UNI TED STATES BANKRUPTCY COURT
DI STRICT OF M NNESOTA

In re:
Bl OPLASTY, | NC.,

Debt or . BKY 4-93-2600

Bl OPLASTY, | NC
Plaintiff, ADV 4-93-154-v. -

FI RST TRUST NATI ONAL
ASSCOCI ATI ON; OPPERMAN, HEI NS &
PAQUIN, WOLF, POPPER, RGCSS,
WOLF & JONES; AND SAVETT
FRUTKI N PCDELL & RYAN, P.C.,

Def endant s. MEMORANDUM ORDER GRANTI NG
PLAI NTI FF*' S MOTI ON FOR SUMVARY
JUDGVENT AND DENYI NG
DEFENDANTS' MOTI ON FOR SUMVARY
JUDGVENT

At M nneapolis, Mnnesota, June 11, 1993.

The above-entitled matter came on for hearing before the
undersi gned on the 8th day of June, 1993, on cross-notions for
summary judgment. Appearances were as follows: R chard Hol per
Garrett Vail and Sandra Ferrian for the plaintiff; Stacey MIls and
Ri chard Lockridge for the defendant; and Charles Zi merman for the
tort clainmants.

UNDI SPUTED FACTS

On August 1, 1991, two lawsuits were filed in the United
States District Court for the District of Mnnesota as cl ass
actions on behalf of individuals who purchased Biopl asty stock on
t he open market during the period August 30, 1990 through July 30,
1991. The two actions were consolidated with a third class action
filed in Cctober, 1991. Bioplasty and certain past and present
officers and directors were naned as defendants in the consolidated
class action. The class action asserted violations of sections
10(b) and 20 of the Securities and Exchange Act of 1934, violations
of Securities and Exchange Conmm ssion Rul e 10b-5, and conmon | aw
fraud, m srepresentation, and fraudulent transfers. The factual
al  egations underlying the class action were that Bioplasty and
certain officers and directors engaged in a schene to artificially
inflate the price of Bioplasty comopn stock via the issuance of a
series of materially msleading statenents about Bioplasty's
products and busi ness.

On February 19, 1993, after extensive discovery in the class
action, the parties executed a settlenment agreenent. Paragraph V
of the settlement agreenment provides:

The defendants have concl uded that the
further conduct of the litigation against them
woul d be protracted and expensive for al
parties and that settlenent on the terns
provided for herein is desirable. The
def endants have al so taken into account the



uncertainty and the risk of the outconme in any

litigation, especially a conplex case such as

this, and the delays inherent in such

litigation. Substantial anmounts of tine,

energy and resources of these defendants have

been and, unless this settlenent is approved,

will continue to be devoted to the defense of

the clainms asserted in this action. The

def endants have, therefore, determined that it

is desirable and beneficial to themthat this

litigation is settled in the manner and upon

the terns and conditions set forth herein.

Par agraph VI contains a general denial of wongdoing on the part of
t he defendants, and paragraph VIl of the settlenent agreenent
requires the class plaintiffs to file proofs of clains and rel ease
t he defendants, and di sm sses the class action with prejudice,
barring any future litigation based on the settled clains.

The settl enment agreement provided for the creation of a
settlement fund in the amount of $1, 375,000 for the benefit of the
class plaintiffs. The agreenent was prelimnarily approved by the
District Court, and First Trust, N A was engaged to function as
escrow agent for the settlenent fund. Per the agreenent, Bioplasty
transferred $1, 375,000 to the escrow account in severa
install nents between the February 19, 1993 date the settl enment
agreement was executed, and the April 29, 1993 date the petition
was filed in this chapter 11 case.

There is no dispute as to the follow ng circunstances
surroundi ng the transfers to the escrow account: (1) Bioplasty was
insolvent at the tinme the transfers were nade; (2) the transfers
were made within 90 days of the date the petition was filed in this
chapter 11 case; (3) the transfers were nade to or for the benefit
of creditors of Bioplasty, nanely the class plaintiffs and the
cl ass action defendants other than Bioplasty; and (4) such
creditors received nore than they woul d receive pursuant to any
di stribution under chapter 7 of the Bankruptcy Code.

Bioplasty filed this adversary proceedi ng seeking to recover
the funds transferred to the escrow account on alternative grounds.
Bi opl asty asserts that the transfer can be avoided as a preference
under section 547 of the Bankruptcy Code, or alternatively that the
funds are property of the estate, subject to turnover under
sections 542 and 543 of the Bankruptcy Code. Both Bioplasty and
t he def endants have nmoved for sunmary judgnent on both grounds.

DI SCUSSI ON

Sunmmary judgnent is governed by Federal Rule of Gvil
Procedure 56, nmade applicable to this adversary proceedi ng by
Bankruptcy Rule 7056. Federal Rule 56 provides:
The judgnent sought shall be rendered
forthwith if the pleadings, depositions,
answers to interrogatories, and adm ssions on
file, together with the affidavits, if any,
show that there is no genuine issue as to any
material fact and that the noving party is
entitled to judgnent as a matter of |aw
Fed. R Cv. P. 56(c). The noving party on summary judgnment bears
the initial burden of showing that there is an absence of evidence
to support the non-noving party's case. Celotex Corp. v. Catrett,
477 U S. 317, 325 (1986). The burden then shifts to the non-noving
party to produce evidence that would support a finding inits
favor. Anderson v. Liberty Lobby, Inc., 477 U S. 242, 250-52



(1986). This responsive evidence nust be probative, and nust "do
nmore than sinply show that there is some netaphysical doubt as to
the material fact." WMatsushita Electric Industrial Co. v. Zenith
Radi o Corp., 475 U S. 574, 586 (1986).

Section 547(b) of the Bankruptcy Code provides that a
debt or-i n-possession can avoid a transfer of an interest of the
debtor in property:

(1) to or for the benefit of a creditor

(2) for or on account of an antecedent
debt owed by the debtor before such transfer

was nade;
(3) made whil e the debtor was insolvent;
(4) made - -

(A on or within 90 days
before the date of the filing of the
petition; or

(B) bet ween 90 days and one year
before the date of the filing of the
petition, if such creditor at the tine of
such transfer was an insider; and

(5) t hat enabl es such creditor to
receive nore than such creditor would receive
if --

(A the case were a case under
chapter 7 of this title;

(B) the transfer had not been made;
and

(O such creditor received paynment
of such debt to the extent provided by
the provisions of this title.
11 U.S.C. Section 547(b). A transfer is unavoi dable,
notw t hstanding the fact that it neets the preference requirenents
under section 547(b), to the extent that the transfer was:

(A i ntended by the debtor and the
creditor to or for whose benefit such transfer
was nmade to be a contenporaneous exchange for
new val ue given to the debtor; and

(B) in fact a substantially
cont enpor aneous exchange.
11 U.S.C. Section 547(c)(1). At the June 8 hearing on these
notions, the defendants conceded that the record in this case
establishes all of the elements of section 547(b) except for the
requi renent that the transfer be nmade for or on account of an
ant ecedent debt. Defendants also argued that even if the transfer
was nmade on account of an antecedent debt, the transfer was
i ntended to be a contenporaneous exchange for new val ue, and was in
fact a contenporaneous exchange. | conclude that the record before
me establishes that the funds were transferred to the escrow
account on account of an antecedent debt, and that the parties did
not intend the transfer to be a contenporaneous exchange for new
val ue, nor was the transfer in fact a contenporaneous exchange.

In Energy Co-op, Inc. v. SOCAP Int'l, Ltd., 832 F.2d 997 (7th
Cr. 1987), the Seventh Circuit Court of Appeals concluded that a
transfer was nade on account of an antecedent debt where the debtor
transferred funds to the defendant "as conpensation for" the
debtor's prior repudiation of a contract. The defendant never sued
the debtor for the repudiation, but rather advised the debtor that
it would hold the debtor liable for the repudiation. The court
found that the repudiati on gave the defendant a right to pursue
damages, and that such right constituted a "debt" as defined by the



Bankrupt cy Code, notwi thstanding the fact that any ultimte
recovery was contingent upon the defendant's successful pursuit of
its remedy. Energy Co-op, 832 F.2d at 1002.

Simlarly, the transfer in the present case was nade on
account of Bioplasty's antecedent debt to the class action
plaintiffs created by the alleged actions that gave rise to the
District Court class action. The Bankruptcy Code defines a debt as
a "liability on a claim" and defines a claimas a "right to
payment, whether or not such right is reduced to judgment,

i quidated, unliquidated, fixed, contingent, matured, unmatured,

di sput ed, undi sputed, |egal, equitable, secured, or unsecured."” 11
U S.C. Sections 101(12), 101(5)(A). The actions that gave rise to
the class action suit gave the class action plaintiffs a right to
pur sue damages agai nst Bi oplasty. Even though any ultimate right
to paynent was di sputed, contingent, unliquidated, and not reduced
to judgment, such right still constitutes a clai munder the
Bankruptcy Code, and "[w] here a claimexists, so does a debt."
Energy Co-op, 832 F.2d at 1002.

The defendants advance several argunents attenpting to
persuade nme that the paynment into escrow was not nade on account of
an antecedent debt. First, the defendants urge ne to distinguish
Energy Co-op on the grounds that it dealt with a contract breach
where the debtor's liability for breach of the contract was clearly
established. | amnot persuaded by this argument. The Seventh
Circuit did not expressly require that the debtor's liability mnust
be established in order for a debt to exist, and | read no such
inplicit holding into the case. The defendants attenpt to bol ster
this argunent by pointing to the Bankruptcy Code's definition of
"debt." Since a debt is defined as a liability on a claim the
defendants argue that while a claimitself can be disputed,
contingent, or unliquidated, there can only be a debt where
liability is established. | amstill not persuaded. As the
Seventh Circuit stated in Energy Co-op, where a claimexists, so
does a debt. Although the debtor's liability on the class action
plaintiffs' clainm was di sputed, contingent, or unliquidated, such
liability still constitutes a debt.

Second, the defendants argue that the transfer was nade, not
on account of such antecedent debt, but rather to elimnate the
costs and risks associated with litigation. The defendants rely on
Lewis v. Diethorn, 893 F.2d 648, 650 (3d Gr. 1990). Al though
Diethorn did hold that the settlenent paynents in the case before
it were made in consideration for the term nation of the | awsuit
and rel ease of a |lis pendens, | am not persuaded by the Third
Crcuit's holding. The opinion contains no analysis whatsoever,
and sinply makes the conclusory statenment that the paynents were
made for one reason rather than another. Diethorn, 893 F. 2d at
650.

Even if | could be convinced that D ethorn reached the proper
conclusion on the facts before it, I would distinguish it fromthe
case before ne today. Although the settlenment agreenment states
that the debtor considered the expenses of litigation in settling,
and that the debtor specifically denies any wongdoing, | find that
the nost significant factor in settling the class action suit was
the risk that the debtor would be found |iable. As paragraph V of
the settlenment agreement states, the debtor clearly considered "the
uncertainty and the risk of the outcome in any litigation
especially a conplex case such as this." Certainly the debtor's
driving concern in settling the class action suit, as in any |arge
commercial dispute, was the risk of liability. The settlenent
paynments were nmade in light of such risk, and therefore were on



account of the antecedent debt.

Third, the defendants urge ne to segregate a portion of the
escrowed funds because such advances were nade on account of
ant ecedent debts of the forner officers and directors of the
debtors, rather than antecedent debts of the debtor. | am not
persuaded by this argunment either. As directors and officers of
t he debtor, such individuals would likely be entitled toindemification
and certainly such risk was considered by the
debtor in reaching the settlenment agreement. G ven the definition
of "debt" enployed by the Bankruptcy Code, any such transfers woul d
still be on account of an antecedent debt owed by the debtor

The defendants al so argue that even if the funds were
transferred to escrow on account of an antecedent debt, the debtor
is still not entitled to summary judgnment because the transfer was
i ntended to be a contenporaneous exchange for new val ue, and was in
fact a contenporaneous exchange. The defendants argue that such
new val ue cones in the formof the dismssal of the class action
suit, and the rel ease of an injunction previously inposed in the
cl ass action.

However, as the Energy Co-op court observed, the definition of
"new val ue" provided by section 547(a)(2) is exclusive. Energy
Co-op, 832 F.2d at 1003. Section 547(a)(2) provides as foll ows:
"new val ue" neans noney or noney's worth in
goods, services, or new credit, or release by
a transferee of property previously
transferred to such transferee in a
transaction that is neither void nor voidable
by the debtor or the trustee under any
applicable law, including proceeds of such
property, but does not include an obligation
substituted for an existing obligation.

11 U.S.C. Section 547(a)(2). The release and dismissal in the
present case sinply do not constitute new val ue under section 547.
See Energy Co-op, 832 F.2d at 1003. Furthernore, as the debtor
points out, the transcript of the hearing on prelimnary approval
of the settlement agreement establishes that the rel ease of the

i njunction was nore of an afterthought to the settl enent agreenent,
rather than being intended as a cont enporaneous exchange for the
settl enent paynents.

Since | have decided that the funds paid into escrow were
transferred on account of an antecedent debt, and that the
cont enpor aneous exchange for new val ue defense in inapplicable,
need not reach the question of whether the escrow fund i s subject
to turnover under sections 542 and 543 as property of the estate.

I will also refrain from addressing the issues raised at the
hearing with regard to whet her charges nmade agai nst the escrow
account to pay for admnistration of the class action and pay First
Trust for acting as escrow agent should not be avoi ded as part of
the preferential transfer. Further, | need not deal with the issue
of whether the funds in the escrow account nust be i mediately
returned to the debtor, given their investnment posture in fixed
terminvestnents. Such issues were not adequately briefed prior to
the June 8 hearing. Rather than address issues the parties may be
able to resolve, given this court's current decision, | will enter
judgrment for the full anpbunt of the existing bal ance of the
escrowed funds. The parties may deci de whether they wi sh to nove
for nodification of this order solely as it relates to the escrow
fees and class action notice costs.

The funds transferred by the debtor into the escrow account
pursuant to the settlenment agreement were transferred for or on



account of an antecedent debt of the debtor. The transfer was not
i ntended as a cont enporaneous exchange for new value, nor was it in
fact a contenporaneous exchange. The transfer of such funds is an
avoi dabl e preference and the remini ng bal ance in the escrow fund
shoul d be returned to the debtor.

ORDER FOR JUDGVENT

ACCORDI NGLY, | T IS HEREBY ORDERED THAT:

1. The plaintiff's notion for summary judgnment is GRANTED.
The plaintiff shall take judgnent against the defendants for the
remai ni ng bal ance in the escrow fund;

2. The defendants' notion for summary judgnent i s DEN ED;
and

3. The debtor's nmotion in the main case (BKY 4-93-2600) for
approval of rejection of the settlenent agreenment as an executory
contract is MOOT, and an appropriate order of even date with this
order will be entered in such case.

LET JUDGVENT BE ENTERED ACCORDI NGLY.

Nancy C. Dreher
United States Bankruptcy Judge



