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Second Circuit Interprets New York's Fraudulent 

Conveyance Statute To Exclude Asymptomatic 

Asbestos Plaintiffs from Solvency Analysis 

May 13, 2004

On April 9, 2004, the United States Court of Appeals for the Second Circuit issued an unpublished Summary Order, Lippe v. Bairnco, 2004 U.S. App. LEXIS 7027 (S.D.N.Y. April 9, 2004)(hereinafter "Lippe II"), which addressed the criteria for determining the solvency of a mass tort defendant under New York's fraudulent conveyance statute (the "NYDCL").  The Second Circuit held that "the hypothetical existence of any unaccrued tort claim at the time of a challenged transfer does not give rise to a debtor-creditor relationship," id. at *20-21, and therefore held that (a) unaccrued tort claims are not "debts" under the NYDCL and (b) such unaccrued claims should not be considered for purposes of determining insolvency at the time of a challenged transfer.  

This decision is in stark contrast to the opinion in Official Committee of Asbestos Personal Injury Claimants v. Sealed Air Corp. (In re W.R. Grace & Co.), 281 B.R. 852 (D. Del. 2002), which held, in essence, that hindsight is relevant when determining the solvency of a transferor at the time of a challenged transfer, and that unasserted future asbestos exposure claims could be considered actual, rather than contingent, liabilities and therefore must be considered current "debts" as of the time of the transfer.

If the Second Circuit reconsiders publishing this Summary Order, this decision would have a significant impact on the determination of solvency of companies subject to mass tort liability for the purposes of dividends, spinoffs, leveraged buy outs and other transactions where the company's solvency is of critical importance.  

	Statutory Background


Section 544(b)(1) of Title 11, United States Code (the "Bankruptcy Code") permits a trustee or debtor in possession to avoid certain prepetition transfers and obligations as "fraudulent transfers" or "fraudulent obligations" under applicable non-bankruptcy law (i.e. state).  11 U.S.C. § 544(b)(1).  

In Lippe I (as defined below), the plaintiffs asserted, inter alia, constructive fraud claims under Section 273 of the NYDCL, which provides that:

Every conveyance made ... by a person who is or will be thereby rendered insolvent is fraudulent as to creditors without regard to his actual intent if the conveyance is made ... without a fair consideration.

NYDCL at  §273.  A person is considered insolvent under the NYDCL when: 

the present fair salable value of his assets is less than the amount that will be required to pay his probable liability on his existing debts as they become absolute and matured.

NYDCL at §271 (hereinafter referred to as "Section 271").
  
	Facts of the Case 


Keene  Corporation ("Keene") was a defendant in numerous asbestos lawsuits.  Over a series of years, it spun off numerous businesses to its parent, Bairnco Corporation ("Bairnco").  In 1993 Keene filed for protection under Chapter 11 of the Bankruptcy Code.   In 1996, the Keene Creditors Trust, a trust created to represent persons exposed to asbestos-containing products manufactured by Keene and Baldwin-Ehret-Hill ("BEH"), filed a complaint in the United States District Court for the Southern District of New York (the "District Court") against former corporate affiliates of Keene  and a former corporate officer.  The complaint alleged that Keene sold its constituent businesses and paid dividends to Bairnco as part of a scheme to shift Keene's assets into affiliated companies of Bairnco that were not burdened with asbestos liabilities.  The defendants moved for summary judgment, arguing that there was no evidence to support the plaintiffs' allegations.  

	The District Court Decision – Lippe I


On March 14, 2003, the District Court (Chin, J.) granted the defendants' motion for summary judgment, finding that the plaintiffs did not support their theory of fraudulent conveyances with any "concrete evidence," and dismissed the case in its entirety.  Lippe v. Bairnco Corp., 249 F. Supp. 2d 357  (S.D.N.Y. 2003)(hereinafter, "Lippe I").  Specifically the District Court found that (1) the creditors had failed to show by clear and convincing evidence that Keene had actually or constructively defrauded anyone; (2) failed to show that Keene was insolvent, or believed it would be rendered insolvent by the transactions in question; and (3) failed to show that asset sales had been made with intent to hinder, delay and defraud creditors.  In determining that Keene was not "insolvent", the District Court relied on Section 271.  Despite the plaintiffs urging that the District Court consider later-developed information that would shed light on what the company's actual (as opposed to reasonably anticipated) asbestos-related liabilities were as of the dates of the transfers when determining insolvency, the District Court restricted its consideration to what the debtor's management believed about its asbestos liabilities at the time of the transfers.  Focusing on the phrase "probable liability", the District Court concluded that, because the debtor had a positive net worth, substantial insurance coverage, and substantial assets at the time of the transfers, the plaintiffs could not prove that the "fair salable value" of Keene's assets was less than the amount of its "probable liability on [its] existing debts as they [became] absolute and matured," and that "[n]o reasonable jury could find that Keene actually believed its probable liabilities would exceed the amount of insurance coverage, the reserve fund, and its other substantial assets."  Lippe I at 379 (internal citations omitted).   The plaintiffs appealed the District Court's decision in Lippe I.

	Analysis - The Second Circuit's 
Summary Order – Lippe II


On appeal, the Second Circuit affirmed the district court's ruling in its entirety.  One of the central issues before the Second Circuit in Lippe II was the extent to which Keene's future asbestos claims at the time of the challenged transactions should count as liabilities affecting its solvency at the time and, if so, whether those liabilities should be quantified with the benefit of hindsight.

The Second Circuit rejected the plaintiffs' argument that, for the purposes of the solvency analysis, the future claims of persons exposed to asbestos – but not yet symptomatic – must be included in a debtor's "probable liability".  In reaching its decision, the Second Circuit examined whether unaccrued, future tort claims qualified as "existing debts" under Section 271.   Since state law governs when a right to payment arises, the court considered when a claim arises under New York law.  New York tort law provides that the relationship of debtor and creditor arises the moment the cause of action accrued and that the cause of action accrues on the date the plaintiff becomes symptomatic, the court found that the "hypothetical existence of an unaccrued tort claim does not give rise to a debtor-creditor relationship and therefore there is no existing debt."  Lippe II at * 20-21.  Accordingly, the court concluded that unaccrued claims are not "debts" under the NYDCL.  Id.
The Lippe II decision is particularly important given the contrary ruling of District Judge Wolin in In re W.R. Grace & Co. that, under New Jersey law, future asbestos exposure claims must be taken into account for solvency analysis purposes.  Until In re W.R. Grace & Co.
, courts generally held that, in determining the solvency of a debtor for the purpose of a fraudulent conveyance analysis, courts should not use hindsight in assessing the amount of contingent liabilities that could later ripen into actual debts but rather should quantify them based on the facts and reasonable probabilities as they were on the date of the challenged transfer.  See, e.g., Mellon Bank, N.A. v. Official Committee of Unsecured Creditors (In re R.M.L., Inc.), 92 F. 3d 139, 144 (3d Cir. 1996)(“[t]he use of hindsight to evaluate a debtor’s financial condition for purposes of the [Bankruptcy] Code’s ‘insolvency’ element has been criticized by courts and commentators alike”); Avellino v. Bienes v. M. Frenville Co., Inc. (In re. M. Frenville Co.), 744 F. 2d 332 (3d Cir. 1984), cert. denied, 469 U.S. 1160 (1985)(liabilities must be treated on an accrued basis; state law governs when the liability has accrued).   In re W.R. Grace & Co. also differs from the ruling in Official Asbestos Claimants’ Comm. v. Babcock & Wilcox Co. (In re Babcock & Wilcox Co.), 274 B.R. 230 (Bankr. E.D. La. 2002), where the bankruptcy court determined that the future asbestos liabilities were contingent, not current, obligations of the debtors that should be discounted in determining solvency.  The Lippe II decision could resolve some of the uncertainty generated by the diverging caselaw regarding the inclusion of unasserted claims for future liability in determining solvency.  Unfortunately the Second Circuit has not designated Lippe II for publication.

	Second Circuit's Prohibition of the Citation of  Written Statements Attached to Summary Orders


The Second Circuit decides appeals through two principal methods: published opinions and unpublished summary orders.  Summary orders, like the one issued by the Second Circuit in Lippe II, typically contain an explanation of the decision for the benefit of the parties.  Section 0.23 of the Local Rules of the Second Circuit prohibits the citation of written statements attached to summary orders:

The demands of an expanding case load require the court to be ever conscious of the need to utilize judicial time effectively. Accordingly, in those cases in which decision is unanimous and each judge of the panel believes that no jurisprudential purpose would be served by a written opinion, disposition will be made in open court or by summary order.

. . . Where disposition is by summary order, the court may append a brief written statement to that order. Since these statements do not constitute formal opinions of the court and are unreported or not uniformly available to all parties, they shall not be cited or otherwise used in unrelated cases before this or any other court.
2d Cir. R. 0.23 (emphasis added).  The use of summary orders has created a vast body of unpublished decisions which are often pertinent to issues arising before courts in the Second Circuit.  The ability to bring these decisions to the attention of courts is limited under the current rule.  Because the Second Circuit's decision in Lippe II could have significant precedential value and provide guidance to courts in the Second Circuit and elsewhere on issues litigated in the mass tort context, it is our hope that the Second Circuit reconsiders its stance on publishing the Lippe II Summary Order.  Readers of this memorandum who share that view may wish to request publication by writing to:

Roseann B. MacKechnie, Clerk of the Court
United States Court of Appeals for the Second Circuit
40 Foley Square
New York, New York 10007

Re:  Lippe v. Bairnco Corp., No. 03-7360

or by contacting any of the attorneys identified below.

	Implications


Given the well-reported practice in certain jurisdictions of filing tens of thousands of tort claims on behalf of asymptomatic persons, the issue of how to treat "future" or "asymptomatic" asbestos claims in determining solvency is a critical question.  While not a published decision, Lippe II provides a critically important statutory interpretation of the insolvency requirement under the NYDCL.  If the Second Circuit ultimately publishes this decision, this case could have a significant impact on the determination of solvency of companies subject to mass tort liability for the purposes of dividends, spinoffs, leveraged buy outs and other transactions where the company's solvency is of critical importance. 

If you have further questions about the Lippe II Summary Order, please contact Mark Thompson (mthompson@stblaw.com; 212-455-7355), or Elisa Alcabes (ealcabes@stblaw.com; 212-455-3133). 

 Simpson Thacher & Bartlett llp

�  	By contrast, Section 2(a) of the Uniform Fraudulent Transfer Act ("UFTA") provides that:


	[a] debtor is insolvent if the sum of the debtor's debts is greater than all of the debtor's assets, at a fair valuation.


	UFTA at §2(a).  The Bankruptcy Code contains a similar definition of 'insolvent': 


	`[I]nsolvent' means--(A) with reference to an entity other than a partnership and a municipality, financial condition such that the sum of such entity's debts is greater than all of such entity's property,  at a fair valuation, exclusive of -(i) property transferred, concealed, or removed with intent to hinder, delay, or defraud such entity's creditors; and (ii) property that may be exempted from property of the estate under section 522 of this title;


	� HYPERLINK "http://www.westlaw.com/find/default.wl?rs=CLWD3.0&vr=2.0&cite=11+USCA+s101%2832%29" ��11 U.S.C. §101(32)�. 


�  	It should be noted that the transfers in In re W.R. Grace & Co. were governed by the UFTA.  As set forth above, the UFTA makes no mention of "probable liabilities".  At least one commentator has speculated that, because the UFTA makes no mention of "probable liabilities," courts deciding cases under the UFTA may take into "account contingent liabilities, as well as those that are known at the moment of the transaction in question."  See Solvency of Fraudulent Transferor is Determined in Light of Known Liabilities at Time of Transfer, Not in � HYPERLINK "http://www.westlaw.com/find/default.wl?rs=CLWD3.0&vr=2.0&cite=2003+COMFINNL+46" ��Hindsight, 2003 Comm. Fin. News 46�, May 26, 2003.









Simpson thacher & bartlett llp


Page 2

Page 3

