UNI TED STATES DI STRI CT COURT
DI STRICT OF M NNESOTA
THI RD DI VI SI ON

In re:

| mredi a Duplication Services, Inc. BKY No. 3-93-1044
Debt or .

Randy Sul livan, as Trustee of ADV No. 3-94-223

| mredi a Duplication Services, Inc.
Plaintiff,

V.

David Russ and Inmedia, Inc., ORDER
Def endant s.

Thi s adversary proceeding came on for trial August 17 and 18, 1995.
Appear ances were noted on the record. The Court, having received and
consi dered the evidence presented at trial; having heard argunments of counsel
and, otherwi se being fully advised on the matter; now nakes this ORDER
pursuant to the Federal and Local Rul es of Bankruptcy Procedure.
l.
OVERVI EW

This adversary proceeding is the aftermath of a struggle between two
gr oups
for the acquisition and control of |Imedia Duplication Services, Inc. (IDSl),
a
bankrupt company. It is, essentially, a grudge action, brought by a principa
of the party that |ost the struggle before the filing of the bankruptcy case,
agai nst the party that won the struggle - but |ost the conpany.

The Trustee seeks to avoid a prepetition transfer of the Debtor's assets
to David Russ, an insider of the Debtor, and his conmpany, Imedia, Inc. M.
Russ repossessed the assets of IDSI pursuant to a security agreenent. The
security agreenent secured the payment of a company note that he had purchased
fromIDSI's | ender. The transfer was nmade whil e Kevin Lanmson and his group
the Warren Utz Partnership, were seeking takeover of IDSI through the
acqui sition of stock and a conpany note held by the conpany's najor
st ockhol der.

An involuntary petition was filed under 11 U . S. C. Chapter 7 against IDSI on
March 7 against IDSI on March 5, 1993, after the transfer.

This action, brought by the Trustee at the direction of the Lanmson group,
seeks to avoid the repossession as: a fraudulent transfer under federal and
state law, 11 U S.C. Section 548 and M S. A. Section 513.41 et seq.; and, as a
preferential transfer under 11 U S.C. Section 547. Alternatively, the Trustee
seeks judgnment agai nst the Defendants for conversion

I DSI received equival ent value for the assets transferred. Russ did not
receive nore than he woul d have received had the case been a case under
Chapter 7 when the transfer was made. The Trustee did not prove conversion by
t he Def endants. Accordingly, none of the causes of action prevails; and,
judgnment is ordered for the Defendants.

.
FACTS.

H story of Financial distress.

| DSI began busi ness operations in 1986. The conpany
duplicated computer software discs frommaster discs, primrily
for video ganmes, to be distributed and sold by others. 1DS



suffered financial |osses for several years prior to its

i nvol untary bankruptcy filing. |1DSI's bal ance sheets revea

accunul ated net deficits of $316,180 in 1990, and $304, 675 in
1991. The first six nmonths of 1992, resulted in net operating

| osses of $116,000; for July 1992, net operating | osses of $21, 835;
and, for August 1992, net operating |osses of $21,315. Operation
during the first 11 days of Septenber 1992, alone, resulted in net
| osses of $21, 915.

Resource Bank and Trust (Resource), held a line of credit
avai l abl e for the Debtor, from 1989 through Septenber 1992.
Resource secured the credit line with all of IDSI's assets. During
their financial relationship, IDSI paid down the |line through a
| ockbox arrangenent. As incom ng receivables were collected, each
paynment was made directly to the | ockbox, and the line of credit
was reduced accordingly.

During 1991, Resource becane increasingly nervous about the
financial stability of the Debtor. Jewell Mhn, a representative
of Resource in charge of the account, testified that IDSI's | oan

had been classified as substandard by the bank's exami ners. In
1992, Resource began pressuring IDSI to increase efforts to coll ect
its accounts receivables. |IDSI's line of credit exceeded $200, 000.

By that sunmer, Resource had decided to end the relationship.
The Lanson Connecti on.

IDSI al so suffered financial distress defending itself in
litigation commenced by the Warren Utz Partnership. (FNLl) The
litigation centered around a note held by the Partnership, comonly
referred to as the "Gearman Note". In January, 1987, Arvin
Cearman, then IDSI's major sharehol der, |oaned the conpany
$350, 000. IDSlI executed a note, and a duly recorded security
agreement, for the loan. Gearnan received a security interest in
all of the Debtor's collateral. On August 19, 1988, when | DS
received its line of credit form Resource Bank, Gearman rel eased
his interest in the Debtor's collateral

On May 15, 1992, Peter Shapps, a general partner in the Utz
Part nershi p, purchased the "Gearman Note" at a Washi ngton County
sheriff's sale for $600. The sale was part of an execution of a
j udgnent agai nst Gear man. Shapp's interest in the "Gearman Note"
was | ater assigned to the Warren Utz Partnership. The Partnership
attenpted to forecl ose what it clained was a subordinated junior
security interest in IDSI, through an action comenced i n Hennepin
County District Court. However, the Honorable Lucy Wil and,
Hennepin County District Court, ultimately held that the Warren Utz
Part nership was an unsecured creditor, and had no lien to
forecl ose. (FN2)

The Warren Utz Partnership al so purchased Gearman's shares in
IDSI at the sheriff's sale. The Partnership now held 65% of the
shares in IDSI. After purchasing the shares, the Partnership
called a neeting of sharehol ders, and el ected Kevin Lanson and
Robert O son officers in the corporation. The Debtor's new board
then turned-out IDSI's managenent; specifically termnating Phillip
Buckstein and Thomas Hau, both officers and directors of |DSI

Hau and Buckstein comenced an action in Anoka County District
Court, to enjoin the new board fromany activity involving the
managenent of IDSI. They were awarded injunctive relief; the
ori gi nal managenent was returned; and, Hau and Buckstein were
reinstated in their previous positions.

The David Russ, Imedia, Inc. Connection

Buckstein was introduced to David Russ in the fall of 1991
Russ was a principal of Prem er Managenent, Inc., a conpany that
provi ded marketing and sal es advice to businesses. Russ becane



actively involved in IDSI in the sunrer of 1992. According to
Buckstein, his role was limted to consulting with IDSI in efforts
to increase sales, and to inprove custoner relations and personne
deci sions. Buckstein testified that he accepted Russ' advice,
because he believed Russ was interested in investing in the
conmpany. In fact, Russ intended takeover of the conpany, and
positioned hinmself to run the business in the neantine.

In Septenber of 1992, after negotiations with Resource, Russ
stepped in to guaranty the Resource note, pledging as additiona
collateral, a $70,000 personal savings account. On Septenber 9,
Russ fornmed Imedia, Inc., wth Hau and Buckstein. Russ owned
40% and Hau and Buckstein each owned 30%

Then, on Septenber 11, 1992, Russ purchased the Resource note,
and all rights and interests under the security agreenent. He paid
the original $70,000 pl edged personal savings on deposit, and he
gave his own note for $160,000, to acquire the Resource note. The
Russ note becane secured by all of the assets of IDSI; the sane
assets that secured the Resource note.

On Septenber 16, 1992, Russ served a notice of default on |DS
regardi ng the Resource note that he held. The notice decl ared that
the note was in default; it acknow edged Russ' |awful recovery of
his security interest; and, it stated that it was served in
accordance with MS. A Section 336.9-503. Russ took control of the
assets of IDSI, including the accounts receivable, notes and
contract rights; and, he accepted themin satisfaction of the Resource
note. The note had a bal ance of $211, 000 at foreclosure.

That same day, Hau and Buckstein executed a Consent of |nmedia
Duplication Services, Inc., to Russ' foreclosure of his security
interest. The Consent renounced the rights of I1DSI under the
Uni f or m Conmrer ci al Code, and acknow edged t he conpany's vol untary
surrender of the assets. From Sept enber 16, 1992, to Novenber
11, 1992, IDS|I collected $112,000 in accounts receivabl e, which
reduced the $160, 000 Russ Note, through the | ockbox arrangenent
that was conti nued with Resource.

On Novenber 11, 1992, Russ sold the assets of IDSI to |nmedia,
Inc., for $237,409. The business continued to do poorly, however.
The Warren Utz Partnership continued its pursuit of the assets
through various litigation strategies. IDSI finally ceased business
in February of 1993, after the Lanson group succeeded in |evying on
a conpany account, taking approxi mately $30,000. Russ sold the
hard assets in April 1993. He advertised the sale, and received
$35, 000 for them
The Fi nanci al Statenents.

The busi ness had al ways perfornmed poorly. Every reported
peri od discl osed substantial operating | osses, except for 1991
That year produced a net incone of $11,505. Al of IDSI's
financi al docunents, bal ance sheets, and i ncone statenents were
prepared internally. Phillip Buckstein was enployed as IDSI's
accountant and Vi ce-President of Finance. He was responsible for
preparing the nonthly bal ance sheets and rel ated fi nanci al
docunents. (FN3) Following, is how the conpany's bal ance sheet appeared
as of August 1992, the last full nonth prior to the repossession by
Russ:

Current Assets,

Cash I n Bank -22, 250
Trade Recei vabl es 264, 852
QG her Cur. Assets 12, 552

I nventory 131, 127



Not es Recei vabl e 276, 430
Total Cur. Assets $662, 771

Fi xed Assets
Due From stkhl drs 5, 024
Furniture & Fi xtures 9, 518
Machi nery & Equi prent 737,092
Leasehol d Impr. 68, 082

| ess acc. depr. - 713, 358
Net Fi xed Assets $106, 358
Total Assets $769, 129

Current Liabilities

Line of Credit 210, 000
Accounts Pay. Trd. 367, 390
Accrued Expense 222,145

Total Current Liab. 799, 585

Noncurrent Liab
Sub. Nt. Pay. Rel.

Pty. 186, 031
Total Liabilities $985, 616
St ockhol der' s Eq.

Conmmon St ock 12, 307
Add Pd. in Cap. 242,219

Ret ai ned Erngs. Pr. - 304, 770
Cur. Year's Erngs. 166, 243

Total Sthldr. Equity -$216, 487
TI. Lia. & Sthidr. Eq. $769, 129

An I mmedia, Inc., balance sheet, dated Novenber 24, 1992, for
t he period ending Cctober 31, 1992, "booked" the value of the assets
at $679, 154. (FN4) The asset values were conpletely fanciful. The
hard assets were sold within six nonths for $35,000. Russ
eventually wote off, as uncollectible, the note receivable of
$276, 438; and, he was able to collect only $66,000 of the $264, 852
trade accounts receivable stated on the I DSI August bal ance sheet. ( FN5)
Jewel | Mohn, the officer at Resource Bank, who had been in charge
of the loan for the Bank, testified that in 1992, he believed that
the value of the Bank's collateral marginally covered the |oan. He
was right.

The Filing.

IDSI was filed as an involuntary case under chapter 7 on March
5, 1993. Randy Sullivan was later elected Interim Trustee on
February 23, 1994, sponsored by the Lanmson group. This adversary
proceedi ng was comenced by the Trustee on Cctober 28, 1994.
M.
ANALYSI S.



Fraudul ent Transfer.
11 U.S.C. Section 548 provides, in pertinent part:
(a) The Trustee may avoid any transfer of an interest of the
debtor in property, or any obligation incurred by the debtor, that was
made or incurred on or within one year before the date of the filing
of the petition, if the debtor voluntarily or involuntarily--

(1) made such transfer or incurred such
obligation with actual intent to hinder
del ay, or defraud any entity to which the
debtor was or becane, on or after the date
that such transfer was nmade or such obligation
was incurred, indebted; or

(2)(A) received less than a reasonably
equi val ent val ue in exchange for such transfer or
obligation; and

(B)(lI) was insolvent on the date that such
transfer was made or such obligation was
incurred, or becane insolvent as a result of
such transfer or obligation;..

A. Fraudul ent Transfer per 11 U. S. C. Section 548(a)(2) and MS. A Section
513. 45

The Trustee seeks to avoid the transfer of IDSI's assets to

Russ, through the foreclosure on the Resource note, as a violation
of 11 U . S.C. Section 548 (a)(2) and M S. A. Section 513.45. (FN6) There
are four elements to a fraudul ent transfer under the statutes.
They are: (1) that a transfer was nmade; (2) on or within one year
before the date of the filing of the petition; (3) where the debtor
recei ved | ess than a reasonably equival ent val ue in exchange for
the transfer; and, (4) where the debtor was insolvent on the date
that the transfer was nmade, or becane insolvent as a result of the
transfer. The burden of proving each of these four elenents is on
the Trustee. In re Mnnesota Wility Contracting, Inc., 110 B.R
414 (Bkrtcy. D. M nn. 1990).

The parties do not dispute that a transfer occurred on
Sept enber 16, 1992, through the foreclosure by Russ on the Resource
note. The first issue here, then, is whether |IDSI received |ess
than the reasonably equival ent val ue of what was transferred to
Russ in the transaction. The second issue, if it be determ ned
that I DSI received | ess than reasonably equival ent value, is
whet her IDSI was , or was rendered, insolvent.

Value is determned as of the transfer. In re Mrris
Conmmuni cations NC, Inc., 914 F.2d 458 (4th Gr. 1990). The Trustee
argues that both IDSI's own August bal ance sheet, valuing its
assets at $769, 129, only one nonth prior to the transfer; and,
Imredia Inc.'s Cctober bal ance sheet, booking the assets at
$679, 154, only one nonth after the transfer; are concl usive
evidence that IDSI received far less than it transferred in the
transaction. According to the Trustee, IDSI was shortchanged by at
| east $558, 129, which is the difference between what it parted with
($769, 129 in assets) and what it received ($211, 000 debt cancell ation). (FN7)

Reasonabl e equi val ence of value is a fact question. In re M nnesota
Uility Contracting, Inc., 110 B.R 414 (Bkrtcy. D. M nn.
1990). In determ ning whether a debtor has received reasonable
equi val ent value for a transfer, courts consider the purpose of the



requi renent, which is to conserve the debtor's estate for the
benefit of the creditors. Mnnesota Uility, at 420. 1In
considering the factors bearing on the transfer or sale of the
debtor's assets, the issue is whether the debtor received a fair
mar ket value for the property. In re Ozark Restaurant Equi prment
Co., Inc., 850 F 2d. 342 (8th Gr. 1988). The consideration

of fered in exchange for the transfer may provide either a direct or
i ndirect benefit to the debtor. An indirect benefit, however, nust
be fairly concrete. Id.

The pre-transfer financial history of IDSI, and the August
bal ance sheet itself, indicates that there was no correlation
bet ween the "book" and "market" values of the assets. Mst of the
stated val ue on the bal ance sheet represented current assets. The
nmachi nery and equi pnent had been depreciated from $737, 092 by
$713,358. The equi pnent consisted of old assets in a rapidly
changi ng technol ogy industry. Throughout 1992, Resource was
i ncreasingly nervous about IDSI's financial situation, and was
especi al ly concerned about the value of its security interest.

Russ was the only prospective investor that approached |IDSI or
Resource. |IDSlI's consistent and substantial |osses; the inability
toright itself, for nearly three years; and, |ack of investor
i nterest; suggested inflated asset values on its bal ance sheet.

VWhile value is determined as of the transfer, events
subsequent to the transfer can be relevant in consideration and
determ nation of value at transfer. Such is the case here. For
exanpl e, the note receivable of $276,490 was never collected, and
ultinmately witten off. Only $66,000 of the approximately $254, 000
in trade receivables, was collected. The stated val ues of the
current assets on the August 1992, IDSI bal ance sheet, were
fictional.(FN8)

The hard assets were overstated as well. They were sold six
nonths after the acquisition for $35,000. Gven: the financial
history of IDSI; the state of the bal ance sheet itself; and, the
post-transfer history of the business through |iquidation; asset
val ues significantly in excess of the anpbunt ow ng on the Resource
note, are sinply not credible.

The val ue of what IDSI received in the transfer, satisfaction of
the Resource debt in the amount of $211, 000, was substantially
equal to the value of the assets transferred in the forecl osure.
The insolvency issue is not reached. The transfer was not
fraudul ent under 11 U.S. C. Section 548(a)(2)(A or MS. A Section
513. 45.

B. Transfer to H nder, Delay or Defraud per 11 U S.C. Section 548
(A) (1)

The Trustee al so seeks to avoid the transfer pursuant to 11
U S.C Section 548 (A)(1), alleging that Russ, Hau and Buckstein
schenmed, with actual and inferable intent, to defraud IDSI's
creditors. Fraudulent intent can be shown by direct evidence, or
by "badges of fraud"” fromwhich actual fraud may be inferred. Max
Sugar man Funeral Honme, Inc. v. A D.B. Investors, 926 F.2d. 1248
(1st Cir. 1991). A nunber of factors may infer fraud, such as: (1)
actual or threatened litigation against a debtor; (2) purported
transfer of all or nearly all of a debtor's property; (3)

i nsol vency or other unmanageabl e debt of the transferor; (4) a
speci al relationship between the transferor and transferee; and,
after transfer; or, (5) retention of possession of property by the
transferor. 1d. at 1254. The presence of a single badge of fraud
may spur mere suspicion, but the confluence of several can
constitute conducive evidence of an actual intent to defraud,
absent "significantly clear"” evidence of a legitimte supervening



purpose. ld. at 1254-1255. However, the presence of one or nore
badges is not determ native of the question

The Trustee points to nunerous facts and circunstances that he
clains present evidence of actual fraud, and clear badges of fraud,
on the part of the Defendants. They involve actions taken by Russ
frominside IDSI, while the Warren Utz Partnership was attenpting
to assert its rights fromthe outside. The sinple fact is,
however, the actions by Russ were conpeting with the actions by
Lanson, through the Warren Utz Partnership. Both were after the
same prize, such as it was. That is takeover of IDSI. Lanson
pursued a strategy fromthe outside, through acquisition of stock
and what he believed was secured debt. Russ pursued a strategy
fromthe inside, through acquisition of secured debt and its
foreclosure. Russ prevailed. But, in winning the contest, and the
dubi ous prize, he did not defraud or hinder creditors in general
or the Lanson group in particular. Russ took no undue advantage of
anyone; he took no nore fromIDSI than he gave it. A corporate
t akeover is not necessarily a fraud on creditors, sinply because it
occurs. Fraud has not been shown under 11 U.S.C Section 548

(A (D).
Preferential Transfer Under 11 U.S.C. Section 547.

The Trustee also clainms that Russ received a preferenti al
transfer. He seeks to avoid the transfer under 11 U S.C Section
547(b), subparagraphs (4) and (5).

11 U.S.C. Section 547 provides, in pertinent part:
(b) Except as provided in subsection (c) this section,
the trustee may avoid any transfer of an interest of the debtor

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 made;

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

(B) between ninety days and one year
before the date of the filing of the petition,
if such creditor at the tinme 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

(C such creditor received paynent
of such debt to the extent provided by
the provisions of this title.

11 U.S.C. Section 101(31) defines an "insider" as:

in



(31) insider' includes--
(B) if the debtor is a corporation--

(1) director of the debtor;
(ii) officer of the debtor
(iii) person in control of the debtor;..."

Russ was an insider. He clearly controlled IDSI at the
time of the transfer, which was nade within one year prior to
filing of the petition. But, he did not receive nore than he
woul d have received: if the case were a case under Chapter 7
at the tinme of the transfer; and, if the transfer had not been
made. Russ held a security interest in the assets
transferred. The assets were worth no nore than the val ue of
the security interest. |If IDSI had been in Chapter 7 at the
time of the transfer, Russ would have been entitled to relief
fromstay to foreclose, and he woul d have received the sane
val ue.

Conver si on.

Finally, the Trustee contends that the transfer
constituted the tort of conversion. He argues that, when a
transfer arises out of a wongful foreclosure or repossession of
collateral by a secured creditor, the transfer is a
conversion. The Trustee contends the forecl osure, comenced
by the default notice, was irregular; and, that the subsequent
vol untary turnover was w ongful.

The Trustee failed to show that Russ wongfully served
the notice of default upon IDSI on Septenber 16, 1992.
Surrender of the assets by the conpany was vol untary, and
there was no breach of the peace. Russ exercised his interest
as the first secured creditor, and IDSI turned over its
collateral as required under the Uniform Conmercial Code
There was no objection to this notice of default, and Russ was
not obligated to seek further judicial relief to obtain
possessi on of the assets. The Trustee's claimthat the
transfer constituted conversion is not credible.

V.
DI SPOSI T1 ON

Based on the foregoing, it is hereby ORDERED: that
repossessi on of assets of |media Duplication Services,
Inc., on Septenmber 16, 1992, by David Russ, as secured
creditor, was not a fraudulent or preferential transfer
and, the transfer did not constitute conversion
LET JUDGEMENT BE ENTERED FOR THE DEFENDANTS, ACCORDI NGLY

Dat ed: Novenber 13, 1995. By the Court:

Dennis D. O Brien
Chief U.S. Bankruptcy Judge

(FN1) The Warren Utz Partnershiiiip was an entity formed by Kevin Lanson and
ot hers associated with his conpany, Marrit Acquisition.

(FN2) Warren Uz Partners, a Mnnesota Limted Partnership v. David Russ, an
i ndividual, Imedia, Inc., a Mnnesota Corporation, Henn.Cy. G strict Court



CT 92-23105 (Decenber 3, 1993).

(FN3) The IDSI corporate tax returns were prepared by an independent
accounting firm which relied upon the financial records and information
provi ded by Buckstein.

(FN4) However, Immedia, Inc. did not acquire the assets until Novenber 11
1992.

(FN5) According to Plaintiff's Exhibit 14, $248,390.36 in trade receivables
exi sted as of Septenmber 11, 1992. The exhibit shows those accounts receivable
t hrough Februrary 21, 1995, remaining in the anount of $158,111. The

di fference, $90,279.92, would ordinarily represent the anmpbunt actually

coll ected on the accounts. However, a nunber of post-acquistion accounts
recei vabl e appear to have been nmixed in with the paynent cal cul ations, the

| argest being an account receivable of Artist Graphics in the anmount of
$24,360.85. Backing that transaction out of the calculation results in

$65, 918. 35, as the anount actually coll ected.

(FN6) The state statute is virtually the same as the federal statute. Wile
the discussion refers only to 11 U . S.C. Section 548, it equally applies to
M S. A. Section 513.45.

(FN7) The Trustee offered evidence through his expert, Harold Baker, that

| DSl had an additional "going concern" value of $117,000. None of M. Baker's
testinmony regardi ng val ue was persuasive. He sinply accepted the value of the
assets as they were booked, and tacked on a going concern value. M. Baker
consi dered nothing el se, and had no special know edge of the assets, their
condition, or of the industry.

(FNB) To book assets at substantially nore than they are worth is to play a
danger ous gane; but, "booked" val ue does not establish market value. The

i nfl ated book bal ues on Novenber 24, 1992, Immedia statement are no nore
per suasi ve of market value than the values on the IDSI statenent.



