IN THE UNITED STATES BANKRUPTCY COURT
EASTERN DISTRICT OF ARKANSAS
JONESBORO DIVISION

IN RE: LANCE S. BROWN CASE NO. 00-30017M
CHAPTER 7
Debtor.
DOBIECO, INC. PLAINTIFF
VS AP NO. 00-3030

LANCE S. BROWN;
A.JAN THOMAS, JR., TRUSTEE DEFENDANTS

MEMORANDUM OPINION

On January 7, 2000, Lance S. Brown (“Debtor”) filed a voluntary petition for relief under
the provisions of chapter 7. On January 10, 2000, A. Jan Thomas, J. was appointed Trustee.

On March 7, 2000, the Trustee filed a motion pursuant to 11 U.S.C. 8§ 365 to assume and
assign an unexpired lease of nonresidential red property between the Debtor as Lessee and
Mazzio's, Inc., as Lessor. The Trustee seeks to assign the lease to Saxton Pierce Restaurant
Corporation (“Saxton Pierce”) for the sum of $25,000.00.

Dobieco, Inc. (“Dobieco”) filed this adversary proceeding on June 5, 2000, seeking an
injunction prohibiting the Trustee from assuming and assigning the lease on the grounds that the
Debtor assigned the lease pre-petition to Dobieco and, therefore, the lease is not property of the

Debtor's estate.



The Trustee filed an answer and a counterclaim againgt Dobieco. In his counterclaim, the
Trustee aleged that the pre-petition assgnment of the lease from the Debtor to Dobieco was a
fraudulent conveyance under state law and subject to avoidance pursuant to 11 U.S.C. 8
544(b)(1) of the United States Code. The Trustee asks for a Judgment avoiding the transfer of the
lease and for an award against Dobieco equd to the vaue of the leasehold interest & the time of
the trandfer.

A trid on the merits was held in Joneshoro, Arkansas, on November 20, 2000, and the
matter was taken under advisement. The Court has jurisdiction under 28 U.S.C. § 1334 and §
157. Thisis acore proceeding pursuant to 28 U.S.C. 8 157(b)(2)(H)& (O), and the Court has
jurigdiction to enter afind judgment in thiscase. The following shdl congtitute the Court's findings
of fact and conclusions of law in accordance with Federad Rule of Bankruptcy Procedure 7052.

FACTS

Saxton Pierce (origindly G.S.B., Inc.) is a corporation which operates franchise
restaurants, particularly Mazzio's Pizzarestaurants. Typicdly, Saxton Pierce acquires, either by
lease or purchase, red property for arestaurant location and aMazzio's Pizza franchise from
Mazzio's Corporation.

On January 1, 1996, Saxton Pierce and Mazzio' s Corporation entered into a lease of
rea property located in Paragould, Arkansas, for the purpose of operating aMazzio's Pizza
restaurant. The lease term was from January 1, 1996, through January 30, 2002. Thelease

payments are due monthly in the sum of $1887.00. The lease prohibits the assgnment of the lease



by the lessee except with the written consent of the lessor, which may not be unreasonably
withheld. Saxton Pierce dso obtained a Mazzio's franchise and began operation of the pizza
restaurant.

In the latter part of 1996, Saxton Pierce decided it would be interested in sdlling the
restaurant in Paragould. Mazzio's Corporation referred the Debtor to Saxton Pierce as a possible
purchaser. After some investigation and negotiation, the Debtor and Saxton Pierce executed a
letter of intent dated January 27, 1997, for the sde of the business to the Debtor. The essentid
terms of the sde were as follows:

1 The Debtor would pay Saxton Pierce $15,000.00 cash &t closing.

2. The Debtor would lease dl furniture, fixtures, and equipment of the business from
Saxton Pierce for payments to Saxton Pierce in the sum of $6110.72 per month for 60 months for
atotal of $366,643.20.

3. The Debtor would assume Saxton Pierce's lease obligations to Mazzio's
Corporation, including payment of $1887.00 per month in rent, in connection with the redl
property in Paragould, Arkansas, where the restaurant was located.

4. The Debtor would purchase beginning cash and inventory at cost.

5. The Debtor would execute a new franchise agreement with Mazzio's Corporation.

Although the monthly payments of $6110.72 to Saxton Pierce were structured as if they

were equipment lease payments, Saxton Pierce acknowledged that this sum actually



represented the consderation for the goodwill of its ongoing business and had very little
relaionship to the vaue of the leased equipment.

Theresfter, the transaction was closed on February 28, 1997, and as part of the closing,
Saxton Fierce assigned absolutely dl of itsinterest in the red etate to the Debtor.  The Debtor,
however, acting a the insgstence of his father who lent him the money necessary to complete the
transaction, structured his end of the transaction in adifferent way. A corporation, Dobieco, Inc.,
was formed February 10, 1997. Shareholders were the Debtor and his wife, each holding 50% of
the stock.! The Debtor applied for and obtained the franchise agreement in the name of Dobieco,
effective March 1, 1997.

On or about March 1, the Debtor assigned to Dobieco the red estate lease originaly
between Mazzio's as lessor and G.S.B.-Saxton Pierce as |lessee and subsequently assigned to the
Debtor by Saxton-Pierce at the sdle closing. The consderation paid by Dobieco to the Debtor for
the assignment of the lease was the assumption of the Debtor's obligation to make the lease
payments to Mazzio's. The Debtor did not obtain written permission of Mazzio's Corporation to
make the assgnment as required by the lease. Mazzio' s has sent invoices for the rent to Dobieco,
and Dobieco has remitted dl rent payments called for under the lease. Mazzio's Corporation has

never objected to the assgnment of the lease, but may not have learned of the assgnment until

L At hisfather'singtruction, the Debtor on February 10, 1997, conveyed 225 shares out
of his250 sharesto hiswife. The balance of Debtor's stock was pledged as collatera
for aloan from hisfather for $55,000.00, a portion of which was applied to the down
payment required to purchase the business. The conveyance of Debtor's stock to his
wife was without condderation.



after the bankruptcy petition was filed.

Thereafter, Dobieco operated the pizza restaurant at the Paragould location. The Debtor
managed the business on behdf of the corporation and received a sdary in compensation. All
payments made to Saxton Pierce and Mazzio's were made by check drawn on the account of
Dobieco. The Debtor did not formally assign the equipment lease to Dobieco, dthough the lease
payments were made by Dobieco. However, the tax returns of both Dobieco and the Debtor
treated the lease asiif it had been assigned to the corporation.  The Debtor defaulted on his
obligation under the equipment lease. The default culminated in the repossession and sale of the
leased equipment and in aconsent judgment for the deficiency on September 29,1999, againg the
Debtor in favor of Saxton Pierce in the sum of $256,650.36 plusinterest. The Debtor filed his
petition for relief under the provisions of chapter 7 gpproximately three months later.

The Trustee argues that the assgnment by the Debtor to Dobieco of the lease of red
property between Mazzio's as lessor and the Debtor as assigned lessee is a fraudulent trandfer,
both actua and congtructive. The Trustee seeksto set asde the conveyance pursuant to the
provisons of section 544 of the bankruptcy code and the Arkansas Fraudulent Transfer Act.
Specificaly, the Trustee dleges that the assgnment was made with the actud intent to defraud
creditors and aso that the transfer was made for less than a reasonably equivaent vaue which left
the Debtor insolvent as aresult of the trandfer.

Dobieco argues that the assignment was not made with the intent to defraud creditors, that

the trandfer was for a reasonably equivaent vaue, and that the assgnment did not render the



Debtor insolvent. Dobieco further contends that the Trustee does not have standing to pursue a
cause of action under section 544 because he standsin the shoes of Saxton Pierce, which by its
conduct has waived or is estopped from asserting fraudulent transfer.?
DISCUSSION
The Trustee is proceeding under section 544(b)(1), which provides as follows:
(b)(1) Except as provided in paragraph (2), the trustee may avoid any transfer of

an interest of the debtor in property . . . that is voidable under applicable law by a
creditor holding an unsecured clam that is dlowable under Section 502 of thistitle

11 U.S.C. § 544(b)(1)(1994).

The gpplicable law in question is contained in the Arkansas Fraudulent Transfer Act,

which providesin part asfollows:

(8 A transfer made.. . . by adebtor is fraudulent as to a creditor, whether the
creditor's clam arose before or after the transfer was made . . . if the debtor made
thetransfer . . .

(1) With actud intent to hinder, delay, or defraud any creditor of the debtor; or

2 Without receiving a reasonably equivalent vaue in exchange for the transfer
... and the debtor:

(i) Was engaged or was about to be engaged in abusiness or atransaction
for which the remaining assets of the debtor were unreasonably smdl in
relation to the business or transaction; or

(ii) Intended to incur, or believed or reasonably should have bdieved that
he or she would incur debts beyond his or her ahility to pay asthey became

?Because of the Court’s findings with regard to the fraudulent conveyance action, it is
unnecessary to decide thisissue.



due.
Ark. Code Ann. 84-59-204(a)(1)-(2)(i)& (ii)(Michie 1996).

The Arkansas Fraudulent Transfer Act dlows for the recovery of property transferred with
the intent to defraud (actud fraud) or property transferred without the actud intent to defraud but
for less than the reasonably equivdent vaue given in exchange for the transfer (congtructive fraud).

This datute is the Arkansas verdgon of the Uniform Fraudulent Transfer Act, which is patterned
after 11 U.S.C. 8§ 548 of the United States Bankruptcy Code. Michadl L. Johnson, “ Recent
Applications of the Arkansas Fraudulent Transfer Act,” 51 Ark. L. Rev. 485, 490 (1998).

Fraud must be affirmatively proven, and the burden of proof is on the party who alegesit.

Ouachita Electric Coop. Corp. v. Evans-&t. Clair, 12 Ark. App. 171, 178, 672 S.W.2d 660,

664 (1984) (citing Rees v. Craighead Inv. Co., 251 Ark. 336, 472 SW.2d 92 (1971)). The

plaintiff must prove fraud by a preponderance of the evidence. Clark v. Bank of Bentonville, 308

Ark. 241, 247, 824 SW.2d 358, 361 (1992)(citing Killian v. Hayes Bros. Lbr. Co., 251 Ark.

121, 470 SW.2d 939 (1971); Ouachita Elec. Coop. Corp. v. Evans-&t.Clair, 12 Ark. App. 171,

672 S.\W.2d 660 (1984)) .
ACTUAL FRAUD
The Trustee states that direct evidence of the Debtor’s intent to hinder, delay, or defraud
creditorsisthat he implemented his father’ s plan with regard to assigning the lease to Dobieco.
Paul Brown, the Debtor’ s father, may have been motivated in part by such intent, but his state of

mind isirrdevant here, ance the focus is on the Debtor’ s intent. Both the transferor and transferee



must act with fraudulent intent before the transfer will be regarded as fraudulent. Bearden v. Baugh

(In re Baugh), 60 B.R. 102, 105 (citing Bank of Sun Prairiev. Hovig, 218 F.Supp. 769 (W.D.

Ark. 1963); Wright v. Aaron, 214 Ark. 254, 215 SW.2d 725 (1948)). Here, the Debtor’s only

admission with regard to intent seemed to be that he assgned the lease as a prerequisite to
acquiring the loan from his father to fund the down payment for the purchase of the business.
Although intent to hinder, delay or defraud must be actud rather than congtructive, it may

be proved by circumstantial evidence. Emmett Valley Assocs. v. Woodfield (In re Woodfield),

978 F.2d 516, 518 (9th Cir. 1992) (fraudulent intent can be inferred from circumstances
surrounding the transaction)(citing In re Adeeb, 787 F.2d 1339, 1342-43 (9™ Cir. 1986)); Kdly
v. Armstrong, 141 F.3d 799, 802 (8th Cir. 1982).

Focusing on circumstances typicaly present in a fraudulent conveyance, courts have
developed a*“badge of fraud” andysis to determine whether atransfer is actudly fraudulent.

Bearden v. Baugh (In re Baugh), 60 B.R. 102, 104 (Bankr. E.D. Ark. 1986) (citing Harrisv.

Shaw, 224 Ark. 150, 154, 272 SW.2d 53, 55-56 (1954); Ouachita Elec. Coop., 12 Ark. App.

at 178, 672 SW.2d at 664)).
The most prevalent badges of fraud are now codified in the Arkansas Code as factors to
be consdered. The statute provides.

(b) In determining actud intent under subdivision (a)(1) of this section,
congderation may be given, among other factors, as to whether:

(1) Thetransfer or obligation wasto an indder;



(2 The debtor retained possession or control of the property transferred after
the trangfer;

(3) The transfer or obligation was disclosed or concealed;

4 Before the transfer was made or obligation was incurred, the debtor had
been sued or threatened with suit;

(5) The trandfer was of subgtantialy al the debtor's assets;

(6) The debtor absconded;

(7) The debtor removed or concealed assets,

(8) The value of the consideration received by the debtor was reasonably
equivalent to the vaue of the assat transferred or the amount of the obligation

incurred;

9) The debtor was insolvent or became insolvent shortly after the transfer was
made or the obligation was incurred;

(10) Thetransfer occurred shortly before or shortly after a substantial debt was
incurred; and

(11) The debtor trandferred the essentia assets of the businessto a lienor who
transferred the assets to an ingder of the debtor.

Ark. Code Ann. 8§ 4-59-204(b)(Michie 1996).

The presence of afew badges of fraud may cause mere suspicion of an intent to defraud
but the “ confluence of severd [badges of fraud] can congtitute conclusive evidence of an actud
intent to defraud absent 'sgnificantly clear' evidence of alegitimate supervening purpose” Max

Sugarman Funerd Home, Inc. v. ADB Investors, 926 F.2d 1248,1254-55 (1st Cir. 1991)(citing

In re Cushman Bakery, 526 F.2d 23, 33 (1% Cir. 1975)). See, also, Pavy v. Chagtant (In re




Chastant), 873 F.2d 89, 91 (5" Cir. 1989) (finding transfer to relative in conjunction with &l other
crcumstances fraudulent) (citing In re Loeber, 12 B.R. 669 (Bankr. D.N.J. 1981)).
BADGES OF FRAUD

The Trustee argues that most of the badges of fraud are present in the circumstances
surrounding this case. The Court will address each of the Trustee' s points below.

The Trustee assertsthat the transfer was to an insder and that the Debtor retained
possession or control of the property transferred. In fact, the lease was transferred by the Debtor
to Dobieco, which assumed the Debtor's obligation to pay the lease payments and occupied the
leased premises in the operation of the pizza restaurant under the franchise agreement. Although
the trandfer of the lease was to an ingder, the Debtor had a variety of legitimate reasons for the
trangfer, which was for adequate consideration as will be discussed more fully below.

Furthermore, the fact that the corporation employed the Debtor to operate the restaurant
of Dobieco is hot necessarily indicative of fraud Snce a corporation must, of necessity, conduct its
business activities through the action of individuas.

Although the Debtor never received permission from Mazzio' sto assign the lease, thereis
no evidence of intentional concealment of the transfer. Both Saxton-Pierce and Mazzio' s knew of
the existence of Dobieco from the beginning. The letter of intent drafted by Saxton Pierce
contemplated the formation of a corporation by the Debtor. The payments on the equipment lease
were made to Saxton Pierce by checks clearly identifying the maker as Dobieco, Inc., and signed

by the Debtor. The payments to Mazzio's Corporation for the redl estate lease and the franchise

10



were aso made by Dobieco, Inc. and sgned by the Debtor. The franchiseitself wasissued from
the beginning in the name of Dobieco, Inc., and the parties were aware that the franchise could
only be operated at the leased premises. Therefore, it would not be unreasonable for Dobieco, as
franchisee, to become the lessee as well.

Furthermore, Saxton Pierce did not require the Debtor to seek its consent before the
Debtor assgned the lease; therefore, the Debtor was under no obligation to disclose the transfer to
Saxton Pierce.  These facts prove that both Mazzio's and Saxton Pierce were aware of the
existence of Dobieco operating as an integrd part of the Debtor’s business. There gppearsto be
nothing intentionaly fraudulent about the Debtor’ s failure to disclose the transfer to Mazzio's,
especidly in light of Dobieco’s open existence and active role in the operation of the business.

The Debtor’ s transfer did occur shortly after a substantial debt was incurred to Saxton
Pierce. However, the transfer did not result in adecrease in funds available to pay Saxton Pierce,
since Dobieco undertook to pay the rent payments. Rather, the Debtor’ s ability to pay Saxton
Pierce depended on the cash flow of the business.

The Court dso finds that the vaue of the consderation received by the Debtor was
reasonably equivaent to the vaue of the asset transferred. This finding will be further discussed
under the Court’s congtructive fraud analyss below.

The other badges of fraud are ingpplicable to this case. When the transfer occurred, the
Debtor was not being threatened with alawsuit, and the lease certainly did not represent a

substantid portion of the Debtor's assets from which creditors could satisfy clams. The Debtor
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did not abscond, having paid more than $137,000.00 on the equipment lease to Saxton Pierce.
The evidence in this case does not point to fraudulent actions by the Debtor to remove vauable
assets from the reach of creditors, particularly Saxton Pierce. Nor was there evidence elther that
the assgnment of the lease rendered the Debtor insolvent or that the Debtor transferred the
essential assets of the business to alienor who then transferred the assets to the Debtor’s
corporation.®

In short, the traditiond badges of fraud as they are meant to be applied under the statute
are not present in this case. Therefore, the Trustee hasfailed to proved intent, and his actud fraud
theory falls.

CONSTRUCTIVE FRAUD

A transfer may be st asde as atechnica fraud smply by showing that the transfer was
made for |ess than the reasonably equivaent vaue when the debtor was insolvent or became
insolvent as aresult of the transfer. The facts in this case are unique, and both the actud and
congtructive fraud theories advanced by the Trustee depend on whether the transfer of the red

edtate lease to Dobieco was for reasonably equivadent vaue

3The Trustee argues further that the Debtor and Paul Brown were untruthful with regard
to when the documents were executed in implementation of the plan set forth in Paul

Brown's | etter to the Debtor. The Trustee asks the Court to find that the assgnment from the
Debtor to Dobieco occurred after the Debtor’ s bankruptcy petition was filed and after the
Debtor redized that the Trustee could assume the lease as property of the edtate. While
it is possble that the pertinent documents could have been falsfied as to date with the

purpose of defeeting the Trusteg' sright to assume, the Court finds no persuasive
evidence in the record that such was the case.
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The Fraudulent Transfer Act providesthat “vaue’ is given for atrandfer “if, in exchange
for thetransfer . . . property istransferred or an antecedent debt is secured or satisfied . . .” Ark.
Code Ann. 8 4-59-203(a) (Michie 1996). Smilarly, the Bankruptcy Code' s definition of “value’
pursuant to its fraudulent transfer statute is “property, or satisfaction or securing of a present or
antecedent debt of the debtor. ... “ 11 U.S.C. § 548(d)(2)(A) (1994) .

If the transfer in question did not deplete the estate of assets available to pay unsecured

creditors, the debtor recelved reasonably equivalent vaue. Harman v. First American Bank of

Maryland (In re Jeffrey Biglow Design Group, Inc.), 956 F.2d 479, 484 (4th Cir. 1992);

Ouachita Elec. Coop. Corp. v. Evans&. Clair, 12 Ark. App. 171, 179, 672 S\W.2d 660, 665
(1984) (stating that an dement of a fraudulent conveyance is that the property disposed of might
have otherwise been subject to satisfaction of creditors clams).

The Trustee argues that the assignment of the lease from the Debtor to Dobieco was for no
congderation (Br. a 12, 16) and that the assgnment condtituted substantialy al of the Debtor's
assdts. (Br. at 11.) The Court respectfully disagrees. The vaue of the Debtor's leasehold interest
was first established by Saxton Pierce and Mazzio's, Inc. in December 1995. Pursuant to an
arm's length transaction, the lessee (Saxton Fierce) was given the right to occupy a pizza restaurant
in Paragould, Arkansas, for aperiod of seven yearsin consderation of an agreed sum of
$1,887.00 per month.

The value of the lease was reaffirmed in a second arm's-length transaction between

Saxton Pierce and the Debtor in February 1997 when Saxton Pierce assigned the lease to the
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Debtor for the same agreed consideration of $1,887.00 per month. Thereisno evidencein the
record to support the Trustee's argument that the third assgnment of the same lease afew weeks
later by Debtor to Dobieco had any more vaue than the origina lessor and lessee attributed to it.*
The Debtor transferred his right to possession of the premises in Paragould, Arkansas,

but he dso was relieved of the obligation to pay the lease payments of $1,887.00 per month. The
assumption of the Debtor's obligation to pay the monthly rent fits eadly within the definition of vaue
under state and federal bankruptcy law. 1n each of the three transactions involving the lease of the
restaurant space, the parties themsalves determined the vaue given for the transfer to be
reasonably equivaent.

The Trustee argues that proof that the lease is more valuable than its stated consderation is
Saxton Pierce's offer to pay the Trustee $25,000.00 for an assgnment of the lease in this
bankruptcy case. However, this bootstrap argument has no merit. The obvious motivation of
Saxton Pierce is not to acquire the lease to satidfy its claim, but to do damage to Dobieco's ability
to exercise its franchise agreement with Mazzio's and force Dobieco out of business. Furthermore,
the critica time to determine reasonably equivdent value is when the transfer is made. Cooper v.

Ashley Communications, Inc., 914 F.2d 458, 466 (4th Cir. 1990). Evenif the assgnment of the

lease had not occurred, the lease even though technicaly an asset, would not have condtituted
property from which unsecured creditors could have looked to satisfy their daims. Seb's

Hatcheries, Inc. v. Lindley, 111 F.Supp. 705, 715 (W.D. Ark. 1953)(ruling a fraudulent transfer

“The lease expires by its own terms in January 2002.
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may not be set aside unless the property conveyed was subject to satisfaction of the complaining

creditor’ sdebt)(citing Mente & Co. v. Westbrook, 181 Ark. 96, 102, 245 SW.2d 976, 978

(1930)), &f’'d, 209 F.2d 674 (8" Cir. 1954); Ouachita Elec. Coop. Corp. v. Evans-St. Clair, 12

Ark. App. 171, 179, 672 S.W.2d 660, 665 (1984) (same).
CONCLUSION

Mot of the typica €ements associated with a fraudulent transfer are not present in this
case. Saxton Pierce made the decision to sal the so-cdled “blue sky” of its pizza restaurant to
Debtor entirely on unsecured credit. It was dso Saxton Pierce that disguised the transaction in
order to gain atax advantage to which it was perhaps not entitled.® It is doubtful that either of the
parties could have foreseen at the time of sale, much less intended, the transaction to turn out the
way it has.

Like aplayer in agame of chess, Saxton Pierce smply failed to contemplate the next
move the Debtor would be entitled to make. Saxton Pierce could have secured the Debtor's
obligation to pay s0 asto be entitled to areturn of the pizza franchise and leasehold to it in the
event of adefault by the Debtor, but it failed to do so. The Debtor's action in assigning the redl
edtate lease to a corporation and securing the franchise in the name of the corporation is not
prohibited by the agreement drafted by Saxton Pierce, and under these circumstances, does not

congtitute actual or congtructive fraud.

°The sde was structured in this fashion to enable Saxton Pierce to avoid payment of
capita gainstax on “acouple hundred thousand or more” according to Kelly Saxton
of Saxton Pierce. (Tr. at 93.)
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Therefore, for the reasons stated herein, the Trustee's counterclaim is dismissed and
Judgment will be entered in favor of Dobieco determining the red edtate a issueis not property of

the edtate, and the lease may not be assumed by the Trustee.

Hon. James G. Mixon
United States Bankruptcy Judge

07-20-01
Date

cc. A. Jan Thomas, Esg.
Kim Tucker, Eq.
Charles Coleman, Esq.
Warren Dupwe, Esg.
Raph Wadddll, Esq.
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