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Over the course of four days, the Court conducted atrid in this adversary proceeding to
determine whether certain debt is dischargeable under Section 523(a)(4) of the Bankruptcy Code.

Section 523(a)(4) excepts from discharge “any debt” that was incurred “for fraud or defacation



while acting in afiduciary capacity, embezzlement, or larceny.” Only “fraud or defacation
while acting in afiduciary capacity” isaleged in this adversary proceeding.

Upon hearing the evidence, reviewing the testimony and examining the documents as st
forth below, at best Plaintiffs have shown that a times the Debtor acted as plaintiffs agentina
manner that aso benefited the Debtor and Laidlaw (defined below), another entity with which
the Debtor was associated. Due to the narrow interpretation of the word “fiduciary” under
Section 523(3)(4), the Debtor did not owe Plaintiffs afiduciary duty within the meaning of the
datute; specificaly, no express or technical trust existed, which is normally a prerequisite to
finding that afiduciary duty was owed under Section 523(a).

Putting aside for the moment the technicdities of what condtitutes a“fiduciary duty”
under Section 523(a)(4), the Plaintiffs smply failed to show that the Debtor committed a
defdcation, generdly defined in the Second Circuit as inherently wrongful, illicit or moraly
reprehensible, or at least condtituting willful neglect, recklessness or gross negligence. After
hearing and reviewing the evidence and record in this case, the Court believes that the
investments handled by the Debtor were made with, & a minimum, the implied gpprova of the
Paintiffs. Plaintiffs testimony asto what was and was not authorized is contradictory. By
comparison, the Court found the Debtor’ s testimony to be knowledgeable and credible. The
Court dso finds that the investment ertities created by Plaintiffs and Debtor were formed with
the intention of pursuing high-risk investments; the tesimony as well as the factua chronology
reveasthat Plaintiffs did not raise a strong protest againgt the Debtor’ s investment decisons

until they proved unprofitable.

! Trial Transcript, January 12, 2005 at 8. Plaintiffs’ Amended Complaint dated May 5, 2003 is broken into
five counts, but each count seeksrelief based upon defal cation while acting in afiduciary capacity. The issues of
law in the Joint Pre-Tria Order dated July 27, 2004 and Plaintiff’s proposed conclusions of law submitted after trial
address whether the Debtor owed Plaintiffs afiduciary duty and whether a defal cation occurred.
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Mot problemétic isthe total lack of evidence as to the amount of damages for which the
Debtor should be liable, particularly given the overal condition of the market during the relevant
time periods. Section 523(a)(4) only excepts “debt” relating to adefd cation while actingin a
fiduciary capacity. As Debtor’s counsd stated at the conclusion of Plaintiff’s evidence e trid,
Faintiffs made “no digtinction in the amount of damages clamed due to market conditions or
dueto any act of [the Debtor], and there's been no testimony to identify specificaly any
damages that occurred because of any act of [the Debtor].” March 24, 2005 Tria Transcript, p.
266. “They’re daming that the account diminished, but the diminution of an account does not
initsef lay that at [the Debtor’ | doorstep. There has to be some causation or nexus between
actsthat [the Debtor] is clamed to have done and any loss that was suffered, and that' s totally
lacking in any testimony here” Id. at 267.

Thus, Plantiffs have failed to carry their burden of proof under the “well-established
interpretationa rule that exceptions from discharge are to be gtrictly construed so asto give
maximum effect to the policy of the bankruptcy code to provide debtorswith a‘fresh start’.”
Kawaauhau v. Geiger (In re Geiger), 113 F.3d 848, 853 (8" Cir. 1997), aff'd, 523 U.S. 57
(1998).

This Court has subject matter jurisdiction pursuant to 28 U.S.C. § 1334(a), 28 U.S.C. §
157(a) and the Standing Order of Reference signed by Acting Chief Judge Robert J. Ward dated
July 10, 1984. A determination as to the dischargeability of adebt isa* core proceeding” under
28 U.S.C. § 157(b)(2)(1).

The adversary proceeding was reassgned to this Court from the Hon. Arthur J. Gonzalez

on April 12, 2004.



Background and Discussion

Thetrid in this case commenced on January 12, 2005. On January 13, 2005, at the

parties consent, the trial was adjourned to March 23, 2005. Thetria resumed on March 23,

2005 and concluded on March 24, 2005. The parties completed post-trid submissions on June

16, 2005. The following are the Court’ s findings of facts and conclusions of law pursuant to

Fed. R. Bankr. P. 7052.

For much of the four-day trid Plaintiffs tesimony resembled more of an anthology than

acohesve narrdive.  The evidence presented by the Plaintiffs bore little or no relation to the

core of Plantiffs dischargeability complaint. The best summary of Plaintiff’ s dlegations came

at the conclusion of Plantiffs testimony on the fourth day of trid:

Mr. Bendelac was retained to provide investment advice on behdf of []
these various entities, by the plaintiffs, Walet as an individuad, RBCW,
subsequently Walco/WPC, he was being compensated for that. He said two
percent interest, which he says varies from time to time but he’ sbeing
compensated for his management advice.

He was a0, during the relevant period, chairman, chief executive
officer, chief financid officer of the Laidlaw entity here, that, according to its
own filings, was aregistered investment adviser. Asan officer of that
corporation, he and the corporation had various obligations prior to many of
these transactions to provide disclosures to the Wallets concerning potentia
conflicts of interest in terms of the requirements that they receive authorizations
to make certain transactions because it was clear that there was an inherent
conflict of interest here in the sense that Mr. Benddac tedtified, and it's
undisputed, he owned hundreds of thousands of shares and options to purchase
other shares. So it was most definitely in hisinterest that the share price of
Laidlaw be maintained.

Now, what happened here? We have testimony that first exercise of
unauthorized transactions — and the testimony of Mr. Wallet isthat these were
unauthorized transactions — the conversion of these Laidlaw bonds. Now,
again, that was done mogt definitely in the interest of Mr. Bendelac; he most
definitely had his own interest that this happen. The conversion of notesto

2

At this point, attorney David Robinson and the New Y ork firm of Robinson & Cournot replaced Randall

Anderson and the London firm of Keogh Caisley as Plaintiffs’ trial counsel.
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shares most definitely improves the Stuation of Laidlaw, improves its balance
sheet, takes what' s shown as a debt and now becomes equity and improves the
financia hedlth, at least on paper, of the company and therefore has a tendency
to improve its share price, which is something that Mr. Benddlac most definitely
has an interest in.

That was 1999. We then go through 2000, 2001 and into 2002, with a
series of share purchases of Laidlaw, which Mr. Wallet testified were
unauthorized, which results ultimately in the accounts and portfolios of the
remaining entities that held the portfolios, WPC and Wal co, being essentidly
invesmentsin Laidlaw and nothing ese; virtudly no diversfication.

In addition to being very bad advice and rising the level of gross
negligence, recklessness and so on, from a management — from an account
management and portfolio management standpoint, there' s aso afiduciary duty
problem here, because there was dso an inherent conflict of interest. 1t would
be bad enough if this had been done, taking this entire portfolio and putting it
into Laidlaw, even if Mr. Benddac had no interest in Laidlaw, because now
he' s doing an act of gross negligence and recklessness by putting these accounts
a the mercy of the hedth and success of Laidlaw.

But of course it was much, much worse than that in that Laidlaw was not
just acompany. It was acompany in which Mr. Benddac, throughout this
entire period, had a substantia financid interest.

He never disclosed dl of this, dl these transactions that were
unauthorized. He was not disclosing to the Wallets that he was buying Laidlaw,
buying Laidlaw, buying Laidlaw. Ashewas doing it, the price of Laidlaw was
going down. He was trying to support that price because he had a persona
vested interest in doing it.

The price of Laidlaw collgpsed and the portfolio collapsed and the result
isthat the investment that Mr. Wallet said was gpproximately $1,230,000 that
was sent over here to be managed by Mr. Benddac is essentially worthless
today, worth afew thousand dallars.
March 24, 2005 Trid Transcript (hereefter, “3/24 Tr.”) at 161-165. The remainder of the factua
discussion tracks the contentions in the summary quoted above, and as outlined in Plaintiffs
proposed findings of fact and conclusons of law submitted following the trid.

A. The Parties and Other I nvestment and M anagement Entities

The identification of the following persons and entities are, for the most part, not in
dispute:

- Individud plantiffs Charles Walet and Pascal Wallet clam to have invested a tota
of approximately $1,242,000 “for investment management” with the Debtor, either
directly or through various entities such as Wa co, WPC and RBCW (each defined
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below). Charles Wallet placed gpproximately $406,000 and Pasca Wallet placed
approximately $306,000. Pascd Wallet tetified that the Wallets have known the
Debtor since at least 1991. Of the Plaintiffs, Pascd Wallet is most familiar with the
facts relevant to this adversary proceeding.®

- PRaintiff Wdco & Cie (“Walco”) is a corporation organized under the laws of France,
with aprincipa place of busnessin Paris, France. Walco became alimited partner in
RBCW (defined below) by investing $100,000 in April 1994. Waco eventudly
invested atotal of approximately $530,000.

- RBCW LP, aNew York limited partnership, was formed by the Debtor at least prior
to April 1994; RBCW LLC replaced RBCW LP in gpproximately January 1997.
(RBCW LP and RBCW LLC arereferred to collectively as “RBCW”).

- The generd partner of RBCW LP was Generss Associates, Inc. (“Generds”), which
was owned and controlled by the Debtor.

- At some point, equity ownership of RBCW LLC was transferred to Pascal and
Charles Walet, except for a 2% ownership interest held by Epsilog Corp.
(“Epslog’), the managing member. Epsilog was a corporation owned and controlled
by the Debtor. The extent of Epslog’s ownership interest and whether and how it
could fluctuate is not clear. See Debtor’ stestimony, 3/23 Tr., 157-159, 316; 3/24 Tr.,
220-231.

- WPC Capital Ltd.* (hereafter, “WPC"), was formed by the Debtor as a Cayman
Idands corporation. Genersis was the sole director of WPC and had legal control of
its affairs. Genersisreceived compensation as adirector. Pasca and Charles Wadlet
owned dl of the equity interest in WPC. Pascal Wallet testified that he agreed to
formation of WPC because he “had totd trust in [Benddlac].” January 12, 2005 Trid
Transcript (heresfter, “1/12 Tr.”), 24.

- On or about December 31, 1999, RBCW was terminated, and its assets were placed in
WPC.

- The Debtor tetified that in July 1997 he joined Laidlaw Globd, a subsidiary of
Laidlaw Holdings, Inc. (collectively, “Ladlaw”), as aregistered representative.
March 24, 2005 Trid Transcript (heresfter “3/24 Tr.”), 324. Toward the end of 1998
the Debtor testified that he “ started having more respongibility” at Laidlaw, and his
larger responsbilities came on or about May or June 1999. 3/24 Tr., 324. The Debtor

Trid”:

Plaintiffs statein their October 8, 2004 “Motion to Allow Charles Wallet to be Excused From Appearing at

Charles Wallet, although a party in interest, was not a participant in events relevant to either the
prosecution or defense of this Adversary Proceeding. He knows little about what happened
because he entrusted the matter, which is the subject of this lawsuit, to his son Pascal Wallet, who
will appear at trial.

By Memorandum Decision and Order dated December 30, 2004, the Court denied the motion to excuse Charles
Wallet' stestimony, and he did testify briefly on March 24, 2005.

4

Sometimes referred to in documents as PCW Capital.
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testified that he became the chief operating officer of Laidlaw Holdingsin May or
June 1999. 3/23 Tr., 118.

According to the testimony of Pascal Wallet, the Debtor made dl investment decisions
for RBCW and WPC. 3/23 Tr., 55. Those investment decisions were made through the Debtor’s
companies, Generss and Epsilog. Pascal Wallet testified that the Debtor had discretionary
authority to trade in Walco (1/12 Tr. 38-39), but he aso testified that he, not the Debtor, made
the investment decisions for Walco (3/23 Tr. 55).

B. Investment in L aidlaw Bonds

Faintiffs Exhibit 25 isan undated |etter from the Debtor to Pascal Wallet, caling his
atention to:

[T]he terms of the offer concerning the “Ladiaw Holdings, Inc.” Units made up

of Notes attached to warrants, yielding 12% ayear. Laidlaw is anentity which

has exigted continuoudy in the USA since 1842. It isan investment bank, with a

sound capital, Snce its primary shareholder is acompany from Tawan, with a

capita vaue of +5 billion dollars.

Between November 1997 and January 1999 Plaintiffs dlam the Debtor “caused” Plaintiffsto
purchase atotal of $832,905 in bondsissued by Laidlaw Holdings or its subsidiary, H&R
Acquistion Corp. (“H&R”). Plantiff’sFFCL, p. 2. Plantiff's Exhibit 148 isa chart detailing
the nine separate purchases of Laidlaw and H& R bonds between July 14, 1997 and December
31, 1998.

Although Fantiffs clam the Debtor advised them to purchase Laidlaw bonds (/12 Tr. at
25-27), the only purchase of Laidlaw bonds that Plaintiffs claim was not authorized by themwas
Walco's September 30, 1998 purchase of $15,000 in Laidlaw Holdings bonds. 1/12 Tr. at 34-35.
Pascal Wallet testified that he authorized awire transfer purchase by Walco of $98,400 in

Laidlaw bonds on May 2, 1998. 3/23 Tr. at 91-92; Joint Tria Exhibit (hereafter “J. Ex.”) 109.



Plaintiffs claim the Debtor did not disclose that H& R Acquisition Corp. was rdated to
Ladlaw Holdings or that Laidlaw owned approximately 81% of H& R Acquistion Corp. /12 Tr.
at 33. Walco purchased $100,000 of H& R Acquisition Corp. bonds on January 1, 1998.

C. Alleged Unauthorized Transactions

Maintiffs dam that the Debtor engaged in various unauthorized transactions (including
conversion of some of the Laidlaw bonds and subsequent purchase of Laidlaw stock discussed
below) and refused to provide statements for the WPC account.

Inconsistent with this claim is Pascd Wallet' s testimony that the Debtor hed
“discretionary authority” to trade securities in the Walco account: “Hewas doing it. At this
point we didn’t have any conflictswith him.” 1/12 Tr., 38-39. Pascd Wallet dso testified that he
did not normaly authorize every purchase, and that he believed the debtor had the legal authority
to make trading decisions for WPC and RBCW:

Q: Do you normdly authorize every purchase?

A: No. At the beginning when | would send the money, it was for a specific
invesment.

* * %

Q: Who did you understand had the legal authority to make the trading decisons
for WPC Capital?

A: Wdl, | think it was Roger Bendelac.
Q: And who had the legd authority to make trading decisons for RBCW?
A: Roger Benddlac.

1/12 Tr., 38. There was not testimony or evidence that Wallet changed the terms of this

understanding until much later, after the losses had occurred. The Debtor aso tedtified that he

believed he had discretionary authority to trade in Walco and WPC. 3/24 Tr. at 247.
Faintiffs clam that, in spite of numerous requests, they only received two monthly

statements concerning WPC. Plaintiff’'sFFCL, p. 3. Pascal Walet testified that he did not



regularly receive reports on WPC investments and that although he asked the Debtor for them he
received “very few”. 1/12 Tr. at 47. Pascal Wallet does not dispute that he received al of the
Waco saements directly at his office in Paris. 3/23 Tr. at 105.

Concerning the WPC accounts, Pascal Wallet was asked:

Q: Did you ever write to any of the brokerage houses that were handling the WPC
account and request that a copy of the statement be sent to you in Paris?

A: | was dways sending |etters asking about the present Stuation, either aletter or
afax. Not specificdly on the WPC, but the whole set of —what can | say —dl the
holdings”

Q: But there was never aletter sent to any of the brokerage houses requesting a
copy of the statement be sent every month directly to Paris? Correct?

A: My intermediary in dl of thiswas Roger Benddac, so | was asking Roger
Benddlac to send me that.

3/23 Tr. at 106.

The Debtor tetified that Pascd Wallet's claim he was not recelving WPC statements was
“an absolute lie” 3/24 Tr. at 204. According to the Debtor, Pascal Wallet received the WPC
statements “under a covered envelope” because he “had not disclosed the WPC Cayman Idands
account to the French tax authorities, and as aresult he didn’t want to receive directly, the mail
onthat.” 3/24 Tr. a 204. Debtor testified that the WPC statements were sent at Pascal Wallet's
request to an address a Lexington Avenue, in New Y ork City, and that whenever Pascal cdled
Debtor’s assgtant, Aline de Laforcade, “he could receive the statement directly from her in my
absence at any time.” 3/24 Tr. & 204. The parties dispute whether or not Pasca Wallet redly
requested that the WPC statements be delivered to aNew Y ork address under a code name
“Gedtilac.” In denying that they requested ddivery under the name Gestilac, Plaintiffs have
suggested that the word “Gestilac” was chosen by the Debtor, a combination of aword meaning
“management” in French and the last three letters of the Debtor’s last name. Joint Exhibit 95isa

memorandum of understanding from Epsilog to the members of RBCW and recites that



“Gedtilac is a code name chosen by the Wallets to refer to their WPC Capita Ltd interest in the
UBS account and does not congtitute a separate entity and is not related to any third party entity.”

The parties dso submitted the deposition of Aline de Laforcade. Ms. Laforcade recdls
sending statements for WPC to aMr. Walet, dthough she could not recall the first name.
Laforcade Deposgtion, p. 7. Shetedtified that thiswas *not something that was monthly
necessarily, just | recall having donethat,” and was not sure whether the Debtor would have
done this himsdlf when he wasin the office. Id. at 10. When Ms. Laforcade was asked: “So
whenever [Walet] would have cdled you, you would have sent him the fax” she answered: “My
job was to give information to customers on the market, on the account, especidly if nobody ese
was there to take care of the calls. If Rodger [Bendelac] was out of the office it would be me.”
.

The Debtor further testified that Pascal Wallet * received information from me on a
regular bass” and that: “Mr. Wallet is not the type of fellow who's ot going to be checking on
everything, so hedid.” 3/24 Tr. at 203. After observing Pasca Wallet’s demeanor and
testimony, the Court agrees with the Debtor’ s characterization. The Court is not persuaded that
Pasca Wallet was prevented from receiving WPC account information.

D. Conversion of L aidlaw Bonds

By mid-1999, adl Laidlaw and H& R Acquisition Corp. bonds held by RBCW, WPC and
Walco were converted to Laidlaw stock. 3/24 Tr. at 185. Paintiffs claim to have authorized the
conversion of $300,000 worth of Laidlaw bonds “based on defendant’ s advice’. 1d. Pascal
Wallet testified that he asked the Debtor whether to transfer $300,000 in bonds held in an
account at UBS in Switzerland, an account for which the Debtor did not have invesment

authority. According to Pascal Wallet's testimony, the Debtor “told me that it was an interesting
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operation, that that company was solid, and that the price of the transformation or the change or

the rate was interesting, so we should do it.” 3/23 Tr., 46.

Haintiffs dso clam thet the Debtor did not inform them thet the Laidlaw stock would be
restricted and could not be sold for one year. Plaintiff’s FFCL, p. 2-3. Pascd Wallet testified
that he was not informed of the type of stock that would be received on conversion: “Mr.
Bendeac was somebody | trusted. It was atelephone conversation. He told me that, effectively,
it was an opportunity and that we should do it.” 3/23 Tr., 49.

The Debtor’ s testimony is that: “ There was a document that Walco & Company had to
sgn, the same document that UBS signed, that explained that upon conversion, you were
obtaining restricted stock under Rule 144 [of the Securities Act of 1933], and therefore Mr.
Wallet was well cognizant that any converson would result in the retention of restricted stock
for one year under Rule 144.” 3/24 Tr. a 175. In support of his contention, Debtor offered
proof of Pascd Wallet’'s authorization in November 1997 of a private placement subscription
agreement in Jnpan Internationa Limited and Laidlaw Globa Securities, Inc. on behaf of
Walco. The Jnpan invesment was an invesment of redtricted stock Smilar to the Laidlaw
shares. 3/23 Tr. at 114; X. Ex. 164.

By contrast, Pasca Wallet testified that he was “not in agreement” that the other bonds
under the Debtor’s control should be converted. 3/23 Tr. at 46-47. The Debtor admitted that
there was no documentary proof that the conversions were authorized (3/24 Tr. at 186-187), but
that he discussed the conversion with Pasca Wallet and possbly Charles. 3/24 Tr. at 308. “But
bascaly the discussion was that at the time everybody was ecstatic because they thought, and
everybody thought, that the good times would last forever and that none of us perceived that the

stock would go from a high of 30 at the best down the road to whatever it was, wherever it went
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down to, and nobody foresaw collapse of the Internet and technology stocks.” 3/24 Tr. a 308-
309. According to the Debtor’ s testimony, Ladlaw owned a subsidiary that was working on a
project caled “Globa Share,” which was“alarge factor in the vauation given to Ladlaw which
at some point reached close to $1 billion.” 3/24 Tr. at 307.

Pascal Wallet was asked on cross-examination:

Q: And there was a substantia profit in the conversion when they were converted.
A: Not anymore, because it was on paper only.

Q: Right. At the time they were converted, there was a subgtantia profit.

A: But it was profit on paper because | never got that money.

Q: You never told anyoneto sdll the shares at that time either. Correct?

A: You could not sI.

Q: You never had them sold a any time. Isthat correct?

A: Wewanted at a certain point, because according to what | knew, they were

blocked. Afterward, when they were deblocked, when they were unblocked, they

were totaly worthless.
3/23 Tr. at 104-105. By “worthless,” Plaintiffs explain that the stock dropped from over $20 per
share to gpproximatdy $1.25 per share. Plaintiff’s FFCL, p. 2-3. The Debtor testified that the
stock redtriction prevented unloading of the stock in the United States until after the price
dropped, but that after the restriction was lifted: “It was dtill at the reasonable cost basis, you

know, at one dollar something, considering there had been a split of three for two, so it would be

like 166, asmdl loss, but it was no longer the 10, 15, 20 that they had seen.” 3/24 Tr. at 313.

E. Debtor’sInterest in M aintenance of L aidlaw Stock Price

Maintiffs assert that it was in the Debtor’ s interest to maintain the share price of Laidlaw,
and that conversion of the bonds to stock benefited the Debtor and Laidlaw. The Debtor
tetified, referring to Laidlaw’s 1999 Form 10-K (X. Ex. 75), that between May 15, 1997 and

April 7, 2000 he received 225,000 options of Laidlaw with an exercise price per share of $2.33.
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If the stock price were to appreciate by 5%, the Debtor could potentialy redlize profit of
$1,727,250, or a profit of 1,827,000 from a 10% appreciation. 3/23 Tr. at 131-133. During the
same period, and at the same exercise price, Debtor had aso received another 62,700 options,
which would have realized profits of $479,655 and $509,124 based upon a stock price increase
of 5% and 10% respectively. Debtor aso tetified that as of April 2000 he had redlized a gain of
$1,050,000 from the exercise of options. 3/23 Tr. at 135; J. Ex. 75, p. 32. Debtor’ s testimony
was that of the 437,700 beneficial shares, only about 100,000 were actua share ownership and
the rest were options. According to Laidlaw’s 2000 Form 10-K (X. Ex. 76), Debtor received an
additiona 150,000 optionsin the following yesr.
Under the heading “Liquidity and Capital Reserves,” at page 24 of Laidlaw’s 1999

Form 10-K isthe statement thet:

The creditworthiness of Laidlaw hasimproved substantidly as aresult of the

converson of $8 million of its 8% Convertible Notes into equity. An offer to

exchange the 12% Senior Secured Euro-Notesinto shares of common stock of

Ladlaw yielded a strong response from the note holders who have agreed to

exchange $1.9 million in principa indebtedness of the total $2.305 miillion for

Ladlaw common stock.
Of course, a portion of the bonds converted represent the holdings of Waco, RBCW and WPC.
The Debtor agreed that the conversion improved Laidlaw’ s ba ance sheet and benefited himin
small part. 3/24 Tr. at 188. The Debtor did not agree that Laidlaw’ sincreased creditworthiness
“had a tendency to improve the stock price” because “the company’ s multiple is based on future

earnings’. 3/24 Tr. at 189.

F. Failureto Disclose Conflicts of | nterest

Fantiffs clam that the Debtor “never disclosed anything in writing directly to plaintiffs

concerning defendant’s ownership of Laidlaw shares and options.” Plaintiff’s FFCL, p. 4.
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At thetime of the Laidlaw Bonds purchase, Debtor may not have reveded that he was
employed by Laidlaw. Debtor testified that “initidly there was no need for a discusson, because
when they purchased bonds, | didn’'t have any legd responshbilities that could create a conflict of
any kind. At the time of the converson, | had responghbilities, but there was no — the conversion
was offered to al the bondhol ders and there was no conflict for me to offer the conversion.”
3/24 Tr. at 324-325.

Pascd Wallet testified that possibly as early as October 1997 or aslate as the beginning
of 1998 he had “an idea that [Debtor] worked for Laidlaw.” /12 Tr. at 28. Joint Exhibit 17 isan
account statement from Laidlaw to Walco for the period between October 13, 1997 through
November 28, 1997. The account executive listed is* Roger Bendelac, Laidlaw Equities.”
Pascal Wallet testified that he would have received this statement in Paris, and that he sent the
money to make the first transaction, $100,000 of 12% Euro Bonds issued by Laidlaw Holdings.
112 Tr. at 28. Pascd Wallet was asked, “would it befair to say that a some point in — around
the time of this transaction, you learned of Roger Benddac' s rdationship with Laidlaw” and
replied: “Itisvery hard to tell. | never took real consciousness of this. When he would come to
Paris for the road show, for the presentation, and when he would come with the papers with the
letterhead of Laidlaw, he was there in that company with hisbrother.” 1/12 Tr. 28-29. The
Debtor’ s testimony is condstent: “| told them that | would be joining Laidlaw a some point that
summer [that the Wallets were firgt buying bondsin Laidlaw]. Then | invited them to severd
lunches under the Laidlaw auspices in Paris on road shows where my title was largely — largdy
advertised on the description at the hotd where it was taking place. He had my business cards

that said Laidlaw. He knew that my brother Danid later on had an association with Laidlaw.

-14-



And he — from my recollection, Mr. Pascd Wallet even came to my Laidlaw office once.” 3/24
Tr. at 323). Pascal Wallet denies visting the Debtor & Ladlaw’s offices.

The Debtor dso testified that he disclosed his ownership of shares and optionsin Laidlaw
to the Wallets:

Q: Mr. Benddlac, during al the time you had deding with Mr. Wallet or the
Walets and you were involved with WPC and Waco and RBCW, did you ever
discloseto Mr. Wallet that you held shares and optionsin Laidlaw Globa Corp.?

A:Yes | did.
Q: When did you do that?
A: Whenever | garted owning shares, | informed them that | owned shares and

informed them that | owned options. And once they became shareholdersin

Switzerland, they got the annud reports from the UBS that disclosed dl this

information.
3/24 Tr. at 181-182. The Debtor aso testified to his belief that there was no conflict of interest
during much of this period because the Wallets firgt invested in Laidlaw bonds before he joined
Ladlaw. 3/24 Tr. at 184. Debtor aso testified that he had discussed with the Wallets at some
point thet “on certain Laidlaw holdings, | couldn’'t make the cdl for them in terms of sdlling or
not salling shares.” 3/24 Tr. at 184.

It is Sgnificant that two separate agreements exist concerning the Debtor’ s relationship
with Laidlaw. Joint Exhibit 95 purports to be “terms of understanding” dated July 19, 1999,
drafted by Epsilog and addressed to members of RBCW LLC, including the Wallets. The terms
of understanding were gpparently adopted following a conference cal between the members of
RBCW LLC. Thefind term of understanding is

Epsilog Corporation shdl not participate in the decision making regarding

invetmentsin Laidlaw Globa Corporation whether in debtor or equity that might

be agreed upon by members of RBCW LLC and shall be excluded from

ownership in such securitiesto avoid any and al potentia restrictions and

conflicts of interest in conformity with previous agreements entered by Genersis
Associates, Inc. with regard to the antecedent entity RBCW L.P.
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Joint Exhibit 79 isaset of “WRITTEN RESOLUTIONS OF THE SOLE DIRECTOR OF THE
COMPANY PASSED PURSUANT TO THE ARTICLES OF ASSOCIATION OF THE
COMPANY"” dated December 31, 1995. The sole director of WPC was Genersis, and the Debtor
was the president of Genersis. Item 72 on page 16 of that document states:

No person shdl be disqualified from the office of Director . . . or prevented by
such office from contracting with the Company, either as vendor, purchaser or
otherwise, nor shal any such contract, or any contract or transaction entered into
by or on behdf of the Company in which any Director . . . shal bein any way
interested be or be liable to be avoided, nor shdl any Director . . . o contracting
or being S0 interested be liable to account to the company for any profit realised
by any such contract or transaction by reason of such Director holding office or of
the fiduciary relation thereby established. A Director . . . shdl be at liberty to
vote in respect of any contract or transaction in which he is so interested as
aforesaid PROVIDED HOWEVER that the nature of the interest of any Director .
.. inany such contract or transaction shall be disclosed by him . . . at or prior to
its congderation and any vote thereon.

These documents, which the Plaintiffs presumably received and reed, together with the foregoing
evidence, suggests that the Plaintiffs were aware of the Debtor’ s relationship with Laidlaw and

had no genera objection to transactions in which the Debtor may have been interested.

G. No Portfolio Diver sification;
Alleged Gross Negligence and Recklessness

Plaintiffs claim they “wanted diversified investments.” Plaintiffs Proposed Findings of
Fact and Conclusions of Law (heresfter, “Paintiff’ s FFCL”), pg. 2. Pascal testified that he
“wanted diversfied invesments, and in the first place, they should be sure and safe.” 1/12 Tr. a
21-22.

From Pascd Wallet' stestimony, it is clear that he was not only dissatisfied with the
Debtor’ s investment decisions concerning Laidlaw but with other investment decisons that the

Debtor made, referring to certain investments by Walco in Wah Fu and Mediumfour.com
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between 2000 and 2002, the same period when the Debtor was purchasing Laidlaw shares. “The
problemis, it was not only the Laidlaw shares that gave me concern, but the other companies
like Wah Fu. For ingtance, he bought Hong Kong dollars. He took $50,000 to buy Hong Kong
dollars without my authorization, and | didn't know what for.” 1/12 Tr. at 56; Plaintiff’s Ex. 65.
The Debtor tetified that the Laidlaw purchases were consstent with the type of
investments he had been making for at least Sx years with the Walets: “They were consgtent in
the sense that they were speculative invessment[s]. Mr. Pasca Wallet was at the time mostly
counseling and getting high interest and looking into junk bonds, and we saw that those bonds at
least were showing interest of ahigh level.” 3/24 Tr. at 298.

Q: “Wasthisthe type of trading you were aways — you were doing for —
involving your relationship with the Wallets?’

A: “Yes, because the Wallets did not need me to invest in chip stocks. They had
like eight different brokerage accountsin France for that, they had other different
relationshipsin the U.S,, they had other relationshipsin Switzerland with amore
consarvative invesment. Thiswas, if you want, their speculative portion. That's
why our relationship started at that level, because the firgt time | met them, they
told me, you know, [w]e are wedlthy people. We dready have al type of
advisers, investment, et cetera, but if you want to participate dong with us and
have some ideas as to something where we could speculate, then we would be
willing to do so. That'swhy the firgt invesment we had them involved in and |
was mysdf involved in, because mysdf had been speculating dl my life, wasthe
Regency Future Fund, which was avery aggressive future fund trading.

3/24 Tr. at 318-319. X. Exhs. 159, 163 and 164. Pascd Wallet agreed that the $40,000
investment in Regency Funds was “truly speculative.” 3/23 Tr. a 99-100. Debtor aso offered
evidence of Pascd Wallet’ s authorization on behaf of Walco of a private placement subscription
agreement in Jinpan International Limited and Laidlaw Globa Securities, Inc. & a price of
$131,000 by subscription agreement dated November 13, 1997. The Jinpan investment was an

investment of restricted stock similar to the Laidlaw shares. 3/23 Tr. at 114; Jt. Ex. 164.
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H. Debtor Continued to Purchase Shares of L aidlaw

Plaintiffs claim that the Debtor caused WPC to make numerous unauthorized purchases
of Laidlaw Global stock between March 2000 and October 2001, and that virtudly the only thing
WPC purchased in 2001 was Laidlaw stock. Plaintiff’s FFCL, p. 3. Plaintiffs clam that when
they learned of the “unauthorized” purchases of Laidlaw shares, Pascal Wallet told the Debtor to
stop, but the Debtor repeatedly scheduled, and then canceled, meetings in which Debtor stated he
would explain the Situation. |d. Pasca Wallet claims that he spoke to the Debtor numerous
times by telephone about the purchase of Laidlaw shares. 3/23 Tr. at 58. Eventually Pascal
Walet tetified that he not only told him to stop purchasing Laidlaw shares but that “1 wanted to
meet with him to establish the basic Stuation, how it was, but it was impossible to meet with
him.” 3/23 Tr. & 59. Pasca Wallet refersto aletter dated May 28, 2001 (&. Ex. 82) asking for a
gatement of dl of the assets “ managed by Laidlaw” and reciting that the statement had aready
been requested severa times.

The Debtor was asked if Pasca Wallet “ approved every purchase of Laidlaw stock” in
the WPC and Walco accounts. He replied: “My testimony isthat he was cognizant of every
purchase.” 3/24 Tr. at 199-200.

Although Pascd Wallet testified (1/12 Tr. at 36-37 and referring to Plaintiff’ s Exhibit 53)
that he didn’t authorize purchases of Laidlaw stock on March 17, 28, 29 and 30, 2000, he dso
tedtified that he did not normdly authorize every purchase. 1/12 Tr. a 37. Plaintiffs clam that
the Debtor “cannot point to a single piece of paper that indicates that plaintiffs authorized this
massve buying of Laidlaw shares’ (Plaintiff’ s FFCL, p. 3), a numerous pointsin his testimony

Pascd Wadllet stated that he trusted the Debtor and that the Debtor had the discretionary and legal
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authority to make investment decisions for WPC, Waco and RBCW. See also Amended
Complaint, 7: “The Wallets have known and trusted Roger Benddlac for many years.”

Pantiffs presented evidence of various unauthorized purchases of Laidlaw shares for
WPC and Walco in 2000 and 2001. Paintiff’s Ex. 53, 58, 72, 73 and 82; 1/12 Tr. at 60-62.
However, Exhibits 72 and 73 are addressed to Walco in Paris, and this fact is consstent with
Debtor’ s testimony that Pasca Wallet was cognizant of purchases, whether or not they were
authorized in advance.

The Debtor acknowledged there was no written authorization for purchases of Laidlaw
stock in 2001 and 2002 and did not deny that throughout 2001 WPC bought virtualy nothing but
Ladlaw shares so that WPC became entirely an invesment in Laidlaw. 3/24 Tr. at 196-199.
Debtor explained that due to margin requirements and the illiquidity of the Laidlaw shares, the
liquid assets had to be sold on short notice to meet the margin requirements. 3/24 Tr. at 198.
Hantiffs counsel examined the Debtor about this course of conduct:

Q: And you consder that to be proper management of a client’s account?

A: It was not a question of management since there was an input from the
customer there, from the shareholders of the entity.

Q: And you're saying — it' s undisputed: Numerous shares were purchased in
Laidlaw in 2001 and 2002, both in WPC and Walco. |Isthat correct?

A:Yes

Q: And in fact the Wal co account had nearly dl itsvauein Laidlaw stock. And
you're saying — it’ s your testimony thet al of these Laidlaw purchases, purchases
of Laidlaw stock, were authorized by whom?

A: | discussed them with Pascd Wallet, who is right here,
Q: You're saying that the order came from Pascd Wallet?

A: No. | sad it was discussed with Pascal Wallet. | wouldn't take upon my sdlf
to buy a stock —a stock in acompany | was an executive of without discussing it
with the customer.
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3/24 Tr. at 198-199. Paintiffs alegations that the Debtor continued to buy Laidlaw shares
without authorization were potentialy the most troubling to the Court, but the potentialy
troubling conclusion — that the Debtor made these purchases of Laidlaw sharesasLadlaw’'s
business outlook steadily declined, in order to prop up Laidlaw — was never substantiated.
Haintiffs did not attempt to establish a chronology that showed purchases of Laidlaw increased
in an inverse correlation to Laidlaw’ s economic well-being. In other words, Plaintiffs failed to
show that the purchase of Laidlaw sharesin 2000 and 2001 were something radicaly different
from the generd investment scheme of WPC and Wa co up to that point, which favored risky
and speculative investments.

The Debtor testified credibly that athough in hindsight, the “beginning of the end” for
Laidlaw was in March 2000, as late as August 2001 there was il afeding that the market and

Laidlaw might recover. 3/24 Tr. a 309, 322.

When Laidlaw Collapsed, the Value of Plaintiffs Portfolios Collapsed

As previoudy noted, the most serious deficiency in Plaintiffs case was the falure to
break down the damages for which the Debtor should be held liable, i.e., the “debt” that should
be declared non-dischargeable under Section 523(a)(4) due to Debtor’s acts. The Plaintiffs never
made an earnest attempt to go beyond the argument that Plaintiffs placed $1,242,000 for
investment with the Debtor, and logt it. The problem with this reasoning is obvious. It ignores
the overdl performance of the market for amilar investments over the same time period, and it
falsto show that the Debtor’ s acts were the proximate cause of any of the investment |osses.

The Debtor testified that Laidlaw’s downfal was consstent with the fate of Internet

stocks in generd at that time. 3/24 Tr. a 310. The Debtor’s cross examination of Pasca Wallet,
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introducing his deposition testimony, dicited begrudging agreement that a least some of the
losses were due to the overdl downturn in the market:

Q: Areyou claiming those damages are due to Mr. Bendelac' s actions, or are they
due to the market conditions?

A: Indl honesty, both, but with a grester percentage incumbent on Mr. Benddlac
because | have investments el sewhere that have ressted much better.

3/23 Tr. at 82-83. Pasca Wallet tedtified on cross examination that investimentsin Lucent
Technologies aso lost money. 3/23 Tr. a 85-87. Pasca Wallet blamed Bendelac for those
losses, too, “because of the way that he had administered my portfolio because it was a portfolio
that was not diversfied.” 3/23 Tr. at 85, lines 10-13.

Findly, the testimony reveded that even if the Laidlaw bonds had not been converted to
shares, they probably would have been valudess. The Debtor testified that the only bonds that
were reimbursed were the small amount of Euro bonds that were not converted, and that al other
outstanding bonds are today worthless. 3/24 Tr. at 334-337. It was not clear from the testimony
whether the Euro bonds were reimbursed based on their face vaue or at a discount. 3/24 Tr. at
339. Thistestimony suggests that Plaintiffs were not damaged by the conversion of Laidlaw
bonds.

The Debtor aso provided testimony, which was not rebutted, that even after the Laidlaw

shares became unrestricted, they could have been sold at a“asmdl loss” 3/24 Tr. a 313.
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LEGAL STANDARDS

A plaintiff carries the burden of proving by a preponderance of the evidence that a debt is
excepted from discharge under Section 523(a). Grogan v. Garner, 498 U.S. 279, 286 (1991).

A. Debtor Was Not a Fiduciary
For Purposes of Section 523(a)(4)

1. Necessity of the Existence of a Trust

The broad, generd definition of fiduciary, involving confidence, trust and good faith, is
not applicable in dischargesbility proceedings under § 523(a)(4). Section 523(a)(4) appliesonly
to express or technica trusts. Condructive or implied trusts, or any trust where the existence of
the trust is creasted merdly on the basis of wrongful conduct (atrust ex maleficio) do not create a
fiduciary relationship. Put another away, the fiduciary relaionship must exist prior to the act
cregting the debt; atrust reationship cannot be said to arise merely from the wrongful conduct
itsdf.” InreZoldan, 226 B.R. 767, 772-773 (S.D.N.Y. 1998)(citations omitted). Seealso Inre
Short, 818 F.2d 693, 695 (9" Cir. 1987); In re Kaczynski, 188 B.R. 770, 773 (Bankr. D. N.J.
1995) (implied or congtructive trusts and trusts ex mal eficio are not deemed to impose fiduciary
relationships under the Bankruptcy Code).

“ Although the precise scope of the defd cation exception isaquestion of federa law, its
gpplication frequently turns upon obligations attendant to relationships governed by state law.
For example, state law can be an important factor in determining whether someone acted in a
fiduciary capacity under Section 523(a)(4).” In re Hayes, 183 F.3d 162, 166 (2d Cir. 1999). “A
gatutory fiduciary under state law is only considered afiduciary for purposes of section 523 if
the satute: (1) definesthe trust res; (2) identifies the trustee' s fund management duties and
authority; and (3) impaoses obligations on him prior to the aleged wrongdoing.” In re Librandi,

183 B.R. 379, 383 (M.D. Pa. 1995). See also In re Hemmeter, 242 F.3d 1186, 1190 (9th Cir.
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2001). Paintiffs aso do not dlege that an expresstrust existed. The Court is not aware of any
case holding a non-attorney liable for a defal cation under Section 523(8)(4) due to a conflict of
interest, where no express or technicd trust exists. Thus, in order for Plaintiffs claim to be non-
dischargeable under Section 523(a)(4), atechnica trust must have existed between the parties.

2. Debtor Was Not an | nvestment Adviser

At trid, the parties agreed that Cayman Idands law appliesto WPC, and that New Y ork
law appliesto RBCW. PFaintiffs do not alege that the Debtor’s conduct violated either Cayman
Idands or New York law. Essentidly Plaintiffs argue that atechnicd trust (i.e., atrust
established by law) exists under the Investment Advisers Act of 1940, 15 U.S.C. § 80b et seq.
Faintiffs counsd stated a the beginning of the trid on March 23, 2004: “I’m not sure & the end
of the day, I’m going to necessarily fed that, in order to prevail, that the plaintiffs need to rely on
Cayman law or New York law issues of officers duties” 3/23 Tr. at 11. The Court asked: “If
New York law or Cayman law doesn’t gpply, then how do we know if there' s a defdcation?’
323 Tr. a 12. Plaintiff’s counsdl responded:

I’'m glad you asked that, Y our Honor, because, in fact, | was about to start
with just adight expangion, if you will, on the point that Y our Honor raised a the
beginning of thetrid . . . and that is What do the plaintiffsintend to prove and
what's here.

And something that had not been mentioned that | would now mention to
Y our Honor, both in response to your question and otherwise, is that we have here
a dtuation where the defendant and the company that he was generaly CEQO,
ultimately president, et cetera, et cetera, Laidlaw, various Laidlaw companies,
were investment advisers under the Investment Advisers Act of 1940, and that act,
asdated in [SEC v. Moran, 922 F.Supp. 867, 895-96 (S.D.N.Y. 1996)], “ Section
206 of the Advisers Act establishes a datutory fiduciary duty for investment
advisersto act for the benefit of their clients, requiring advisers to exercise the
utmost good faith in dedling with clients to disclose al materid factsand to
employ reasonable care to avoid mideading clients,”. So we have, Y our Honor, a
datutory fiduciary duty.

Smilaly, in [SE.C. v. Capital Gains Research Bureau, Inc., 375 U.S. 180
(1963)], that case held that this same subchapter requires that a registered
investment adviser’ s advice to his clients be disinterested.
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And indeed, Y our Honor, that — the specific requirements and sections of
the law were relied on in cases exactly on the issue we're dedling with now. That
caseis[Inre Peterson, 96 B.R. 314 (Bankr. D. Colo. 1988)]. And that case held
that the Investment Advisers Act imposes upon an investment adviser datutory
obligations and dutieswhich riseto the levd of fiduciary responghbilities within
the meaning of the dischargesbility statute. And in that case the Court went on to
decide that the particular investment adviser there would not be discharged of a
debt owed to his client because it found that the investment adviser's
recommendations seem to have been made with his own best interestsin mind
and not those of the client.

So, Y our Honor, that’s where | believe — we believe that express satutory
fiduciary duty and obligations arise. And that’swhy | responded as1 did to Y our
Honor that I’ m not sure that we necessarily need to be looking to New York law
or Cayman law or whatever, Y our Honor, [or] any other state law, to find the
required fiduciary duty that would then enable afinding of defdcation to be
made, Y our Honor.

3/23 Tr. at 11-13. Inre Peterson, 96 B.R. 314, 322-232 (Bankr. D. Colo. 1988), which was cited
by Pantiffsa trid, held that the Investment Advisers Act, when read with the rules and

regulations promulgated under it, “ sets forth the three prerequisite e ements necessary for a
gtatutorily created fiduciary relaionship” under Section 523(a)(4) and casessuch asinre
Librandi, supra. Peterson reached this determination by citing to the prohibition in the
Investment Advisers Act prescribing certain transactions by investment advisers, including
“engaging in any act, practice or course of business that is fraudulent, deceptive or manipulative

as defined by the regulations promulgated in 17 C.F.R. § 275.0-2 et seq.” Id.; 15 U.S.C. § 80b-6.
17 C.F.R. § 275.204-2 requires investment advisers to keep accurate and current records; and 17
C.F.R. 8§ 275.206(4)-2 dates that it is afraudulent, deceptive or manipulative act for any
investment adviser in possession of client funds to take any action directly or indirectly unless

the client’ s funds are deposited in a segregated bank account, the client is notified of the place
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and manner in which the funds will be maintained, and separate detailed records of any
withdrawals are maintained. 1d. at 323.°

Pantiffs proposed findings of fact and conclusions of law includes the assertion that:

Defendant wasin afiduciary relationship with respect to his activities to

plantiffs invesments generdly because defendant was an executive officer and

director of acorporation (Laidlaw Globa Securities) that was a registered

investment adviser under the Investment Advisers Act of 1940. . . and the

President, chief operating officer, chief financid officer and secretary of that

investment adviser’ s parent company (Laidlaw Globa Corp.)
Paintiff’s FFCL, pg. 6, 113. Other than the Investment Advisers Act, Plaintiffs do not dlege that
the Debtor violated any Federa securities laws or any State securities laws, or any regulation or
order issued under Federa or State securitieslaws. See 11 U.S.C. 8 523(a)(19)(A). For the
proposition that the Debtor was an investment adviser under the Investment Advisers Act,
Paintiffs reference Laidlaw Globa Corporation’s Form 10-KSB for 1999, 2000 and 2001 (X.
Exhs. 75-77). Item 1, Part E. of the forms, captioned “Lines of Business” list four business

areas. Traditiona Trading and Brokerage Services, Globa On-Line Trading and Investment

5 Because this Court finds that the Debtor in this case was not an investment adviser under the

Investment Advisers Act of 1940 theissuein In re Peterson, whether the Investment Advisers Act creates a
technical trust, is not reached. It bears noting, however, that another court in the District of Colorado, found

Peter son persuasive and, finding no authority to the contrary held that “the Investment Advisers Act givesriseto a
trust that imposes afiduciary capacity as contemplated by section 523(a)(4).” Inre Mones, 169 B.R. 246,

256 (Bankr. Dist. Col. 1994). Inthe course of the decision inlnre Mones, that court observed in afootnote:

The Supreme Court has held that there is no private cause of action for damages under section
80b-6 of the Act and that only alimited private remedy to void the investment adviser's contract
exists under section 80b-15. Transamerica Mortgage Advisorsv. Lewis, 444 U.S. 11, 19-25, 100
S.Ct. 242, 246-50, 62 L.Ed.2d 146 (1979). However, the Court noted that “[w]here rescissionis
awarded, the rescinding party may of course have restitution of the consideration given under the
contract, less any value conferred by the other party. . . . Restitution would not, however, include
compensation for any diminution in the value of the rescinding party's investment alleged to have
resulted from the adviser's action or inaction.” 444 U.S. at 25 n. 14, 100 S.Ct. at 250 n. 14. See
Wachovia Bank & Trust v. National Student Marketing, 650 F.2d 342, 355 (D.C.Cir.1980); Fed.
Sav. & Loan Ins. v. Shearson American Express, 658 F.Supp. 1331, 1344 (D.Puerto Rico 1987).
Therefore, even if the court finds that the defendant engaged in fraud or acts constituting
defalcation in breach of aduty imposed by the Act, the only debt that would exist under the Act
would be for the amount of the commissions. See Peterson, 96 B.R. at 322 n. 2.

Id. at 256, fn. 9 (alterationin original). Incidentally, Plaintiffsfailed to provide any evidence as to the amount of
commissions that the Debtor received.
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Searvice, Investment Banking, and Asset Management and Investment Services. Three of the
four paragraphs under “Asset Management and Investment Services’ pertainto Laidlaw's
ownership of H&R Acquistion Corp. “whose wholly owned subsdiary Howe & Ruding is
primarily engaged in asset management and services” Thefind paragraph of the “ Asset
Management and Investment Services’ section States:

Laidlaw Globa Securities: Laidlaw Globd Securitiesisdso aregistered

investment advisory firm, and such [sic], provides services including performance

monitoring selection of third party investment managers, and discretionary asset

management. The investment advisory services offered by Laidlaw Globd

Securities aretallored for avariety of dients, incdluding individuds, pensgon and

profit-sharing plans, trusts and estates, charitable organizations, corporations and
other businesses.

X. Ex. 75, p. 11; X. Ex. 76, p. 11; X. Ex. 77, p. 9. The Debtor testified that although the Form
10-Ks dtated Laidlaw Globa Securities was a registered investment advisory firm it wasin fact
“only abroker/dedler.” 3/23 Tr.a 120. Moreover, “Under the broker/deder, there were some
personnd that were registered under the Investment Act and | was not one of those person[g]. |
didn’'t have the specid license required for that, or the qudification. | was Smply aregistered
broker with a Series 7 license.” 3/23 Tr. at 121. “There was another subsidiary caled Laidlaw
Asset Management, Inc., which was an investment adviser under the ’40 act, and it closed down
at some point and | forget when it was closed.” The Debtor testified that the statement in the 10-
KSB formswere true: “There s nothing false about it. | just said | was not part of the investment
advisory firm.” 3/23 Tr. a 145. Debtor testified that in 2001 Laidlaw Globa Securities may
have been regigtered as an investment adviser with the Securities and Exchange Commisson, but
that it did not conduct business as an investment adviser:

Q: “It was not doing any investment advising during 20017’

A:“No. We had sent dl the investment advisory business to the other subsidiary
cdled [Howe & Ruding]. And Laidlaw Globa Securities might have kept its
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license but was drictly doing brokerage business because dl the investment
adviser had resigned by that time.”

3/23 Tr. at 154-155. The Debtor was asked about the services he performed for Laidlaw:

A: “l was abroker/dealer.”

Q: “Youweren't providing any investment advice?’

A: “Not as an investment adviser under the’40 Act; | was not.”

Q: “But you were providing investment advice in some other form or fashion?

A: “No. | wassmply abroker. Andwhenever | had investment discretionary

respongbility it was within the context of being either agenerd partner of an

entity or being an LLC member, which were not requiring any registration under

the Investment Act.”

3/23 Tr. at 154-155.

It should be emphasized that the Plaintiffs do not contend — and the Debtor has
emphaticaly denied — that the Debtor is himsdf aregistered investment adviser under the
Investment Advisars Act. Plaintiffs dlege that the Debotor mismanaged funds by investing them
in Laidlaw, acompany in which the Debtor had an interest. The fact that Laidlaw was registered
under the Investment Advisers Act does not, in this Court’ s opinion, create the requisite trust
under Section 523(a)(4) as between Plaintiffs and the Debtor. Plaintiffs citations of S E.C. v.
Capital Gains Research Bureau, Inc., 375 U.S. 180, 84 S.Ct. 275 (1963) and SE.C. v. Moran,
922 F.Supp. 867, 895-96 (S.D.N.Y. 1996) are not availing, because those decisions presuppose
that the Debtor is aregistered investment adviser. See SEC v. Capital Gains Research Bureau,
375 U.S. at 191-92 (“The Investment Advisers Act of 1940 thus reflects a congressiond
recognition ‘ of the delicate fiduciary nature of an investment advisory relationship,” aswell asa
congressond intent to eiminate, or at least to expose, dl conflicts of interest which might
incline as investment adviser-conscioudy or unconscioudy-to render advice which was not

disnterested.”) (footnote omitted); SE.C. v. Moran, 922 F.Supp. at 895-96 (“ Section 206 of the

Advisars Act establishes a statutory fiduciary duty for investment advisersto act for the benefit
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of their clients, requiring advisers to exercise the utmost good faith in dedling with clients, to
disclose dl materid facts, and to employ reasonable care to avoid mideading clients.”).
Pantiffs aso urge that “even if not duly registered,” Debtor should till be consdered an
investment adviser within the meaning of the Investment Advisers Act because the Debtor
“recaved compensation for managing plaintiffs invesments and plaintiffs relied upon
defendant’ sinvestment advice” Plaintiff’s FFCL, pg. 6, 3. Plaintiffs have provided no case
where an unregistered person was deemed an investment adviser under the Investment Advisers
Act and therefore a fiduciary within the meaning of Section 523(a)(4). Abrahamson v.
Fleschner, 568 F.2d 862, 869-71 (2d Cir. 1977), which was not decided in the context of an
objection to discharge in bankruptcy, held that two generd partners were investment advisers
under Section 202(a)(11)® of the Investment Advisers Act because they “received substantial

compensation for managing the limited partners invesmernts’ in the investment partnership of

The current version of that section states:

“Investment adviser” means any person who, for compensation, engages in the business of
advising others, either directly or through publications or writings, asto the value of securities or
asto the advisability of investing in, purchasing, or selling securities, or who, for compensation
and as part of aregular business, issues or promulgates analyses or reports concerning securities,
but does not include (A) abank, or any bank holding company as defined in the Bank Holding
Company Act of 1956 [12 U.S.C.A. § 1841 et seq.] which is not an investment company, except
that the term "investment adviser” includes any bank or bank holding company to the extent that
such bank or bank holding company serves or acts as an investment adviser to aregistered
investment company, but if, in the case of abank, such services or actions are performed through a
separately identifiable department or division, the department or division, and not the bank itself,
shall be deemed to be the investment adviser; (B) any lawyer, accountant, engineer, or teacher
whose performance of such servicesis solely incidental to the practice of his profession; (C) any
broker or dealer whose performance of such servicesis solely incidental to the conduct of his
businessasabroker or dealer and who receives no special compensation therefor ; (D) the
publisher of any bonafide newspaper, news magazine or business or financial publication of
general and regular circulation; (E) any person whose advice, analyses, or reports relate to no
securities other than securities which are direct obligations of or obligations guaranteed asto
principal or interest by the United States, or securitiesissued or guaranteed by corporationsin
which the United States has a direct or indirect interest which shall have been designated by the
Secretary of the Treasury, pursuant to section 3(a)(12) of the Securities Exchange Act of 1934 [15
U.S.C.A. 8 78c(a)(12)], as exempted securities for the purposes of that Act [15 U.S.C.A. § 78aet
seq.]; or (F) such other personsnot within the intent of this paragraph, asthe Commission

may designate by rulesand regulationsor order.

15U.S.C. § 80b-2(a)(11) (emphasis added).
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which they were dl members, and were engaged in the business of advising others with respect
to investments. Thus, Plaintiffs ask this Court not only to follow the Peterson case, but to go
beyond Peterson by reading it together with Abrahamson v. Fleschner and hold that an
unregistered investment adviser is afiduciary within the meaning of Section 523(a).

Maintiffs have not demongtrated ether the necessary facts or the legal guidance that
would persuade this Court that the Debtor should be considered an investment adviser for the
purposes of the Invesiment Advisers Act. The Debtor testified that he did not act asan
investment adviser in his capacity as an officer or director of Laidlaw, sating that he was
“dmply abroker.” 3/23 Tr. at 154-155. The Debtor may have received substantia compensation
from Laidlaw, but it was not shown that Debtor’ s compensation from Laidlaw was directly
related to providing investment advice.

Q: You weren't providing any invesment advice?
A: Not as an investment adviser under the’40 Act; | was not.
Q: “But you were providing investment advice in some other form or fashion?

A: No. | wassmply abroker. And whenever | had investment discretionary
respongbility it was within the context of being either agenerd partner of an
entity or being an LLC member, which were not requiring any registration under
the Investment Act.

* * %

Q: You were getting compensated for your services.
A: No | wasnot.
Q: No?

A: | was getting only regular commissons. All the other compensation that was
agreed upon or provided was compensation under the terms of alimited
partnership agreement or under the terms of the contractua agreement for
corporation as adirector of an entity, but not as an investment adviser or asaco-
investor.”

Q: What were you getting the compensation for? For what services?

A: | was getting it — because | was adirector, | would get compensation as a
generd partner, arepresentative of the generd partner. It wasthe partnership
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agreement that provided for certain compensation. But none of them qualified
under the Investment Act. . . .

3/23 Tr. at 154-156. The Debtor testified that he only received a full commission on one of the
Ladlaw bond purchases by Waco, WPC and RBCW; for dl other transactions involving Walco,
WPC and RBCW he received ather no commission or anomina commission. See Pl. Ex. 148;
3/24 Tr. at 288-297.

- The Debtor was not employed by Laidlaw when WPC made the July 14, 1997

purchase of Laidlaw Holdings notes. 3/24 Tr. at 293.

- The Debtor recalled that WPC' s October 15, 1997 bond purchase was a complicated
meatter that would have been compounded by a commisson, and that it was “possble
that | waived the commission for this” 3/24 Tr. a 296.

- Debtor received afull commission on Walco's November 28, 1997 purchase of
$100,000 in Laidlaw 12% Euro Bonds. 3/24 Tr. at 289.

- For Walco's January 1, 1998 purchase of H& R bonds, the Debtor testified that he was
the broker of record and received a*“limited commission” of perhaps $50. 3/24 Tr. at
291.

- The Debtor got “some kind of brokerage commission” for Waco's September 30,
1998 purchase of $15,000 in Laidlaw bonds. 3/24 Tr. at 291-292.

- The Debtor did not recall recelving acommission for RBCW' s September 29, 1998
purchase of Laidlaw Holdings bonds and “was prevented from getting a commission
because | had a direct interest in that account.” 3/24 Tr. at 296.

- The samewastrue of RBCW's December 31, 1998 purchase: “Because | wasa
participant in the transaction, | had to waive my right to a commission because | had
to disclose my interest in [that account].” 3/24 Tr. at 297.

- The Debtor testified that he was the broker of record on Walco' s December 31, 1998
bonds purchase and received a“minimum” commission. 3/24 Tr. a 292.

Lacking the support of specific and clear evidence, this Court is reluctant to deem the
Debtor an “investment adviser,” particularly in view of the exceptions in that definition,
including for “any broker or dealer whose performance of such servicesis soldly incidentd to the
conduct of his business as a broker or dealer and who receives no speciad compensation
therefor.” 15 U.S.C. 880b-2(a)(11). Moreover, the Debtor did not manage RBCW and WPC

directly but through Genersis and Epsilog. To the extent the Debtor had discretionary authority
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to trade in Walco — even assuming this would qudify the Debtor as an investment adviser —
Paintiffs did not demonstrate whether and the extent to which the Debtor received

compensation.”

3. In re Tomlinson

The facts of this case are remarkably smilar to thosein In re Tomlinson, 1999 WL
294879 (Bankr. N.D. Ill. May 10, 1999). In that case, the Debtor, Tomlinson, was sole director
and owner of an investment advisory corporation, Elite Advisory Services, Inc. (“Elite’). Elite
was registered under the Investment Advisers Act, but Tomlinson was not registered as an
investment adviser. Tomlinson was aso the sole director, president and treasurer of a separate
management company, Champion Management (“Champion”) (which Tomlinson adso owned
through atrust). Champion was agenerd partner of Dolphin Acquisition Partners, L.P.
(“Dalphin”). Asthe court summarized: “ Tomlinson was Elite, was Champion, was Dolphin.” Id.
a 9. The plantiffs, ahusband and wife, contacted Tomlinson who explained that he employed a
“low-risk investment strategy.” 1999 WL 294879 at *1. Tomlinson later wrote to plaintiffs on
Champion letterhead, enclosing a private placement memorandum concerning Dolphin. Inthe
letter, Tomlinson suggested that plaintiffs invest $50,000 in Dolphin. The Dolphin investment
was a private placement and the stock was restricted. The parties agreed that Elite would be
investment adviser for Dolphin and earn a 2.5% monthly fee on Dolphin’s net portfolio vaue. In
spite of plaintiffs daimsthat they wanted safe investments, the Dol phin investment promised
annua returns of between 25 and 27%. One of the plaintiffs testified that Tomlinson told him

there would be no problem getting money out of Dolphin a any time. But plaintiff aso testified

! Notwithstanding the language in Abrahamson v. Fleschner, supra, regarding “ substantial compensation for

managing,” the actual words of the Investment Advisers Act refer to “engag[ing] in the business of advising others”
for compensation. 15 U.S.C.A. § 80b-2(a)(11). The definition of “investment adviser” in that section does not
include the word “manage.”
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that he had not carefully read the written warnings and risk factors contained in the private
placement memorandum. Plaintiff’s testimony was that he expected Tomlinson to read the
prospectuses and smilar documents for him, athough he had never conveyed that expectation to
Tomlinson. Id. a *4. Asthe vaue of Dolphin plummeted, plaintiffs asked to get out of the
investment. There was testimony that Tomlinson dlowed severd other limited partners,
including the trustee of the trust through which he owned Champion, to withdraw their Dolphin
investments, but told plaintiffs he could not get them out right away. The court found: “At trid,
the only explanation given by ether sde for Dolphin’slosses was Tomlinson’stestimony . . .

that Dolphin’s 1994 |osses were dttributable to a dramatic downturn in the stock market.” 1d. at
*D.

The court dso found that dthough the plaintiffs paid Elite for investment advice,
Tomlinson was S0 closdly identified with Elite that he was Elite for dl intents and purposes.
Nevertheless, dthough the court was conscious of theruling in In re Peterson, supra, citing the
case a page * 17, it did not impute liability under the Investment Advisers Act to Tomlinson.
The court ruled that Tomlinson’s debt to plaintiffs was dischargegble, rejecting challenges under
Section 523 (a)(2)(A)(for fraud), and Section 523(a)(4). Key to both counts was the finding that
plaintiffs could not “ repose absolute trust” in Tomlinson, because Tomlinson owed plaintiffs no
fiduciary duty because “[t]he essence of afiduciary reationship isthat one party is dominated by
theother.” 1d. a 14. The court found that the plaintiff was“not a naive innocent” but “an
experienced businessman who ought to know better than to dismiss such stern and forbidding
warnings on the word of a man whom he had known bardly sx months and who stood to make
substantiad money from the success of the limited partnership.” 1d. a 13. Thus, the plaintiffs

could not show that Tomlinson “gained influence or superiority over them” by any of severd
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factors such as (1) “expert knowledge’ (either red or clamed) “the deployment of which the
principa cannot monitor,” (2) kinship, (3) age disparity, (4) hedth, (5) menta condition, (6)
education, (7) business experience, or (8) the extent of thereliance. Id. at 14. In that case,
plaintiffs were “not so young as to be considered a babe in the woods,” did not alege poor hedth
or an adverse mental condition. One of the plaintiffs had a college degree in busness and
completion of severa business classes. Although Tomlinson had expert knowledge, plaintiffs
were “not only able to check his deployment of it” but one of the plaintiffs “indsted on doing so
regularly.” 1d. at 15. The court found that the plaintiffs were aware of the risks related to the
Dolphin investment but chose to ignore the warnings and bury their head in the sand. 1d. at 13.
In the case at bar, the Debtor was not aregistered investment adviser. He managed
investments of the Plaintiffs through entities that he controlled, Generss and Epsilog. The
Debtor recommended that the Plaintiffsinvest in Laidlaw bonds. The Debtor eventualy became
chief operating officer. Later, the Laidlaw bonds were converted to restricted stock. Although
the Plaintiffs expressed a desire for “sure and saf€’ investments, the history of the investments
they authorized suggests otherwise. Like the plaintiffsin Tomlinson, the Flantiffs, particularly
Pascad Wallet, monitored investments closely and were aware of the investment risks, but cited
their “tota trust” of the Debtor and lack of knowledge when it suited them. Asin Tomlinson,
there is no digparity of expertise between the Debtor and the Plaintiffs. The Plantiffsare
sophigticated investors. 1t could not be serioudy suggested that the Plaintiffs were “ dominated”
by the Debtor. The testimony did not reved that the Plaintiffs were not able to monitor the
Debtor. The Plaintiffs were not disadvantaged by kinship to the Debtor, or by age disparity,
hedlth or menta condition. No testimony indicated that the Debtor had education or business

experience superior to Plaintiffs.
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B. A Defalcation Was Not Proven

Because the Debtor was not acting as afiduciary for the purposes of Section 523(8)(4),
the question of whether the Debtor committed an act that would condtitute a“ defdcation” while
acting in that fiduciary capacity isnot reached. Nevertheess, an anadyss of the meaning of
“defacation” is appropriate.

Courtsin this circuit have held that defacation “requires at least some element of
wrongdoing on the part of the debtor/fiduciary”. In re Zoldan, 221 B.R. 79, 88 (Bankr. S.D.N.Y.
1988). “[M]ere negligence, without some element of intentional wrongdoing, breach of fiduciary
duty or other identifiable misconduct, does not condtitute * defalcation’ within the meaning of
section 523(a)(4).” In re Ellenbogen, 218 B.R. 709, 714 (Bankr. S.D.N.Y. 1998) (finding no
cases in which acourt clearly denied a debtor’ s discharge for adefadcation for truly innocent or
merely negligent conduct). Certainly, the meaning of “defdcation” must be defined in the
context of the “well-established interpretationd rule that exceptions from discharge are to be
grictly construed so asto give maximum effect to the policy of the bankruptcy code to provide
debtorswith a‘fresh start’.” Kawaauhau v. Geiger (In re Geiger), 113 F.3d 848, 853 (8™" Cir.
1997), aff' d, 523 U.S. 57 (1998).

Section 523(a) of the Bankruptcy Code sets forth those circumstances under

which dischargeability may be denied in respect of particular debts. Certain

subsections of Section 523(a) deny dischargeability of debts arisng from conduct

of the debtor which was inherently wrongful, illicit or moraly reprehensible.

Subsections (2), (4) and (6) . . . are examples, and it is a prerequisite of each that

the clam be predicated upon some demonstrably wrongful, illegd or moraly
reprehensible conduct by the debtor.

In re Hyman, 320 B.R. 493, 501 (Bankr. S.D.N.Y. 2005) (emphasis added). “The purpose of

Section 523 was to remove from the debtor’ s capacity the ability to discharge certain debts
arisng from practices Congress deemed so pernicious that bankruptcy should not insulate the

debtor from their payment. For our purposes, defdcation is ‘willful neglect, essentidly a
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standard of recklessness or at least gross negligence.” In re Zoldan, 226 B.R. 767, 777-
778 (SD.N.Y. 1998).

For the reasons discussed at length above, Plaintiffs did not prove that any act of the
Debtor condtituted a defdcation. The Court has found that the Debtor was encouraged to pursue
high-risk and speculative invesments. Debtor’sinvestmentsin Laidlaw were not aradical
departure from that investment scheme.  Although the Plaintiffs were aware of the Debtor’s
connection to Laidlaw, thisfact did not initidly affect Plaintiffs trustin him. Pascd Wallet
presented testimony, on one hand, that the Wallets trusted the Debtor and gave him discretionary
authority, and on the other hand that many of the Debtor’ s transactions were unauthorized and
that Pascal Wallet was unaware of them. The Court believes that the Debtor managed the
investments of Waco, WPC and RBCW with Plaintiffs gpprova, which was withdrawn only
after the accounts suffered heavy losses.

C. No “ Debt” Was Proven

Even if the Debtor had acted in afiduciary capacity and had committed a defalcation, the
Paintiffs il did not show the essentid eement of damages. Only a*“debt” related to a
defdcation while acting in afiduciary capacity is excepted from discharge in bankruptcy.

Although Plaintiffs are unhappy that their invesments in Walco and WPC are virtualy worthless
today, they failed to demondtrate &t trid that the Debtor was ultimately responsible for this

There was no testimony that the Plaintiffs did not authorize the purchases of Laidlaw bonds

(other than one purchase of $15,000). At the time the Laidlaw bonds were converted to shares, it
appeared from al accounts to be agood dedl. Eventudly Laidlaw’s shares dropped in vaue, but

not in disproportion to the stocks of other companiesin that sector at that time.
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Conclusion
For the foregoing reasons, judgment shall be awarded to the Debtor, declaring that the
debts in question are dischargesble. Debtor’s counsd is hereby requested to promptly submit an
order consstent with this decison.
Dated: Poughkeepsie, New Y ork
September 1, 2005

/9 CecdiaMorris
U.SB.J
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