8 Investors gave stock to Slatkin to trade and authorized Slatkin to trade the stock given by the investor to Slatkin.9   Investors withdrew funds from their investment account to pay taxes on the capital gains Slatkin reported to them.  See Index at ¶ 45.  Slatkin’s investors would specifically request withdrawals for the stated purpose of paying taxes.  See Index at ¶ 46.  By way of illustration only, there are four (4) letters from Leslie Sobol from 1997 – 2000 to Slatkin requesting a withdrawal of funds for paying taxes.  See Index at ¶ 47.  Slatkin’s investors corresponded with Slatkin on a number of matters traditionally discussed between a stockbroker and his investor-customers.10  

C. Slatkin Was In The Business Of Effecting Transactions In Securities For The Accounts Of Others.

The undisputed facts show that Slatkin was in the business of effecting transactions in securities for the accounts of others.

1. Slatkin Engaged In Legitimate Securities And Non-Securities Business.

Slatkin effected countless transactions in securities for his investors.  The record in this Court is now replete with evidence of this.11    

2. Those Who Have Dealt With Slatkin Believed That He Was Investing Money For Other People.

Those people and entities that have interacted with Slatkin believed that he was investing money for other people.  Once again, the evidence is overwhelming.12   

3. Slatkin Represented To His Investors That He Was Operating A Legitimate Business.

Slatkin represented to his investors that he was operating a legitimate business.  Slatkin set up procedures for deposits and withdrawals for the investors’ accounts.  See Index at ¶ 66.  Slatkin told his investors that the money that they gave him would be invested in publicly traded securities chosen at his discretion.  See Index at ¶ 67.  Most of Slatkin’s investors believed that Slatkin was operating a legitimate investment business.  One of the reasons for this belief was that during the course of their investment history with Slatkin, they requested that Slatkin make specific securities transactions of actual stocks, those securities transactions did in fact take place, and Slatkin reported that the transactions took place.  By way of illustration only, Sobol recalls at least 4 different times when she requested Slatkin effect a specific transaction, Slatkin reported that he made the specific transaction and that she needed to pay for the transaction.  See Index at ¶ 68.  Set forth in a footnote are examples of such transactions.13
4. Slatkin Conducted Research On Companies In Which He Was Considering Investing His Investors’ Money.

Slatkin and those working at Slatkin’s direction researched companies before Slatkin invested the investors’ money in those companies.  Slatkin offered to manage Johnson’s money for no fee in exchange for Johnson doing research in the field and sharing his findings with Slatkin.  See Index at ¶ 84.  Hutchins visited companies with Slatkin when Slatkin was conducting due diligence on prospective investments.  See Index at ¶ 85.  Hutchins also witnessed Slatkin speaking with the heads of the companies in which he was considering investing.  See Index at ¶ 86.  Mary Jo Slatkin testified that one of her jobs for Slatkin was organizing the massive amount of research on companies in which Slatkin was considering investing on behalf of his investors.  See Index at ¶ 87.  Bob London, another licensed broker through whom Slatkin conducted trades, was aware that individuals including Johnson, Hutchins and Joe Walton were conducting research at Slatkin’s direction.  See Index at ¶ 88.  Andy Savas was also aware that people were conducting research at Slatkin’s direction.  See Index at ¶ 89.  

5. Slatkin Made Trades Through Licensed Broker Dealers.

The evidence demonstrates that Slatkin made trades through licensed brokers, including Bob London, Andy Savas and Patrick Gallagher.14  

6. Slatkin Engaged In Business Activities That Resulted In A Profit.

Slatkin engaged in legitimate business activity that resulted in profit, which can be demonstrated by his income reported to the IRS and as admitted by the Trustee in his December 2001 Interim Report, as well as by the testimony of Bob London and Andy Savas.15  

7. Slatkin Was In Fiduciary Relationships With His Investors.

Due to the nature of Slatkin’s dealings with his investors, Slatkin was in fiduciary relationships with his investors.  When Slatkin was being investigated by the SEC, he told his investors to seek out other people to assist in the management of their funds and assets, and those people were other stockbrokers and other investment counselors.  See Index at ¶ 105.  Slatkin’s procedures for handling withdrawals and deposits of money that the investors gave to him put him in a fiduciary position, much like a bank, because he held the investors’ money and distributed it upon request.  See Index at ¶ 106.  Slatkin advised his investors as to how to report gains on investors’ accounts for tax purposes.  See Index at ¶ 107. 

8. Slatkin Reported To The IRS That He Was In The Business Of “Investment 
Counseling.”

Slatkin reported to the IRS that he was a “stock trader” and an “investment counselor.” On his 1992 tax return, Schedule C, Slatkin lists his principal business as a “CONSULTANT/STOCK TRADER” and that he had made $1,104, 318 in his business.  See Index at ¶ 108.  On his 1998 tax return, Slatkin reported income in excess of $5 million in his business as an “investment counselor” and used the same professional code used by traditional stockbrokers on his tax return.  See Index at ¶ 109.  On his 1999 tax return, Slatkin reported income in excess of $5.7 million in his business as an “investment counselor” and used the same professional code used by traditional stockbrokers on his tax return.  See Index at ¶ 110.  

D. The Proposed Liquidating Trust Board Members Have Already Depleted Estate Assets On Personal Expenses That In No Way Benefit The Estate.


On February 22, 2002, the Committee filed a Notice Of Filing Of Monthly Expenses For Members Of The Official Committee Of Unsecured Creditors Holding Unsecured Claims (the “Expense Notice”), which was signed by Kirkland & Ellis.  A true and correct copy of the Expense Notice is attached to the Burstein Declaration as Exhibit “4.”  In the Expense Notice, the Committee Members sought reimbursement for extravagant spending at some of the finest Los Angeles area hotels, bars and restaurants and for expensive first-class transportation.  These illustrative facts are critical as the Court assesses the Plan and its proposed transfer of unsupervised power to the Committee members.16
E. The District Court Has Already Recognized The Actual Conflicts Of The Proposed Counsel For The Liquidating Trust.


On March 10, 2003, the United States District Court, The Honorable Margaret M. Morrow, presiding conducted a hearing in the Trustee’s action against Union Bank of California and other financial institutions regarding, inter alia, whether the Trustee’s action could be certified as a class action.  Judge Morrow denied class certification on the grounds of inadequacy of counsel in that Kirkland & Ellis has an actual conflict representing both the Committee and the Trustee, while at the same time purporting to represent a class consisting of Slatkin’s investors, many of whom the Trustee had sued with the assistance of Kirkland & Ellis.  See Reporter’s Transcript Of Proceedings for the action entitled R. Todd Neilson, et al. v. Union Bank of California, et al., USDC Case No. CV-02-6942-MMM (the “Bank Litigation”), dated March 10, 2003, at pp. 57-58, a true and correct copy of which is attached to the Burstein Declaration as Exhibit “5.”  

III.    DISCUSSION

A. The Objecting Parties Have Standing To Object To Plan Confirmation.

The Objecting Parties have standing to object to Plan confirmation because they all have a financial stake in the outcome of a decision on Plan confirmation and also have legal rights to property that is allegedly Estate property.  “A party in interest…may raise and may appear and be heard on any issue in a case under this chapter.”   TA \l "11 U.S.C. § 1109(b)" \s "11 U.S.C. § 1109(b)" \c 2 11 U.S.C. § 1109(b).  The general theory behind this section is that anyone holding a direct financial stake in the outcome of the case should have an opportunity to participate in the adjudication of any issue that may ultimately shape the disposition of his or her interest.  See  TA \l "In re Ionosphere Clubs, Inc., 208 B.R. 812, 814 (S.D.N.Y. 1997)" \s "In re Ionosphere Clubs, Inc., 208 B.R. 812, 814 (S.D.N.Y. 1997)" \c 1 In re Ionosphere Clubs, Inc., 208 B.R. 812, 814 (S.D.N.Y. 1997).  Article III standing, as applied in the Chapter 11 context, is satisfied when the participant holds a financial stake in the outcome of the proceeding such that the participant has an appropriate incentive to participate in an adversarial form to protect his or her interest.  See  TA \l "In re James Wilson Assocs., 965 F.2d 160, 168 (7th Cir. 1992)" \s "In re James Wilson Assocs., 965 F.2d 160, 168 (7th Cir. 1992)" \c 1 In re James Wilson Assocs., 965 F.2d 160, 168 (7th Cir. 1992);  TA \l "International Trade Admin. v. Rensselaer Polytechnic Inst., 936 F.2d 744, 747 (2nd Cir. 1991)" \s "International Trade Admin. v. Rensselaer Polytechnic Inst., 936 F.2d 744, 747 (2nd Cir. 1991)" \c 1 International Trade Admin. v. Rensselaer Polytechnic Inst., 936 F.2d 744, 747 (2nd Cir. 1991).  A party with a legal interest in property claimed to be property of the estate is a party in interest.   TA \l "In re Overview Equities, Inc., 240 B.R. 683, 686-87 (Bankr. E.D.N.Y. 1999)" \s "In re Overview Equities, Inc., 240 B.R. 683, 686-87 (Bankr. E.D.N.Y. 1999)" \c 1 In re Overview Equities, Inc., 240 B.R. 683, 686-87 (Bankr. E.D.N.Y. 1999).

In this Case, the Objecting Parties have a financial stake in the outcome of the hearing on Plan confirmation.  If the Plan is confirmed, then the Trustee may assert that it has been determined that Slatkin is not a “stockbroker”, and that a representative of a Liquidating Trust has standing as the Plaintiff in the numerous avoidance actions now pending against the Objecting Parties.  These assertions are issues which the Objecting Parties dispute.  The Trustee and Committee have acted as a one entity, and without any disagreement throughout the pendency of Slatkin’s Bankruptcy Case.   The Committee does not represent the Objecting Parties’ interests.  If the Objecting Parties are not permitted to address issues in the Plan, the Trustee or the Liquidating Trust may assert that they will be barred from litigating such issues in individual adversary proceedings.  This Court has already declined to hear the Objecting Parties’ motions for summary judgment regarding the standing of the Trustee to litigate his avoidance actions against them in conjunction with the hearing on Plan confirmation.   A ruling on this Plan confirmation may well adversely affect those motions if not heard concurrently herewith.  Again, the Trustee and Committee contend that the Objecting Parties are in possession of Estate property; to wit allegedly fraudulently and preferentially transferred money, and the Objections are properly before this Court.    

B. Slatkin Was A “Stockbroker.”

Section 109(d) of the Code states in pertinent part that: “Only a railroad, a person that may be a debtor under chapter 7 of this title (except a stockbroker or a commodity broker)…may be a debtor under chapter 11 of this title.”   TA \l "11 U.S.C.§ 109(d)" \s "11 U.S.C.§ 109(d)" \c 2 11 U.S.C. § 109(d).  Section 109(d) bars a stockbroker from being a debtor in a Chapter 11 case.  See, e.g.,  TA \l "Securities Investor Protection Corp. v. Blinder, Robinson & Co, Inc., 926 F.2d 960, 964 (10th Cir. 1992)" \s "Securities Investor Protection Corp. v. Blinder, Robinson & Co, Inc., 926 F.2d 960, 964 (10th Cir. 1992)" \c 1 Securities Investor Protection Corp. v. Blinder, Robinson & Co, Inc., 926 F.2d 960, 964 (10th Cir. 1992);  TA \l "H.R. Rep No. 95-595, 95th Cong., 1st Sess. 319 (1977)" \s "H.R. Rep No. 95-595, 95th Cong., 1st Sess. 319 (1977)" \c 3 H.R. Rep No. 95-595, 95th Cong., 1st Sess. 319 (1977) (“Stockbrokers and commodity brokers, which are permitted to be debtors under chapter 7, are excluded from chapter 11.”),  TA \l "reprinted in 1978 U.S. Code Cong. & Admin. News, p. 6276" \s "reprinted in 1978 U.S. Code Cong. & Admin. News, p. 6276" \c 3 reprinted in 1978 U.S. Code Cong. & Admin. News, p. 6276;  TA \l "S. Rep. No. 95-989, 95th Cong., 2nd Sess. 31 (1978)" \s "S. Rep. No. 95-989, 95th Cong., 2nd Sess. 31 (1978)" \c 3 S. Rep. No. 95-989, 95th Cong., 2nd Sess. 31 (1978) (“. . . a stockbroker or commodity broker is eligible for relief only under chapter 7.”),  TA \l "reprinted in 1978 U.S. Code Cong. & Admin. News, p. 5817" \s "reprinted in 1978 U.S. Code Cong. & Admin. News, p. 5817" \c 3 reprinted in 1978 U.S. Code Cong. & Admin. News, p. 5817;  TA \l "2 COLLIER ON BANKRUPTCY ¶ 109.05[2], at 109-35 (15th ed. rev. 2002)" \s "2 COLLIER ON BANKRUPTCY  109.05[2], at 109-35 (15th ed. rev. 2002)" \c 5 2 COLLIER ON BANKRUPTCY ¶ 109.05[2], at 109-35 (15th ed. rev. 2002) (“Stockbrokers and commodity brokers may only be liquidated under subchapters III and IV, respectively, of chapter 7.”).
Section 101(53A) of the Code defines “stockbroker” as a “person with respect to which there is a customer, as defined in section 741 of this title; and who is engaged in the business of effecting transactions in securities for the account of others; or with members of the general public, from or for such person’s own account.”   TA \s "11 U.S.C. § 101(53A)" 11 U.S.C. § 101(53A).  

Under Section 101(53A), two criteria exist for determining whether a debtor may be classified as a “stockbroker”: (1) the debtor must have customers; and, (2) the debtor must be in the business of effecting transactions in securities.   TA \l "Baker & Getty, 106 F.3d at 1259" \s "Baker & Getty, 106 F.3d at 1259" \c 1 Baker & Getty, 106 F.3d at 1259.  The facts of this Case demonstrate conclusively that Slatkin was a “stockbroker” and, therefore, ineligible for Chapter 11 relief.
1. The Clear Language And Plain Meaning Of § 741 Demonstrate That Slatkin’s Investors Were “Customers.”

In order for Slatkin to qualify as a “stockbroker,” Section 101(53A) requires that he have “customers” as defined in Section 741 of the Code.  When interpreting a Code provision, the court must first examine the statutory language.   TA \l "In re Perroton, 958 F. 2d 889, 893 (9th Cir. 1992)" \s "In re Perroton, 958 F. 2d 889, 893 (9th Cir. 1992)" \c 1 In re Perroton, 958 F. 2d 889, 893 (9th Cir. 1992).  If the language of a statute is clear and there is no ambiguity, then there is no need to interpret the language by resorting to the legislative history or other extrinsic aids.  See,  TA \l "Packard Motor Car Co. v. NLRB, 330 U.S. 485, 492 (1947)" \s "Packard Motor Car Co. v. NLRB, 330 U.S. 485, 492 (1947)" \c 1 Packard Motor Car Co. v. NLRB, 330 U.S. 485, 492 (1947);  TA \l "Caminetti v. United States, 242 U.S. 470, 490 (1917)" \s "Caminetti v. United States, 242 U.S. 470, 490 (1917)" \c 1 Caminetti v. United States, 242 U.S. 470, 490 (1917);  TA \l "Securities and Exchange Commission v. Mount Vernon Memorial Park, 664 F.2d 1358, 1364 (9th Cir. 1982)" \s "Securities and Exchange Commission v. Mount Vernon Memorial Park, 664 F.2d 1358, 1364 (9th Cir. 1982)" \c 1 Securities and Exchange Commission v. Mount Vernon Memorial Park, 664 F.2d 1358, 1364 (9th Cir. 1982);  TA \l "United States v. United States Steel Corp., 482 F.2d 439, 444 (7th Cir. 1973), cert. denied, 414 U.S. 909 (1973)" \s "United States v. United States Steel Corp., 482 F.2d 439, 444 (7th Cir. 1973), cert. denied, 414 U.S. 909 (1973)" \c 1 United States v. United States Steel Corp., 482 F.2d 439, 444 (7th Cir. 1973), cert. denied, 414 U.S. 909 (1973).  “Where the language of an enactment is clear and construction according to its terms does not lead to absurd or impracticable consequences, the words employed are to be taken as the final expression of the meaning intended.”   TA \l "United States v. Missouri Pac. R.R., 278 U.S. 269, 278 (1929)" \s "United States v. Missouri Pac. R.R., 278 U.S. 269, 278 (1929)" \c 1 United States v. Missouri Pac. R.R., 278 U.S. 269, 278 (1929).  “[I]n construing statutes in a case of first impression, we first look to the language of the controlling statutes, and second to legislative history.”  TA \l "Central Montana Elec. Power Co-op., Inc. v. Administrator of Bonneville Power Admin., 840 F.2d 1472, 1477 (9th Cir.1988)." \s "Central Montana Elec. Power Co-op., Inc. v. Administrator of Bonneville Power Admin., 840 F.2d 1472, 1477 (9th Cir.1988)." \c 1 Central Montana Elec. Power Co-op., Inc. v. Administrator of Bonneville Power Admin., 840 F.2d 1472, 1477 (9th Cir.1988).17 

Section 741(2)(B)(ii) states in clear and unambiguous language that a “customer” includes an “entity that has a claim against a person arising out of a deposit of cash, a security, or other property with such person for the purpose of purchasing or selling a security.”  See  TA \l "In re Baker & Getty Financial Services, Inc., 106 F.3d 1255, 1260 (6th Cir. 1997)" \s "In re Baker & Getty Financial Services, Inc., 106 F.3d 1255, 1260 (6th Cir. 1997)" \c 1 In re Baker & Getty Financial Services, Inc., 106 F.3d 1255, 1260 (6th Cir. 1997)  (Section 721(2)(B)(ii)  “defines a customer as, inter alia, an ‘entity that has a claim against a person arising out of a deposit of cash, a security, or other property with such person for the purpose of purchasing or selling a security.’”).  In  TA \l "In re ESM Government Securities, Inc., 812 F. 2d 1374 (11th Cir. 1987)" \s "In re ESM Government Securities, Inc., 812 F. 2d 1374 (11th Cir. 1987)" \c 1 In re ESM Government Securities, Inc., 812 F. 2d 1374 (11th Cir. 1987), the Eleventh Circuit has held that a “customer” is “anyone who entrusts securities, cash or other property with the debtor in connection with securities transactions, and loses said property due to the debtor’s insolvency.”   TA \l "In re ESM Government Securities, Inc., at 1376" \s "Id. at 1376" \c 1 Id. at 1376.

The United States Supreme Court has instructed lower federal courts to rely primarily on the “plain meaning” of the Code, and not look beyond the language of the statute itself, when interpreting its provisions.  See, e.g.,  TA \l "United States v. Ron Pair Enterprises, Inc., 489 U.S. 235, 242, 109 S.Ct. 1026, 1031 (1989)" \s "United States v. Ron Pair Enterprises, Inc., 489 U.S. 235, 242, 109 S.Ct. 1026, 1031 (1989)" \c 1 United States v. Ron Pair Enterprises, Inc., 489 U.S. 235, 242, 109 S.Ct. 1026, 1031 (1989) (“The plain meaning of legislation should be conclusive, except in the ‘rare cases [in which] the literal application will produce a result demonstrably at odds with the intention of its drafters,’”);  TA \l "Connecticut Nat’l Bank v. Germain, 503 U.S. 249, 253-54 112 S.Ct. 1146, 1149 (1992)" \s "Connecticut Nat’l Bank v. Germain, 503 U.S. 249, 253-54 112 S.Ct. 1146, 1149 (1992)" \c 1 Connecticut Nat’l Bank v. Germain, 503 U.S. 249, 253-54 112 S.Ct. 1146, 1149 (1992)  (We have stated time and again that courts must presume that a legislature says in a statute what it means and means in a statute what it says there . . . . When the words of a statute are unambiguous, then, this first canon is also the last:  judicial inquiry is complete.”).  

Congress intended Section 741(2) to be interpreted broadly and the term “customers” to include entities other than those specifically enumerated in the statute.  Section 741(2) begins with the words:  “In this subchapter—‘customer’ includes. . . .”  See  TA \s "11 U.S.C. § 741(2)" 11 U.S.C. § 741(2) (emphasis added).   The use of the word “includes” was not accidental—it shows that Congress meant for the list of entities that qualify as “customers” to be non-exclusive.  Section 102(3) of the Code provides that the words “includes” and “including” are not limiting.   TA \l "11 U.S.C. § 102(3)" \s "11 U.S.C. § 102(3)" \c 2 11 U.S.C. § 102(3).  See  TA \l "In re Mark Anthony Const., Inc., 886 F. 2d 1101, 1106 (9th Cir. 1989)" \s "In re Mark Anthony Const., Inc., 886 F. 2d 1101, 1106 (9th Cir. 1989)" \c 1 In re Mark Anthony Const., Inc., 886 F. 2d 1101, 1106 (9th Cir. 1989) (the word “including” in  TA \l "Section 503(b) of the Code" \s "Section 503(b) of the Code" \c 2 Section 503(b) of the Code, listing certain administrative expenses, indicates that the list is illustrative, not exclusive.”).18 

The plain and unambiguous language of  TA \l "Section 741(2)(B)(ii)" \s "Section 741(2)(B)(ii)" \c 2 Section 741(2)(B)(ii) is dispositive.  As explained above, it is undisputed that Slatkin’s investors gave him money to be invested in securities.  It is also undisputed that Slatkin accepted the money and informed the investors that he would invest the money in securities.  When the investors gave the money to Slatkin, they acquired a claim against him arising out of the deposit of such money for the purposes of purchasing securities.  There is no reference to any “ordinary course of business” in Section 741(2)(B)(ii) and there is no “Ponzi” exception to it – all that is required is a showing that the investor’s money was given to the debtor for the purpose of purchasing securities.  Slatkin’s investors were “customers”  TA \l "under Section 741(2)(B)(ii)" \s "under Section 741(2)(B)(ii)" \c 2 under Section 741(2)(B)(ii) because their claims arise out of deposits of cash for the purpose of purchasing securities.  

2. The Undisputed Evidence Demonstrates That Slatkin’s Investors Were “Customers.”

With respect to Slatkin having customers, there is ample evidence that Slatkin’s investors met the definition of having claims against Slatkin that arise from the deposit of cash for the purposes of purchasing securities and being “anybody that interacts with the debtor in a capacity that concerns security transactions.”  The cases that have held that a particular creditor of a debtor was a “customer” under Section 741(2) have focused on particular evidence in making the “customer” determination.  All of the evidence that those courts have focused upon is present here.

There is evidence of executed, written agreements between investors and the debtor for the explicit purposes of investing in securities.   TA \l "City of Elkins v. Davidson (In re Swink & Co., Inc., 142 B.R. 874 (E.D. Ark. 1992)" \s "City of Elkins v. Davidson (In re Swink & Co., Inc., 142 B.R. 874 (E.D. Ark. 1992)" \c 1 City of Elkins v. Davidson (In re Swink & Co., Inc., 142 B.R. 874 (E.D. Ark. 1992).  The Letter Agreements are executed, written agreements between Slatkin and his investors for the explicit purposes of investing in securities.

There is evidence that investors gave money to the debtor to be invested in securities before the securities were actually purchased.   TA \l "Baker & Getty, 106 F.3d at 1256" \s "Baker & Getty, 106 F.3d at 1256" \c 1 Baker & Getty, 106 F.3d at 1256.  The Letter Agreements contain an acknowledgement by Slatkin that Slatkin received money from the investor for the purposes of investing in securities prior to making the investment.  See Index at ¶ 111.  There are checks from investors to Slatkin made prior to an investment made on the investor’s behalf.  See Index at ¶ 112.  Slatkin’s own statements and correspondence corroborate that Slatkin received money to be invested in securities.  See Index at ¶ 113.  Slatkin investors told the SEC that they gave money to Slatkin with the intent that it be invested in the stock market.  See Index at ¶ 114.  Committee member Michael Azeez filed a claim in Slatkin’s bankruptcy case based upon the deposit of money with Slatkin for the purposes of investing in securities.  See Index at ¶ 115.  Both McMullin and Elvin testified that they gave money to Slatkin to invest in securities.  See Index at ¶ 116.   McMullin understood Slatkin’s business as investing money for other people in publicly traded and privately held companies and essentially “doing investments for people.”  See Index at ¶ 117.  Elvin testified that Slatkin told him that Slatkin was investing other people’s money, including the money of some of Slatkin’s friends, in stocks using Slatkin’s long-term investment strategy.  See Index at ¶ 118.  Slatkin’s wife testified that Slatkin was investing money for other people.  See Index at ¶ 119.  Andy Savas stated that he knew Slatkin was investing money for other people based on Slatkin’s representations to him and based on what Slatkin’s investors, some of whom are Savas’ friends, told him.  See Index at ¶ 120.  

In the SEC Action, the District Court made specific factual findings that: (1) from 1985 to 2001, Slatkin invested other people’s funds in securities; (2) Slatkin had at least 500 clients who had invested in excess of $230 million with Slatkin; (3) Slatkin represented to his clients that he used their funds to trade stocks for their behalf; and (4) Slatkin represented to investors that he would invest their funds in securities he deemed appropriate.  See Index at ¶ 121.  All of this undisputed evidence demonstrates that the investors gave Slatkin money for the purpose of being invested in securities.  

The evidence demonstrates that Slatkin informed the investors that securities had been traded on the investors’ behalf.   TA \l "Baker & Getty, 106 F.3d at 1256-57" \s "Baker & Getty, 106 F.3d at 1256-57" \c 1 Baker & Getty, 106 F.3d at 1256-57.  Slatkin issued statements to his investors reporting securities trading on the investor’s behalf.  At least annually if not more often, Slatkin issued “Realized Gains and Loss” statements and “Interest and Dividend” statements to his investors.  See Index at ¶ 122.  These Realized Gains and Loss statements provided the following information to Slatkin’s investors: (1) the dates that Slatkin purchased publicly traded securities for the investor; (2) the dates that Slatkin sold the securities for the investor; (3) the quantity of shares involved in the transactions; (4) the name of the securities; (5) the cost basis for the securities; (6) the proceeds or loss generated from the transactions; and (7) analyses of the short- and long-term gains or losses on the securities transactions.  See Index at ¶ 123.  For many investors, Slatkin issued additional statements to investors that provided information to the investors regarding their investment account – including “Unrealized Gains and Losses,” “Cash Ledgers,” “Performance Reports,” and “Income and Expenses.”  See Index at ¶ 124.  Slatkin also corresponded with his investors regarding specific stock positions and liquidations of stock that Slatkin had purchased for them.  See Index at ¶ 125.  McMullin testified that Slatkin told him what stocks Slatkin had traded and owned at particular times.  See Index at ¶ 126.  Slatkin advised his investors regarding their estimated capital gains from his securities trading on the investor’s behalf.  See Index at ¶ 127.  Investors directed Slatkin as to specific investments to be made on their behalf and how certain stocks were to be handled.  See Index at ¶ 128.  Investors gave stock to Slatkin to trade and authorized Slatkin to trade the stock given by the investor to Slatkin. See Index at ¶ 129.  The undisputed evidence shows that Slatkin advised his investors that Slatkin had traded securities on behalf of investors.

The evidence demonstrates that investors paid commissions to Slatkin.   TA \l "Baker & Getty, 106 F.3d at 1257" \s "Baker & Getty, 106 F.3d at 1257" \c 1 Baker & Getty, 106 F.3d at 1257.  Slatkin’s investors paid commissions to Slatkin based on a percentage of the gain attributable to the investor’s account, which was usually characterized as a gift.  See Index at ¶ 130.  There are letters from investors to Slatkin authorizing Slatkin to take a percentage of the gains attributable to their personal investment account.  See Index at ¶ 131.  During the SEC’s investigation, investors told the SEC that they paid Slatkin a percentage of the gains attributable to their personal investment account.  See Index at ¶ 132.  There is correspondence between Slatkin and his investors regarding how commissions were paid.  See Index at ¶ 133.  Slatkin issued statements to his investors that reflected that Slatkin took a commission from the investors’ account.  See Index at ¶ 134.  Slatkin issued K-1s to his investors that included a deduction for payment of “management” and “professional” fees.  See Index at ¶ 135.  On his tax returns, Slatkin reported to the IRS that he was an “investment counselor,” reported income in excess of $5 million and $5.7 million in 1998 and 1999, respectively, in his business as an “investment counselor,” and used the same professional code used by traditional stockbrokers on his tax return.  See Index at ¶ 136.  Clearly, Slatkin was being paid by his investors.  Slatkin’s investors were “customers”.
3. Case Law Interpreting § 741(2)(B)(ii) Holds That A Party’s Status As A “Customer” Turns On The Purpose Or Intent Of The Creditor, Not Whether The Debtor Operated A Ponzi Scheme Or The Debtor’s Intent.

Two Courts of Appeal have squarely addressed the issue of whether investors in Ponzi scheme are “customers” under Section 741(2).  See  TA \l "Baker & Getty, supra" \s "Baker & Getty, supra" \c 1 Baker & Getty, supra; and  TA \l "Wider v. Wooten, 907 F. 2d 570 (5th Cir. 1990)" \s "Wider v. Wooten, 907 F. 2d 570 (5th Cir. 1990)" \c 1 Wider v. Wooten, 907 F. 2d 570 (5th Cir. 1990).  These decisions stand for the following propositions:  (1) to qualify as a “customer” a party must deposit money with the debtor for the purpose of purchasing securities; and (2) whether the debtor purchases securities or perpetrates a fraud is irrelevant to “customer” status.

In  TA \l "Wider v. Wooten, 907 F. 2d at 570" \s "Wider v. Wooten, 907 F. 2d at 570" \c 1 Wider v. Wooten, 907 F. 2d at 570, the debtor, Ronald Cohen, operated a Ponzi scheme.  The Fifth Circuit analyzed the definition of “customer” under Section 741(2)(B), and held that the debtor’s clients were not customers under Section 741(2)(B) because clients paid for the securities only after Cohen had obtained a certificate and sent a confirmation slip.   TA \l "Wider v. Wooten at 573" \s "Id. at 573" \c 1 Id. at 573 (“Cohen’s clients did not provide Cohen a reservoir of cash from which to purchase securities.  Accordingly, Cohen’s clients’ are not ‘customers’ under the terms of [Section 741(2)(B)(ii)].”).  

The Fifth Circuit also held that Cohen’s clients were not customers under Section 741(2)(A) because that subsection confers customer status only when securities are received or held for the purchaser by the debtor “in the ordinary course of such person’s business as a stockbroker”.  The Fifth Circuit reasoned that Cohen’s investors were not “customers” under Section 741(2)(A) because a Ponzi scheme has no “ordinary course of business.”   TA \l "Id. at 572" \s "Wider v. Wooten at 572" \c 1 Id. at 572, citing  TA \l "In re Bullion Reserve of North America, 836 F. 2d 1214, 1219 n. 8 (9th Cir.), cert. denied, 486 U.S. 1056, 108 S.Ct. 1056 (1988" \s "In re Bullion Reserve of North America, 836 F. 2d 1214, 1219 n. 8 (9th Cir.), cert. denied, 486 U.S. 1056, 108 S.Ct. 1056 (1988" \c 1 In re Bullion Reserve of North America, 836 F. 2d 1214, 1219 n. 8 (9th Cir.), cert. denied, 486 U.S. 1056, 108 S.Ct. 1056 (1988) [preference case rejecting “ordinary course of business” defense under § 547(c)(2)].  Notably, the Wider court did not consider whether other entities not expressly described in Section 741(2) could qualify as “customers” under the Code’s “includes” language.

In  TA \l "Baker & Getty, 106 F. 3d at 1255" \s "Baker & Getty, 106 F. 3d at 1255" \c 1 Baker & Getty, 106 F. 3d at 1255, a case decided under Section 741(2)(B)(ii), not § 741(2)(A), the Sixth Circuit held that Ponzi scheme investors were “customers” because the investors deposited money with the debtor with the expectation that the debtor would purchase securities on their account.   An investor’s status as a “customer” is determined by the investor’s purpose, not by the debtor’s intent or actions:

“We agree with the district court that the definition of customer turns on the purpose of the creditor rather than the status or intent of the debtor.  An investor qualifies as a customer when the investor deposits money or securities with the debtor with the expectation that the debtor purchase stock or trade securities. . . .  It is the act of entrusting the cash to the debtor for the purpose of effecting securities transactions that triggers the customer status provisions. . . . Whether the debtor plans to purchase securities with the funds or defraud investors is irrelevant.”

 TA \l "Baker & Getty at 1260" \s "Baker & Getty at 1260" \c 1 Id. at 1260 (citations and internal quotations omitted; emphasis added).  The Baker & Getty court harmonized its decision with Wider, as follows:

“The Fifth Circuit held that the investors were not “customers” because clients paid for the securities only after the securities were purchased and the clients had received stock certificates and confirmation slips.  According to the court, “Cohen’s clients did not provide Cohen a reservoir of cash from which to purchase securities.”  Wider, 907 F. 2d at 573. Therefore, the logical corollary is that, had the debtors provided a reservoir of cash from which the debtor might have purchased securities, the investors would have been customers.  Id. at 572 (“Subsection (2)(B)(ii) allows customer status when the purchaser deposits cash with the debtor so that the debtor might purchase securities.”).”

 TA \l "Baker & Getty at 1260 n. 9." \s "Baker & Getty at 1260 n. 9." \c 1 Id. at 1260 n. 9. TA \s "Id. at 1260 n. 9."   

The evidence is undisputed that Slatkin’s investors, in fact, “provided a reservoir of cash from which to purchase securities” and “deposited money or securities with the debtor with the expectation that the debtor purchase stock or trade securities”.  Indeed, in the Letter Agreements investors acknowledged delivery of a sum of money to Slatkin “for the purpose of making . . . investments.”  Each letter provides:

“I will invest for you the amount of $XXXXXX (XXXXXX Dollars) in securities that I determine are appropriate.  You and I acknowledge that you have handed to me the sum of $XXXXXX for the purpose of making such investments. The securities bought by me for you (the “securities”) shall be held in my name or in such other name or names as I may designate at my sole discretion to facilitate trading and minimize costs.  You are still the owner thereof, and will be entitled to receive all dividends, distributions and proceeds with respect thereto….” 

See Index at ¶ 137.  In essence, the Letter Agreements established “discretionary accounts” for Slatkin’s investors.  A “discretionary account” is one in which the broker does not need customer authorization before effecting transactions.   TA \l "Leib v. Merrill Lynch, Pierce, Fenner & Smith, Inc., 461 F. Supp. 951, 953 (E.D. Mich. 1978), aff’d, 647 F. 2d 165 (6th Cir. 1981)" \s "Leib v. Merrill Lynch, Pierce, Fenner & Smith, Inc., 461 F. Supp. 951, 953 (E.D. Mich. 1978), aff’d, 647 F. 2d 165 (6th Cir. 1981)" \c 1 Leib v. Merrill Lynch, Pierce, Fenner & Smith, Inc., 461 F. Supp. 951, 953 (E.D. Mich. 1978), aff’d, 647 F. 2d 165 (6th Cir. 1981).  Courts impose fiduciary duties when a broker controls an investor’s account.  See  TA \l "Vucinich v. Paine, Webber, Jackson & Curtis, Inc., 803 F. 2d 454, 460 (9th Cir. 1986)" \s "Vucinich v. Paine, Webber, Jackson & Curtis, Inc., 803 F. 2d 454, 460 (9th Cir. 1986)" \c 1 Vucinich v. Paine, Webber, Jackson & Curtis, Inc., 803 F. 2d 454, 460 (9th Cir. 1986);  TA \l "Caravan Mobile Home Sales, Inc. v. Lehman Bros. Kuhn Loeb, Inc., 769 F. 2d 561, 567 (9th Cir. 1985)" \s "Caravan Mobile Home Sales, Inc. v. Lehman Bros. Kuhn Loeb, Inc., 769 F. 2d 561, 567 (9th Cir. 1985)" \c 1 Caravan Mobile Home Sales, Inc. v. Lehman Bros. Kuhn Loeb, Inc., 769 F. 2d 561, 567 (9th Cir. 1985);  TA \l "Leboce, S.A. v. Merrill Lynch, Pierce, Fenner & Smith, 709 F. 2d 605, 607 (9th Cir. 1983)" \s "Leboce, S.A. v. Merrill Lynch, Pierce, Fenner & Smith, 709 F. 2d 605, 607 (9th Cir. 1983)" \c 1 Leboce, S.A. v. Merrill Lynch, Pierce, Fenner & Smith, 709 F. 2d 605, 607 (9th Cir. 1983).

In this case, as in  TA \l "Baker & Getty" \s "Baker & Getty" \c 1 Baker & Getty, the investors deposited money with Slatkin with the expectation that the debtor would purchase stock.  Unlike the investors in Wider, Slatkin’s investors provided a reservoir of cash from which the debtor might have purchased securities.  Slatkin’s intent or conduct does not affect their status as “customers” under Section 741(2)(B)(ii).  Again,  TA \s "Baker & Getty" Baker & Getty held, “[w]hether the debtor intends to purchase securities with the funds or defraud investors is irrelevant.”  106 F.3d at 1260

4. The “Customer” Definition In Section 741(2)(B)(ii) Does Not Include An “Ordinary Course Of Business” Requirement.

The Trustee may assert that Slatkin’s investors are not “customers” because:  (1) Slatkin operated a Ponzi scheme; or, (2) an alleged Ponzi scheme operator does not have an “ordinary course of business.”  The basic fallacies in such assertions lie in the facts that:   TA \s "Section 741(2)(B)(ii)" Section 741(2)(B)(ii) does not contain any “ordinary course of business” requirement, as is present in  TA \l "Section 741(2)(A)" \s "Section 741(2)(A)" \c 2 Section 741(2)(A), and, even if relevant, which it is not, Slatkin did not operate a Ponzi Scheme.  The Trustee may assert that Slatkin did not have “customers” because his “Ponzi-scheme transactions were not in the ordinary course of his business.”  However, the definition of “customer” in Section 741(2) (B)(ii) simply does not contain an “ordinary course of business” requirement.  Neither the legislative history nor the clear text of Section 741(2) (B)(ii) even remotely suggests Congress intended to include an “ordinary course of business” requirement.  Section 741(2)(B)(ii), on its face, states that entities, such as Slatkin’s investors, who have “claims arising from the deposit of cash for the purchase of securities,” are “customers.”  The statutory definition contains no “ordinary course of business” requirement.  The reasoning of  TA \l "Toibb v. Radloff, 501 U.S. 157, 111 S. Ct. 2197 (1991)" \s "Toibb v. Radloff, 501 U.S. 157, 111 S. Ct. 2197 (1991)" \c 1 Toibb v. Radloff, 501 U.S. 157, 111 S. Ct. 2197 (1991), demonstrates why the “customer” definition in  TA \s "Section 741(2)(B)(ii)" Section 741(2)(B)(ii) does not contain an “ordinary course of business” requirement.  In Toibb, a creditor argued that Chapter 11 is available only for debtors engaged in “business,” although Section 109, the eligibility statute, contains no express “business” requirement.  The Supreme Court, relying on the “plain language” of Section 109, rejected the creditor’s argument.   TA \l "Toibb v. Radloff at 160" \s "Toibb v. Radloff at 160" \c 1 Id. at 160 (“In our view, the plain language of the Bankruptcy Code disposes of the question before us.  Section 109, 11 U.S.C. § 109, defines who may be a debtor under the various chapters of the Code.”).  The Court reasoned that if Congress had intended to exclude non-business debtors from Chapter 11, it would have expressed its intent in the language of the statute.   TA \l "Toibb v. Radloff at 161" \s "Toibb v. Radloff at 161" \c 1 Id. at 161.  

Likewise, if Congress had intended the definition of “customer” to contain an “ordinary course of business” requirement, it would have expressed its intent in the language of the statute.19
C. Slatkin Was Engaged In The Business Of Effecting Transactions In Securities.

The second requirement for an entity to qualify as a “stockbroker” is that the entity must have “engaged in the business of effecting transactions in securities.”   TA \l "11 U.S.C. § 101 (53A)" \s "11 U.S.C. § 101 (53A)" \c 2 11 U.S.C. § 101 (53A);  TA \s "Baker & Getty, 106 F.3d at 1259" Baker & Getty, 106 F.3d at 1259.

1. The Undisputed Evidence Demonstrates That Slatkin Was A “Stockbroker.”

The following facts establish conclusively that Reed Slatkin was “engaged in the business of effecting transactions in securities.”  The cases that have held that a debtor was a “stockbroker” under Section 101(53A) have focused on particular evidence in making the “stockbroker” determination.  All of the evidence which those courts have focused upon is present in this Case.

First, Slatkin engaged in legitimate business activities.   TA \l "Baker & Getty, 106 F.3d at 1258, 1262" \s "Baker & Getty, 106 F.3d at 1258, 1262" \c 2 Baker & Getty, 106 F.3d at 1258, 1262.  The undisputed evidence shows that Slatkin effected millions of transactions in securities for his investors.  There are countless trade slips, confirmation slips and brokerage reports from licensed broker-dealers that demonstrate actual trading of millions of dollars of legitimate stock holdings, all of which is corroborated by Slatkin’s IRS 1099 forms, his own financial records and tax returns, and even the Trustee’s own report (“the money was nonetheless invested.”).  See Index at ¶ 138.   McMullin and Johnson both personally witnessed Slatkin engaging in numbers of legitimate trades, on Slatkin’s direct line to his broker, and charting his success.   See Index at ¶ 139.   Slatkin was instrumental in the foundation of Earthlink and the solicitation of funds to be invested in Earthlink.  See Index at ¶ 140. 

Second, Slatkin engaged in legitimate business activity that resulted in a profit.  In 1998, Slatkin reported to the IRS that his adjusted gross income was $9,965,282, on which he paid taxes.  Of that figure, $7,019,925 was reported as capital gains.  See Index at ¶ 141.  In 1999, Slatkin reported to the IRS that his gross adjusted income as $27,079,487 with $27,908,164 in capital gains.  See Index at ¶ 142.  The Trustee also reported on Slatkin’s purchase of millions of shares in Earthlink resulting in a peak value of over $175 million alone.  See Index at ¶ 143.  Both Bob London and Andy Savas acknowledged that investments that Slatkin made through them resulted in a profit.  See Index at ¶ 144.  During Johnson’s December 16, 2002 visit to the Trustee’s document depository, he discovered Slatkin’s 1999 federal tax return.  Johnson, in reviewing Slatkin’s 1999 federal tax return, determined that Slatkin was reporting income based on actual securities sales, not new investors’ money.  See Index at ¶ 145.   In the face of this legitimate activity, had Slatkin filed his bankruptcy petition in January  1999, he could have returned all his investors’ principal without any litigation required. 

Third, Slatkin represented to his investors that he was operating a legitimate business.  Slatkin set up procedures for deposits and withdrawals for the investors’ accounts.  See Index at ¶ 146.  Slatkin told his investors that the money that they gave him would be invested in publicly traded securities chosen at his discretion.  See Index at ¶ 147.  Most of Slatkin’s investors believed that Slatkin was operating a legitimate investment business.  One of the reasons for this belief was that during the course of their investment history with Slatkin, they requested that Slatkin make specific securities transactions of actual stocks, those securities transactions did, in fact, take place, and Slatkin reported that the transactions took place.  As an example, one investor can trace at least four legitimate securities transactions all of which occurred at the investor’s direction.  See discussion of Leslie Sobol, supra; Index at ¶ 148. 

Fourth, Slatkin and those working at Slatkin’s direction researched companies before Slatkin invested the investors’ money in those companies.  Slatkin offered to manage Johnson’s money for no fee in exchange for Johnson doing research in the field and sharing his findings with Slatkin.  See Index at ¶ 149.  Mary Jo Slatkin testified that one of her jobs for Slatkin was organizing the massive amount of research on companies in which Slatkin was considering investing on behalf of his investors.  See Index at ¶ 150.  Both Bob London and Andy Savas were aware that Slatkin and individuals acting at Slatkin’s direction did research.  See Index at ¶ 151.  All of the foregoing factual illustrations, demonstrate that Slatkin engaged in real business activities and in actual securities transactions.

There is undisputable evidence that Slatkin traded securities through a licensed broker-dealer.   TA \l "Baker & Getty, 106 F.3d at 1258" \s "Baker & Getty, 106 F.3d at 1258" \c 1 Baker & Getty, 106 F.3d at 1258,  TA \l "In the Matter of Paragon Securities Co., 599 F.2d 551, 553 (3rd Cir. 1979)" \s "In the Matter of Paragon Securities Co., 599 F.2d 551, 553 (3rd Cir. 1979)" \c 1 In the Matter of Paragon Securities Co., 599 F.2d 551, 553 (3rd Cir. 1979).  Slatkin placed and executed millions of trades of publicly-held securities through a number of legitimate brokerage houses.  See Index at ¶ 152.  Each securities transaction in which Slatkin engaged was through a licensed broker.  See Index at ¶ 153.  Slatkin had a dedicated telephone line that rang directly to the desk of a licensed broker through whom Slatkin placed the trades.  See Index at ¶ 154.  Furthermore, the testimony from two of Slatkin’s licensed stockbrokers confirms that Slatkin conducted trades through licensed broker-dealers.  Both Bob London and Andy Savas were licensed when they placed securities trades for Slatkin.  See Index at ¶ 155.  Slatkin paid a commission on the trades.  See Index at ¶ 156.  All of the trades were cleared through legitimate clearinghouses and the securities were held in street name. See Index at ¶ 157.  The Trustee’s Report admits that Patrick Gallagher, a licensed commodities broker accepted money from Slatkin to make the trades.  See Index at ¶ 158.  This undisputable evidence demonstrates that Slatkin conducted his trades through a licensed broker-dealer, just like the debtor in Baker & Getty.  

There is evidence that the Slatkin enticed others to invest with him.   TA \l "Baker & Getty, 106 F.3d at 1262" \s "Baker & Getty, 106 F.3d at 1262" \c 1 Baker & Getty, 106 F.3d at 1262.  As the Trustee has admitted, some investors were enticed by Slatkin’s reported gains on previous investors’ accounts.  See Index at ¶ 159.   In addition, Slatkin directly contacted other potential investors and informed them of his investment strategies and touted his success to them.  See Index at ¶ 160.  

There is undisputable evidence of a fiduciary relationship between the debtor and the investors.   TA \l "Swink & Co., 142 B.R. at 878" \s "Swink & Co., 142 B.R. at 878" \c 1 Swink & Co., 142 B.R. at 878.  Slatkin represented to the investors that he treated investing on the investors’ accounts like a stockbroker.  Slatkin set up a system for deposits into and withdrawals from the investors’ accounts.  See Index at ¶ 161.  Slatkin also provided investors with the Realized Gains and Loss statement, Interest and Dividends statements, and tax reporting-related information so that the investors could properly report the gains on their accounts.  See Index at ¶ 162.  Slatkin also informed his investors that, because he was being investigated by the SEC for “managing people’s money,” he was closing the investors’ accounts and referred them to other stockbrokers and brokerage houses that could perform the same services to the investors that Slatkin had previously provided to them.  See Index at ¶ 163.  The foregoing factual illustrations show that Slatkin was in a fiduciary position with the investors – holding their money, telling them how to pay taxes, and reporting gains.  All of these are hallmarks of a fiduciary relationship.  The only reasonable interpretation of the foregoing facts was that Slatkin was in the business of effecting transactions in securities.

2. Slatkin Does Not Have To Be Licensed In Order To Qualify As A “Stockbroker.”

The Trustee may contend that Slatkin was not a “stockbroker” because he was not a licensed broker-dealer.  The presence of a license has been expressly rejected as a requirement for a debtor to be a “stockbroker,”  TA \l "Baker & Getty, 106 F.3d at 1261" \s "Baker & Getty, 106 F.3d at 1261" \c 1 Baker & Getty, 106 F.3d at 1261, and it is not statutorily required.  
There is nothing in the Code, former Bankruptcy Act, the legislative history, or case law even remotely suggesting that the definition of “stockbroker” applies only to licensed brokers.20
3. Slatkin’s Intent or Misconduct Does Not Affect His Status As A “Stockbroker.”

Section 101(53A) defines a “stockbroker” as one who is “engaged in the business of effecting transactions in securities.”  The plain meaning of this provision covers dishonest as well as honest persons.  Since Slatkin’s activities “can be characterized as effecting securities transactions”, he is a stockbroker regardless of any fraud committed by Slatkin.  There is nothing in the case law or legislative history that even hints that Congress meant to restrict “stockbrokers” to “honest stockbrokers” or “legitimate stockbrokers” by creating a “fraud” or “Ponzi” exception to § 101(53A).  Moreover, the structure of the Code reveals that where Congress intended to create rights or remedies based upon fraud, it used the term “fraud” or “defraud.”  See, e.g.,  TA \l "11 U.S.C. § 523(a)(2)(A)" \s "11 U.S.C. § 523(a)(2)(A)" \c 2 11 U.S.C. § 523(a)(2)(A) (debts obtained by fraud not discharged);  TA \s "11 U.S.C. § 548(a)(1)(A)" 11 U.S.C. § 548(a)(1)(A) (trustee may avoid transfers made with intent to defraud); 11 U.S.C. § 1104(a)(1) (trustee appointed for cause, including fraud);  TA \l "11 U.S.C. § 1104" \s "11 U.S.C. § 1104" \c 2 11 U.S.C. § 1104 (order of confirmation may be revoked if procured by fraud).  The absence of such language in § 101(53A) is persuasive evidence that the drafters did not intend a “fraud” or “Ponzi” exception.21
D. Because Slatkin Is Ineligible For Chapter 11 Relief, The Plan Fails To Comply With Bankruptcy Code Sections 109(d), 741-752 and 1129(a)(1)(2). 


The Court can only confirm a Chapter 11 plan if it “complies with the applicable provisions of [the Bankruptcy Code TA \l "]\”.  11 U.S.C. § 1129(a)(1)" \s "]\".  11 U.S.C. § 1129(a)(1)" \c 2 ]”.  11 U.S.C. § 1129(a)(1).  This section provides that the Bankruptcy Court has the power to confirm a plan only if it complies with applicable provisions of the Bankruptcy Code.  See In  TA \l "re Lowenschuss, 67 F.3d 1394, 1401 (9th Cir. 1995), cert denied 517 U.S. 1243 (1996)" \s "re Lowenschuss, 67 F.3d 1394, 1401 (9th Cir. 1995), cert denied 517 U.S. 1243 (1996)" \c 1 re Lowenschuss, 67 F.3d 1394, 1401 (9th Cir. 1995), cert denied 517 U.S. 1243 (1996);  TA \l "In re Commercial Western Finance Corp., 761 F.2d 1329, 1338 (9th Cir. 1985)" \s "In re Commercial Western Finance Corp., 761 F.2d 1329, 1338 (9th Cir. 1985)" \c 1 In re Commercial Western Finance Corp., 761 F.2d 1329, 1338 (9th Cir. 1985).  Because Slatkin is a “stockbroker,” he is ineligible for any Chapter 11 relief.  The Plan is premised upon Slatkin being eligible for relief under Chapter 11.  Since the entire premise of the Plan violates Section 109(d), the Plan does not comply with the provisions of the Code.  A “liquidation plan” for “stockbrokers” is already set forth in Sections 741-752 which, inter alia, require payment of “customer” claims before payment of other unsecured claims (like loans or trade debt).  Therefore, the Court cannot confirm the Plan, or any other Plan under Chapter 11.
E. The Plan Proponents Have Not And Do Not Comply With The Code Because The Plan Proponents Consist Of Chapter 11 Entities That Should Not Exist. 

The Court can only confirm a Chapter 11 plan if “proponent[s] of the plan compl[y] with the applicable provisions of [the Bankruptcy Code].  11 U.S.C. § 1129(a)(2).  The Plan cannot be confirmed because the Plan proponents have not and do not comply with applicable provisions of the Code.  The Plan proponents consist of the Trustee and the Committee, both of whom lack standing to propose the Plan and both of whom should not exist because Slatkin is a “stockbroker” ineligible for Chapter 11 relief.  Therefore, since the mere existence of a Chapter 11 trustee and a Chapter 11 creditors’ committee for a “stockbroker” debtor violates Section 109(d), the Plan proponents themselves do not comply with the Code and the Plan cannot be confirmed.

F. The Plan Cannot Be Confirmed Because It Does Not Comply With Good Faith, Disclosure And Notice Provisions Of The Bankruptcy Code Regarding The Disposition Of Estate Property, Retention And Compensation, And Settlement Of Claims.

Even if Slatkin were not a “stockbroker” and was eligible for Chapter 11 relief, the Plan cannot be confirmed because the Plan does not comply with other provisions of the Code including, without limitation, the notice and disclosure and good faith requirements of  TA \l "Sections 327, 330, 363, 554, 1129(a)(3), 1129(a)(4) [11 U.S.C. §§ 327, 330, 363, 554, 1129(a)(3), 1129(a)(4)]" \s "Sections 327, 330, 363, 554, 1129(a)(3), 1129(a)(4) [11 U.S.C. §§ 327, 330, 363, 554, 1129(a)(3), 1129(a)(4)]" \c 2 Sections 327, 330, 363, 554, 1129(a)(3), 1129(a)(4) [11 U.S.C. §§ 327, 330, 363, 554, 1129(a)(3), 1129(a)(4)] and  TA \l "Rules 2002, 2014, 2016, 6004, 6007 and 9019 of the Federal Rules of Bankruptcy Procedure" \s "Rules 2002, 2014, 2016, 6004, 6007 and 9019 of the Federal Rules of Bankruptcy Procedure" \c 2 Rules 2002, 2014, 2016, 6004, 6007 and 9019 of the Federal Rules of Bankruptcy Procedure.  The Bankruptcy Court in the Northern District of California has just dealt with a Plan similar to the present Plan and commented “[c]onceptually, [the debtor’s] plan and disclosure statement is as freewheeling with the Bankruptcy Code and Rules as Enron’s accountants were with the tax laws in the 1990s.”   TA \l "In re Beyond.com, 289 B.R. 138, 143 (Bankr. N.D. Cal. 2003)" \s "In re Beyond.com, 289 B.R. 138, 143 (Bankr. N.D. Cal. 2003)" \c 1 In re Beyond.com, 289 B.R. 138, 143 (Bankr. N.D. Cal. 2003).  

In  TA \l "Beyond.com" \s "Beyond.com" \c 1 Beyond.com, the Court refused to approve a disclosure statement on the grounds that the proposed plan, which contemplated the creation of a liquidating trust, “because it alter[ed] the Bankruptcy Code in derogation of the notice provisions that provide fundamental protections for creditors and because its thrust is to avoid judicial supervision unless it is convenient to the [plan proponent] or its professionals.”  289 B.R. at 146.  [emphasis added]  The Court rejected the disclosure statement on the grounds that the plan contained “provisions that dramatically reduced notice to creditors of matters that the drafters of the Bankruptcy Code and Rules considered fundamental to the process.  Notice, after all, is the cornerstone underpinning bankruptcy procedure.”  TA \l "Id. at 143" \s "Id. at 143" \c 1 Id. at 143.   The specific provisions which the Court found in Beyond.com to be patently offensive vested the liquidation manager with the authority to dispose of property and to engage in agreements without court order or compliance with: (a) Section 554 and Bankruptcy Rule 6007 regarding the abandonment of property of the estate; (b) Sections 327, 330 and 1129(a)(4) and Bankruptcy Rules 2002, 2014 and 2016 regarding the retention and compensation of professionals; (c) Section 1127 regarding modification of the confirmed plan; (d) Section 363 and Bankruptcy Rules 2002 and 6004 regarding the sale of property of the estate; and (e) Bankruptcy Rules 2002 and 9019 regarding compromises or settlements of controversies. Id. at 143-144.  “The modifications to the applicable provisions of title 11 are not minor, ministerial or simply pragmatic. In effect, the plan affords the reorganized debtor the prerogative to comply selectively with the provisions of the Bankruptcy Code and Rules without judicial supervision.”   TA \l "Id. at 144." \s "Id. at 144." \c 1 Id. at 144. 

There are provisions in this proposed Plan that attempt to accomplish what the Court in  TA \s "Beyond.com" Beyond.com simply refused to condone.   Section 6.3.4 of this Plan proposes to give the Liquidating Trust complete authority to “use, acquire, sell and otherwise dispose” of Estate assets “…without supervision of the Bankruptcy Court or the United States Trustee and free from any restrictions in the Bankruptcy Code or the Bankruptcy Rules…”  See Plan at p. 25-26 (emphasis added).  This provision completely undermines Sections 363 and 554 regarding the use/sale and abandonment of estate property, respectively, and the express notice provisions of  TA \l "Bankruptcy Rules 2002(a)(2), 6004(a), and 6007" \s "Bankruptcy Rules 2002(a)(2), 6004(a), and 6007" \c 2 Bankruptcy Rules 2002(a)(2), 6004(a), and 6007.

Section 6.3.6 of the Plan proposes to give the Liquidating Trust the “full power and authority to settle, adjust, retain, enforce or abandon” pending litigation claims that the Trustee will transfer to the Liquidating Trust (in direct violation of the Bankruptcy Code, as explained further hereinbelow) “…without supervision of the Bankruptcy Court or the United States Trustee and free from any restrictions in the Bankruptcy Code or the Bankruptcy Rules…”  See Plan at p. 26 (emphasis added).  This provision ignores the express notice requirements of  TA \l "Bankruptcy Rules 2002(a)(3) and 9019" \s "Bankruptcy Rules 2002(a)(3) and 9019" \c 2 Bankruptcy Rules 2002(a)(3) and 9019 regarding notice to all parties regarding a potential compromise of a controversy or claim.  This Court has a non delegable duty to scrutinize proposed settlements.  

Section 6.3.8 of the Plan proposes to grant the Liquidating Trust the power to “employ and compensate such professional, agents, and representatives, including disbursing agents, as the Trustee or the Liquidating Trustees determine is necessary or appropriate…without any supervision by the Bankruptcy Court or the United States Trustee, including professionals…employed by the Slatkin Estate.…the Chapter 11 Trustee or the Creditors’ Committee prior to the Effective Date.”  See Plan at p. 28.  This provision improperly attempts to allow the Liquidating Trust and professionals to circumvent Sections 327 and 330 and Bankruptcy Rules 2002, 2014 and 2016.

All of the foregoing provisions of the Plan are of the same offensive character which the court in  TA \s "Beyond.com" Beyond.com determined made the plan not capable of confirmation.  This Plan attempts to circumvent notice and disclosure requirements on the use, sale, and disposal of Estate property, on retention and compensation of professionals ($10,000,000 in professional compensation projected to date of confirmation, and counting) and on settlements and compromises with the express intention of not being bound by the Code or the Bankruptcy Rules, and without any supervision by this Court or the U.S. Trustee.  The Plan here attempts to gut these basic “cornerstone” principles of the Code and, as such, the Plan cannot be confirmed.  It certainly cannot be said that this Plan meets the good faith requirements of  TA \l "11 U.S.C. § 1129(a)(3)." \s "11 U.S.C. § 1129(a)(3)." \c 2 11 U.S.C. § 1129(a)(3).  The Plan certainly seeks to deprive the Bankruptcy Court of its duty to control professional fees and costs,  TA \l "11 U.S.C. § 1129(a)(4)." \s "11 U.S.C. § 1129(a)(4)." \c 2 11 U.S.C. § 1129(a)(4). 

The Trustee and the Committee may attempt to distinguish their Plan from the Beyond.com plan by noting that the  TA \s "Beyond.com" Beyond.com plan anticipated making an officer of the debtor the liquidation manager and that there is more potential for abuses when the debtor maintains control, while here the Plan anticipates that the people designated by the U.S. Trustee to serve as the Trustee and the Committee will be in charge of the Liquidating Trust.  However, there is, and should be, no “exemptions” granted to trustees or committees, or their professionals, from the applicability of the basic principles of the Code.  

The Plan intends to vest authority in the Committee members to determine whether or not they themselves, their families, their friends, and their affiliates and insiders will be sued by the Liquidating Trust to recover potentially avoidable transfers received by them [such transfers should have precluded them from serving on the Committee pursuant to Bankruptcy Code Section 502(d)].  The Committee members cannot be allowed to determine whether or not they will sue themselves, friends or family, or continue to frequent the Beverly Hills Hotel & Bungalows at the expense of creditors. 

The Plan proposes to have all of the compromises and settlements kept secret.  There will be no assurance that any compromise or settlement reached will comply with the requirements of  TA \l "In re A & C Properties, 784 F.2d 1377, 1381 (9th Cir. 1986)" \s "In re A & C Properties, 784 F.2d 1377, 1381 (9th Cir. 1986)" \c 1 In re A & C Properties, 784 F.2d 1377, 1381 (9th Cir. 1986).  Again, this Court has an affirmative duty to continue to evaluate proposed settlements, which duty cannot be delegated.
The Trustee has always been in position to liquidate the Estate, in accordance with Sections 741-752 and subject to the supervision of the Court.  He can do so in the future without the assistance of the Committee members or Committee’s counsel.  Therefore, because the Plan does not comply with good faith, the notice and disclosure requirements of the Code and Bankruptcy Rules, the Plan cannot be confirmed.

G. The Plan Cannot Be Confirmed Because It Attempts To Transfer Standing To Litigate Avoidance Actions To A Third Party, Which Actions May Only Be Brought By A Bankrutpcy Trustee. 

The Plan cannot be confirmed because the Plan proposes to transfer standing to a liquidating entity to litigate pending avoidance actions in violation of the Code, which provides that such avoidance claims may only be brought by a bankruptcy trustee.  The operative phrase “the trustee may,” which is included in the avoidance powers available under Sections 544, 547, 548, 549 and 550, must be construed as a limitation on who can exercise those powers.  See  TA \l "Hartford Underwriters Ins. Co. v. Union Planters Bank, N.A., 530 U.S. 1, 6, 120 S.Ct. 1942, 1947 (2000)" \s "Hartford Underwriters Ins. Co. v. Union Planters Bank, N.A., 530 U.S. 1, 6, 120 S.Ct. 1942, 1947 (2000)" \c 1 Hartford Underwriters Ins. Co. v. Union Planters Bank, N.A., 530 U.S. 1, 6, 120 S.Ct. 1942, 1947 (2000) [“The question then becomes whether it is a proper inference that the trustee is the only party empowered to invoke the provisions.  We have little difficulty answering yes.”(Internal citations omitted)].  Avoidance actions are neither assets of the debtor nor property of the estate and, therefore, the right to litigate such actions cannot be transferred to third parties other than a debtor in possession acting pursuant to Bankruptcy Code Section 1107 or an official committee of unsecured creditors.  See  TA \l "In re Cybergenics Corp., 226 F.3d 237 (3rd Cir. 2000)" \s "In re Cybergenics Corp., 226 F.3d 237 (3rd Cir. 2000)" \c 1 In re Cybergenics Corp., 226 F.3d 237 (3rd Cir. 2000).  A Bankruptcy Court may not authorize an individual creditor to pursue a fraudulent transfer action.   TA \l "Surf N Sun Apts., Inc. v. Dempsey, 253 B.R. 490, 494-95 (M.D. Fla. 1999)" \s "Surf N Sun Apts., Inc. v. Dempsey, 253 B.R. 490, 494-95 (M.D. Fla. 1999)" \c 1 Surf N Sun Apts., Inc. v. Dempsey, 253 B.R. 490, 494-95 (M.D. Fla. 1999) (“the bankruptcy court may not…unilaterally confer standing upon the creditor to pursue the claim.  If such authority is to be granted, it must come from Congress and not the courts.”).

Here, Section 6.3.5 of the Plan states that “all Litigation Claims shall be transferred to and vested in the Liquidating Trust….The Liquidating Trust shall have all of the rights, Claims, powers, objections and actions of the Estates…and the Chapter 11 Trustee under Sections 363, 365 and Sections 501 to 558, inclusive, of the Bankruptcy Code.”  See Plan at p. 26.  By its own terms, the Plan attempts to confer standing to litigate avoidance actions under Sections 544, 547, 548 and 550, which may only be brought by the Trustee (or Slatkin had he remained a debtor in possession) to the Liquidating Trust, which is a third party that is not a bankruptcy trustee, debtor-in-possession, or an official committee of unsecured creditors.  As the foregoing authority states, only Congress could grant the Liquidating Trust the authority or standing to litigate the pending avoidance actions against the Objecting Parties, not this Court, and certainly not the Trustee and the Committee through a Chapter 11 Plan.  Accordingly, because the Plan attempts to convey standing to the Liquidating Trust to prosecute the avoidance actions contrary to Congress’ expressed intent in the Code, the Plan cannot be confirmed because it does not comply with applicable provisions of the Code, as required by  TA \l "Section 1129(a)(1)(2)." \s "Section 1129(a)(1)(2)." \c 2 Section 1129(a)(1)(2).

IV.      CONCLUSION

For all of the reasons set forth herein, confirmation of the Plan must be denied because the Debtor was a “stockbroker” and is not eligible to be a Chapter 11 debtor, so a Chapter 11 plan cannot be confirmed.  In addition, the Plan proposed in this Case fails to comply with the applicable provisions of the Code and cannot be confirmed on those grounds.

Dated:  May 2, 2003
DANNING, GILL, DIAMOND & KOLLITZ, LLP

By
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31
G.
The Plan Cannot Be Confirmed Because It Attempts To Transfer Standing To Litigate Avoidance Actions To A Third Party, Which Actions May Only Be Brought By A Bankrutpcy Trustee.
34
IV.
CONCLUSION
35








1 The Plan purports to affect the rights, claims, defenses and remedies available to the Objecting Parties in pending litigation with the Trustee, and, therefore, the Objecting Parties have been required to file the Objections to preserve such rights, claims, defenses and remedies.  Nothing set forth in the Objections constitutes, or should be deemed to constitute, a waiver of any right, claim, defense or remedy of the Objecting Parties, all of which are hereby expressly reserved, including, without limitation, the Objecting Parties’ rights to trials by jury. 


2 The Bankruptcy Code contains no “fraud” or “Ponzi scheme” exceptions to either of the “stockbroker” or “customer” definitions.  Although the Objecting Parties dispute that Slatkin operated a Ponzi scheme, nonetheless under the Bankruptcy Code, whether or not Slatkin operated a Ponzi scheme or defrauded his investors is irrelevant to determining whether Slatkin was a “stockbroker” and thus eligible for Chapter 11 relief.  This will be addressed further in argument.


3 All references to “the Code” shall mean the United States Bankruptcy Code [11 U.S.C. § 101, et seq.].


4 While no Plan was proposed in that time frame, the Committee and its professionals have benefited at the expense of the Estate from such delay.  As will be detailed below, in addition to many millions of dollars spent on attorneys’ fees, the Committee members have flown first class and stayed at five star hotels, and charged substantial bar and restaurant bills to the Estate.  The Committee’s counsel, Kirkland & Ellis, has also become the Trustee’s “special litigation counsel” to litigate literally hundreds of individual adversary proceedings and other lawsuits.  Moreover, the Objecting Parties are not aware of a single instance during the 2 year history of this Case where the Committee has disagreed with the Trustee on any issue.


5 There are a number of documents that show that Slatkin received cash for securities-trading purposes.  The Letter Agreements contain an acknowledgement by Slatkin that Slatkin received money from the investor for the purposes of investing in securities.  See Index at ¶ 5.  There are checks from investors to Slatkin made prior to an investment made on the investor’s behalf.  See Index at ¶ 6.  Slatkin issued statements to his investors that show that the investors deposited cash with Slatkin prior to investments being made.  See Index at ¶ 7.  There is correspondence between Slatkin and investors regarding investments that were made by Slatkin after the investors gave Slatkin money.  See Index at ¶ 8.  During the SEC’s investigation of Slatkin, investors told the SEC that they gave money to Slatkin to be invested in the stock market.  See Index at ¶ 9.  Among others, Committee member Michael Azeez filed a claim in Slatkin’s Bankruptcy Case based upon the deposit of money with Slatkin for the purposes of investing in securities.  See Index at ¶ 10.


6 These Realized Gains and Loss statements provided the following information to Slatkin’s investors: (1) the dates that Slatkin reported that he purchased publicly traded securities for the investor; (2) the dates that Slatkin reported that he sold the securities for the investor; (3) the quantity of shares involved in the transactions; (4) the name of the securities; (5) the cost bases for the securities; (6) the proceeds or loss generated from the transactions; and, (7) analyses of the short and long term gains or losses on the securities transactions.  See Index at ¶ 21.  


7 It was the payment of taxes on these Realized Gain and Loss statements that resulted in many investors being sued by this Trustee.  The money was not withdrawn and used to purchase other assets—it went to the IRS and other taxing authorities.  For other investors, “withdrawals” occurred when Slatkin closed and settled up the investor’s account.  See Index at ¶ 25. 


8 See Index at ¶ 29.  Investors directed Slatkin as to specific investments to be made on their behalf.  See Index at ¶ 35.  Glenn Johnson (“Johnson”), an individual who worked closely with Slatkin and conducted research on potential investments for Slatkin, at times personally directed Slatkin to purchase the stocks in which Johnson wanted to invest his money.  See Index at ¶ 36.  Slatkin trained Johnson to be a professional stock investor after they met in the fall of 1994.  See Index at ¶ 37.  Slatkin told Johnson that if he followed Slatkin’s training and guidelines, used Slatkin’s brokerage and corporate contacts, and allowed Slatkin to coach his fundamental research, Slatkin would purchase and sell stocks for Johnson and himself at Johnson’s direction.  See Index at ¶ 38.  Bill Hutchins (“Hutchins”), another investor who also did research for Slatkin, instructed Slatkin to purchase Fischer Imaging, Nexstar, Sierra Health, Benton, Chantal, and other securities for his account.  See Index at ¶ 39.  Leslie Sobol (“Sobol”) another of Slatkin’s investors, requested that Slatkin take positions in certain companies.  See Index at ¶ 40.  Other correspondence from Slatkin’s investors shows the investors directing Slatkin how to handle specific stocks.  See Index at ¶ 41.


9 Joel Stevens, a Slatkin investor, executed an Irrevocable Stock Or Bond Power transferring 40,000 shares of Viral Research Technologies, Inc. to Slatkin.  See Index at ¶ 42.  Kevin O’Donnell authorized Slatkin to trade stocks in O’Donnell’s account with NationsBanc Montgomery Securities.  See Index at ¶ 43.   David Singer gave Slatkin shares of Euro-Disney stock to be liquidated.  See Index at ¶ 44.


10 For example, Slatkin’s relationship with one of his investors, Michael T. Curry (“Curry”), had all of the hallmarks of a traditional stockbroker-customer relationship and that lead Curry to believe that Slatkin was investing money which he gave to Slatkin in securities.  Curry and Slatkin corresponded regarding: 1) Curry’s expectation that Slatkin would be investing his money in the stock market for a substantial profit; 2) the diversification of Curry’s investments with Slatkin; 3)  analysis of short positions on unrealized gains and losses to obtain the overall picture of Curry’s portfolio; 4) Slatkin’s compensation; 5) introducing new potential investors to Slatkin; 6) where withdrawals were to be directed; and, 7) how Curry’s account was to be handled at year end, where the proceeds from the accounts were to be directed, and how payments would be handled on a going forward basis.  See Index at ¶ 48.


11 There are countless trade slips, confirmation slips and brokerage reports from licensed broker-dealers that demonstrate actual trading of millions of dollars of legitimate stock holdings.  See Index at ¶ 49.  The Trustee’s document depository contains at least seventy-five (75) bankers’ boxes of trade slips, confirmation slips, brokerage statements, and financial statements showing actual securities transactions.  See Index at ¶ 50.  Slatkin’s brokerage houses sent Slatkin 1099 tax forms to show that Slatkin was trading stocks.  See Index at ¶ 51.  Slatkin’s own records corroborate the volume of his stock trading, including correspondence from his employees to his licensed brokers.  See Index at ¶ 52.  The Trustee has admitted that, although Slatkin may have lost tens of millions of dollars of his investors’ money, the money was nonetheless invested. See Index at ¶ 53.  Exhibit E to the Trustee’s Report lists the amount that Slatkin invested in securities from 1986 through 2001, including hundreds of millions of dollars in transactions and approximately $65 million in net profits on sale.  See Index at ¶ 54.  


12 McMullin placed orders to buy and sell securities at Slatkin’s direction, from 1000 – 5000 shares at a time with values ranging from $2 per share up to $50 per share.  See Index at ¶ 55.  Johnson personally witnessed Slatkin, with McMullin, trade a tremendous volume of stocks, so much so that Slatkin had dedicated telephone lines that ran directly to various brokerage trading desks as soon as the receiver was lifted.  See Index at ¶ 56.  Johnson also witnessed Slatkin and McMullin charting stocks and placing trades for thousands of shares of stock per trade based on the stocks that Slatkin and McMullin thought were positive.  See Index at ¶ 57.  Hutchins personally witnessed Slatkin trade 30,000 to 100,000 shares on an average day.  See Index at ¶ 58.  McMullin understood Slatkin’s business as investing money for other people in publicly traded and privately held companies and essentially “doing investments for people.”  See Index at ¶ 59.  Elvin testified that Slatkin told him that Slatkin was investing other people’s money, including the money of some of Slatkin’s friends, in stocks using Slatkin’s long-term investment strategy.  See Index at ¶ 60.  Mary Jo Slatkin (Slatkin’s wife) testified that shortly after 1984, Slatkin was investing money for other people using a program that followed stocks and that he was making money for other people.  See Index at ¶ 61.  Andy Savas, a licensed broker through whom Slatkin conducted securities transactions, stated that he knew Slatkin was investing money for other people based on Slatkin’s representations to him and based on what Slatkin’s investors, some of whom are Savas’ friends, told him.  See Index at ¶ 62.  In the SEC’s action against Slatkin, following several years of investigation, entitled Securities and Exchange Commission v. Reed E. Slatkin, USDC Central District of California Case No. 01-4283, the District Court made specific factual findings that: (1) from 1985 to 2001, Slatkin invested other people’s funds in securities; (2) Slatkin had at least 500 clients who had invested in excess of $230 million with Slatkin; (3) Slatkin represented to his clients that he used their funds to trade stocks for their behalf; and (4) Slatkin represented to investors that he would invest their funds in securities he deemed appropriate.  See Index at ¶ 63.  As the Trustee acknowledged, some investors were enticed by Slatkin’s reported gains on previous investors’ accounts.  See Index at ¶ 64.   Slatkin directly contacted other potential investors and informed them of his investment strategies and touted his success to them.  See Index at ¶ 65.


13 The Incomnet, Inc. Stock Transaction.  On or about June 26, 1995, Sobol sent a letter to Slatkin requesting that he transfer 2200 shares of Incomnet, Inc. stock from her personal investment account with Slatkin to another brokerage account she had with Merrill Lynch.  See Index at ¶ 69.  Sometime after October 26, 1995, she received a statement for her personal investment account from Slatkin dated October 26, 1995.  The statement contains an entry showing a transfer of 2000 shares of Incomnet stock.  See Index at ¶ 70.  Slatkin’s brokerage statement confirms that the transaction actually took place.  The account statement contains an entry dated July 11, 1995 (after the June 26, 1995 letter) showing a transfer of 2000 shares of Incomnet, Inc. stock.  Next to the entry is handwriting that states “sd to Leslie + Neal Sobol.”  See Index at ¶ 71.   The Advanced Magnetics Stock Transactions.  On or about April 22, 1996, Sobol sent a letter to Slatkin requesting that he transfer $15,000 from her personal investment account to a charitable organization with which she is associated.  See Index at ¶ 72.  Sometime after August 1, 1996, she received a statement for her personal investment account from Slatkin dated August 1, 1996.  The statement contains an entry showing a transfer of 800 shares of AVM (Advanced Magnetics) stock.  Slatkin’s brokerage account statement confirms the transaction with an entry dated May 21, 1996 (after the April 22, 1996 letter) showing a transfer of 800 shares of Advanced Magnetics stock.  See Index at ¶ 73.  She also told Slatkin that she wanted to maintain her holdings in Advanced Magnetics stock.  See Index at ¶ 74.  On or about August 20, 1996, she sent a check to Slatkin in the amount of $5,632.50 to replace the shares of Advanced Magnetics stock that she previously transferred out of her account.   See Index at ¶ 75.  Sometime after October 15, 1996, she received a statement for her personal investment account from Slatkin dated October 15, 1996.  The statement contains an entry showing a transfer of 300 shares of AVM (Advanced Magnetics) stock and an entry showing her check in the amount of $5,632.50.  See Index at ¶ 76.  Slatkin’s brokerage account statement contains an entry dated July 30, 1996 showing a delivery of 300 shares of Advanced Magnetics stock.  See Index at ¶ 77.   The Emisphere Technologies, Inc. Stock Transaction.  On or about December 10, 1999, Sobol sent a letter to Slatkin requesting that he transfer $15,000 from her personal investment account to an account she had with Merrill Lynch in Los Angeles.  See Index at ¶ 78.  Sometime after January 17, 2000, she received a statement for her personal investment account from Slatkin dated January 17, 2000.  The statement contains an entry showing a transfer of 800 shares of EMIS (Emisphere) stock on December 22, 1999.  See Index at ¶ 79.  This transaction is confirmed by what appears to be a brokerage account statement prepared by an unidentified brokerage house.  The account statement bears the name Reed Slatkin and what appears to be an account number 73833415.  The account statement contains an entry dated December 22, 2000 (after the December 10, 1999 letter) showing a transfer of 800 shares of Emishpere Technologies, Inc. stock.  Following the entry is the notation “CUST A/C TRF TO MERRILL LYNCH.”  See Index at ¶ 80.   The Cabletron Systems, Inc. Stock Transaction.  Sometime after January 17, 2001, Sobol received a statement for her personal investment account from Slatkin dated January 17, 2001.  See Index at ¶ 81.  The statement contains an entry showing a transfer of 1300 shares of Cabletron stock on November 15, 2000.  See Index at ¶ 82.  On what appears to be a brokerage account statement prepared by an unidentified brokerage house bearing what appears to be an account number 7592-3016, there is an entry dated November 15, 2000 showing a transfer of 1300 shares of Cabletron Systems, Inc. stock. See Index at ¶ 83. 


14 Bob London, a licensed broker with the NASD, conducted a number of trades for Slatkin in publicly traded securities, some of which resulted in a profit, while London was employed by both Montgomery Securities and Roth Capital.  See Index at ¶ 90.  Slatkin was charged a commission by Roth Capital for trades London conducted on Slatkin’s behalf.  See Index at ¶ 91.  London advised Slatkin as to certain investments and assisted in Slatkin’s research of potential investments.  See Index at ¶ 92.  Slatkin was provided with statements regarding the trades London made on his behalf.  See Index at ¶ 93.  Andy Savas conducted a number of trades for Slatkin in publicly traded securities, many of which resulted in a profit, while Savas was a licensed broker at Paine Webber and Prudential Securities.  See Index at ¶ 94.  Slatkin was charged a commission for trades Savas conducted on his behalf.  Often, Savas would reduce the commission basis to entice Slatkin to conduct more trades.  See Index at ¶ 95.  Savas advised Slatkin as to certain investments.  In particular, Savas specialized in short calls and special derivatives – both of which are securities investments.  See Index at ¶ 96.  Slatkin was provided statements regarding the trades Savas made on Slatkin’s behalf.  See Index at ¶ 97.  The Trustee’s Report states that Slatkin and Patrick Gallagher, who was a commodities broker licensed with the Chicago Board of Trade entered into an agreement whereby Slatkin would make funds available to Gallagher, who was properly licensed to make the trades.  See Index at ¶ 98.


15 In 1998, Slatkin reported to the IRS that his adjusted gross income was $9,965,282, on which he paid taxes.  Of that figure, $7,019,925 was reported as capital gains.  See Index at ¶ 99.  In 1999, Slatkin reported to the IRS that his gross adjusted income was $27,079,487, with $27,908,164 in capital gains.  See Index at ¶ 100.  The Trustee reported on Slatkin’s purchase of millions of shares in Earthlink resulting in its peak value of over $175 million alone.  See Index at ¶ 101.  Slatkin’s own Form 1099 from 1999 shows that Slatkin made over $14 million from sales of Earthlink stock.  See Index at ¶ 102.  Bob London and Andy Savas acknowledged that some of the investments that Slatkin made through them resulted in a profit.  See Index at ¶ 103.  During Johnson’s December 16, 2002 visit to the Trustee’s document depository, he discovered Slatkin’s 1999 federal tax return.  Johnson, in reviewing Slatkin’s 1999 federal tax return, determined that Slatkin was reporting income based on actual securities sales, not new investors’ money.  See Index at ¶ 104.


16 Specifically, Stuart Stedman sought reimbursement for $2,334 for flying from Houston to Los Angeles, $1,177.18 for staying at the St. Regis Hotel (which includes $435.88 for in-room dining, mini-bar, and long distance telephone charges), and $226 to be driven to and from the Houston airport in a limousine.  Gregory Abbot sought reimbursement in the amount of $1,081.03 for his stay at the Beverly Hills Hotel and Bungalows (including $446.51 for telephone calls, bar bills and room service), $942.66 for his stay at the Four Seasons Resort in Santa Barbara, which includes his long distance calls and bar bill, $3,258 for flying from Denver to Los Angeles once and another $559.62 for the same flight (except this time starting in Aspen).  Michael Azeez, whose stays at the St. Regis cost the Estate $1,872.07, requested $320.88 for his dinner at The Grill in Beverly Hills and flew first class from Philadelphia to Los Angeles spending $3,140 for his ticket.  Anthony Podell also stayed at the Four Seasons Resort in Santa Barbara ($824.78, including $162.39 in meals and telephone calls).  John Poitras also charged the Estate for his bills at various restaurants at the Beverly Hills Peninsula Hotel.


17 Section 741 of the Code provides in full text as follows: “In this subchapter – (2) ‘customer’ includes – (A) entity with whom a person deals as principal or agent and that has a claim against such person on account of a security received, acquired, or held by such person in the ordinary course of such person's business as a stockbroker, from or for the securities account or accounts of such entity – (i) for safekeeping; (ii) with a view to sale; (iii) to cover a consummated sale;  (iv) pursuant to a purchase; (v) as collateral under a security agreement; or (vi) or the purpose of effecting registration of transfer; and (B) entity that has a claim against a person arising out of – (i) a sale or conversion of a security received, acquired, or held as specified in subparagraph (A) of this paragraph; or (ii) a deposit of cash, a security, or other property with such person for the purpose of purchasing or selling a security . . . .”  11 U.S.C. § 741(2) (emphases added).


18 Section 741 contains nine definitions.  See 11 U.S.C. § 741(1)-(9).  Eight of the definitions clauses contain the word “means.”  See 11 U.S.C. § 741(1), (3), (4), (5), (6), (7), (8), (9).  For example, Section 741(1) provides that “‘Commission’ means Securities and Exchange Commission.”  See 11 U.S.C. § 741(1) (emphasis added).  The verb “means” is used to limit and restrict meaning.  Only one definition, “customer,” contains the word “includes.”  See 11 U.S.C. § 741(2) (“‘Customer’ includes . . .”) (emphasis added).  It is clear that the term “includes” is used purposefully as a word of extension or enlargement.  Therefore, in addition to the three entities listed in Section 741(2)(A) and (B), other entities may also qualify as “customers.” 


19 The Bankruptcy Code evolved from the 1973 study and recommendations of the Commission on the Bankruptcy Laws of the United States, H.R. Doc. No. 93-137, 93d Cong., 1st Sess., Pts. I and II (1973), reprinted in App. B, COLLIER ON BANKRUPTCY (15th ed. rev. 2002) (the “Commission Report”), K. Klee, Legislative History of the New Bankruptcy Code, 54 Am. Bankr. L.J. 275, 277-78 (1980). The Commission Report consisted of two parts:  Part I contained the Commission’s findings and recommendations for revisions to the Bankruptcy Act, and Part II was a proposed new statute.  The Bankruptcy Commission proposed to define the term “customer” as follows:  “A ‘customer’ of a stockbroker is a person (including a person with whom the stockbroker deals as principal or agent) who has a claim on account of securities received, acquired or held by the stockbroker from or for the account of such person (A) for safekeeping, or (B) with a view to sale, or (C) to cover consummated sales, or (D) pursuant to purchase, or (E) as collateral security, or (F) by way of loans of securities by such person to the stockbroker.  A ‘customer’ also includes a person who has claims against the stockbroker arising out of sales or conversions of such securities and a person who has deposited cash with the stockbroker for the purpose of purchasing securities, but does not include any person to the extent that he has a claim for property which by contract, agreement, or understanding, or by operation of law, is part of the capital of the stockbroker or is subordinated to the claims of creditors of the stockbroker.”  Commission Report, Pt. II, § 5-301(A), at 194 (emphasis added).  The Commission Report explains how its definition of “customer” was derived: “Paragraph (2) is derived from § 60e(1) of the present Act, but, like SIPA, enlarges the definition of ‘customer’ to include any person who deposits cash with the stockbroker for purchasing securities.”  Id. at 195.  There is no mention in the Commission Report of an “ordinary course of business” requirement.  Congress followed the recommendation of the Bankruptcy Commission, and § 741(2) of the Bankruptcy Code, enacted in 1978, is strikingly similar to § 5-301(2) of the Bankruptcy Commission’s 1973 proposal.  Notably, the legislative history of § 741(2)(B)(ii) does not mention any “ordinary course of business” requirement.  Both the House and Senate Reports support a broad definition of “customer”: “Paragraph (2) defines “customer” to include anybody that interacts with the debtor in a capacity that concerns securities transactions.  The term embraces cash or margin customers of a broker or dealer in the broadest sense.”  See H.R. Rep. No. 95-595, 95th Cong., 1st Sess. 386 (1977), reprinted in 1978 U.S. Code Cong. & Admin. News, p. 6342; S. Rep. No. 95-989, 95th Cong., 2d Sess. 100 (1978) (same), reprinted in 1978 U.S. Code Cong. & Admin. News, p. 5886.


20 Section 101(53A) contains no explicit requirement that the “stockbroker” be a licensed broker dealer.  See 11 U.S.C. § 101(53A).  Section 60e of the former Bankruptcy Act, 11 U.S.C. 96(e) (repealed), enacted in 1938, contained special rules for the distribution of the estate of a bankrupt stockbroker.  See Commission Report at 220.  The term “stockbroker” was not defined in § 60e.  The leading bankruptcy treatise recognized that “stockbroker” was not limited to licensed brokers: 


“While paragraph (1) of § 60e defines such terms as “property,” “customers,” “cash customers,” and “net equity,” it attempts no definition of “stockbroker.”  This term should, therefore, be given its common, accepted meaning, provided this harmonizes with the general context and objective of subdivision e.  Without attempting an all inclusive definition, a stockbroker may be said to be “one who deals in or executes orders to buy and sell securities” for clients.  To come within § 60e, it is not necessary that the bankrupt be a member of an exchange, or that the bulk of its business be that of buying and selling for clients.” 3 Pt. 2 COLLIER ON BANKRUPTCY ¶ 60.73[1.1], at 1166-68 (footnotes omitted; emphasis added).  In In re McMillan, Rapp & Co., 38 F. Supp. 40 (E.D. Pa), aff’d, 123 F. 2d 428 (3rd Cir. 1941), the court rejected the argument that only licensed brokers were “stockbrokers” under § 60e of the Bankruptcy Act: “A broker of stocks or of any other commodity deals as an agent, one who buys or sells for the account of others.  The bankrupt’s business was principally, as noted, of a different nature; generally it bought and sold for its own account as a dealer or merchant.  This, the petitioner contends, it did in the instant case.  However, it appears that the bankrupt was engaged in both selling and stockbrokerage.  To deny any semblance of stockbrokerage would be against the facts….The referee had concluded, and I believe properly concluded, that the bankrupt’s business undeniably resembled that of a stockbroker in many ways.  “It purchased and sold securities on orders from customers, it received securities for safekeeping, for future sales, under instructions from customers, and to cover sales already made for customers, it carried margin accounts, made margin calls when necessary, took securities as collateral for margin accounts, and rehypothecated customers’ securities for loans for itself.”  These certainly are practices of stockbrokers. 38 F. Supp at 41-42.  The legislative history of § 101 (53A) shows that the definition of “stockbroker” ultimately adopted by Congress, like the Commission’s definition, was derived from the Securities Exchange Act of 1934: “Stockbroker” is defined in paragraph (39) [now 53A] as a person engaged in the business of effecting transactions in securities for the account of others or with members of the general public from or for such person’s own account, if the person has a customer, as defined.”  Thus, the definition, derived from a combination of the definitions of “broker” and “dealer” in the Securities Exchange Act of 1934, encompasses both brokers and dealers.  See S. Rep. No. 95-989, 95th Cong., 2nd Sess. 27 (1978), reprinted in 1978 U.S. Code Cong. & Admin. News, p. 5813; H.R. Rep. No. 95-595, 95th Cong., 1st Sess. 314 (1977) (same), reprinted in 1978 U.S. Code Cong. & Admin. News, p. 6271.  The Securities Exchange Act of 1934 does not define “broker” or “dealer” with reference to a licensing requirement: “(4) The term ‘broker’ means any person engaged in the business of effecting transactions in securities for the account of others, but does not include a bank. (5) The term ‘dealer’ means any person engaged in the business of buying and selling securities for his own account, through a broker or otherwise, but does not include a bank, or any person insofar as he buys or sells securities for his own account, either individually or in some fiduciary capacity, but not as a part of a regular business.”  15 U.S.C. § 78c(4), (5).


Case law under the Securities Exchange Act of 1934 shows that perpetrators of Ponzi schemes have been held to be “brokers.”  See, e.g.,  S.E.C. v. Deyon, 977 F. Supp. 510, 518 (D. Me. 1997) (individuals who solicited investors in “Prime Bank” Ponzi scheme, promising returns of 15% per month, were brokers under 15 U.S.C. § 78c(4)); S.E.C. v. National Executive Planners, Ltd., 503 F. Supp. 1066, 1073 (M.D.N.C. 1980) (corporation which provided investment planning services and solicited investors in Ponzi-type scheme qualified as broker under 1934 Act).  Finally, the argument that only licensed broker-dealers qualify as “stockbrokers” was expressly rejected by the Sixth Circuit in Baker & Getty, a Ponzi case:  “Section 101(53A), however, does not require that one be a licensed broker-dealer before becoming a stockbroker, and nothing in the legislative history suggests that the legislature intended that licensed broker-dealers alone qualify for stockbroker status. . . .  The only courts that have addressed this issue have concluded that one can be a stockbroker, regardless of whether the person is licensed.”  Baker & Getty, 106 F.3d at 1261 (citations omitted).  The Sixth Circuit also reasoned that the underlying purpose behind the stockbroker liquidation provisions “reveal no justification for equating licensing with effecting transactions in securities”.  Id.  In sum, neither the former Bankruptcy Act, the legislative history of the present Code, the Securities Act from which the definition of “stockbroker” was derived, , nor relevant case law suggest that only licensed brokers qualify as “stockbrokers” under § 101(53A).


21 In Baker & Getty, 106 F. 3d at 1255, the Sixth Circuit held that a Ponzi perpetrator’s fraud did not affect an investor’s status as a “customer” under § 741(2).  See Baker & Getty, 106 F. 3d at 1260 (“Whether the debtor plans to purchase securities with the funds or defraud investors is irrelevant.”).  In another case arising from the same bankruptcy, the bankruptcy court explained the Baker & Getty fraud: “The Baker & Getty entities were engaged in a “Ponzi” scheme.  No securities were traded.  Rather, some investors received returns on investments which were financed by the money received from newly attracted investors.”  Rafoth v. First National Bank of Barnesville (In re Baker & Getty Financial Services, Inc.), 98 B.R. 300, 303 (Bankr. N.D. Ohio 1989).  The Sixth Circuit also held that the debtor’s fraud did not affect his status as a “stockbroker” under § 101(53A).  Id. at 1262 (“[I]f we were to conclude otherwise, we would provide less protection for customers who lost their money due to fraud than for those who lost their money as a result of honest mismanagement.”).  The reasoning of Baker & Getty is sound; it is further supported by the lack of “fraud” language in § 101(53A) or its legislative history, as well as from the structure of the Code.  “Stockbrokers” should not be divided into two categories:  “honest stockbrokers” and “fraudulent stockbrokers.”  Slatkin, like the debtor in Baker & Getty, was a “stockbroker”.
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