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DECISIONS ON CROSS-MOTIONS FOR SUMMARY JUDGMENT

Before the Court are motions, and in most cases cross-motions, for summary judgment in
thirty-three adversary proceedings brought by plaintiffs-debtors Bayou Accredited Fund, LLC, Bayou No
Leverage Fund, LLC and Bayou Superfund, LLC (collectively “plaintiffs,” or the “Bayou hedge fund]s],”
or simply “Bayou”) against defendants-investors in the Bayou hedge funds who successfully redeemed
their investments within one year prior to the public collapse in August 2005 of the Bayou hedge fund
empire. Plaintiffs sue under Section 548(a) of the Bankruptcy Code, 11 U.S.C. § 548(a), and Section 544
of the Code and Sections 273-76 of the New York Debtor and Creditor Law (“DCL”)" to recover as
fraudulent conveyances the amounts paid to these redeeming investors, including principal invested and
“fictitious profits” fraudulently reported by the Bayou hedge funds’ prior management.?

Jurisdiction

This Court has jurisdiction over these core adversary proceedings under 28 U.S.C.

8§ 1334(b) and 157(a) and (b)(2) and the standing order of reference to bankruptcy judges dated July 10,
1984 signed by Acting Chief Judge Robert J. Ward.

Overview of the Facts

The material facts as alleged in the amended complaints and as established by the evi-
dence may be briefly summarized.

The original Bayou Fund was organized by Sam Israel, James Marquez and Daniel
Marino in 1996. The Bayou Fund and its successor Bayou hedge funds were managed by Bayou Man-
agement LLC (“Bayou Management”), which was owned by Israel. From inception in 1996 through

2005 Israel served as the de facto Chief Executive Officer and Marino as the Chief Financial Officer of

Because the relevant provisions of the DCL are substantially similar to the Bankruptcy Code under
Section 548, the discussion here will focus on Section 548.

Plaintiffs have settled similar fraudulent conveyance claims against redeeming investors in eighty-

seven adversary proceedings, leaving unresolved the claims asserted against the thirty-six defen-
dants in these thirty-three adversary proceedings.
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Bayou Management. The trading activity of the Bayou Fund and the successor Bayou hedge funds was
conducted through a broker-dealer called Bayou Securities LLC (“Bayou Securities”), which was owned
by Bayou Group, LLC.

Soon after the Bayou Fund started trading, it sustained losses. To conceal those losses,
the Bayou Fund began falsifying its financial disclosures and fraudulently misrepresenting its investment
performances. Because the Bayou Fund’s losses could not withstand the scrutiny of an independent audit,
the Bayou Fund’s independent auditor was terminated and, in its place, Marino (an accountant) created a
fictitious accounting firm (Richmond-Fairfield Associates, CPA, PLLC) to pose as the independent
auditor.

From 1999 to 2003 the Bayou Fund continued to lose substantial amounts of money and
never earned a profit, all the while drawing in millions of dollars of new investments. As a result of a
reorganization in February 2003, the original Bayou Fund was liquidated and four separate on-shore
hedge funds were created, including the three Bayou hedge funds which are the debtor-plaintiffs in these
adversary proceedings (the fourth new hedge fund was available only to Bayou employees and affiliates).
Investors could exchange their investment in the original Bayou Fund for any of the three new Bayou
hedge funds. Each of the new Bayou hedge funds subsequently sustained losses which were concealed
through dissemination of false investment performance reports and false financial statements.

Beginning in 1999 and continuing through 2005 Israel and Marino caused the Bayou
entities, under cover of purported “audits” by Richmond-Fairfield, to continue to generate false perform-
ance summaries and false financial statements designed to mislead investors. The Bayou hedge funds
reported their performance returns to existing and prospective investors in weekly, monthly, quarterly and
annual financial reports, individual investor monthly account statements, and in marketing materials.
Plaintiffs have submitted as P-BAY Ex. 10 the Richmond-Fairfield certified financial statements of
Bayou Fund for December 31, 2000, 2001 and 2002 and for the Bayou “Family of Funds” for the two
years ending December 31, 2003 and 2004. Each of these year-end financial statements was preceded by

a Richmond-Fairfield Associates cover sheet entitled “Financial Statements and Report of Independent
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Certified Public Accountants.” Each of these annual financial statements contained a covering letter on
Richmond-Fairfield Associates letterhead stating:

We have audited the accompanying statement of financial condition, including the
condensed schedule investments, of [the identified Bayou funds].

We conducted our audit in accordance with generally accepted auditing standards.
We believe that our audit provides a reasonable basis for our opinion.

In our opinion, the financial statements referred to above, present fairly, in all material
respects, the financial position of [the various Bayou funds] and the results of its opera-
tions, changes in its members’ capital and cash flows for the year then ended, in conform-
ity with generally accepted accounting principles.

The representation that Richmond-Fairfield was an independent firm of certified public
accountants was false. Each of the representations quoted just above was false. And as shown in the
Lenhart Report described below, the financial data with respect to the Bayou hedge funds was false.

In addition to trading losses, the amended complaints alleged that the Bayou hedge funds
were depleted for the personal financial benefit of the principals of Bayou. Millions of dollars in high
volume trading commissions were paid to the broker-dealer Bayou Securities wholly owned by the prin-
cipals, and millions of dollars of incentive bonus payments were made to the principals based on non-
existent profits.®* Management of the Bayou hedge funds made a bank transfer of $120 million drawn
from various Bayou accounts to a bank account in PostBank, Germany, of which $100 million was
eventually deposited in a bank account in the United States. This bank account was seized by the Arizona
Attorney General in May 2005, and the funds were eventually transferred to the United States Marshals
Service for distribution pro rata to victims of the Bayou fraud.

During the summer of 2005 the Bayou entities finally collapsed. Despite assurance of

full payment to the investors, the Bayou hedge funds did not repay any money to the then existing

investor-creditors, who held approximately $250 million principal invested.

The February 6, 2003 letter notifying investors of their right to exchange their Bayou Fund
investments for any of the three new Bayou hedge funds stated that pursuant to the Operating
Agreement Bayou Management would take a “twenty percent (20%) incentive fee.”
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The terms governing redemptions of investments from the Bayou hedge funds were set
forth in the Operating Agreement for each fund. Section 10.1 of each Operating Agreement provided that
any investor was permitted to redeem the “whole or any part of the amount in his or its Capital Account at
the end of any calendar month” upon fifteen days’ written notice. Under Section 10.4 of each of the
Operating Agreements, after receipt of a redemption notice from an investor the particular Bayou hedge
fund was required to pay “90% of the amount of [the investor’s] Capital Account withdrawn within thirty
(30) days of the effective date of the withdrawal,” with “the balance of the amount due within thirty-one
(31) days after the Company has received financial statements for the year ending as of the withdrawal
date.”

The fraudulent conveyance claims asserted in these adversary proceedings seek to re-
cover payments made to the defendant Bayou investors in purported redemption of part or all of their in-
vestment interests in the several Bayou hedge funds as reflected in the published financials for each of the
funds. Since the financials fraudulently overstated the assets and failed to disclose the losses of the
Bayou hedge funds and, therefore, overstated the investment accounts of all of the redeeming investors,
the redemption payments in respect of greatly reduced or non-existent principal and fictitious profits ex-
ceeded the redeeming investors’ contractual entitlements.

Prior Motions to Dismiss

Defendants have previously made two motions to dismiss, both of which were denied by
this Court. In the first, defendants in ninety-five adversary proceedings argued, inter alia, that the
amended complaints failed to allege actual intent to defraud with sufficient particularity under Federal
Rule of Civil Procedure 9(b) and failed to allege lack of good faith on the part of the defendants. See In
re Bayou Group, LLC, 362 B.R. 624 (Bankr. S.D.N.Y. 2007) (“Bayou I”"). In denying the motions, this
Court addressed defendants” misplaced reliance on a decision of the Court of Appeals for the Second
Circuit in Sharp International Corp. v. State Street Bank and Trust Company (In re Sharp International
Corp.), 403 F.3d 43 (2d Cir. 2005) (“Sharp International”) and a prior decision of this Court in Balaber-

Strauss v. Sixty-Five Brokers (In re Churchill Mortgage Investment Corp.), 256 B.R. 664 (Bankr.
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S.D.N.Y. 2000), aff’d sub nom. Balaber-Strauss v. Lawrence, 264 B.R. 303 (S.D.N.Y. 2001). Since this
Court’s views on the relevance to these proceedings of the Sharp International and Churchill decisions
have been fully explained in Bayou I, see 362 B.R. at 636-638, | shall not address defendants’ similar
contentions on these motions.

In denying the second motion to dismiss filed on behalf of defendants in twenty-four ad-
versary proceedings, this Court rejected arguments that the non-redeeming investors in the Bayou hedge
funds are not creditors of the plaintiff hedge funds and a related argument under Section 510(b) of the
Bankruptcy Code. See In re Bayou Group, LLC, 372 B.R. 661 (Bankr. S.D.N.Y. 2007) (“Bayou II”).

Discussion

l. Standards for summary judgment

Federal Rule of Civil Procedure 56(c) applies to bankruptcy proceedings by application
of Rule 7056 of the Federal Rules of Bankruptcy Procedure and provides that summary judgment is
proper “if the pleadings, depositions, answers to interrogatories, and admissions on file, together with the
affidavits, if any, show that there is no genuine issue as to any material fact and that the moving party is
entitled to judgment as a matter of law.” Fed.R.Civ.P. 56(c); see Celotex Corp. v. Catrett, 477 U.S. 317,
322 (1986); Morenz v. Wilson-Coker, 415 F.3d 230, 234 (2d Cir. 2005). The movant has the initial bur-
den of demonstrating the absence of any genuine issue of material fact. See Celotex, 477 U.S. at 323.

In deciding whether material factual issues exist, the Court must resolve all ambiguities
and draw all reasonable inferences against the moving party. Matsushita Elec. Indus. Co. v. Zenith Radio
Corp., 475 U.S. 574, 587 (1986). However, the existence of disputed issues of fact will not result in de-
nial of a motion for summary judgment unless the disputed issues are material to the determination of the
legal claims and defenses. See Anderson v. Liberty Lobby, Inc., 477 U.S. 242, 248 (1986) (“Only disputes
over facts that might affect the outcome of the suit under the governing law will properly preclude the
entry of summary judgment.”); see also, Endico Potatoes, Inc. v. CIT Group/Factoring, Inc., 67 F.3d
1063, 1066 (2d Cir. 1995). If the record in its entirety could not lead a rational trier of fact to find for the

non-movant, then no genuine issue remains for trial. Matsushita, 475 U.S. at 587.
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Once the movant establishes its initial burden, the burden shifts to the non-movant to
establish that there is a specific and genuine issue of material fact to warrant a trial. Celotex, 477 U.S. at
324. The non-movant must “go beyond the pleadings and by [its] own affidavits, or by the ‘depositions,
answers to interrogatories, and admissions on file,”” establish that there is a specific and genuine issue of
material fact warranting a trial. Celotex, 477 U.S. at 324.

Conjecture, surmise or “metaphysical doubt” by the non-movant of the movant’s asser-
tions will not defeat a summary judgment motion. See Matsushita, 475 U.S. at 586; see also, Bryant v.
Maffuci, 923 F.2d 979, 982 (2d Cir. 1991). Self-serving conclusory statements are also insufficient to
defeat summary judgment. See Ying Jing Gan v. City of New York, 996 F.2d 522, 532 (2d Cir. 1993).
The non-movant must present specific significant probative evidence supporting its case sufficient “to
require a ... judge to resolve the parties’ differing versions of the truth at trial.” Anderson, 477 U.S. at
249 (citation omitted); accord, Moratzka v. Visa U.S.A. (In re Calstar, Inc.), 159 B.R. 247, 251 (Bankr.
D. Minn. 1993). “The mere existence of a scintilla of evidence in support of the [non-movant’s] position
will be insufficient; there must be evidence on which the jury could reasonably find for the [non-
movant].” Anderson, 477 U.S. at 252.

The non-movant must present “substantial evidence” to overcome the motion, and the
court must analyze “the evidence presented through the prism of the substantive evidentiary burden.”
Anderson, 477 U.S. at 250-54. “The nonmovant must set forth specific facts that show triable issues, and
cannot rely on pleadings containing mere allegations or denials.” In re Teligent, Inc., 337 B.R. 39, 43

(Bankr. S.D.N.Y. 2005) (citations omitted). “If, however, the evidence tendered is ‘merely colorable,” or



is “‘not significantly probative,” the non-moving party has not carried its burden and the court must grant
summary judgment to the moving party.” In re Calstar, Inc., 159 B.R. at 252 (citation omitted).

1. Section 548(a) issues and conclusions

A. The statute and case law

Plaintiffs’ prima facie case for intentional fraudulent conveyance is governed by Section

548(a)(1)(A) of the Bankruptcy Code. Section 548(a)(1)(A) provides as follows:
(a) (1) The trustee may avoid any transfer (including any transfer to or for the benefit of
an insider under an employment contract) of an interest of the debtor in property, or any
obligation (including any obligation to or for the benefit of an insider under an employ-
ment contract) incurred by the debtor, that was made or incurred on or within 2 years
before the date of the filing of the petition, if the debtor voluntarily or involuntarily—

(A) made such transfer or incurred such obligation with actual intent to hinder,

delay, or defraud any entity to which the debtor was or became, on or after the

date that such transfer was made or such obligation was incurred, indebted; or. . .

Several observations may be made concerning this statute which are germane to the
motions for summary judgment. Under Section 548(a)(1)(A) the entire amount of “any transfer” made
with actual intent to hinder, delay or defraud creditors may be avoided. The entire amount is avoidable
whether or not the debtor received value in exchange. See, e.g., Sharp International, 403 F.3d 43, 56
(applying the analogous intentional fraudulent conveyance provision of New York law); see Bayou I, 362
B.R. at 629-30 and cases cited therein.

The malicious intent sufficient to support a cause of action is set forth in the disjunc-
tive—a plaintiff may avoid the transfer where it was made with intent “to hinder, delay, or defraud” (em-
phasis added). See Lippe v. Bairnco Corp., 249 F. Supp. 2d 357, 374 (S.D.N.Y. 2003) (interpreting N.Y.
Debt. & Cred. Law 8 276); Flushing Sav. Bank v. Parr, 81 A.D.2d 655, 656 (N.Y. App. Div. 1981),
appeal dismissed, 54 N.Y.2d 770 (1981) (same); 5 Collier on Bankruptcy { 548.04[1] at 548-23 (15th ed.
rev. 2006) and cases cited therein. But see, e.g., Addison v. Seaver (In re Addison), 2008 U.S. App.
LEXIS 16684 at *14-*16 (8th Cir. Aug. 7, 2008). This malicious intent can be directed at either present

or future creditors of the debtor as of the date of the transfer. See 5 Collier on Bankruptcy § 548.04[1] at

548-22.4 (15th ed. rev. 2006). Thus, a plaintiff need not prove that the debtor intended to hinder, delay or



defraud the transferee or any other particular creditor. See id. at 548-23. Also, the statute focuses on the
debtor’s “intent,” such that a plaintiff need not prove that the debtor actually did, in fact, hinder, delay or
defraud the transferee or any other creditors. See Brown v. Third Nat’l Bank (In re Sherman), 67 F.3d
1348, 1355 (8th Cir. 1995); 5 Collier on Bankruptcy 1 548.04[1] at 548-24 to 548-25 (15th ed. rev.
2006).*

Since the statute by its express terms applies only if “the debtor . . . made such transfer
with intent to hinder, delay, or defaud,” it is only the debtor’s intent that is relevant. See, e.g., Sharp
International, 403 F.3d 43, 56 (applying N.Y. Debt. & Cred. Law § 276); HBE Leasing Corp. v. Frank,
61 F.3d 1054, 1059 n.5 (2d Cir. 1995) (same); Andrew Velez Constr., Inc. v. Consol. Edison Co. of N.Y.,
Inc. (In re Andrew Velez Constr., Inc.), 373 B.R. 262, 269 (Bankr. S.D.N.Y. 2007) and cases cited there-
in; Picard v. Taylor (In re Park S. Secs., LLC), 326 B.R. 505, 517 (Bankr. S.D.N.Y. 2005).° The intent
of the transferee is not relevant except under the “good faith” defense of Section 548(c). In this sense
Section 548 serves the same policy function as Section 547, which allows the trustee to avoid preferential

payments made within ninety days of the bankruptcy to perfectly innocent creditors who were legally

If no creditor was hindered, delayed or defrauded, the transferee may have a defense to the avoid-
ance action on mootness or other grounds. However, it is not up to the trustee to prove the non-
existence of those defenses.

The defendants point to a prior decision of this Court, Gentry v. Kovler (In re Kovler), 249 B.R.
238 (Bankr. S.D.N.Y. 2000), citations corrected, 329 B.R. 17 (Bankr. S.D.N.Y. 2005), as author-
ity that under N.Y. Debt. & Cred. Law § 276 a plaintiff must prove that both the transferor and the
transferee acted with “actual intent.” Kovler’s statement of the law was corrected and updated in
the 2005 citation above. The original Kovler decision is one of several cases which mistakenly
suggest that under Section 276 a plaintiff must prove the malicious intent of both the transferor and
the transferee (with some citing Kovler for that proposition). See, e.g., Andrew Velez Constr., Inc.
v. Consol. Edison Co. of N.Y., Inc. (In re Andrew Velez Constr., Inc.), 373 B.R. 262, 276 (Bankr.
S.D.N.Y. 2007); Nisselson v. Softbank AM Corp. (In re MarketXT Holdings Corp.), 361 B.R. 369,
396 (Bankr. S.D.N.Y. 2007); Picard v. Taylor (In re Park S. Secs., LLC), 326 B.R. 505, 517
(Bankr. S.D.N.Y. 2005); Gredd v. Bear, Stearns Sec. Corp. (In re Manhattan Inv. Fund Ltd.), 310
B.R. 500, 508 (Bankr. S.D.N.Y. 2002). These cases are in direct conflict with governing decisions
in this Circuit holding that only the intent of the transferor is relevant under Section 276. See, e.g.,
Sharp International, 403 F.3d 43, 56; HBE Leasing Corp. v. Frank, 61 F.3d 1054, 1059 n.5 (2d
Cir. 1995); Geron v. Schulman (In re Manshul Constr. Corp.), 2000 U.S. Dist. LEXIS 12576 at
*129 (S.D.N.Y. Aug. 29, 2000); Crowthers McCall Pattern, Inc. v. Lewis, 129 B.R. 992, 999
(S.D.N.Y. 1991); Le Café Creme, Ltd. v. Le Roux (In re Le Café Creme, Ltd.), 244 B.R. 221, 239
(Bankr. S.D.N.Y. 2000); Secs. Investor Protection Corp. v. Stratton Oakmont, Inc., 234 B.R. 293,
318 (Bankr. S.D.N.Y. 1999); Brody v. Pecoraro, 250 N.Y. 56, 61 (1928) (Cardozo, J.). The
statute itself makes this clear. Section 276 is concerned only with a “conveyance made . . . with
intent,” and only a transferor can be said to have “made” a conveyance. There is no reference in
this provision to the transferee or the transferee’s intent.
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entitled to be paid. Both sections represent an equitable determination by Congress that under limited
circumstances creditors must share equally in the insolvency, or, in the case of Section 548, the fraud.
Section 548 is not a punitive provision designed to punish the transferee, but is instead an equitable pro-
vision that places the transferee in the same position as other similarly situated creditors who did not re-
ceive fraudulent conveyances.

It is well-settled that “actual intent to hinder, delay, or defraud” may be proven by cir-
cumstantial evidence — commonly referred to as “badges of fraud.” See, e.g., Sharp International, 403
F.3d 43, 56 (applying N.Y. Debt. & Cred. Law § 276); Brown v. Third Nat’l Bank (In re Sherman), 67
F.3d 1348, 1353 (8th Cir. 1995); Acequia, Inc. v. Clinton (In re Acequia, Inc.), 34 F.3d 800, 805 (9th Cir.
1994); Max Sugarman Funeral Home, Inc. v. A.D.B. Investors, 926 F.2d 1248, 1254 (1st Cir. 1991),
remanded to 149 B.R. 274 (Bankr. D. R.l. 1992). It is sufficient for a plaintiff to demonstrate that the
transferor “acted under circumstances that preclude any reasonable conclusion other than that the purpose
of the transfer was fraudulent as to creditors.” 5 Collier on Bankruptcy { 548.04[1] at 548-26 (15th ed.
rev. 2006) (citing Lesser v. Jewel Factors Corp., 470 F.2d 108, 110 (2d Cir. 1972)).

The plaintiffs’ prima facie case for constructive fraudulent conveyance is governed by
Section 548(a)(1)(B). Section 548(a)(1)(B) provides in pertinent part that the trustee can avoid a transfer
“if the debtor voluntarily or involuntarily” [omitting new subsection (IV)]:

(B) (i) received less than a reasonably equivalent value in exchange for such transfer
or obligation; and

(i) () was insolvent on the date that such transfer was made or such obli-
gation was incurred, or became insolvent as a result of such transfer or
obligation;

(1) was engaged in business or a transaction, or was about to engage in
business or a transaction, for which any property remaining with the
debtor was an unreasonably small capital;

(1) intended to incur, or believed that the debtor would incur, debts that
would be beyond the debtor’s ability to pay as such debts matured; or. . .

The burden is on the plaintiff to prove that the transferee received less than reasonably

equivalent value and that the debtor was insolvent as of the date of the transfer, undercapitalized or in-
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tended to incur debts beyond its ability to repay. It has been previously held as a matter of law, and there
is no dispute here, that the defendants gave reasonably equivalent value for their redemptions to the extent
of their original investments. See Bayou I, 362 B.R. at 634. Accordingly, the plaintiffs’ constructive
fraud claims under Section 548(a)(1)(B) are limited to any fictitious profits which were paid to any of the
defendants.

B. The evidence: criminal pleas/allocutions and the Lenhart Report

Plaintiffs” evidence in support of their claims of actual and constructive fraudulent con-
veyance under Section 548(a)(1)(A) and (B) consists of two elements. One is comprised of the guilty
pleas and allocutions of Israel, Marino and a third principal of Bayou, James Marquez, who resigned from
Bayou in October 2001. The other element consists of the Expert Report of William K. Lenhart (the
“Lenhart Report”) and the Exhibits to and documents underlying it, all of which were timely provided to
defendants’ attorneys. The evidence overwhelmingly establishes the Bayou fraud alleged in the amended
complaints.

1. What the evidence shows

(@) Guilty pleas and allocutions

The guilty plea and allocution of Israel appears in the transcript of proceedings in the
District Court dated September 29, 2005 marked as P-BAY Ex. 1. At this hearing Israel pleaded guilty to
the Assistant United States Attorney’s recitation of the charges in the information. After noting that
Bayou sustained trading losses during the relevant period from approximately 1999 through mid-summer
2005, the prosecutor recited the following allegations: “[t]he defendant and co-conspirators . . . perpe-
trated a scheme to defraud investors by disseminating reports and financial statements among other things
that contained materially false statements and by failing to invest investors’ funds as promised.”  P-
BAY Ex. 1 at 18. In describing the mail fraud count of the information, it was alleged that Israel “know-
ingly and willfully participated in the scheme or artifice to defraud with knowledge of its fraudulent

nature and with a specific intent to defraud.” Id. at 15.
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In order to establish the elements of these crimes, the government would prove at
trial, based on documentary evidence and testimony of witnesses, that during the time
period set forth in the information, Samuel Israel and his co-conspirators perpetrated a
fraud on investors and prospective investors of the Bayou Hedge Funds by misrepre-
senting the value of the Hedge Funds’ assets, and including these misrepresentations to
be mailed to current and prospective investors in the Southern District of New York and
elsewhere. These false and misleading statements and representations induced new in-
vestors to invest in Bayou and lulled existing investors into retaining their investments in
the Bayou Hedge Funds.

Id. at 15-16.
In furtherance of the scheme and because Bayou could not use an actual certified

public accounting firm to audit the funds and certify the annual financial statements, Mr.

Israel had his co-conspirator and chief financial officer in early 1999 form a phony ac-

counting firm name [sic] Richmond Fairfield Associates. And year after year between

1999 and 2004, the co-conspirators had Bayou’s false financial statements sent out with a

fictitious certification by Richmond Fairfield Associates that the funds had been audited

and the financial statements were accurate.
Id. at 16.

[Israel] and his co-conspirators caused to be mailed quarterly reports to investors that

contained fictitious rates of return on trading in the funds and annual financial statements

that contained fictitious rates of return on trading and inflated net assets [sic] values. Mr.

Israel and his co-conspirators also had faxed and mailed weekly newsletters that also

misrepresented the performance of the funds at various times during the time period set

forth in the information. All these communications to investors made it appear that

Bayou was earning profits on trading when in fact it was not.
Id. The prosecutor charged that Israel and a co-conspirator carried out the conspiracy to defraud by
reporting “fictitious rates of return by the Bayou Hedge Funds” in quarterly reports, weekly newsletters,
monthly reports and annual financial statements mailed or faxed to investors. Id. at 18. The annual
financial statements “contained among other misrepresentations, inflated rates of return on trading, in-
flated net asset values, and certifications that Bayou had been audited by a certified public accounting
firm known as Richmond Fairfield Associates.” Id. at 18-19. The prosecutor charged that “[i]Jn or about
early 1999, a co-conspirator created the phony accounting firm Richmond Fairfield Associates and it con-
ducted no audits.” Id. at 19. “Between in or about the fall of 2003 and in or about August 2005, Israel

and a co-conspirator entered and attempted to enter into private financial transactions using money from

the Bayou Hedge Funds without disclosing the nature of those transactions to investors.” Id. “From in or
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about July 1996 through in or about August 2005, Israel and his co-conspirators induced investors to
contribute in excess of $450,000,000 to the Bayou Hedge Funds.” Id.

After pleading guilty to the several counts of the information, Israel described in his own
words and in response to questions the types of conduct to which he pleaded guilty. He testified that dur-
ing the relevant time period he was the chief executive officer of Bayou Management and chief invest-
ment officer of the Bayou Fund and was responsible for trading securities on behalf of all of the funds.
Id. at 24. lIsrael, along with others

caused Bayou to send various kinds of documents containing false financial information
about Bayou’s performance to current and prospective clients of Bayou which made it
appear that Bayou was performing better than it truly was. My purpose was to induce
these people to invest in Bayou or continue to keep their money in Bayou. ... Atthe

time that Bayou sent out these false materials, | knew that the terms were false and |
knew what | was doing was wrong and fraudulent.

The hearing on Marino’s guilty plea and allocution also took place in the District Court
on September 29, 2005. The transcript of the hearing is marked as P-BAY Ex. 2. The recitations of the
Bayou scheme to defraud using weekly, monthly, quarterly and annual reports and financial statements
were substantially identical to the allegations to which Israel plead guilty. After pleading guilty to the
several counts in the information, Marino testified in his own words
As set forth in the information, | did participate as chief financial officer of Bayou in a
conspiracy and a course of conduct along with other individuals to mislead investors in
the Bayou Hedge Fund by sending them false information regarding the true status of
their investment. The communication to investors was sent by mail and by wire, intended
to mislead investors. | did not act alone when | committed these offenses. At the end of
1998, we all agreed to set up an accounting firm that would give the appearance of an
independent auditor to further the conspiracy to deceive Bayou investors. | did form
Richmond Fairfield Associates which certified a false financial statement of Bayou as
true.

P-BAY Ex. 2 at 27-28.

The guilty plea and allocution of Marquez was recorded at a hearing in the District Court

on December 14, 2006. Summarizing elements of the crimes alleged in the information, the Assistant

United States Attorney stated that from July 1996 until October 10, 2001 Marquez, Israel and Marino
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“perpetrated a fraud on investors and potential investors . . . by misrepresenting the value of the hedge

funds’ assets and causing these misrepresentations to be disseminated to current and prospective investors

in the Southern District of New York and elsewhere.” P-BAY Ex. 3 at 15.

[Marquez] and his co-conspirators caused to be mailed quarterly reports to investors that
contained fictitious rates of return on trading in the funds and annual financial statements
that contained fictitious rates of return on trading and inflated net asset value. The evi-
dence would establish that Mr. Marquez and Mr. Israel made up numbers. All of these
communications to investors made it appear that Bayou was earning profits on trading
when, in fact, it was not.

Id. at 16. In his own words, Marquez testified:

Your Honor, during the period of time alleged in the information, | acted in the
position of a portfolio manager for Bayou Fund where | helped formulate the trading
strategy for the fund. | had general knowledge of the financial status of the fund and
became aware, after a period of time, that the fund was sustaining losses.

Together with others, | caused documents to be sent via U.S. Mail to investors
that contained inaccurate financial information about the Bayou Fund. Specifically, such
mailings contained false financial information that made it appear that the fund was more

successful than it actually was.

I was also aware that Richmond-Fairfield was formed to handle the audits for the

Fund with the intent that the true financial statement of the Fund not be disclosed to
investors.

Id. at 20.

Israel, Marino and Marguez have all been sentenced to lengthy prison terms for their

crimes. Their guilty pleas and allocutions establish the following facts:

During the relevant period from at least 1998 through August 2005 the Bayou Fund and
the successor Bayou hedge funds sustained trading losses.

In late 1998, Israel, Marino and Marquez conceived a scheme to defraud existing and
potential Bayou investors by means of creating a fictitious, purportedly independent firm
of certified public accountants. Marino established the fictitious firm of Richmond-
Fairfield Associates, and for the years 1999 through 2004 Israel, Marino and (until

October 2001) Marquez caused false annual financial statements to be certified by
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Richmond-Fairfield. In fact, Richmond-Fairfield did not conduct any audits of the Bayou
financial statements.

. During the relevant period the Bayou principals caused Bayou to issue weekly, monthly
and quarterly reports and annual financial statements which falsely overstated the Bayou
Fund’s and the successor Bayou hedge funds’ earnings and net asset values and the net
asset values of the individual investors. In fact, Israel and his co-conspirators simply
“made up numbers.”

. Israel, Marino and Marquez knowingly published the fraudulent periodic reports and
annual financial statements with the intention of misleading existing and prospective
investors in order to induce them to retain their Bayou investments and invest new money
in the Bayou hedge funds.

(b) The Lenhart Report

When the Bayou debtors, including the three plaintiff Bayou hedge funds, filed their
Chapter 11 petitions in this Court, they had no material trade or borrowing debt. The creditors of these
debtors’ estates are the defrauded investors who did not redeem their investments, augmented post-peti-
tion by those investors who redeemed pre-petition, settled fraudulent conveyance claims asserted against
them by plaintiffs and thereby became creditors to the extent of their redemptions of principal invested
repaid to the debtors’ estates.

All investors in the Bayou hedge funds were creditors of the particular funds in which
they invested in two separate ways. First, under the terms of the Operating Agreement for each of the
Bayou funds each investor had the contractual right to redeem part or all of his account balance in the
fund, limited to his pro rata share of the net asset value of the fund. Second, as a consequence of the

pervasive fraud described in the guilty pleas and allocutions of the Bayou principals, all investors in the
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Bayou funds have or had tort claims for rescission of the entire amount actually invested in the funds,
although not including fictitious profits reported in the fraudulent financial statements.®

To establish their fraudulent conveyance claims in these adversary proceedings, it was
incumbent on plaintiffs to perform a solvency analysis to enable the Court to determine whether or not the
Bayou hedge funds were solvent during the relevant period. Reduced to essentials, the fundamental issue
in any such analysis is whether the net asset values (NAVSs) of the Bayou hedge funds were less than,
equal to or greater than the amounts actually invested in the funds by the investors. To perform this
analysis plaintiffs retained William K. Lenhart, CPA, CIRA, CTP, CFE (“Lenhart”), through his firm
BDO Seidman, LLP (*“BDO”).

The Lenhart Report is comprised of a table of contents, pages of text numbered 3-39 and
thirty-five Exhibits numbered Exhibit 1 through Exhibit 14 (a number of exhibits are broken into separate
parts, e.g., Exhibit 6.A, Exhibit 6.B, etc.). All underlying documents on which the Exhibits are based
(e.g., monthly statements for accounts at Citibank, Cornerstone and Wachovia, brokerage statements of
Spear, Leeds & Kellogg, Weis, Peck and Greer, etc.) were made available to counsel for all defendants.
Based upon his professional credentials (set forth at pages 4-5 of his Report and Exhibit 3), | have con-
cluded that Lenhart is eminently qualified to serve as an expert witness for the purpose of preparing and
rendering his Report and expressing his conclusions therein.

At the outset of his Report, under the heading “Summary of Opinions,” Lenhart described
his task as follows:

I undertook an assessment of the Bayou Funds’ financial condition to determine

whether the Bayou Funds were insolvent at, or as of, a particular time, or whether they
became insolvent as a result of substantial trading losses, defalcations, and certain trans-
fers, i.e., the redemptions by certain investors during the Testing Period [January 1,
2002 to August 31, 2005];[ ] whether these losses and transfers left the Bayou Funds with

unreasonably small capital or assets for the business; or whether the Bayou Funds
intended to incur debts beyond their ability to pay such debts as they became due. In this

As noted in the fourth paragraph under point 111 A, below, plaintiffs and defendants acknowledge
that all Bayou investors had a valid tort claim for rescission of the full amount of their investments
based on the Bayou fraud, as they must in order to establish their respective claims or defenses
under Section 548(a) and Section 548(c).
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Report, I have undertaken the analysis of three recognized forms of financial distress that
include: (1) an adjusted balance sheet test; (2) an insufficient capital or assets test; and (3)
an inability to pay debts as they become due test. Each method provides a different, but
related, perspective on the question of solvency or financial distress and must be con-
sidered in developing a profile of the Debtors’ financial condition during the Testing
Period. A description and the results of these tests are discussed in Part V1.

Lenhart Report 6. The Summary continues with an explanation of the conservative approach employed
by Lenhart with respect to the determination of net asset values:

In my analysis and in the formulation of my opinions, | used an approach that
should result in an overstatement of net asset values (“NAV”)? in these circumstances.
For example:

o I did not limit my calculation of the Bayou Funds’ NAV to those assets
held in the name of the Bayou Funds. Instead, based on the best avail-
able financial information, | considered all assets of the Fund and Non-
Fund Entities known to me in order to take into consideration the com-
mingling of assets between the Bayou Funds and Non-Fund Entities and
among the bank and investment accounts of the various entities, the
unwinding of which would probably not be possible and, at the very
least, would be both prohibitively expensive and time consuming.

o My NAYV calculation does not make any provision for liabilities, such as,
obligations to repay loans, any obligation to return funds to offshore en-
tities, or, any accrued operating or other expenses.

6 NAYV may refer to a combined NAV for Bayou Funds, an individual investor’s pro rata share, or
the Fund And Non Fund Entities’ assets used in the NAV calculation.

Id. at 6-7. Lenhart’s summary opinion is stated as follows:
It is my opinion that, at all times during the Testing Period the Bayou Funds were
insolvent on an adjusted balance sheet basis, were operating with inadequate capital, and
did not have the ability to pay debts as they became due. The Bayou Funds’ insolvency
during the Testing Period is most clearly demonstrated in Exhibit 4.
Id. at 7.

Section VII of the Report sets forth Lenhart’s “Analysis and Conclusions.” In subsec-
tion 2 entitled “Application of Adjusted Balance Sheet Method,” Lenhart sets forth at page 35 a table
entitled “Bayou Funds Fair Value Adjusted Balance Sheets at December 31, 2002, 2003, 2004 and
August 31, 2005.” This table, which I shall refer to as the “Fair Value Adjusted Balance Sheets,”

shows that the Bayou Fund and its successor Bayou hedge funds were insolvent during the entire period.
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The “Excess (Deficit)” representing the amount by which “Investor Ending Balances (Contributions less
Redemptions)” exceeded total Bayou entity assets, as reflected on the chart at page 35 of the Lenhart
Report, was as follows: for 2002 ($57,246,421); for 2003 ($120,557,826); for 2004 ($215,335,110); for
August 31, 2005 ($218,745,730). The Fair Value Adjusted Balance Sheets show that, even increasing
the Bayou entity assets by “Total Other Items for Consideration” (discussed further under defendants’
objections to admissibility, below), Bayou Fund and its successor Bayou hedge funds were insolvent to
the extent of the following deficits: for 2002 ($51,776,411); for 2003 ($117,960,120); for 2004
($95,893,019); for August 31, 2005 ($108,388,100). For convenience | shall refer to this latter set of
deficit numbers as the “Minimum Insolvency Figures.”

Lenhart’s conclusion with regard to “Redemption Payments to Defendants” in Section B
of Section VIl was as follows:

As discussed in the “Investor Activity/Balances” section of this Report, we
calculated the pro-forma month-end balances for each investor based on their actual
contribution and redemption data. In place of allocating the fictitious periodic profits, |
developed the approach of performing a pro rata allocation of the monthly change in the
NAYV to each investor to arrive at the pro-forma month-end balance for each investor.
Exhibit 13 quantifies the results of this calculation for each Defendant. It is my opinion
that (1) each of the redemption payments made by the Bayou Funds to Defendants on or
after May 30, 2004 was based on the Defendant’s individual account balances as reported
by the Bayou Funds to investors and was within 10% of “Members’ Capital” as reported
by the Bayou Funds in its fraudulent financial statements as at December 31, 2002, 2003
and 2004; (2) each such redemption payment was made based on a reported account
balance for such Defendant that was inflated above what should have been the value of
the Defendants’ Bayou Funds’ account and bore no relationship to the Bayou Funds’
financial condition or value; and (3) each such redemption payment was made at the time
when the Bayou Funds did not have sufficient assets to pay all of its investors their
reported account balances or even repay their principle [sic] investments. In fact, during
my investigation, we were unable to uncover any information or accounting that justified
or even attempted to justify the reported account balances for the Defendants used by the
Bayou Funds to support the redemptions at issue in these Adversary Proceedings.

Id. at 37-38.
Lenhart’s ultimate conclusion in Section VIII of the Report is as follows:
It is my opinion that during the Testing Period, the Bayou Funds were insolvent
on an adjusted balance sheet basis, were operating with inadequate capital, and did not

have the ability to pay debts as they became due. Furthermore, it is my opinion that each
redemption payment was made based on a reported account balance for such Defendant
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that was inflated above what should have been the value of the Defendants’ Bayou
Funds’ account and bore no relationship to the Bayou Funds’ financial condition or
value. Indeed, the amount that such payments were inflated is consistent with the values
reported to investors and the fraudulent financial statements.

Id. at 38.

It is important to note here that the defendants have not proffered any evidence to show
that the Minimum Insolvency Figures documented by Lenhart were wrong, much less that the Bayou
hedge funds were actually solvent at any time. Of course, the burden is on plaintiffs to prove their case.
But as shown in point I, above, when the party moving for summary judgment has submitted evidence
documenting its prima facie case, the opposing party cannot rely on denials, self-serving arguments or
“metaphysical doubt,” but must present “evidence on which the jury could reasonably find for [the oppos-
ing party].” Anderson, 477 U.S. at 252. Defendants have had ample opportunity to conduct their own
investigation, to conduct discovery and to submit evidence demonstrating that there is a genuine dispute
as to any of the findings and conclusions in the Lenhart Report. But they have not tendered any such
evidence in opposing plaintiffs” motion for summary judgment with respect to Section 548(a) claims.

Based on the Lenhart Report and Exhibits, the Lenhart Declaration and Exhibits and the
failure of defendants to submit any evidence in support of an argument that there is a bona fide factual
dispute with Lenhart, | accept the findings and conclusions set forth in the Lenhart Report as established
in these adversary proceedings, and | conclude that the Bayou hedge funds were insolvent during the
relevant period to the extent of at least the Minimum Insolvency Figures. Further, I conclude that each
redemption payment (i) was based on the inflated values reflected on the fraudulent financial statements,

reports and individual investor accounts and (ii) exceeded the amounts to which each redeeming investor

was contractually entitled.
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2. Admissibility

@ Guilty pleas and allocutions

The law is clear that the guilty pleas and allocutions of Israel, Marino and Marquez in
evidence are admissible to prove the truth of their contents in these civil proceedings. Guilty pleas and
plea allocutions in criminal cases are admissible evidence in subsequent civil proceedings. See Fed. R.
Evid. 803(22) and 807. While the general bar to hearsay evidence is defined in the “Hearsay Rule” of the
Federal Rule of Evidence which states that “Hearsay is not admissible except as provided by these rules
or by other rules prescribed by the Supreme Court pursuant to statutory authority or by Act of Congress,”
Fed. R. Evid. 802, applicable exceptions can be found in Rules 803(22) and 807 which provide as
follows:

Rule 803. Hearsay Exceptions; Availability of Declarant Immaterial

(22) Judgment of previous conviction. Evidence of a final judgment, entered after
a trial or upon a plea of guilty (but not upon a plea of nolo contendere), adjudging a
person guilty of a crime punishable by death or imprisonment in excess of one year, to
prove any fact essential to sustain the judgment, but not including, when offered by the
Government in a criminal prosecution for purposes other than impeachment, judgments
against persons other than the accused. The pendency of an appeal may be shown but
does not affect admissibility.

* k% %

Rule 807. Residual Exception

A statement not specifically covered by Rule 803 or 804 but having equivalent
circumstantial guarantees of trustworthiness, is not excluded by the hearsay rule, if the
court determines that (A) the statement is offered as evidence of a material fact; (B) the
statement is more probative on the point for which it is offered than any other evidence
which the proponent can procure through reasonable efforts; and (C) the general purposes
of these rules and the interests of justice will best be served by admission of the statement
into evidence. However, a statement may not be admitted under this exception unless the
proponent of it makes known to the adverse party sufficiently in advance of the trial or
hearing to provide the adverse party with a fair opportunity to prepare to meet it, the
proponent’s intention to offer the statement and the particulars of it, including the name
and address of the declarant.

The cases so hold. See Scholes v. Lehmann, 56 F.3d 750, 762 (7th Cir. 1995), cert. denied sub nom.

African Enterprise, Inc. v. Scholes, 516 U.S. 1028 (1995) (Ponzi scheme principal’s admission of fraud in
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criminal plea agreement is admissible evidence in subsequent fraudulent conveyance action to recover
from transferee “through hearsay, Fed. R. Evid. 803(22) . . .” (citations omitted)); Bear, Stearns Sec.
Corp. v. Gredd (In re Manhattan Inv. Fund, Ltd.), 2007 WL 4440360, at *8 (S.D.N.Y. Dec. 17, 2007)
(“the criminal information to which [principal of a hedge fund] pled guilty” was recognized as “ample
support in the record [to establish the] characterization” of a Ponzi scheme in subsequent proceeding);
American Int’l Specialty Lines Ins. Co. v. Towers Fin. Corp., 1997 WL 906427, at *4 n. 7 (S.D.N.Y.
Sept. 12, 1997) (“. . . plea allocutions are admissible [against a third party in subsequent civil proceeding]
pursuant to Fed.R.Evid. 803(22), which makes non-hearsay ‘[e]vidence of a final judgment, entered after
trial or upon a plea of guilty . . . , adjudging a person guilty [of a felony], to prove any fact essential to
sustain the judgment . . .”” (citations omitted)).

Courts have consistently found that criminal proceeding admissions of a fraudulent
scheme to defraud investors made in guilty pleas and plea allocutions are admissible as evidence of
*“actual intent” to defraud creditors. See Rosen v. Neilson (In re Slatkin), 310 B.R. 740, 748 (C.D. Cal.
2004), aff’d, 222 Fed. Appx. 545 (9th Cir. 2007) (“direct evidence” of “actual intent to defraud” was
found in admission in plea agreement that transferor “executed a scheme to defraud approximately 800
investors throughout the United States of over $593 million, and to obtain money and property from such
investors by making and causing materially false statements to be made to such investors and by conceal-
ing material facts from them.”); Scholes v. Lehmann, 56 F.3d at 762 (in a subsequent fraudulent convey-
ance action against a transferee, Ponzi scheme principal’s admission of fraud in prior criminal plea agree-
ment was sufficient to establish liability); Bauman v. Bliese (In re McCarn’s Allstate Fin., Inc.), 326 B.R.
843, 851 (Bankr. M.D. Fla. 2005) (actual intent to defraud is established “. . . if the allegations in the in-
formation establish that the debtor ran a scheme whereby the debtor intended to defraud the debtor’s
creditors, evidence of a guilty verdict or plea agreement admitting the charges can establish the existence
of a Ponzi scheme. ... As the case law above recognizes, a debtor who runs a Ponzi scheme knows that

his future investors will lose their money and ‘a debtor’s knowledge that future investors will not be paid
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is sufficient to establish his actual intent to defraud them.”” (citations omitted)); Emerson v. Maples (In re
Mark Benskin & Co., Inc.), 161 B.R. 644, 648-49 (Bankr. W.D. Tenn. 1993) (“The debtors’ intent to de-
fraud creditors was established by the guilty pleas to the related criminal charges [including the scheme
by principal and solely controlled company to defraud creditors] and preclusive effect may be given to
those guilty pleas as factual findings to the extent that the debtors’ intent to defraud creditors is required
in this adversary proceeding.”).

Defendants do not dispute the admissibility of the guilty pleas and allocutions.

(b) The Lenhart Report

Defendants have strenuously disputed the admissibility of the Lenhart Report in a motion
to exclude, which I previously denied, and in opposing plaintiffs’ motions for summary judgment. The
following is a brief summary of defendants’ objections to admissibility of the Lenhart Report and my
reasons for overruling the objections.

® | enhart’s qualifications. Lenhart’s extraordinary qualifications detailed in his

Report and annexed curriculum vitae speak for themselves and need not be recited here. Suffice it to say
that he has practiced public accounting for over twenty-five years, has been designated a Certified Public
Accountant, Certified Insolvency and Restructuring Advisor, Certified Turnaround Professional and
Certified Fraud Examiner, has acted as a forensic accounting expert in many engagements, has wide
experience in the field of insolvency, and has acted as a court-appointed examiner and an Independent
Examiner approved by the Securities and Exchange Commission.

The fact that Lenhart had not previously been engaged to examine the solvency of a
hedge fund in no way supports defendants’ argument that he is not qualified to do so. There is nothing
mystical or esoteric about a hedge fund which distinguishes it from other species of business and financial
enterprise. The fundamental tasks here were to examine all of the available source documents and from
these determine, quantify and correlate on an ongoing, month-by-month basis during the Testing Period

the universe of assets of all of the Bayou entities; the universe of liabilities of the Bayou hedge funds
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against which the total assets are to be measured (which in this case consisted solely of the principal
contributed by the investors in the Bayou hedge funds net of redemptions); the inflated NAVSs as reported
in the fraudulent financial statements and other periodic reports disseminated by Bayou Management; and
the amounts paid out by the Bayou hedge funds to investors who redeemed their investment accounts.
Lenhart’s credentials as reflected in his curriculum vitae and his work product as re-
flected in the Report, the Declaration and the Exhibits thereto amply support the conclusion that it would
be difficult to find a better qualified expert to perform these tasks of compilation, correlation and analysis.

® | enhart Report unsworn. Defendants argue that the Lenhart Report is not admis-

sible as evidence because it was unsworn. The Lenhart Report was signed by Lenhart, set forth in detail
his findings and conclusions, identified the source documents upon which he relied and included his
curriculum vitae, in accordance with the requirements of Rule 26(a)(2)(B) of the Federal Rules of Civil
Procedure. Defendants had a full and fair opportunity to, and did, conduct a deposition of Lenhart under
oath in which he repeatedly endorsed the Report and responded to all questions concerning it. Lenhart
signed and submitted his Declaration “under penalty of perjury” dated May 12, 2008, in which he stated
“I affirm that the Expert Report and the deposition testimony | gave related thereto were truthful at the
time given and continue to be true and accurate, subject to this declaration (‘Declaration’), which in no
way impacts the conclusions or opinions as set forth in my original Expert Report. | further affirm that
the information in this Declaration is also true and accurate.”

If Lenhart’s failure to sign the Expert Report subject to the penalties of perjury could be
deemed a defect, the defect was cured by his subsequent deposition and Declaration. See Maytag Corp. v.
Electrolux Home Prods., Inc., 448 F. Supp. 2d 1034, 1064 (N.D. lowa 2006) (“This Court concludes that
subsequent verification or reaffirmation of an unsworn expert’s report, either by affidavit or deposition,
allows the court to consider the unsworn expert’s report on a motion for summary judgment.”), aff’d 224
Fed. Appx. 972 (Fed. Cir. 2007); Capobianco v. City of New York, 422 F. 3d 47, 55 (2d Cir. 2005) (“Had

[plaintiff] been given notice that [lack of verification] was an issue, [plaintiff] could have obtained an
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affidavit easily, as Dr. Brodie had already been designated an expert and his expert report had previously
been produced.”); Straus v. DVC Worldwide, Inc., 484 F. Supp. 2d 620, 634 (S.D. Tex. 2007) (expert
report properly authenticated by a sworn declaration filed while summary judgment motion was pending).
® Relevance. While defendants’ other objections may fairly be characterized as trivial

or frivolous, the Sonnenschein Inv