
SEC v. Byers

District Court, S.D. New York
592 F. Supp. 2d 532 · December 17, 2008

MEMORANDUM DECISION

CHIN, District Judge.

Before the Court are motions to modify a series of orders appointing a receiver in this complex securities
fraud case. For the reasons set forth below, the motions are denied in part and granted in part.

BACKGROUND

On August 11, 2008, the Securities and Exchange Commission (“SEC”) filed a complaint in this action
against Steven Byers and Joseph Shereshevsky and five Wextrust entities (the “Wextrust Entities”) for
their role in a Ponzi scheme that purportedly defrauded more than one thousand investors of
approximately $255 million. (SEC Opp. 2).1 The SEC complaint alleged a massive fraud involving a
complex web of some 240 Wextrust affiliates operating in the Middle East, Africa, and the United States.
(SEC Opp. 2-3; Sordillo Decl. ¶ 3).

On August 11, 2008, this Court (Sullivan, J., sitting in Part I) entered an order (the “Receiver Order”)
appointing as temporary receiver Timothy Coleman (the “Receiver”). Pursuant to the Receiver Order, the
Receiver was charged with, inter alia, ascertaining the financial condition of the Wextrust Entities,
including the extent of commingling of funds among the Wextrust Entities and the entities they control,
and determining whether the Wextrust Entities and the entities under their control should file for
bankruptcy.

The Receiver Order provided that:

no person or entity, including any creditor or claimant against any of the Defendants, or any person acting
on behalf of such creditor or claimant, shall take any action to interfere with the taking control, possession,
or management of the

*535

assets, including, but not limited to, the filing of any lawsuits, liens, or encumbrances, or bankruptcy cases
to impact the property and assets subject to this order.

(Receiver Order 4). This provision is being challenged by the International Ad-Hoc Committee of
Wextrust Creditors and the International Consortium of Wextrust Creditors (“Movants”).

On September 11, 2008, I entered an amended receiver order (the “Amended Receiver Order”) that
contained the following provision:

[I]f in accordance with this order the Receiver determines that any of the Wextrust Entities and entities
they own or control should undertake a bankruptcy filing, the Receiver, be and he hereby is, authorized to
commence cases under title 11 of the United States Code for such entities in this district, and in such cases
the Receiver shall prosecute the bankruptcy petitions in accordance with title 11 subject to the same
parameters and objectives as a chapter 11 trustee and shall remain in possession, custody, and control of
the title 11 estates subject to the rights of any party in interest to challenge such possession, custody, and
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control under

11 U.S.C. § 543

or to request a determination by this Court as to whether the Receiver should be deemed a debtor in
possession or trustee, at a hearing, on due notice to all parties in interest, before the undersigned.

(Amended Receiver Order 10). Movants also challenge this provision.

On October 24, 2008,1 entered an order imposing a preliminary injunction and other relief against
defendants and the relief defendant, which incorporated the Receiver Order and Amended Receiver Order
(collectively, the “Receiver Orders”). Movants challenge the two provisions quoted above. The SEC and
the Receiver oppose any modifications, except in one respect, discussed below. I heard oral argument on
the motions to modify on November 14, 2008, and reserved decision.

DISCUSSION

I. Injunction Against Bankruptcy Petitions

The Movants’ motion to modify the provision enjoining non-parties from filing involuntary bankruptcy
petitions presents two issues: First, whether the Court has the authority to prevent non-parties from
proceeding against defendants and their assets, and second, if so, whether the Court should continue to
exercise its authority to do so. I conclude that I have such authority, and that I should continue to exercise
that authority. I will, however, modify the Receiver Order in one respect, discussed below.

A. Does This Court Have Authority to Enjoin Non-Parties From Filing Involuntary Bankruptcy Petitions?

There is no case in the Second Circuit directly addressing the authority of a court to enjoin non-parties
from filing involuntary bankruptcy petitions with respect to property in receivership. Consequently,
Movants argue that I lack the authority to enter such an order. I am persuaded, however, by the sound
reasoning of cases outside this Circuit that the Court indeed has the authority to prevent non-parties from
filing involuntary bankruptcy petitions against the Wextrust entities.

' In SEC v. Wencke, the Ninth Circuit upheld the district court’s issuance of a stay prohibiting “all
investors, creditors, and other persons,” including non-parties, from “commencing, prosecuting,
continuing or enforcing any suit” against the re *536 ceivership entities except by leave of the court. 622
F.2d 1363, 1365 (9th Cir.1980). The Ninth Circuit reasoned that a district court’s authority to issue such a
stay “rests as much on its control over the property placed in receivership as on its jurisdiction over the
parties to the securities fraud action.” Id. at 1369. If the court could not control the receivership assets, the
Ninth Circuit reasoned, the receiver would be unable to protect those assets. See id. at 1369-70. This
would effectively undermine the purpose of the receivership.

Similarly, the Sixth Circuit recently held that a district court has the authority to enjoin non-parties from
instituting suits against assets subject to a receivership, provided the non-parties have notice of the
injunction. See Liberte Capital Group, LLC v. Capwill, 462 F.3d 543, 552 (6th Cir.2006). The Sixth
Circuit, citing Wencke, held that the district court’s authority to issue such an injunction “arises from its
power over the assets in question.” Id.; cf. Lankenau v. Coggeshall & Hicks, 350 F.2d 61, 63 (2d
Cir.1965) (“There is a substantial jurisdictional basis for allowing the federal court receiver to have and
keep custody and control of the assets in question, and to obtain the relief needed to implement that
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custody.”).

The rulings of the Ninth and Sixth Circuits are, moreover, consistent with the rule in this Circuit that
“[ojnce the equity jurisdiction of the district court has been properly invoked by a showing of a securities
law violation, the court possesses the necessary power to fashion an appropriate remedy.” SEC v. Manor
Nursing Centers, Inc., 458 F.2d 1082, 1103 (2d Cir.1972); see also Eberhard v. Marcu, 530 F.3d 122, 131
(2d Cir.2008) (noting that federal securities laws do not explicitly vest district courts with authority to
appoint receivers, but that such authority exists because “[district courts possess broad power to remedy
violations of federal securities laws”).

The authority of this Court to issue such an injunction is also supported by the Second Circuit’s decision
in United States v. Royal Business Funds Corp., 724 F.2d 12 (2d Cir.1983). There the Second Circuit
affirmed an order enjoining a debtor from filing a bankruptcy petition where a receivership was already
underway. Id. at 15 (holding that “a debtor subject to a federal receivership has no absolute right to file a
bankruptcy petition”). The Court explicitly held that its ruling was not intended to disturb the general rule
“that the pen-dency of an equitable receivership rarely precludes a petition in bankruptcy,” but it
nonetheless affirmed the order because, among other reasons, the “bankruptcy petition, which was filed by
the debtor rather than by third-party creditors, will, so far as we can tell on this record, disrupt the
receiver’s attempts to improve the company’s fortunes.” Id.

In light of these decisions, I conclude that the Court has the authority to enjoin non-parties from filing
involuntary bankruptcy petitions against any of the Wex-trust Entities.

B. Should the Court Lift the Injunction?

In a subsequent proceeding in Wencke, the Ninth Circuit set forth three factors to consider in determining
whether an injunction against litigation should be lifted:

(1) whether refusing to lift the stay genuinely preserves the status quo or whether the moving party will
suffer substantial injury if not permitted to proceed; (2) the time in the course of the receivership at which
the motion for relief from the stay is made; and (3) the merit of the moving party’s underlying claim.

*537 SEC v. Wencke, 742 F.2d 1230, 1231 (9th Cir.1984) (“Wencke II”); see also United States v. Acorn
Tech. Fund, L.P., 429 F.3d 438, 442 (3d Cir.2005) (explicitly adopting Wencke II factors). Applying these
factors to the facts of this case, I conclude that the injunction should stand.

As to the first factor, maintaining the stay undeniably maintains the status quo. The Receiver is charged
with protecting the investments of all the Wextrust Entities’ investors. Movants, on the other hand, are
only concerned with recouping their own investments, presumably even at the expense of other investors.
(See 11/14/08 Tr. 20). This is not to impugn the motives of the Movants — it is perfectly rational that they
want to recoup their investment — but only to point out that the Movants’ interest may diverge from the
interests of the investors as a whole. The Receiver is charged with protecting the investors as a whole, and
thus the best way to maintain the status quo is to permit him to carry on with his investigation.

As to the second factor, the Ninth Circuit held that “where the motion for relief from the stay is made soon
after the receiver has assumed control over the estate, the receiver’s need to organize and understand the
entities under his control may weigh more heavily than the merits of the party’s claim.” Wencke II, 742
F.2d at 1231 (internal citation and quotations omitted); accord Acorn Tech. Fund, L.P., 429 F.3d at 443-44
(holding that “very early in a receivership even the most meritorious claims might fail to justify lifting a
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stay given the possible disruption of the receiver’s duties”). Here, the Receiver has only just begun to
investigate the full extent of the fraudulent scheme, and permitting some investors to file involuntary
bankruptcy petitions would hinder the Receiver’s investigation. (See Kahn Decl. ¶ 6 (CEO of real estate
firm retained by Receiver stating that “uninformed decisions to file [bankruptcy] cases without a sufficient
basis or strategic plan can adversely affect the properties and put a taint on the properties”); Sordillo Decl.
¶ 8 (partner in Deloitte, financial advisory firm retained by Receiver, stating that “[bjankruptcy cases will
be a burden on the resources of the estate”)). The timing, therefore, also weighs against modifying the
order.

As to the third factor, the Court does not have enough information about the merits of the Movants’ claims
to render a judgment. Even assuming the Movants’ claims are strong, however, the other two Wencke
factors weigh heavily against lifting the injunction.

For these reasons, I decline to lift the injunction previously entered enjoining parties and non-parties alike
from filing an involuntary bankruptcy petition against any of the Wextrust Entities.

C. Modification of the Receiver Order

While the injunction against non-parties filing involuntary bankruptcy petitions stands, I hereby modify
the Receiver Order to permit any party or non-party to apply to this Court on three days’ notice for an
order seeking permission to file an involuntary bankruptcy petition upon a showing that such a petition is
appropriate and will benefit the receivership estate. I do this with the consent of the SEC (see SEC Opp.
15 n. 6). This modification will permit Movants, concerned that, inter alia, the Receiver lacks the authority
to reorganize certain entities as opposed to merely liquidating them (see Mov. Reply 5), to pursue their
claims in bankruptcy, but only if they can show that so doing will best serve the interests of the
receivership, and not just their own self-interest.

I now turn to the second provision challenged by the Movants.

*538 II. Bankruptcy Procedure

The Amended Receiver Order provides that in the event the Receiver determines some or all of the
Wextrust Entities should file for bankruptcy,

the Receiver shall prosecute the bankruptcy petitions in accordance with title 11 subject to the same
parameters and objectives as a chapter 11 trustee and shall remain in possession, custody, and control of
the title 11 estates subject to the rights of any party in interest to challenge such possession, custody, and
control under

11 U.S.C. § 543

or to request a determination by this Court as to whether the Receiver should be deemed a debtor in
possession or trustee, at a hearing, on due notice to all parties in interest, before the undersigned.

(Amended Receiver Order 10). Movants argue that this provision violates two provisions of the
Bankruptcy Code. First, they argue that it “circumvents the statutory provisions of the Bankruptcy Code
dealing with appointment and selection of bankruptcy trustees.” (Mov. Mem. 4-7). Second, they argue that
it amounts to an improper assertion of jurisdiction over a case that is statutorily required to be heard by a
bankruptcy court. (Id. 7). I address each argument in turn.
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A. Appointment and Selection of Bankruptcy Trustees

Movants argue that the provision is improper because it “essentially allow[s] the Receiver to continue to
act as a trustee post bankruptcy.” (Mov. Mem. 5; see Mov. Reply 7). That is not the case. The Receiver
will not serve in bankruptcy as a trustee, but rather as manager of the Wex-trust entities, subject to the
right of any party to challenge him under 11 U.S.C. § 543 or to seek appointment of a trustee pursuant to
11 U.S.C. § 1104.2

In In re Bayou Group, LLC, the Court upheld a challenge to a substantially similar provision based on its
inherent equitable authority. 363 B.R. 674, 685 (S.D.N.Y.2007).3 The court there held that preventing the
receiver from exercising managerial control over the receivership assets once bankruptcy proceedings
began would “frustrate the equitable power of this court to fashion what it deemed an appropriate
remedy.” Id.

The court in Bayou also specifically addressed the argument, now advanced by Movants, that the order
conflicts with 11 *539 U.S.C. § 543, which provides that a “custodian” in possession of assets belonging
to a bankruptcy debtor shall first deliver such assets to the trustee and then seek a hearing to excuse it from
having to deliver the assets. The Bayou court held that once the receiver filed the bankruptcy petition, his
role as receiver terminated, but his role as manager of the bankrupt entities continued, and the
“management of a bankrupt entity that files in Chapter 11 is automatically authorized to act as the
debtor-in-possession, since under the Bankruptcy Code, the term ‘debtor-in-possession’ quite simply
‘means debtor.’ ” 363 B.R. at 686 (citing 11 U.S.C. § 1101(1) and Black’s Law Dictionary 412 (7th ed.
1999) (defining “debtor-in-possession” as a “Chapter 11 or 12 debtor that continues to operate its business
as a fiduciary to the bankruptcy estate”)). The fact that the receiver becomes, by operation of the
Bankruptcy Code, a debtor-in-possession once a bankruptcy petition is filed is critical because a
debtor-in-possession is not a “custodian” within the meaning of the Bankruptcy Code, see 11 U.S.C. §
101(11), and therefore is not required to deliver the debtor’s assets to the trustee. See Bayou 363 B.R. at
685-87.

Here, while the Amended Receiver Order does not designate the Receiver as the debtor-in-possession, in
the event of a bankruptcy filing, as noted by the Bayou court, the Receiver would automatically succeed to
that role by operation of the Bankruptcy Code. There is no conflict, then, with 11 U.S.C. § 543, because a
debt- or-in-possession is not a custodian within the meaning of the statute.

While it is true that the Bayou court expressed regret over the inclusion of the debtor-in-possession
reference in its order — insofar as making such a determination is “quintessentially the province of a
bankruptcy judge” — it nonetheless upheld the order, see id., and the court’s reasoning for doing so is
sound. Accordingly, I conclude that the Amended Receiver Order is not inconsistent with the Bankruptcy
Code and decline to modify it.

B. Improper Assertion of Jurisdiction

Movants argue that the provision of the Amended Receiver Order requiring this Court to hear disputes
with respect to the Receiver’s post-bankruptcy authority runs afoul of 28 U.S.C. § 157, which requires
bankruptcy cases to be heard by bankruptcy judges. (Mov. Mem. 7). Section 157(d) provides that the
Court can withdraw a case from the bankruptcy court’s jurisdiction “for cause shown” if it “determines
that resolution of the proceeding requires consideration of both title 11 and other laws of the United States
regulating organizations or activities affecting interstate commerce.” Movants argue that no showing of
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cause has been made to justify a preemptive withdrawal of cases from the bankruptcy court. (Mov. Mem.
7).

I agree. Even assuming I have the authority to continue to exercise control over this case in the event a
bankruptcy petition is filed, I decline to exercise that authority. If a bankruptcy petition is filed, the
bankruptcy court will be well-equipped to ensure a fair and orderly process. If the parties disagree with
any of the bankruptcy court’s decisions, they are free to exercise their right to appeal. There is no reason
to deviate from the usual procedures followed in bankruptcy court.

I therefore modify page ten of the Amended Receiver Order to strike the following language, which
appears at the end of the disputed provision, after the reference to 11 U.S.C. § 543: “or to request a
determination by this Court as to whether the Receiver should be deemed a debtor in *540 possession or
trustee, at a hearing, on due notice to all parties in interest, before the undersigned.” In other words, if a
bankruptcy petition is filed, the bankruptcy court will hear all disputes in the first instance, subject to the
right of any party to appeal to the district court in accordance with the usual rules and procedures.

CONCLUSION

For the reasons set forth above, the Movants’ motions to modify the Receiver Orders are denied, except
that they are modified in the two respects indicated above.

SO ORDERED.

Footnotes

1 Citations to "Mov. Mem." refer to the International Ad-Hoc Committee of Wextrust Creditors' motion to modify the
receivership order, which was joined by the International Consortium of Wextrust Creditors. Citations to "Mov. Reply”
refer to the International Ad-Hoc Committee's Reply. Citations to "SEC Opp.” refer to the SECs opposition brief.
Citations to "Sordillo Decl.” refer to the Declaration of John Sordillo filed in support of the Receiver’s opposition brief.
Citations to “Kahn Decl.” refer to the Declaration of Mitchell P. Kahn filed in support of the Receiver’s opposition brief.
Citations to "11/14/08 Tr.” refer to the Transcript of the hearing held on November 14, 2008.

2 The SEC does not contest the Movants' right to seek appointment of a trustee under the legal standard set forth in 11 U.S.C.
§ 1104. (SEC Opp. 15 n. 6).

3 The provision in Bayou read as follows:

[The receiver shall] succeed to be the sole and exclusive managing member and representative of each of the
Bayou Entities with the sole and exclusive power and authority to manage and direct the business and financial
affairs of the Bayou Entities, including without limitation, the authority to petition for protection under the
Bankruptcy Code,

11 U.S.C. §§ 101

et seq. (the "Code”), for any or all of the Bayou Entities and in connection therewith be and be deemed a
debtor-in-possession for any or all of the Bayou Entities in proceedings under Chapter 11 of the Code, and
prosecute such adversary proceedings and other matters as may be permitted under the Code and/or applicable
law.

363 B.R. at 680. Similarly, the Amended Receiver Order, in addition to the provisions quoted above, authorizes the Receiver
to "[sjucceed to all rights to manage all properties owned or controlled, directly or indirectly, by the Wextrust [Entities] ...
pursuant to the LLC and operating agreement relating to each entity.” (Amended Receiver Order 5). Movants devote a
great a deal of their briefs to differences between tírese two orders, but the reality is that, despite slight differences in
language, both orders appoint the receiver to manage the affairs of the entities in receivership.
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