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UNITED STATES DISTRICT COURT
NORTHERN DISTRICT OF ILLINOIS
EASTERN DIVISION

FREDERICK J. GREDE, not individually
but as Liquidation Trustee for the Sentinel
Liquidation Trust,

Plaintiff, Judge James B. Zagel
08 C 2582
V.

THE BANK OF NEW YORK MELLON
and THE BANK OF NEW YORK
MELLON CORP.,

Defendants.

MEMORANDUM OPINION AND ORDER

|. BACKGROUND

Plaintiff Liquidation Truste alleges the following counts against Defendants: (1)
avoidance and recovery of frdulent transfers pursuant to 888(a)(1)(A) and 550(a) of the
Bankruptcy Code; (2) avoidance and recowarfraudulent transfers pursuant to 740.ICompP
STAT. 160/5(a)(1) and 160/8(agnd 88 544(b)(1) and 550(a) thie Bankruptcy Code; (3)
avoidance and recovery ofgferential transfers pursuant88 547(b) and 550(a) of the
Bankruptcy Code; and (4) equitaldubordination of claims andtrsfer of subordinated lien
pursuant to 8 510(c) of the Bankruptcy Codefendants filed a counterclaim seeking
declaratory judgment that Defendaufitave a valid, first-priority, piected security interest in the
lien that is the subject of the litigation. Defentfaalso allege breach of contract and request
indemnification for attorneys’ fees and expesmsand, if liable to Trustee, a setoff of any
damages due to the Bank as a result of Sentiakidged breach of contract and indemnification

of fees and expenses.

Dockets.Justia.com


http://dockets.justia.com/docket/circuit-courts/ilndce/1:2008cv02582/
http://docs.justia.com/cases/federal/district-courts/illinois/ilndce/1:2008cv02582/219664/352/
http://dockets.justia.com/
http://dockets.justia.com/docket/illinois/ilndce/1:2008cv02582/219664/
http://docs.justia.com/cases/federal/district-courts/illinois/ilndce/1:2008cv02582/219664/352/
http://dockets.justia.com/

A bench trial was set in this matter for April 19, 2010. A few weeks prior to the trial
date, Defendants moved for summary judgmeingahted Plaintiff's reqgest to take the motion
with the case. The following opinion anding addresses both the motion for summary
judgment and the bench trial.

Il. STATEMENT OF UNDISPUTED FACTS *

Parties

1. The Sentinel Liquidation Tru@he “Trust”) is a liquidatingrust created under the Fourth
Amended Chapter 11 Plan of Liquidation (théaf) for Sentinel Management Group, Inc.
(“Sentinel”). The effective date of the Plaras December 17, 2008. Plaintiff Frederick J. Grede
was formerly the chapter 11 ttas for Sentinel. On DecembEr, 2008, pursuant to the terms of
the Plan, Grede was appointed Liquidation Trustee of the Trust (the “Trustee”).

2. Defendant The Bank of New York (n/Kfde Bank of New York Mellon) is a

state-chartered bank with its principal placéwos$iness located in New York, New York. Itis a

various recordings of conversations between personnel of Sentinel Management Groamd
Bank of New York were played in open court durihg trial. The contents of the conversations were
interpreted by various witnesses who had participiatéide conversations. The words themselves are, in
most cases, not inadmissible hearsay since thestatements of opposing parties. Moreover, the
evidentiary significance of these statents arises from the fact that si@tements were made rather than
the truth of the matter stated. | have not included verbatim transcripts of these phone calls in the body of
this judgment because much of wigtecorded is not gdarticular significance to my findings. 1 do
incorporate all of the transcripts bgference and, for the sake of puhlitderstanding of this disposition, |
order the parties to post the transcripts in electrmmia on the electronic dockeThe primary value of
these recordings to the decisiorfaand in the tone of the voices, the reactions of others who hear
statements and the nature of the message the speaktedw@transmit. All these things matter on the
guestion of credibility of witnesseghen they testify about what they knew or thought they knew when
they took action or failed to do so.

| also incorporate by reference the contents of the various documents cited in the statement of
facts. While | quote or describe these documents in this order, most of the documents admittbitsas exhi
are standard forms containing a large amount of language immaterial to this dispute. Including them
verbatim in the order or appending them to the order would not be of value to understanding the ruling and
its basis.

To the extent that any conclusions of law maylbemed findings of facor vise versa, they
should be considered as such, and the labels used herein need not be controlling. See 9 Wright & Miller,
Federal Practice & Procedure, § 2579 (3d ed. 2008).

The citations referred to herein include the triahscript, (Tr.__ ), Trustee’s exhibits (TTX __ ),
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subsidiary of Defendant The Bank of New Ydflellon Corp. (defendants are collectively
referred to herein as, “BNYM” or the “Bank”).

3. Defendant The Bank of New York Mell@orp. is a corporain organized under

the laws of Delaware, with its principal placebofsiness located in Nevork, New York. Itis

the successor-in-interetst The Bank of New York, Inc. and was formed in July 2007 through a
merger between The Bank of New Yohk¢. and Mellon Financial Corporation.

Sentinel’s Business

4. Sentinel was registered with the Settesiand Exchange Commission (“SEC”) as an
Investment Adviser. (TTX 93A; Tr. 196:5-12.)

5. Sentinel was registered with the Commodétyures Trading Commission (“CFTC”) as a
futures commission merchant (“FCM”). (TTX 93A; BTX 1.)

6. On May 7, 1981, Sentinel received a “no-actiletter from the Division of Trading and
Markets (“Division”) of the CFTC that exensgat Sentinel from the net-capital requirements
applicable to registered FCMs. (TTIX Bjarnason Dep. Tr. 29:21-32:16.)

7. The Division’s no-action letteequired that Sentinel meet certain conditions in order to
remain exempt from the CFTC’s net-capital requirements. (TTX 1.)

8. Sentinel never solicited or accepted “ordergte purchase or sale of any commodity for
future delivery, or involving contracts for the sale of any camity for future delivery, on or
subject to the rules of grcontract market.” (TTX 1; TTX 93A; Tr. 2313:16-18.)

9. Sentinel’'s Designated Self-Regulatory Origation was the National Futures Association
(“NFA"). (Tr. 772:17-19.)

10. Sentinel invested FCM'’s customeomey. (TTX 93A; TTX 925; Tr. 234:22- 235:23.)

and the Bank’s exhibits (BTX ), as well as other r§ports referred to by name.



11. Sentinel represented to the lpeibnd regulators that its Ségortfolio consisted of funds
and property of customers of otherM& (TTX 11; TTX 93A; Tr. 234:22-235:23.)

12. Sentinel had several customer groups difflerent investment strategies within

the Seg | portfolio. (Tr. 311:1-15.)

13. Sentinel also invested proprietary botise” funds of FCMs and hedge funds. (TTX 93A,
Tr. 239:16-22.)

14. Sentinel represented to the public and reguakat its Seg Il portfolio consisted of funds
and property of FCM proprietary or “house” funds,well as funds and property of hedge funds,
trusts, and individualgTTX 93A; Tr. 239:16-22.)

15. Sentinel had several custorgesups with different investment strategies within the Seg Il
portfolio. (TTX 925; Tr. 311:1-15.)

16. Sentinel had two principaivestment portfolios: a “125 Péstio” and a “Prime Portfolio.”
(TTX 925; BTX 314.) Sentinel represented that 1h25 Portfolio’s and Prime Portfolio’s stated
investment objectives were preservatidrtapital and liquidity and to achieve

competitive yields. (TTX 925.)

17. Sentinel represented to its customers thaaitrtimimum credit rating for securities purchased
for the 125 Portfolio would be A1/P1 for short term investments and AA for longterm
investments. (TTX 925; BX 109; BTX 314; Tr. 236:7-16.)

18. Sentinel represented to its customers thaaitrtimimum credit rating for securities purchased
for the Prime Portfolio would be investmegrade, typically defined as BBB or better.

(TTX 925; BTX 109; BTX 314; Tr238:23-239:11; Tr. 2820:4-8.)

19. By the end of 2005, Sentinel had begurefiresent that it purchased securities



for its own house account. (TTX 930; TTX 983.)

Oversight of Sentinel

A.CFTC

20. Sentinel filed a Form 1-FR on a miggtbasis with the CFTC. (Tr. 255:8-14.)

21. Sentinel filed its audited financial €atents on an annual basis with the CFTC.

(TTX 85; TTX 118; TTX 120; TTX165; TTX 225; Tr. 256:21-257:5.)

22. On October 7, 2003, the Divisiprovided Sentinel with a list @fuestions about its business
that it wanted Sentinel to answer. (BTX 71.)

23. On October 24, 2003, Sentinel respondetedivision’s questions. (BTX 74.)

24. On November 21, 2003, Sentinel resportdeatiditional follow-up questions that

had been posed by the Division. (BTX 75.)

25. On January 21, 2004, the Division issued arletiefirming its view that funds deposited at
Sentinel in Seg | would continue to cotiodvards Sentinel’'s customers’ segregation
requirements under the Commaodity Exchange Adt@FTC Rules and that Sentinel’s client
FCMs’ house funds held in Seg Il would quglifor the purpose of computing their minimum
adjusted net capital pursuant@&TC requirements, as currexgsets. (TTX 93A; TTX 188; Tr.
217:7-227:9.)

26. The Division received a copy of the 19%t&ities Clearing Agreement between BNYM
and Sentinel. (BTX 11.)

27. The Division received a copy of TTX 11. (TTX 93A; BTX 74.)

B. NFA

28. The NFA conducted examinations of @&l including in 2003, 2004, and 2006. (BTX 60;



BTX 63; BTX 105; BTX 106; BTX 107; BTX 108; BTX 111; BTX 178TX 193; BTX 226;
BTX 531.) The last NFA examination of Serinwas in 2006. (BTX 179; BTX 193; BTX 226.)
29. In connection with the NFA’s examination@¢éntinel’'s books and records as of July 31,
2003, BNYM responded to the NFA’s accounldoee confirmation requests. (BTX 60.)

30. In connection with the NFA’s examination of Sentinel’'s books and records as of September
30, 2004, BNYM responded to the NFA'’s accouriahae confirmation requests. (BTX 105;
BTX 106; BTX 107.)

31. In connection with the NFA’s examination3#ntinel’s books and records as of March 31,
2006, BNYM responded to the NFA'’s requestsdonfirmation of certain account balances.
(BTX 193.)

32. In August 2003, NFA employees drafted a me&mdum intended to provide an overview of
Sentinel and its operations. (BTX 531.)

33. The NFA received a copy of the 1997 Seasitlearing Agreement between BNYM and
Sentinel. (BTX 111.)

C. McGladrey

34. Sentinel’s independent outsider audikdcGladrey & Pullen LLP and its predecessor
Altschuler, Melvoin and Glassé&tP (collectively, “McGladrey”) issued an annual unqualified
audit opinion attesting that Saml’'s statement of financiabadition presents fairly, in all
material respects, the financial position of Seitas of the respéee year-end date for 2003-
2006. (TTX 85; TTX 118; TTX 120; TTX 165; TTX 225.)

35. In connection with McGladrey’s audit of $i@el’s financial statements as of December 31,

2005, BNYM responded to McGladrey’s account beéaoonfirmation requests. (BTX 162;



BTX 163.)

36. In connection with McGladreg'audit of Sentinel’s finandiagtatements as of December 31,
2006, BNYM responded to McGladrey’s account beéaconfirmation requests. (BTX 213;
BTX 214; BTX 215; BTX 219.)

D. SEC

37. Sentinel filed a Form ADV with the SE® an annual basis. (BTX 121; BTX 249; BTX
757.)

38. Sentinel’s independent auditor, McGladifdgd with the SEC, on an annual basis, an
Independent Accountant’s Reporatstg that it had examined on a test basis Sentinel’'s books
and records and that in its apn Sentinel had complied with certain provisions of rules 204-
2(b) and 206(4)-2 of the Investment Advis@xs of 1940, as of and during the respective
period. (BTX 204.)

Sentinel’s Relationship With BNYM

39. On December 13, 1996, Debra Coscia (of BN'gbht a letter to Barbara Sapienza (of
Sentinel) regarding Sentinel’s transition fréinst Chicago National Bank to BNYM and certain
draft “CFTC compliance letters” that @@el had provided to BNYM. (BTX 390.)

40. Ms. Coscia told Sentinelahthe draft “CFTC compliancetters” were sent to BNYM'’s

legal department for review. (BTX 390.)

41. On March 13, 1997, Sentinel and BNYM exeduthe Global Custodfgreement, pursuant
to which Sentinel became a customeBbdfYM’s Institutional Custody Division (“Custody
Division”). (BTX 5; Tr. 373:19-374:10.)

42. On March 31, 1997, Joseph Ciacciarelli, whoBBYM’s relationship with Sentinel, signed



TTX 11, 12 and 13, dated March 14, 1997. (TTX 11; TTX 12; TTX 13.)
43. On May 20, 1997, Joseph Ciacciarelli sent anlémaeffrey Tessler, Mike Burns, Charles
McGraw, Martin Geffon, and A. Lucia Ferercopying John Bhonslay. (TTX 18; Tr. 602:6-
607:7.)
44. In the May 20, 1997 email, Mr. Ciacciarelicommmended that Sentinel be transitioned to
Broker Dealer Services (“BDS”). (TTX 18.)
45. Mr. Bhonslay responded to Mr. CiacciatelMay 20, 1997 email and explained that he
agreed. (Id.)
46. In September and August 1997, Eric Bld@nsentinel Insider) and Glenn Colletti
corresponded regarding the Seties Clearing Agreement and Sentinel’s transition from the
Custody Division to BDS. (BTX 9; BX 435; Tr. 608:8-12; Tr. 611:19-612:2.)
47. On October 21, 1997, Sentinel signed the SiesiClearing Agreement and related Security
Agreement. (TTX 21; BTX 14; Tr. 387:6-10.)
48. On January 9, 2003, Sentinel signed trab@lClearing and Custody Agreement in
connection with its opening of dam Euroclear accounts. (TTX 43.)
49. As of August 13, 2007, Sentinel maintainamong others, the following accounts at
BNYM:
a. Four demand deposit accounts for iagdcash called “Sentinel Mgmt Group
as agt Cust Seg FDS #1/E. Bloom,” “8eal Mgmt Group as agt Cust Seg Funds
11 30.7,” “Sent Mgmt Group as agt C@stg FDS 3/E Bloom,” and the “Street
Account.” (TTX 611; BTX 60; Tr. 208:18-209:24.)

b. One lienable, clearing account to Igettansactions involving government



securities, which was maintained BNYM’s GSCX system (the “GSCX

Clearing Account”) and wa®ferred to as the “Sen Clearance Coll A/C FBO
BNY” account (“*SEN account”). (TTX 311; TTX 611; BTX 60; Tr. 210:23-
211:6; Tr. 212:1-11.)

c. One lienable account to hold governmeaturities used as collateral for
Sentinel's overnight loan, which was maintained on BNYM’'s GSCX system and
was referred to as the SLM account. (TTX 611; BTX 60.)

d. Three segregated, nonaiig accounts to hold gowenent securities, which
were maintained on BNYM'’s GSCX stem (respectively, the “GSCX Seg 1
Account,” “GSCX Seg 2 Account,” arff6SCX Seg 3 Account”). (TTX 611,

BTX 60; Tr. 212:12-213:2.)

e. One lienable, clearing account tolsditansactions involving securities
registered with the Depository TruGompany (“DTC Securities”), which was
maintained on BNYM’s CLASS system (the “DTC Clearing Account”) and was
referred to as the FC1 accoufitTX 611; BTX 60; Tr. 213:3-10.)

f. Three segregated, non-clearing accsuathold DTC Securities, which were
maintained on BNYM’s CLASS system (respectively, the “DTC Seg 1 Account,”
“DTC Seg 2 Account,” and “DTC Seg 3 Account”). (TTX 611; BTX 60; Tr.
213:3-10.)

g. One lienable, clearing account (Accobitt. 521010) to settle transactions
involving Euroclear registered secur#tjevhich was maintained on BNYM'’s

Inform system. (TTX 611; Tr. 214:3-8.)



h. One segregated, non-clearing account (Account No. 521011) to hold Euroclear
registered securities, which was maintained on BNYM'’s Inform system. (TTX
611; BTX 72.) This account was newesed. (Tr. 1746:14-21; Tr. 1754:6-11.)

i. Another segregated, non-cleagiaccount (Account No. 521012) to hold
Euroclear registered securities, whigas maintained on BNYM'’s Inform

system. (TTX 611.) This account was never used. (Tr. 1746:14-21; Tr. 1754:6-
11.)

J. Four non-segregated accounts tantean funds denominated in foreign
currencies. (TTX 611.)

k. One segregated cash account (Account No. 8033807113) to hold funds
denominated in Euro currendf.TX 611; BTX 60; BTX 106.)

I. One non-segregated account (AccoNnt 329079) to settle transactions
involving physical securities and toldghysical securities. (TTX 611; Tr.

213:11-214:2))

50. Beginning in at least 2003, BNYMaeived copies of Sentinel’'s annual audited statements of

financial condition that were praped by its independent outsideditor, McGladrey. (TTX 85;

TTX 118; TTX 120; TTX 165; TTX 225; TTX 441; TTX 930.)

51. Joseph Ciacciarelli, Terence Law (a BNX&nt executive), and Stephen Brennan (a

BNYM managing director) revieweBlentinel’s audited financial statements. (Tr. 447:9-22; Tr.

458:8-14; Tr. 1070:14-1071:@y. 1304:7- 1305:7.)

52. On July 23, 2004, Mark Rogers (a BNYMmaging director) sergn email to Joseph

Ciacciarelli regarding Sentinel. (TTX 113.)
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53. On January 6, 2005, Joseph CiacciarellidMack Rogers exchanged emails regarding
Sentinel. (TTX 123.)

54. On February 4, 2005, Mark Rogers sergrmail to Joseph Ciacciarelli and Stephen Brennan
regarding Sentinel. (TTX 127; Tr. 2651:25-2652:15.)

55. On February 16, 2005, Stephen Brennanaeeimnail to Joseph Ciacciarelli regarding
Sentinel. (TTX 128.)

56. Beginning in November 2005, BNYM received coméSentinel’s monthly Form 1-FR that
Sentinel filed with the CFTC. (TTX 14@;TX 155; TTX 164; TTX 175; TTX 182; TTX 189;
TTX197; TTX 199; TTX 202; TTX 203; TTX 211; TTX 214; TTX 218; TTX 220; TTX 224,
TTX 235; TTX 247; TTX 392.)

57. Joseph Ciacciarelli, Terence Law, and Stefdrennan reviewed Sentinel’'s Form 1-FRs.
(Tr. 449:9-450:12; Tr. 1236:2-11; Tr. 1243:2844:2; Tr. 1287:18-12884; Tr. 1290:13-22.)

58. From October 2004 through June 2007, SentideF®s and BNYM'’s credit reviews of
Sentinel reflected that Sentinel had approxetya$3 million in net capital or less. (TTX 115,
140; TTX 155; TTX 164; TTX 171; TTX 172; TTX 175; TTX 182; TTX 185; TTX 189; TTX
197, TTX 199; TTX 202; TTX 203; TTX 211; TTX 214; TTX 218; TTX 220; TTX 224; TTX
235; TTX 247; TTX 392.)

59. On November 22, 2005, Terence Law cirada call report regarding his November 9,
2005 visit to Sentinel. (TTX 150.)

60. On November 23, 2005, Mark Rogers sent Stephen Brennan an email regarding Sentinel.
(TTX 732.)

61. On January 24, 2006, Terence Law circulatedlaegadrt pertaining tdis visit to Sentinel
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in November, along with Theregaana’s phone number. (TTX 170.)

62. TTX 171 and 172 are versions of BNYM craéiiew write-ups of Sentinel dated January
25, 2006. (TTX 171; TTX 172.)

63. On January 26, 2006, Theresa Arana sent afl emBernard Lambert attaching a copy of
Sentinel’s revised audited statemt of financial condition and 8gnel’s most recent monthly 1-
FR. (BTX 156.)

64. TTX 179 is a BNYM credit review write-ugf Sentinel dated Feuary 6, 2006. (TTX 179.)
65. On February 22, 2006, Joseph Ciacciarelli,/BRaane (a BNYM executive vice president),
and Mike Burns exchanged emails regarding Sentinel. (TTX 181.)

66. On March 15, 2006, Mark Rogers sent anietm&tephen Brennaand Joseph Ciacciarelli
requesting a meeting tostiuss Sentinel. (TTX 183.)

67. On March 28, 2006, Bernard Lambert circuldtedFebruary 6, 2006 credit review write-up
to Stephen Brennan, Joseph Cialg Terence Law and Mark Rogers in advance of a meeting
regarding Sentinel. (TTX 185.)

68. On March 30, 2006, Mark Rogers met wita@ten Brennan, Joseph Ciacciarelli, Terence
Law and Bernard Lambert to disss Sentinel. (Tr. 2655:1-19.)

69. On March 31, 2006, Mark Rogers sent an email to Joseph Ciacciarelli, Terence Law, Stephen
Brennan and Bernard Lambert raising certain tioies regarding Sentinel and forwarded a copy
of the January 21, 2004 letter from Diision. (TTX 188;Tr. 2664:8- 2666:5.)

70. On April 6, 2006, Terence Law scheduleaaference call with Eri@loom. (BTX 323.)

71. On April 10, 2006, BNYM had a conference edth Sentinel. (BTX 324; BTX 325; Tr.

634:9-16.)
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72. There is no evidence that BNYM receivederniewed Sentinel'éctive and Matured
Securities Report. (Tr. 280:17-23.)

73. There is no evidence that BNYM receivedexiewed Sentinel’'s Diy Yield Calculation
Report. (Tr. 284:8-13.)

74. There is no evidence that BNYM receivederewed Sentinel’'daily statement of
segregation. (Tr. 286:25-287:13.)

75. Prior to May 1, 2004, Sentinel’s guidatioe was $30 million. (TTX 88; TTX 1000; Tr.
254:15-20.)

76. On or about May 2004, BNYM increasedfigel’s guidance linédrom $30 million to $55
million. (TTX 88; TTX 1000.)

77. On or about December 2004, BNYM increasettiSel's guidance line from $55 million to
$95 million. (TTX 88; TTX 1000.)

78. On or about June 2005, BNYM increasedtiel’s guidance linédrom $95 million to $175
million. (TTX 88; TTX 1000.)

79. On or about September 2006, BNYM increaSedtinel’s guidance line from $175 million
to $300 million. (TTX 88; TTX 1000.)

80. The average daily loan balance from November 4, 2005 through August 13, 2007 was
$292,632,224. (TTX 1000.) The lowest daily loan balance during that period was $225,983,000.
(1d.)

81. The average daily loan balance from June 1, 2007 through August 13, 2007 was
$369,084,986. (TTX 1000.) The lowest daily loan balance was $312,945,000. (Id.) The highest

daily loan balance was $573.8 million. (Id.)
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82. When Sentinel requested a loan in excegs gliidance line, someone from Credit Risk and
someone from SIBD wouldave to approve thedo. (Tr. 836:17-838:16.)

83. Prior to February 2005, BNYM charged Sesitits cost of borrowig (typically fed funds
rate), plus a spread of 50 bapoints. (TTX 125; Tr. 858:6-8.)

84. After February 2005, BNYM charged Sentiitglcost of borrowing, plus a spread of 75
basis points. (TTX 125; Tr. 858:6-8.)

Sentinel’s Relationship With Its Customers

85. Sentinel’s customers wired money from tlagicounts at other institutions into the accounts
at BNYM called “Sentinel Mgmt Group as &gust Seg FDS #1/E. Bloom,” “Sentinel Mgmt
Group as agt Cust Seg Funds 11 30.7,” andt*Blgmt Group as agt Cust Seg FDS 3/E
Bloom”. (TTX 93A; TTX 611; Tr. 219:12-18; Tr. 723:24-724.10r, 776:4-777:8; Tr. 795:25-
797:1; Tr. 1468:3-25.)

86. Cash from multiple sources was commaaigh the SEN account. (Tr. 1798:9- 1799:12.)
87. Sentinel treated its and itsstomers’ assets as a singlaedifferentiated pool of cash and
securities. (Tr. 1795:25-1796:12.)

88. In response to inquiries from current and peasive customers, Sentinel provided copies of
its audited statements ohfincial condition. (BTX 183; BTR18; BTX 231; Tr. 763:4-18; Tr.
1517:5-12; Tr. 2317:22-2318B: Tr. 2318:20-25.)

89. Capital Fund Management did not raise anygeors regarding the contents of Sentinel's
2005 audited financial statements. (Tr. 1517:5-1518:17.)

90. It was Sentinel’s practice to provide a copy of its current Form ADV to its prospective

customers. (BTX 216; BTX 388; BTX 411; Tr. 811:16-812:4; Tr. 2328:10-14.)
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91. It was Sentinel’s practice to provide its customers with the most current Form ADV on an
annual basis. (BTX 109; TL£501:25-1502:1; Tr. 2328:15-18.)

92. On June 22, 2007, Sentinel sent certaitsafustomers its Form ADV dated March 16,
2007. (BTX 249; BTX 757; BX 791; Tr. 759:5-760:12.)

93. Capital Fund Management, Kottke and TransAttires did not inquire into Sentinel’s
disclosures in its Form ADV. (Tr. 762763:3; Tr. 1509:12-1518; Tr. 1516:9-20.)

94. Sentinel sent daily statements to its custermesubstantially the format reflected in TTX
958, TTX 961, and TTX 963.

95. Capital Fund Management had more than $40i@minvested with Sentinel at the time of
Sentinel’s bankruptcy. (Tr. 1499:15-18.)

96. Kottke’s balance with Sentinel on August 13, 2007 was approximately $53 million. (Tr.
741:18-21.)

97. TransAct filed a proof of claim in connectiaith the Sentinel bankruptcy for approximately
$13.7 million, reflecting its balance in TransAcotsstomer segregated funds account (Tr.
804:19-805:4.)

Sentinel’s Relationship with its Repo Counterparties

98. Starting in 2001, Sentinel entered into nwusmrepurchase agreements with repo lender
FIMAT USA (“FIMAT"). (BTX 20; A. Byrne Tr. 37:19-38:8.)

99. In spring of 2007, FIMAT became more consewategarding the typef collateral that it
would accept as security for its repurchasestations and closed out certain repurchase
transactions with SentindlA. Byrne Tr. 131:19-135:1%. Byrne Tr. 161:5- 162:12.)

100. Starting in October 2004, Seet entered into numerous repurchase agreements with repo
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lender Cantor Fitzgerald & Co. (“Cantor”). (BTX 110.)

101. In spring 2007, Cantor became more consigeseegarding the calkteral pool that it
accepted from its counterparties, includingisel and closed out certain repurchase
transactions with Sentinel. Mliller Tr. 89:13-90:8; J. MillefTr. 90:18-92:8; J. Miller Tr. 92:21-
93:22; J. Miller Tr. 94:21-95:113. Miller Tr. 96:12-19.)

JPMorgan Chase Bank

102. Sentinel had segregated cash accoudBMorgan Chase. (BTX 436-468; BTX 470-475;
BTX 792; BTX 800.)

103. In 2004, the average monthly balance in Seldisegregated accosrat JPMorgan Chase
ranged from $27 million to $87 million. (BTX 817A.)

104. In 2005, the average monthly balance in Seldisegregated accosrat JPMorgan Chase
ranged from $55 million to $139 million. (BTX 817A.)

105. In 2006, the average monthly balance in Seldisegregated accosrat JPMorgan Chase
ranged from $107 million to $306 million. (BTX 817A.)

106. In 2007, the average monthly balance in Sebdisegregated accosrt JPMorgan Chase
ranged from $3 million t&201 million. (BTX 817A.)

107. From March 2004 through August 2007, a totalpgroximately $23 billion was deposited
into and withdrawn from Sentinel’'s segregghtaccounts at JPMorgan Chase. (BTX 823A.)
Summer 2007

A. June 1-August 13, 2007

108. On May 31, 2007, Sentinel obtained a $259.7 million loan from BNYM. On the loan card

for May 31, 2007, BNYM priced certain of thecurities held in lieable accounts, including
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$304.8 million in government securities, and gave those securities a margined value of $270.9
million. (TTX 831A; Tr. 990:21-992:7.)

109. On June 1, 2007, FIMAT returned to Sentinel approximately $100 million in physical
securities. (TTX 1002; Tr. 11742%; Tr. 1833:17-1834:11; Tr. 2891:7-17.)

110. On June 1, 2007, Sentinel transferred@pprately $26 million in securities from its

GSCX Seg 1 account to its SEN account approximately $62 million in securities

from its GSCX Seg 3 account to 8&N account. (TTX 266; TTX 267; TTX 1002.)

111. There is a recorded phone call on Jur2®Q7 at 4:17 p.m. (CDT), between Sentinel
Operations Associate Caleb Castillo andd3XSAdministrator Kathiann Warren. (TTX 646.)

112. On June 1, 2007, Sentinel obtained a $353 million loan from BNYM. On the loan card for
June 1, 2007, BNYM priced certain of the secesitheld in lienable accounts, including $385
million in government securities, and gatese securities a margined value of $355 million.
(TTX 269; Tr. 992:15-993:15.)

113. On June 13, 2007, Mark Rogers sent arileen@derence Law, Stephen Brennan, Joseph
Ciacciarelli, and others reghng Sentinel. (TTX 287.)

114. On June 13, 2007, Terence Law replied tokNRogers’ June 13, 2007 email. (Tr. 1371:3-
14; Tr. 1372:7-9; Tr. 1444:2-13.)

115. On June 25, 2007, Sentinel obtained a $358 million loan from BNYM. On the loan card for
June 25, 2007, BNYM priced certain of the sé@ms held in lienable accounts, including $388
million in government securities, and gatede securities a margined value of $359 million.
(TTX 288; Tr. 1002:23-1003:19.)

116. On June 26, 2007, FIMAT returned to Seritapproximately $166 million in physical

17



securities. (TTX 649; TTX 1004; Tr. 117421 Tr. 1373:10-21; Tr. 1840:13-23; Tr.
2891:7-17.)

117. On June 26, 2007, Sentinel transferred apmabely $11 million in securities from its
GSCX Seg 1 account to its SEN account andapprately $55.6 million in securities from its
GSCX Seg 3 account to its SEM@ount. (TTX 307; TTX 308; TTX 1004.)

118. On June 26, 2007, Sentinel obtained a $497.5 million loan from BNYM. On the loan card
for June 26, 2007, BNYM priced certain of trezgrities held in lieable accounts, including
$426 million in government securities and $165 wmillin physical securities, and gave those
securities a margined value of $384d $156.8 million, respectively. (TTX 309.)

119. There is a recorded phone call on Jun@@®7 at 4.00 p.m. (CDT), between Sentinel
Back-Office Manager Crystal York and GS@xXiministrator Steven Johnson. (TTX 649.)
120. There is a recorded phone call on Jun@@®7 at 4.02 p.m. (CDT), between Sentinel
Back-Office Manager Crystal York and GS@xXiministrator Steven Johnson. (TTX 650.)
121. There is a recorded phone call on Jun@@®7 at 4:13 p.m. (CDT), between Sentinel
Back-Office Manager Crystal York and GS@xXiministrator Steven Johnson. (TTX 651.)
122. On June 27, 2007, Sentinel obtained a $573 million loan from BNYM. On the loan card for
June 27, 2007, BNYM priced certain of the sé@ms held in lienable accounts, including $424
million in government securities, $61 million I C securities, anfi170 million in physical
securities, and gave those securiigeargined value of $339, $30.6, and $161 million,
respectively. (TTX 330; Tr. 1012:9-1014:19.)

123. There is a recorded phone call on Jun@@J7 at 3:49 p.m. (CDT), between Sentinel

Back-Office Manager Crystal York and GS@xXiministrator Steven Johnson. (TTX 653.)
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124. There is a recorded phone call on Jun@@J7 at 3:54 p.m. (CDT), between Sentinel
Back-Office Manager Crystal Yorknd Terence Law. (TTX 842.)

125. There is a recorded phone call on Jun@@J7 at 3:56 p.m. (CDT), between Sentinel
Assistant Trader Jeff Logan and Terence Law. (TTX 654.)

126. There is a recorded phone call on Jun@@87 at 8:44 a.m. (CDT), between Sentinel
Back-Office Manager Crystal Yorknd Terence Law. (TTX 657.)

127. During the June 28, 2007 call, Terence Law iedtiEentinel for the first time that its
internal guidance line at the Banlas $300 million. (TTX 657; Tr. 1402:8-10.)

128. There is a recorded phone call on Jun@@87 at 4.09 p.m. (CDT), between Sentinel
Back-Office Manager Crystal York and GS@Xministrator Vicky Vargas. (TTX 655.)

129. On June 28, 2007, Theresa Arana sent to eiesw the first of seval emails regarding
Sentinel’s efforts to reduce the size of its loan. (TTX 352; TTX 353.)

130. Ms. Arana and Eric Bloom sent additibeanail updates to Terence Law throughout the
summer of 2007. (TTX 373; TTX 374; TT393; TTX 397; TTX 400A; TTX 402; TTX 405;
TTX 442; TTX 485; TTX 506-508; TTX 512-513FTX 518; TTX 522; Tr. 504:17-22.)

131. On June 29, 2007, Sentinel transferred apmabely $166 million in securities from its
DTC Seg 1 account to its DTC Clearing Acat (FC1). (TTX 371; TTX 376; TTX 1006.)
132. On June 29, 2007, Sentinel obtained a $400 million loan from BNYM. (Tr. 1847:23-
1848:7.) On the loan card for June 29, 2007, BNY Maat certain of the securities held in
lienable accounts, including $404 milliongovernment securities, $116 million in DTC
securities, and $127 million physical securities, and gavese securities a margined value of

$374, $93, and $2 million, respectively. (TTX 372; Tr. 913:9-914:17.)

19



133. On June 29, 2007, Sentinel incurred an additional obligation of $44.5 million from the Bank
which was booked as an oveaft. (Tr. 1847:27-1848:3.)

134. There is a recorded phone call on Jun@@97 at 4:44 p.m. (CDT), between Sentinel
Back-Office Manager Crystal York and GS@XIministrator Vicky Vargas. (TTX 661.)

135. There is a recorded phone call on Jun@@97 at 4:47 p.m. (CDT), between Sentinel
Assistant Trader Jeff Logan and DTC Admsinator Walter Reid and DTC Manager Mike
Scarry. (TTX 662.)

136. There is a recorded phone call on Jun@@97 at 4:51 p.m. (CDT), between Sentinel
Assistant Trader Jeff Logan and O Manager Mike Scarry. (TTX 663.)

137. There is a recorded phone call on Jun@@97 at 5:13 p.m. (CDT), between Sentinel
Back-Office Manager Crystal York and GS@XIministrator Kathiann Warren. (TTX 664.)

138. Beginning in late June 2007, BNYM emytes, including Stephen Brennan, Joseph
Ciacciarelli, Evan Fraser, Terence Law, M&®gers and Brian Ruane, had conversations
regarding Sentinel's loan andetlsollateral pledged to secutat loan. (Tr. 870:23-871:20; Tr.
1158:6-9; Tr. 1382:2-1382:21.)

139. Beginning in late June 2007, administrators provided certain reports to the BNYM
relationship managers and credliticers responsible for apprang Sentinel’'s overnight loan.

(Tr. 870:23-871:20; Tr. 878:25; Tr. 1000:10-24.)

140. There is a recorded phone call on July 0872at 12:44 p.m. (CDT), between Terence Law
and Eric Bloom. (BTX354; Tr. 1411:13-20.)

141. Stephen Brennan, John Vricella and Tereneepaticipated in a July 13, 2007 conference

call with Eric Bloom. (TTX 644.115-116r. 1403:10-13; Tr. 1411:21-1412:11.)

20



142. On July 17, 2007, Cantor returned tat®el approximately $150 million in DTC

securities. (TTX 1008; Ti508:6-9; Tr. 1855:4-13.)

143. On July 17, 2007, Sentinel transferred approéin&84 million in securities from its DTC
Seg 1 Account to its DTC Clearing AccoyRtC1). (TTX 423; TTX 425; TTX 1008; Tr.
1855:20-25.)

144. On July 17, 2007, Sentinel obtained a $366 million loan from BNYM. On the loan card for
July 17, 2007, BNYM priced certain of the sgtias held in lienable accounts, including $395.8
million in government securities and $169.7 milliorDdFC securities, and gave those securities
a margined value of $366 and $93 million, respectively. (TTX 424; Tr. 1033:7-1034:10.)
145. There is a recorded phone call on July 17, 208753 p.m. (CDT), beveen Sentinel Back-
Office Manager Crystal York and DTC Adminiator Walter Reid and DTC manager Ron Silk.
(TTX 671.)

146. There is a recorded phone call on July 17, 208709 p.m. (CDT), beveen Sentinel Back-
Office Manager Crystal York and GSGdministrator Kathiann Warren. (TTX 672.)

147. There is a recorded phone call on July 17, 20@716 p.m. (CDT), beveen Sentinel Back-
Office Manager Crystal York and GSGministrator Stevedohnson. (TTX 673.)

148. On July 30, 2007, Sentinel obtained a $362 million loan from BNYM. On the loan card for
July 30, 2007, BNYM priced certain of the sgetias held in lienable accounts, including $384.9
million in government securitieend $35.5 million of DTC securitieand gave those securities a
margined value of $354 and $30 million, respectively. (TTX 462; Tr. 1039:13- 1040:13.)
149. On July 30, 2007, Sentinel transferred appnaitly $248 million in securities from its

DTC Clearing Account (FC1) to its DT8eg 1 account. (TTX 464; TTX 463; TTX 1010.)
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150. On July 31, 2007, Sentinel transferred appnatly $289 million in securities from its
DTC Seg 3 account to its DTC Clearing Acco(fa€1). At 5:27 p.m. (EDT), Sentinel
transferred approximately $263 million in goverent securities from its GSCX Clearing
Account (SEN) to its GSCX Seg 1 accoufiiTX 482; TTX 483; TTX 489; TTX 497; TTX 676;
TTX 1012; Tr. 928:19-930:9.)

151. At 5:34 p.m. (EDT) on July 31, 2007, a calbvpdaced from Terence Law’s line to Eric
Bloom’s line at Sentinel. (TTX 929.) At 5:35 p.(EST), a call was placed from Mr. Law'’s line
to T.C. Arana’s line. (Id.)

152. On July 31, 2007, Sentinel obtained a $356 million loan from BNYM. On the loan card for
July 31, 2007, BNYM priced certain of the satigs held in lienable accounts, including $127
million in government securities and $323.9 milliorDmC securities, and gave those securities
a margined value of $122 and $275 million, respectively. (TTX 480; TTX 678; TTX 679; Tr.
1040:20-1042:25.)

153. There is a recorded phone call on July B072at 12:09 p.m. (CDT), between Sentinel
Assistant Trader Jeff Logan and DTCrAuhistrator Denise Starks. (TTX 676.)

154. There is a recorded phone call on July 31, 203705 p.m. (CDT), kheveen Sentinel Back-
Office Manager Crystal York and DT&dministrator Walter Reid. (TTX 678.)

155. There is a recorded phone call on July 31, 208703 p.m. (CDT), bheveen Sentinel Back-
Office Manager Crystal York and GSGxdministrator Steve Johnson. (TTX 679.)

156. On August 1, 2007, Mark Rogers sent Stefdrennan an email regarding Sentinel. (TTX
503.)

157. There is a recorded phone call on Augug09y7 at 3:22 p.m. (CDT), between Sentinel
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Back-Office Manager Crystal York am@TC manager Ron Silk. (TTX 680.)

158. BNYM was over-secured at all times beén May 31 and July 31, 2007. (TTX 906A; TTX
883; Tr. 1762-63.)

B. Week of August 13, 2007

159. On August 13, 2007, Sentinel told its custortfesdue to issues in the credit markets it
was temporarily halting customer redemptions. (TTX 523.)

160. On August 14, 2007, Sentinel sent to BN#Mopy of its August 13, 2007 letter notifying
its customers that Sentinel was tempibydralting customer redemptions. (TTX 523.)

161. After BNYM obtained a copy of the August 13tttdge it established an ad hoc crisis team
to manage the Sentinelagonship. (Tr. 1233:13-1233:24.)

162. On August 14, 2007, BNYM turned off Seetia remote access to BNYM’s systems,
which prevented Sentinel from automaticakecuting transactions émequired Bank officer
approval in order to execute Sentinel’s instions. (Tr. 527:2-147r. 933:11-934:6; Tr.
1233:25-1234:15.)

163. There is a recorded phone call on Aud@dst2007 at 2:39 p.m. (CDT), between Joseph
Ciacciarelli and Sentinel Back-Offiddanager Crystal York. (BTX 378.)

164. On August 14, 2007, there were numerous phidtsed between Joseph Ciacciarelli’s line
and Eric Bloom’s line. (TTX 929.)

165. On August 15, 2007, Terence Law and Brian Ruane arrived at Sentinel’s offices. (Tr.
1415:19-24.)

166. On August 15, 2007, Joseph Ciacciarelli apprdivednovement of eight securities from

Sentinel's DTC Seg 1 Account to its DTearing Account. (BTX 294; BTX 295; TTX 553;
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TTX 554.)

167. On August 15, 2007, Ron Silk informed Cry3taitk by email that eight securities had
been transferred from Sentinel’s DTC Segccount to its DTC Clearing account. (TTX 554;
BTX 294; BTX 295; Tr. 955:3-956:5.)

168. On August 15, 2007 at approximately 6:18.dCDT), Joseph Ciacciarelli received a
voicemail from Eric Bloom(TTX 931; Tr. 665:8-666:1.)

169. On August 15, 2007 at 6:17 p.m. (CDT), Joseph Ciacciarelli called Terence Law. (TTX
931.)

170. On the morning of August 16, 2007, the eight isiéesi that were raved from Sentinel’s
DTC Seg 1 account to its DTC Clearing @got on August 15, 2007 were moved back to
Sentinel's DTC Seg 1 account. (BTX 299; BTX 300.)

171. On August 16, 2007, Ron Silk informed Crystatkvioy email that the eight securities had
been moved from Sentinel's DTC Clearing Agnbto Sentinel’s DTC Seg 1 Account. (BTX
300.)

172. On August 16, 2007, Joseph Ciacciarelli adatter to Sentinelequesting that it
immediately repay its loan in full, and notifgj Sentinel of BNYM’s intention to commence
liquidating the collateral that wasaulged to secure the loan. (BTX 579.)

173. On August 17, 2007, Joseph Ciacciarelli senthandétter to Sentinelotifying it that due
to its failure to repay its loan, on or affeugust 22, 2007, BNYM woultiquidate the collateral
pledged to secure the loan. (BTX 580.)

174. On August 17, 2007, Sentinel filed for bankruptcy. (TTX 867.)

Post Petition
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175. On August 28, 2007, the United States TrusteRegion 11 appointed Frederick J. Grede
to act as chapter 11 Trustee 8entinel. (TTX 934; Tr. 187:23-188:4.)
176. On August 29, 2007, the bankruptcy capgroved the United States Trustee’s
appointment of Mr. Grede as chapter 11 Teador Sentinel. (TT>X34; Tr. 187:23-188:4.)
177. On October 19, 2007, the bankruptcy coustrex an order permitting the Trustee to
transfer the cash and securities held in segregated accounts at BNYM to accounts at JPMorgan
Chase. (TTX 934; Tr. 1705:5-1706:24.)
178. On December 13, 2007, the bankruptcy court ehtererder authorizinthe sale of certain
securities held in the segregated account. (TTX 935; Tr. 1708:3-17.)
[ll. DISCUSSION AND FURTHER FINDINGS OF FACT
A. Counts | & Il - Fraudulent Transfer

Counts | & Il of the complaint againstelBank consist of clms brought pursuant to
Section 548(a)(1)(A) of the Bankruptcy Code ardtn 5(a) of the llhois Uniform Fraudulent
Transfer Act ("UFTA") to avoid rad recover allegedly fralulent transfers that Sentinel made to
BNYM. The Trustee seeks to avoid the followsig transfers identified bgtate: (1) June 1; (2)
June 26; (3) June 29; (4) July Bnd (5) July 31 (collectively, the "Transfers"). In order to
avoid these transfers as actually fraudulentnifaimust demonstrate #h: (1) Sentinel had an
interest in the transferred property; (2) Senttrehsferred the propertyith actual intent to
hinder, delay or defraud its creditors; anjit(® Transfers occurred within the applicable
statutory period. 11 U.S. § 548(a)(1)(A); 740LL. Comp. STAT. 160/5(a)(1f. BNYM

maintains that Plaintiff's claims fail becausetfi Transfers did not deplete Sentinel's estate;

2 Plaintiff must prove fraud pursuant to tHETA by clear and @nvincing evdence. In re
Zeigler, 320 B.R. 362, 372 (Bankr. N.D. Ill. 2005). This Court noteldeibowitz v. ImsornNo. 02 cv
4465, 2003 WL 21785620, at *1, n.1 (N.D. Ill. Aug. 1, 2003), that “[b]ecause the state and federal statutes
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(2) there is no evidence that Sentinel made tlam3fers with the requisite intent to hinder, delay
or defraud its creditors; (3) most of the secesithave been returném Sentinel; and (4) the
Bank gave value in exchange for the Transfers.

To prevalil, the Trustee must prove thahtsel made the Transfers to BNYM with the
intent to hinder, delay or defrd its creditors. The Trustee mdg this either by direct evidence
or circumstantial evidence also known as baddésaud. These badges of fraud include: (1)
whether the debtor was insolvent at the time eftthnsfer or became insolvent as a result of the
transfer; (2) whether thdebtor retained control of the ag48) whether the transfer was to a
family member; (4) whether the transfer was ptadebtor incurrin@ substantial debt; (5)
whether the transfer was substalhy all of debtor's assetkgibowitz v. ImsornNo. 02 cv 4465,
2003 WL 21785620, at *2, n.1 (N.D. Ill. Aug. 2003); (6) whether #hdebtor received
consideration for the transfer;)(Whether the transfer was disséu or concealed; (8) whether
the debtor made the transfer before or dfeeng threatened with gy creditors; and (9)
whether the debtor absconddgtierdich v. Mottaz 294 F.3d 864, 870 (7th Cir. 2002).

Although a single badge of fraud is, in and of itselufficient to establish the requisite intent,
the presence of several badges of fraud "onagite a presumption of fraudulent intent[.]"
Leibowitz 2003 WL 21785620, at *2 (quotations and citations omitted).

Proof of a Ponzi scheme is also sufficieméstablish that the scheme’s orchestrators
acted with the actual intent to hinder, deteydefraud creditors pursuant to 8§ 548(a)®)otkin
v. Pomona Valley Imps., Inc. (In re Cohet99 B.R. 709, 717 (9th Cir. 1996). A Ponzi scheme

is:

are functional equivalents, except for the statute of limitations, the analysis is the same.”
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[a] fraudulent investment Beme in which money contributed by later investors
generates artificially high didends for the original invests, whose example attracts
even larger investments. Money from the nevestors is used dicdy to repay or pay
interest to earlier investors, [usuallyitiout any operation or venue-producing activity
other than the continual raising of new funds.
BLACK’sLAw DICTIONARY (8th ed. 2004). Transfers in fodrance of a Ponzi scheme “have
achieved a special status iadidulent transfer law” from which intent may be inferrédl. By
nature, a Ponzi scheme will eveally collapse, and perpetrataraist know that the investors at
the end of the line will lose their investmemartino v. Edison Worldwide Capital (In re
Randy) 189 B.R. 425, 438 (N.D. Ill. 1995) (citation omitted). “Knowledge to a substantial
certainty constitutes intent in the eyes of the lawRektatement (Second) of To$&c. 8A
(1963 & 1964), and a debtor's knowledge that futowestors will not bgaid is sufficient to
establish his actual intent to defraud therd’ (quotingMerrill v. Abbott (In re Independent
Clearing House C9, 77 B.R. 843, 860 (D. Utah 1987)).

Based on the evidence presented at trialstBe has failed to prove that Sentinel made
the Transfers with the actual intent to hindetager defraud its creditors. Trustee presented
little direct evidence of Sentiriglintent at trial and claintbat the elements of fraudulent
transfer are largely uncaested here, asserting that "theradasserious doubt that the Sentinel
Insiders acted with theequisite intent to hinder, delay, defraud customers in de-segregating
securities and pledging them as collateral fo{Bi¢YM] loan." However, Trustee has failed to
demonstrate that the requisite mtenay be inferred through the ebe@sce of the badges of fraud.
It is true that Sentinel was insolvent at thedtiai the transfer, and Trieg argues that Sentinel

concealed the transfers from its creditors. 8tgview of the financial statements and forms 1-

FR demonstrates that the loan interest was deated and that a signifioportion of customer
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cash and securities that was to'begregated and held in trustas pledged as collateral for the
loan. While each specific Transfer itself doesapiear to be revealed in detail to Sentinel
clients, the only reasonable inference is thatsecurities pledged asllateral were somehow
transferred to an account that could be liened oBNYM. This is just the scheme that Trustee
claims was kept hidden from Sentinel's clients.

Trustee argues that where a debtor peapet a fraudulent scheme involving the misuse
of creditor assets, it is @umed to have acted with actual intent to defraud those creditors. In
support of this argument, Trustee ci@shill v. Greenmark, LLC(In re World Vision Entnt
275 B.R. 641 (Bankr. M.D. Fla. 2002), a caseiming a Ponzi scheme; however, this case has
no application here. An argument may be madesiheh a rationale app$ien this case, since,
as Trustee argues, Sentinel was alreagglvent at the time of the transferSee Martino v.
Edison Worldwide Capitglln re Randy, 189 B.R. 425, 438 (N.D. Ill. 1995) (citation omitted)
(the perpetrator of a Ponzireme knows that the scheme will eventually collapse and future
investors will not be paid). But Trustee presdrmie evidence at trial that Sentinel was engaged
in a Ponzi scheme, nor did the Trustee proaé $entinel Insiderknew or should have known
that their scheme would collapaed that investors would go unga In fact, the evidence at
trial proved that Sentinelas engaged in a schehte pay off certain creditors in order to close
out repo positions and refinancesall the returned securities, torkeep their line of credit

open. Trustee failed to prove ti&ntinel knew at the time tie transfers that their scheme

% The word “scheme” is a synonym of plan and, in itself carries no legal weight. It is commonly
seen in England where service providers advertisactitte “schemes” for, sayenting cars, but in this
country the word “scheme” is sometimes used akorthand for “fraudulent scheme.” The law still
distinguishes between schemes which are fraudulent and those which are not. | use the word ‘fscheme” i
its legal meaning, recognizing that the common usloéme in this country is most often meant to
describe plans which are, for example, foolish, inept, other worldly or distasteful but not necessarily
fraudulent.
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would collapse, and the Ponmiesumption does not apply.

Trustee also citds re Model Imperial 250 B.R. 776 (Bankr. S.D. Fla. 2000), and
McGraw v. Allen(In re Bell & Beckwith, 64 B.R. 620 (Bankr. N.D. Ohio 1986). Imre Model
Imperial, the court inferred fraudulemitent where there was direztidence of fraud as well as
the existence of five badges of fraud. 250 B.R.%&. In this case, noréct evidence of fraud
was presented, and at most, one badge of fraud.

[A]lthough the presence of one specificdge’ will not be sufficient to establish

fraudulent intent, the confluea of several can constitutenclusive evidence of

an actual intent to defraudDipnne v. Keating (In re XYZ Options, Irfjc)54

F.3d [1262,] 1271 n. 17 [(11th Cir.19983ke also General Trading Inc. v. Yale

Materials Handling Corp 119 F.3d 1485, 1498 (11th Cir. 199Mgrman v.

First American Bank of Maryland (lre Jeffrey Bigelow Design Group, Inc956

F.2d 479, 483-84 (4th Cir. 1992) (“While each fact does not have to demonstrate

actual fraud, the facts takémgether must lead to tlwenclusion that actual fraud

existed.”);In re Young 235 B.R. 666, 669 (Bankr. M.D. Fla. 1999) (“While a

single badge of fraud mayeate a suspicion but nottinequisite fraud to set

aside a conveyance, several considévgdther may afford a basis to infer

fraud.”).

In re Model Imperial 250 B.R. at 792.

Significantly, those "badges of fraud" tleae more likely t@lemonstrate fraudulent
intent, e.g., whether the debtor iatd control of the sset or transferred tlasset to an insider;
whether the debtor receivedrsideration for the transfer; dwhether the debtor made the

transfer before or after being threatened wiifi by creditors, are missing from the analysis.

* BNYM contends, in effect, that even if theesence of two badges of fraud together with
Sentinel’'s scheme can satisfy a finding of actual intent, the Trustee would be entitled only to partial
recovery. The parties agree that all of the secsfitensferred out of seg&ipn were returned to
segregation, except for the $286 million in securitiaagferred in connection with the July 31 Transfer.
On July 31, 2007, Sentinel transferred $286 milliosecurities from the Seg 3 accounts to the lienable
DTC clearing account. But Trustee is seeking to avad/giue of the transfers, themselves as reflected in
the lien, arguing that dimition of the estate is not a necessary eleinof fraudulent trasfer under section
548(a)(1), and debtor’s receipt equivalent value in exchange for the transfer is irrelevant if the requisite
intent exists. 5 GLLIER ONBANKRUPTCY 1 548.04[3] (16th ed. 200%¢e, e.g., Bayou Superfund, LLC v.
WAM Long/Short Fund J(In re Bayou Group, LLY; 362 B.R. 624, 629-31 (Bankr. S.D.N.Y. 2007)
(collecting cases) (“the entirety of the transfenisidable whether or not the debtor received value in

29



In In re Bell & Beckwiththe court found that a stobkoker's diversion and use of
customer funds for his own purposes was "phd continuing course of conduct which was
intended to defraud [his customers]." 64RBat 629. Although the broker did not spend the
diverted funds with the intent to defraud, "#nailability of those funds was accomplished by
and [was] the product @f deliberate fraud.ld. This fraud, together with the broker's
deposition testimony, his conviction, the evidencial, and the deferahts’ admission that the
broker indeed intended to defrau@ditors all led the court to the conclusion that the transfers of
the diverted funds were avolila under section 548(a)(1hd.

In re Bellis not this case. Here, the Bank hasadmitted that Sentinel insiders acted
with intent to defraud, nor have the Insidbeen convicted or gesed (although Eric Bloom
and Charles Mosley have been charged by the \Bith certain securigs violations involving
the misuse of customer assets). To the extenbrtimatBellis analogous, | decline to apply it
here. While the evidence aialrrevealed the Bank’knowledge that Sentinel insiders were
using at least some of the loan proceeds for their own purposes, and, we can assume for purposes
of argument, that the Bank wasae that availability of those proceeds was, in part, the product
of fraud, this alone does not leadan inference of actualtant. "Section 548 and fraudulent
transfer law generally attempt pootect creditors from trangams which are designed, or have
the effect, of unfairly draining theool of assets available to sffisreditors' claims, or which
dilute legitimate creditor claims at teepense of false or lesser claimsC®&.LIER ON

BANKRUPTCY § 548.01[1][a] (16th ed. 2009).

exchange, and the plaintiff need not allege and provettbatansfer was for less than fair value if actual
intent is alleged and proved under Section 548(a)(1)(A)hile not dispositive, the receipt of adequate

consideration is certainly a factoeflected in the badges of fraud analysis, in determining whether the
transfers were made with fraudulent intent. Becauselltfiat Trustee failed to prove the requisite intent
for fraudulent transfer, laed not decide the aforementioned recovery issues.
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In order for a transfer to kmevoidable, there must be

some hindrance or delay greater than itmgdicit in a preferential transfer to

certain creditors by an insolvent debtiorre Hartley, 52 B.R. 679, 690 (Bankr.

N.D. Ohio, 1985)Coder v. Arts213 U.S. 223 (1909%ee also In re Decke?95

F. Supp. 501 (W.D. Va.1969), aff'd. 4B@d 378 (4th Cir.1970). Similarly,

transfers motivated by an attempt to protect credit, to continue in business or to

rehabilitate are generally held to be odésthe scope of § 548(a)(1), even if the

debtor is insolvent at the time of transfidarris Trust & Sav. Bank v. Kei®8

F.2d 952 (7th Cir.) cert. denied, 305 U.S. 658 (1938).

Estate of Klein vKlein, (In re Klein) Nos. 86 B 19937, 88 A 357, 1991 WL 242169, at *8
Bankr. N.D. Il. June 21, 1991).

Trustee’s own expert witness James Feltman (“Feltman”) testified that three of the
transfers in question “had to eath closing out of repo positioh$ and the remaining two were
related to what Feltman called “structuring ofi@tral, the movemerdf securities between
accounts.” According to Feltman, the lattemisfers were made in response to BNYM’s
rejection of physical securities collateral. While Sentingisiders may have misused the
proceeds of the loan, there is no evidence thatdnsfers to BNYM werenade with the actual
intent to defraud, hinder or delay creditors. 8wt use of the loan proceeds to pay the repo
counterparties is no more than a “hindrance taydgreater than that ipficit in a preferential
transfer to certain creditors by an insolvent debtIf Trustee is correct that Sentinel was
insolvent at the time of the Transfers, it gaally reasonable to infer that the Transfers were
made to secure the loan in an attempidiotinue conducting business and paying off existing
creditors. Even if the Transfers were not designed to drain the assets, they can still be voidable if

they result in the draining of the asset pool. IBare, this was not the @sin exchange for the

collateral, BNYM gave a loan of significant value, thsradding to the podl.

® There was some evidence that the Bank mag baen overcollateralized at the time of the
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Although “[a] general scheme or plan to strip ttebtor of its assets without regard to the
needs of its creditors can supparfinding of actual intent[,]5ee Wieboldt Stores, Inc. v.
Schottenstei4 B.R. 488, 504 (N.D. Ill. 1988) (citirfgreehling v. Nielson (Inre F & C
Servs.)44 B.R. 863, 872 (Bankr. Fla. 1984)), thedence does not support a finding that
Sentinel was engaged in a scheme to stripf ildelssets. Rather, Sentinel schemed to pay
certain creditors - the repo coarparties — and to keep its linécredit open presumably in an
attempt to stay in business, not to drain itstassed make them unavailable to other creditors.
Furthermore, it appears that adetgueonsideration was given in exchange for the Transfers. For
these reasons, BNYM is entitléal judgment on Counts | and |II.
B. Count lll - Preferential Transfers

In Count Ill, Trustee seeks to avoid thmd 29 and July 31 Transfers as preferential
under Section 547(b) of the Bankruptcy Code. $adii7(b) allows a trustee to avoid a transfer
to a creditor on account of an antecedent delofyrsfer made while the debtor was insolvent
and within 90 days of the date of the filingtbé petition. In order tbe avoided, the transfer
must enable the creditor to receive more tharould have in a Chapter 7 liquidation had the
transfer not been made. dhrustee has the burden of proving, by a preponderance of the
evidence, that the preferred pastglaim is not fully securedn re Prescott805 F.2d 719, 726
(7th Cir. 1986). Section 547(c) provides a deéetwssuch claims where the transfer was made
as part of a contemporaneous exchange for n&ve vaypically, "pre-petition transfers to fully
secured creditors are protedtunder the Bankruptcy Coderlriad Int'l Maint. Corp. v.
Southern Air Transp., In¢In re Southern Air Transp., In¢511 F.3d 526, 533 (6th Cir. 2007).

Such a transfer is not preferential because @véa absence, an orsecured creditor "would

Transfers, however, it is clear that the Transfers at iaszumdid#ain the pool of assets.



receive payment up to the full value o$ loiollateral in a Chapter 7 liquidationSouthern Aiy
511 F.3d at 533.

On summary judgment, BNYM first maimta that the transfs did not improve
BNYM's position since BNYM waalready fully secured on the daach transfer was made.
Had the allegedly preferential tisfers not occurred, BNYM contentsat it would have simply
closed out its position, foreclosed its collateraland recovered its full claim. Next, BNYM
argues the transfers were substdiytcontemporaneous exchanges for new value. Regardless of
how Sentinel used the loan proceeds, it isrdleat the two transferat issue here were
contemporaneous with advances on the BNYM loatihe release of esting collateral securing
the BNYM loan. Finally, BNYM urges that becauthe securities transfed have already been
returned to Sentinel, the Trusteenot entitled to recover theatisfers even assuming that they
could be avoided.

Trustee mainly disputes BNYM's contemtithat it was oversecured at the time of the
transfers. Trustee points first to BNYM's demand for additional collateral prior to the June 29
transfer to replace certain physical securitieg BNYM would no longeaccept as collateral.
Because BNYM would no longer accept the physseaiurities as collata, Trustee contends
that they should not be considered in anyatehal calculation. Similarly, the DTC securities
that BNYM would not price should also bectxded. Finally, Truste contends that the
securities that were fraudulntransferred to tl lienable accounts in earlier Transfers cannot
be considered as part of BNYM's collateragddor purposes of asseng whether subsequent
Transfers were preferences.

BNYM takes issue with the Trustees's nf¢he Bank's daily loan cards to support the

33



claim that BNYM was undersecured on the loafise loan cards, they maintain, were not daily
inventories of collateral, and the Bank's collatevas not limited to the securities listed on the
loan cards. They were used "simply to enshiae the BNYM loan was adequately collateralized
for the night." BNYM notes thahe subjective understding of bank employees as to what was
or should have been collateral is irrelevant,qugh an understanding may be relevant to exactly
how loan cards were used in the valuation precdsustee provides no valuation analysis of the
securities in the lienable accosmn the date of the Transférand without any valuation to

rebut BNYM's evidence, Trustee cannot provat BNYM was undersecured. Trustee does note
that the securities that were previously fraeditlly transferred into lienable accounts cannot be
considered as part of BNYM's collateral base, presumably because they would not be
recoverable in a Chapter 7 liquidation. Heraysiee claims, BNYM did not have pre-existing
rights to the securities in¢hSeg accounts, so the transtarssue did improve BNYM's

position. Assuming the Transfers alleged tdraadulent in Counts | and Il are found to be so,
Trustee suggests that he may succeed on this Count. This assumes, however, that once the
earlier transfers are excluded from thecadtion, BNYM would have in fact been

undersecured. As part of its summary judgnmeation, BNYM submitted expert opinion from
Paul Charnetzki that as of the date of thevaai¢ transfers, BNYM was overcollateralized even
excluding the unpriced DTC and phyaisecurities. In fact, Feltam testified that the Bank was
consistently overcollateralizedrdughout the summer of 2007. Trers presented little evidence
to the contrary, and seems to have abandoned this claim at the close of trial, presumably for this

reason. BNYM is entitled to judgment on Count .

® Trustee does suggest that BNYM did not look to the physical securities as collateral, but
BNYM's expert attributed no value to these siims and they are therefore not included in the
collateralization analysis.
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C. Count IV - Equitable Subordination

In Count IV, Trustee seeks equitable sulmation, pursuant toestion 510(c) of the
Bankruptcy Code, of all of BNYM's claims in @&el's Chapter 11 case to a level below all
other creditors' claims and tatrsfer any liens supporting BNYMaims to Sentinel's estate.
Claims for equitable subordination are evéddausing the three-part test set fortiBenjamin v.
Diamond(In re Mobil Steel C9, 563F.2d 692, 699-700 (5th Cir. 1977%ee United States v.
Noland 517 U.S. 535, 538-39 (1996 re Kreisler 546 F.3d 863, 866 (7th Cir. 2008). Under
this test, for a court to subordieaa claim, it must concludedth (1) the claimant engaged in
some type of inequitable conduct; (2) the miscohdesulted in injuryto the creditors or
conferred an unfair advantage on the claimant; and (3) subordimsatiohinconsistent with the
provision of the Bankruptcy Codén re Mobil Steel C9.563 F.2d at 699-708ge In re
Kreisler, 546 F.3d at 866. Equitable subordinatioans'extraordinary remedy" that "should be
invoked only in extreme circumstances and onlgreha clear inequitigas been wrought.”
Aetna Bank v. Dvorakl76 B.R. 160, 166 (N.D. lll. 1994)Absence of statutory criteria
commits the subject to the courts, tovii@erked out in the common law fashiorkKham & Nate's
Shoes No. 2, Inc. v. First Bank of Whiti®@8 F.2d 1351, 1356 (7th Cir. 1990) (citations
omitted).

“Traditionally, equitable subordination hlbsen limited to cases involving (1) fraud,
illegality or breach of fiduciarguty, (2) undercapitalization, or (8pntrol or use of the debtor
as an alter ego for the mefit of the claimant.In re Granite PartnersL.P., 210 B.R. 508, 514
(Bankr. S.D.N.Y. 1997) (citations omitted). “Where noninsider, non-fiduciary claims are

involved, the level of pleadingnd proof is even higher.ld. at 515. “Courts have described the
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degree of wrongful conduct warranting equitable sdination of an ordinary creditor's claim as
‘gross and egregious’, ‘tantamount to fraudsmpresentation, overreaching or spoilation’ or
‘involving moral turpitude.”Id.

Trustee maintains that BNYM acted ineghltaby: (1) taking customer securities as
collateral without investigating Sentinel's auihoto pledge them; (2) failing to establish a
process designed to carry out segregation; (3) demanding additional collateral despite being over
secured, and using proceeds of securities salesy down the loanna (4) lying throughout the
course of the litigation. écording to Trustee, this conduct amounts to: (1) BNYM's
participation in the misappropriation of customssets; (2) violations afection 6(d)(b) of the
CEA, which imposes segregation obligations otMs@nd custodians; (3) violation of its letter
agreements with Sentinel, which included segregation provisions; (4) violation of segregation
requirements under the Investment Advisors Ad&A"); (5) violations ofstatutory, contractual
and customary obligations to segate; and (6) negligence bylifag to investigate after being
put on notice of a misappropriation. Trustee manstéhat this conduct resulted in harm to
creditors and benefit to BNYMThe Bank contends that its asatength, good-faith transactions
were in no way inequitable. According ttNBM, Trustee has failed tprove that BNYM was
deliberately indifferent t&entinel's alleged fraud.

D. Whether The Bank Knew Or Suspected That Sentinel Was Engaged In A Fraud

The evidence made clear that BNYM knew that Sentinel was subject to the CEA and
that its customer assets had to be segrdgdteMarch 1997, Josegiacciarelli signed, on
behalf of BNYM, three letters referredds Seg Letters. limose letters, the Bank

acknowledged that the funds held in Sentinelistomer accounts would be "segregated and
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treated as belonging to [Sentinel's] customars! would "not be subject to [BNYM's] lien or
offset for, and on account of, any indebtesineow or hereafter amg [by Sentinel] to
[BNYM]." These acknowledgmerdtters were necessary to demonstrate to the NFA, Sentinel's
designated self-regulatory organization, tiha&taccounts opened at BNYM met the legal
requirements for segregation of customer fund8NYM had been unwilling to make such
acknowledgments, Sentinel would have beenirediby the NFA to finca different depository.

In 2006, Mark Rogers circulated toaCciarelli, Law and Brennan, a 2004 no-action
letter which states that the funds maintainethenSeg | accounts are held pursuant to relevant
provisions of the CEA for the befit of Sentinel's customers, that BNYM could not use the
funds in either the Seg | or the Seg Il acdsuor its own purposes, and that BNYM cannot
offset any Sentinel obligation by funds maintained in the Seg | account. In his accompanying e-
mail, Rogers asked the recipients "Operatigndllave we set up theeg accounts and operate
them as outlined in the letter? | assume the tmvdhwe lend against is not in the seg accounts.”
(TTX-188). Finally, in arApril 10, 2006 conference call with sa Rogers, Ciacciarelli, and
Brennan, Eric Bloom made cleaathmoney being held by Sentira behalf of its FCM clients
gualified for those clients' segregation requiremeskéch is why Sentinel itself was registered
as an FCM. Not only was Sentinel registeredra§CM, but Sentinel and its customers relied on
and benefitted from its FCM status, largely, if patirely, because it is simpler for an FCM to
park its assets with another FCM than in most other places.

Throughout the litigation, BNYM has maintaintiht although Sentinel was registered as

an FCM, its FCM status was a fiction, and itswaasonable for BNYM to view Sentinel as an

"The CFTC explains in detail the role of ackmedgment letters within the regulatory scheme in
its Supplemental Amicus Curiae Memorandum filed in this case.
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investment manager. While it is true thabhfd®el was not a traditional FCM, the evidence
shows that BNYM employees knew it was regjietl as one and thiahad to abide by
applicable rules. Eric Bloom’s own statemaa®8NYM about Sentinel’'s FCM status made
Sentinel’s reliance oits status clear.

Against the back-drop of the evidence, Bsie of whether the Bank knew or suspected
that Sentinel was engaged in a fraud isoaelquestion. BNYM argues that in order for a
creditor's claim to be subordinated, the crediast have actual knowledge that Sentinel was
engaging in improper behaviogee, e.g., Stratton v. Equitable Bank, N1&4 B.R. 713, 731
(D. Md. 1989) (granting summary judgment tader on an equitable subordination claim where
the lender was not certain that debtor was gimggain fraud but may have acted negligently in
continuing to lend to a grossly undercapitalized debtor committing potential illegalities). But a
creditor cannot be willfullyplind to the details of a fral to avoid actual knowledgéJishkin v.
Siclari (In re Adler, Coleman Clearing Cosp 277 B.R. 520, 554,566 (Bankr. S.D.N.Y. 2002)
(subordinating the claim of a defendant wknowingly closed his eyes to" a frautl)Trustee
argues that in the case of aparation, "knowledge" oa fact means the bbective knowledge of
all the company's employeeSee United States v. Bank of New England,, 8§24 F.2d 844,
856 (1st cir. 1987) ("Corporations compartriadize knowledge, subdividing the elements of
specific duties and operations into smallemponents. The aggregate of those components
constitutes the corporation's knodtge of a particular operation.'nited States v. Science

Applications Intern. Corp 653 F. Supp. 2d 87, 99 (D.D.C. 2009) ("It is both appropriate and

8 It is worth noting thain re Adler, Coleman Clearing Corginvolved wrongdoing by the
defendant’s agent, and the court held that a principal is liable for the frauds of his agent. But the court also
found that defendant was a willful and knowing participwhere he was “willfully blind” to the fraud he
disclaimedIn re Adler, Coleman Clearing Cor277 B.R. at 554, 566 (Bankr. S.D.N.Y. 2002).
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equitable to conclude that a company'sifiaent intent may be inferred from all of the
circumstantial evidence including the comparggllective knowledge)'(citation omitted);
Camacho v. Bowlingg62 F. Supp. 1012, 1025 (N.D. Ill. 1983) (Organizations "such as private
corporations or partnershipsgedreld to have constructive nm#iof the collective knowledge of

all the employees and departmentthin the organization."”). BYM challenges this standard,
and maybe rightfully so since the “alinployees” clause might well need some boundary lines.
To decide this case, there is no need for et to invoke an “akmployees” rule. All the
BNYM employees who dealt with Sentinel airefact, known to all parties. Testimony and
documents from this pool of employees were actjo discovery and,delieve, in large part
introduced at trial.

According to BNYM, proof is wanting #t the Bank actually knew of Sentinel's
improper conduct. BNYM had representations wadranties from Sentinel that Sentinel had
the right to pledge the securities and it is undsguhat Sentinel used a leveraged investment
strategy for certain of its portfos, a fact which the Bank knew. According to BNYM, it had
no duty to monitor Sentinel's compliance with the CEA.

The remaining "red flags,” BNYM argues, werat red flags for these reasons. It was not
unusual for a BNYM customer to have relativelyldittapital and a largean, especially when
the customer is an investment manager, whmspose is to inveds clients’ funds.

Furthermore, once Sentinel began employing aréeyexd trading strategy (which was disclosed
to its clients), it was not unusualat the loan was not paiddkawith the same frequency.
BNYM was unaware that Sentinel was misallaogia disproportionate amount of the loan to its

own proprietary trading accoyrand neither the NFA nor the CFTC took note of this
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misallocation, nor of the irregularities on the FertaFR or financial statements. Regardless,
BNYM notes, it followed up with Sentinel whéindid notice any irreguldly and received what
it deemed a satisfactory explanation for tepancies on audited financial statements.

Trustee contends that BNYM employees eittregw or turned a blind eye to the fact that
Sentinel had used misappropriated securities iket@@l for the loan. BNYM had Sentinel’'s
audited financial statements and monthly 1-FRer example, the 2005 financial statements
showed customer securities "segregated andihétdst” to be approximately $1.14 billion, but
that approximately $156 million of this total svpledged as collateral for a $280 million short-
term bank loan.

Law and Ciacciarelli, both of whom reviewed these monthly statements, admitted that
securities pledged as collateral could siatultaneously be held in segregatioMoreover, a
simple review of the monthly 1-FRs indicatedttthe difference between the amount of assets
listed as "funds segregated or in sepaaat®unts pursuant to the CEAct and Regulations" and
Sentinel’s total assets was never more thanagimately $15 million. Therefore, in order for
Sentinel to pledge collateral in excess of that diffiee, it would have to asassets that had been
held in segregation and then removed from sedieg to allow them to be pledged. The 1-FRs
also failed to reflect the loasr the repos, which should havésed questions in the minds of
BNYM employees who knew of the loan and the repos.

According to Trustee, other "red flagetlude BNYM's awareness that massive amounts
of securities were being degegated for the sole purposecollateralizing BNYM's loan.

BNYM also knew that Sentinel had little capitalrelatively large loan which was being used to

° The numbers also raise questiahsut the accuracy of the repogirin light of the fact that
BNYM was oversecured for the loan, however, beedhe statement of financial condition includes
hundreds of millions in “Securities Pledged,” separatkapart from customer securities that were held by
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fund payments to repo counterpastreturning physical secug. Trustee maintains that
because there were no segredadccounts for physical securities, BNYM would have known
that those securities were hoymssitions, and they could not be placed back in segregation.
Therefore, the trustee reasoB&YM must have known that Senel was moving securities out
of segregation in order to finance the repasghof its house positions. BNYM employees also
knew that Sentinel was using a leverageditigadtrategy and had been conducting proprietary
trading.

On June 13, 2007, after reviewing Sentinedklings and the large size of the loan,
Rogers asked the Sentinel teanBhitYM how Sentinel was able to put up as much collateral as
it had, with only $2 million in capital. Rogers wrote ".I have to assume most of this collateral
is for somebody else's benefit. Do we realiye rights on the whel$300MM?" Law testified
that he consulted with a numbarcolleagues prior to respomdj: "Hello. We have a clearing
agreement which gives is a full lien on the box posibutlined below." According to Law, this
was a well- advised and carefully worded staet But both Rogers and Law knew before the
June 13 e-mail that Sentinel had a clearingexgent that gave BNYM a lien on any securities
in the collateral account.

Two competing inferences may be drawn from Law's response. The response may be
viewed as an effort to halt Rogers' inquiry ithe matter, for fear of what BNYM might find.

Or, the response can be interpreted to mearthibae are questions with which BNYM need not
concern itself - the clearing agreement allovesBlank to lien on assets in the box and contains
representations and warranties from Sentinelttiegt had rights to pledge the collateral to the

Bank. In either case, Rogenstjuiry is certainly evidence thhe had a suspicion that the

Sentinel, this suspicion is not conclusive evidence oalinowledge.



securities were not Sentinel's to pledge andiaged this suspicion with Law. But if the
response was basically that any further ingisnynnecessary based on the clearing agreement,
then the question is whether Law and BNYMeggrlly were entitled to rely on Sentinel's
representations and warranties containgtienGlobal Clearing and Custody Agreement that

Either [Sentinel] owns the securities in the Accounts free and clear

of all liens, claims, security intests and encumbrances . . . or, if

the Securities in an Account are owned beneficially by others,

[Sentinel] has the right to pledgech Securities to the extent

financed by [BNYM] hereunder, free any right of redemption or

prior claim by beneficial owner.

Rogers and Ruane both acknowledgedithabuld have been improper for BNYM to
rely on such representations and warrantigberface of certain rerepresentations or
misconduct by Sentinel.

At the April 2006 conference call, Bloom explad: "We never act as principal, only as
agent." Law, though, testified that at that tineeknew that Sentinel was engaged in proprietary
trading, and to conduct proprietarading, Sentinel would have to act as principal. Bloom later
admitted to moving money from segregation ®etrmargin requirements, but also explained
that an investor "can take theintire investment same dayThe team knew that same-day
liquidity was part of Sentinel's agreement withcustomers, which also suggests that Sentinel
may not have had the right to pledge customer gsssgiscially in light of the fact that Sentinel
stopped paying the loan off on a daily basis,dating that the loan was no longer being used
only for failed trades and liquidit It is true that BNYM emploges were also aware that some
of Sentinel's clients were hedge funds andtti@atoan was being used for leverage as well as

liquidity (both presumably for #nbenefit of the customers), laad been discussed on the call.

But the 1-FRs reviewed by Law and Ciacciarelland of themselves contained significant
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improper reporting, demonstratitigat Sentinel was violatinigs segregation requiremetft.

It is clear to me that by June 13, 2009, certain BNYM employees had suspicions that
Sentinel may not have had rights to the collatekémbers of the Sentinel team also had access
to forms 1-FR which, with relatively cursoryview, revealed that Sentinel was violating its
segregation requirements. BNYM argues thairtemployees were not looking at the forms 1-
FR for such violations. Indeed, BNYM arguédiad no duty to Sent&h or the public to
monitor Sentinel for CEA violations. For thewn interests in securing the loan | have little
doubt that BNYM should have looked further imtbether Sentinel had the right to pledge the
securities. BNYM employees were careless otguting their own intesgs. It is not these
interests that Sentinel is here to enforce.

To secure a finding of equitable subordioa, Trustee must provhat BNYM knew of
or was deliberately indifferent to Sentinel's misduct. Trustee maintains that the Bank must be
found to know what a reasonable person under the same circumstances should have known,
sometimes called an objective standard.

BNYM contends that the standiais more subjective, wherig order to find that BNYM
knew of the misconduct, Trustee would have tovsthat the Bank appreciated the significance
of what was before it.

This question of law is quite significant.nder BNYM’s standard, prevails. It was not
looking at the forms 1-FR in an effort to deténe whether BNYM was violating its segregation
requirements. It had a relatively unremarkableyear relationship with Sentinel. For years,

the overnight loan made to Sentinel was frexyepaid back the next day, signaling that the

10 Although in the clearing agreement, Sentiregresented that it had the right to pledge the
collateral, it is not entirely clear how such assets shbave been reported had this authority actually been
granted. However, since Law and Ciacciarelli bottified that securities pledged as collateral could not
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securities used as collateral were going hatksegregation. BNYMad assurances from
Sentinel that it was authorized to use custoseeurities for collateral, and customers were
aware that Sentinel was using a leveragedrgastrategy. From theollateral reports it had,
BNYM would not have seen the movement ofateral to and from seg accounts, and it is
unreasonable to expect that the Bank should kaught the information it needed to track each
movement. Indeed, the long-standing, untredblature of the banking relationship led
Trustee to decide, for tactical reasons, tdlehge only those transactions that occurred in the
few weeks before Sentinel failed.

If BNYM should have been more diligewith regard to verifying the source of
collateral, such a lack of cadees not rise to the level ofelegregious misconduct necessary for
equitable subordination. Thadt remains that BNYM hadtié reason to conduct such a
verification and could rely on peesentations and warranties.tivithstanding the evidence that
demonstrates that at least one BNYM employeg suspicious, several tife facts that Trustee
maintains support a finding of knowledge do not seaély suggest that Sentinel was misusing
customer assets. “[K]nowledge of bookkeeping irtedties of a depositor or suspicions of a
few employees of a large banking institution arethetequivalent of knowledge that another
party doing business with the bank's depositor is being defrau&itton v. Equitable Bank,
N.A, 104 B.R. 713, 731 (D. Md. 198®)itation omitted).

Furthermore, the issue oNEYM's motivation is problematitor Trustee's theory that
BNYM employees turned a blind eye to factsSeintinel's fraud. The Bank argues that it had no
motivation to participate in or turn a blind egeSentinel's misconduand points out that its

employees’ compensation was not pegged to creldited revenue. Trustee claims that members

simultaneously be held in segregation for reportin@%s, the proper reporting method is not relevant.



of the Sentinel team were pressured to incresserevenue, but it is implausible that to do this,
career bank employees would plir jobs at risk to lend mogpeo a company that they knew
to be stealing from its custonser During the summer of 2007 gtlsentinel team at BNYM was
working with Sentinel to reduce the size of the loan. BNYM reaped nearly $1 million per month
in interest, but revenue of such little intrinsic attraction does not make it worth risking the
possibility that a loan in the hundreds of millimild end up a loss for the Bank. It is possible
that by June 2007, the time of Rogers’ e-mad, &entinel team at BNYM had actual knowledge
that Sentinel was pledging securities that stitnalve been in segregm, but their behavior
seems to contradict this possiygi BNYM asked for better-qualy securities without verifying
whether Sentinel was authorized to pledge thewen in July 2007, when Bloom told Law that a
client of Sentinel's was "having regulatory problems of his own" theghCFTC, Law paid no
mind to this comment and was concerned only with getting the loamceat@wn. And finally,
after Sentinel had halted customer redemptiand,it became clear that the Bank's relationship
with Sentinel was coming to a close, Ciaeelli approved the movement of $16 million in
securities out of a lienablcollateral account intSeg | after being toldy Eric Boom that those
securities were to be part of the pending Citadel'saléacciarelli relied on Bloom's
representation even to the Bank's detriment, whiglears to me here to beconsistent with the
conduct of someone who suspetfraud by Sentinel. The ese of conduct serves as
contradiction of the assertionahBNYM employees had actual knowledge of, or turned a blind
eye to, Sentinel's fraud.

Under Trustee's more objective standard Beigirevails for some diie time periods at

issue, even despite these coulmeications. The facts demoretie that by the middle of June,

1 Sometime around August 17, Sentinel sold

d 5&\ portion of its assets to Citadel Investment Group.



at least one BNYM employee wagspicious, and others shollave known that Sentinel was
violating segregation requirements. In light offsumotice, it is difficult to see how reliance on
Sentinel's representations and warranties coadiin the clearing agreement is objectively
appropriate. While the size of the loan relativ¢he capital might, at the time, not have been
noteworthy*? the 1-FRs certainly put BNYM on noé that Sentinel was violating its
segregation obligations. Aradter years of paying its overnight loan back daily, BNYM
suddenly had soaring loan balant®st were outstanding on ailgebasis. BNYM claims it did
ongoing diligence, focused on Sentinel's creditwodhs in an effort to ensure repayment and
noticed nothing. But the question of whethent8el had the right tpledge the collateral
certainly goes to the heart of whether BN'YWds adequately secured. Even if the Bank was
solely concerned with protecting its own intsg a diligence process that excludes such a
verification seems to be ineffective and reckledgyimt of the facts of while the Sentinel team at
the bank was aware, and a reasonably pruderamp@rsuld have taken a clexslook at, at least,
the 1-FRs sitting in front of him or her. MoreoyBNYM claims that distribution of Sentinel's
1-FR statements were part of the diligencecpss, but again, it is difficult to see how such
diligence can be considered thorough or effectifhere the financial statements that clearly
indicate segregation violatioase part of the dijience yet raise no suspicion. Finally, during
their testimony, the demeanor of Rogers, Lawa &iacciarelli was tellingOften, the witnesses
appeared to have difficulty amanting for their own motivation dung the course of events at

issue. For example, Rogers was unable tdirety he wrote the June 13, 2007 e-mail, or why

2| note here that contrary to BNYM’sqarment, at least one BNYM employee, a GSCX
administrator, exclaimed “Wow!” wén Sentinel called in a $496 million loan on July 17, 2007. Having
heard the recording, | find the “wdwas an expression of amazement but it is, in its context, not evidence
that BNYM “knew of” or “was delibaately indifferent” to Sentinel’s misconduct; nor can it be treated as
evidence of actual laadf knowledge at BNYM.
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he would have been satisfied with the respdnem Law when it did nadlirectly answer his
guestion and consisted ofanmation he already knew.

There were instances during trial inialinbank employees gave testimony | did not
believe. Yet, in this case, lies on the wi#sestand coming from the mouths of some BNYM
witnesses do not lead me to infkat the truth would help Trustee.

In this case, it was in the Bank’s intereshave been significantly more careful in
administering its loan to Sentinel. The Barkployees who ran the i@eel lending program
could defend the Bank here by testifying ttiegy did precisely, and diligently, what good
bankers would do, but that the loaent off the tracks anyway. (they could say they checked
all the procedural boxes but not so diliggneverything was going smoothly, there was good
collateral, but a lot of other things on their plaBoth of these versions can be the basis for a
defense against the specific claims hereto®avould be an admission that Sentinel just
outsmarted the bankers.

It often runs against the p®nal interests of any employtesay anything other than I
did my job perfectly but the train wreck happeramyway. | did not forget to pull the track
switch; it was the switch that fail.” At times the best retreiatto say “I don’t remember why |
did what | did or why | accepted someone’s Waather than say “Those things didn’'t seem
significant to me, so | let them go and turnediare important matters.” No employee wants to
say “l just dropped the ball,” even if admitting tiggnce is the truth. There are a lot of reasons
for inattentiveness and failure to follow up. Feéfgny, are harmless to employee status. Lies
are sometimes told, as they weredhaot to help the employer idawsuit, but rather to help the

employee’s career.

47



One significant employee of the bank dited a demeanor and offered answers so
preposterous that | thought fvas in imminent fear of beinfyed. Upon questioning he denied
this. But I do not believe that he was covering up his or the Bank’s knowledge of the pre-
collapse mess at Sentinel. He was simply unwglto concede that he had not performed well in
protecting his employer’s interests.

| give some small weight to the fact thiaad the affected employees wished to cobble
together a better, credible viens of history, there was at ldame plausible one - that the
collapse of Sentinel, a solid, long-time cliezame rather quickly,ral that by early August,
BNYM employees, namely Rogers, were concetthedl Sentinel might gbankrupt, but at that
point it was too late in the game to take preaBve measures. On occasion, | regard the failure
to offer a readily available, nicely turned defeagale as a minor reason to conclude that the
witnesses were not determined liars. Thisda®ne such occasioffhe nervousness and
demeanor of the withesses on the stand, togetitietheir failure to put forth a more plausible
and coherent narrative of the events ofstemer of 2007, leads me to conclude that the
witnesses were not covering up wrongdoing, butewather worried about the professional
consequences of their failure to look molesely at the situation as it unfolded.

BNYM'’s reaction to the failure of Sentineldgiite consistent witAngry surprise. Law’s
apparent rudeness at certain p®idtiring his time at Sentinel’$fices for a post-disaster process
is consistent with his lack of knowledge ab8entinel’s practices. For example, at one point,
Law displaced an employee seated in the officBeanftinel’s controller, presumably to call and
report back to the BNYM team. There was clgawd pre-planned response here. The general

response within the Bank was a panicked graswfatever control and agsdhey could secure
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to defend their interest$his is consistent with the proptisn that no one at BNYM knew of a
reason to prepare for Sentinel’s failure.

I do find credible, if not at all admirable, the testimony of the Bank employees that they
neither knew nor turned a blind etgethe improper actions of Sergin The fact that they would
have been better bankers if they had made a ngomus inspection of Sentinel’'s operations or
its reporting is not enough to hold BNYM liablé.some degree of negligence were enough to
establish inequitable condutte result might be different.

In an effort to demonstrate liability, Tregtrelies on the objective test. But the cases he
cites do not.

Each equitable subordination case citedbgde that involved nomsiders addressed
creditors that willfully engged in inequitable conducMishkin v. Siclari (In re Adler, Coleman
Clearing Corp.) 277 B.R. 520, 566 (Bankr. S.D.N.2002) (creditor “willingly” and
“knowingly” engaged in conduct that amountedftaud, illegality, [and] breach of fiduciary
duty”); Granite Partners210 B.R. at 511, 515 (creditor “waset only aware of the [debtor’s]
fraudulent scheme; it actiweparticipated in it”);Aluminum Mills Corp. v. Citicorp N.A., Inc. (In
re Aluminum Mills Corp,)132 B.R. 869, 894-5 (Bankr. N.D. Ill. 1991) (lender paid debtor’s
principals to induce them todmich fiduciary duties to debtob)ichtenstein v. MBNA Am. Bank,
N.A. (In re Computer Personalities Sys., In284 B.R. 415, 428 (BankE.D. Pa. 2002) (lender
made loans to debtor’s customers to financehmse of debtor’s products knowing that debtor
would be unable to ship produ@ed that debtor was violagrstate and federal consumer
protection laws)In re Model Imperial, InG.250 B.R. 776, 804 (Bankr. S.D. Fla. 2000) (lender

made loans to shell corporation to circumvestrictions on additiohdorrowing in debtor’s
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existing loan facility),Capitol Bank & Trust Co. v. 604 Cohbus Ave. Realty Trust (In re 604
Columbus Ave. Realty Trus968 F.2d 1332, 1338-39, 136162 (1st Cir. 1992) (creditor-bank
misappropriated loan proceeds and then charderkst on the very proceeds it misappropriated
from borrower)Miller v. Greenwich Capital Fin. Prods., Inc. (In re Amer. Bus. Fin. Ser862
B.R. 149, 165 (Bankr. D. Del. 2007) (defendam¢mionally suppressedétvalue of debtor’s
assets).

Some courts have employed a moresotiye standard, whereby the claimant’'s
knowledge of the debtor’s misconduct or teumstances supportirtige subordination was
viewed from the perspectwf a reasonable persbh.In In re Mobile Steelwhich the Seventh
Circuit has cited with approvahe Court discussed whether ttlaimant knew of the debtor’'s
undercapitalization as a groundsiabordinate the claim. 563 F.2d at 702. The Court deemed
irrelevant “the intentions of the partieseasdenced by their obseance of many of the
appropriate formalities[,]” and determined winet the debtor was undercapitalized through the
eyes of “reasonably prudent men with a gelnemakground knowledge ofehparticular type of
business and its hazards would determinégl.]at 702-03 (citation omitted). K@redit Suisse v.
Yellowstone Mountain Club (In réellowstone Mountain Clup)9-00014, 2009 WL 3094930,
at *8-*9 (Bankr. D. Mont. May 12, 2009), the ctsubordinated the claim of a secured creditor
who had loaned the debtor money while conducting minimal due diligence and turning a blind
eye to financial statements and circumstanceshwihiticated that the detatwould be unable to

service an increased debt lodtlis true that the nature tiie real estate lending involvedIim

13| note here that, ibnited States v. Nolan&17 U.S. at 543, the Supreme Court reserved the
guestion of "whether a bankruptcy court must always find creditor misconduct before a claba may
equitably subordinated." But becauthe Supreme Court has not yetimis pronouncement, | am bound
by the Seventh Circuit's opinion ikham & Nate's Shoe808 F.2d at 1357-58, wheethe Court held that in
order to be deemed inequitable conduct, an arm's length transaction must result imgoneththan
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re Yellowstones different from the fast-paced womd overnight loans involved here, but for
the purposes of the standard that warrantsdirfg of knowledge, this factual distinction is
irrelevant** But even following these cases, the Trustee does not prevail.

The purpose of the equitable subordinatiotoisemedy the inequity that has resulted
from the misconduct of a creditor. £ IER ONBANKRUPTCY 1510.05[2] (16th ed. 2009). |
find that the pure objective stdard does not fit well with thconcepts of inequity and
misconduct. This is why the cases which amijective standards rest on the premise that
bankers and businessmen are to be judgednrstef what they should have known as opposed
to what they could have known. To simply congbihe presumed ability @ banker to evaluate
risk with the facts that the banker could hawedvered in order to anigate bankruptcy is not
enough. There has to be an element of “shouldérdtian could. In theircumstances of this
case | am persuaded that thelexs had no legal obligationne “should” — to seek out or
analyze the data which Trustee claims wouldehad it down the correct path. Even my
criticism of the Bank is based, nm what it should have done, lwihat it could have done even
if it were not bound by the law to do it.

B. Whether BNYM's Failure To Act On Its Constructive Knowledge Requires That
BNYM's Claim Be Subordinated

Where the debtor and creditor have daalrm's length, “subdimation depends on a
combination of inequitable conduct, unfair adway# to the creditor, and injury to the other

creditors.” Kham & Nate's Shoes No, IRc. v. First Bank of Whiting®08 F.2d 1351, 1356'{7

simple inequity — breach plus, for example, some kind of advantage taking.
11t is, however, an important factual distinctiimthat the behavior that the court found to be
egregious irin re Yellowstongmay not be so considered in a situation where not only the nature of the
lending differed, but the benefit to the lender wasdeasd the relationship between the debtor and lender
was long and well-established.
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Cir. 1990). There is no duty tkindness” among non-fiduciariekl. at 1357. Merely enforcing
the terms of a contract does not giveerio an equitable subordination clalth.Indeed, a non-
fiduciary may act strategically to protectatf to the potential detriment of otheBadger
Freightways v. Continental Ill. Nat. BankQ6 B.R. 971, 976 (Bankr. N.D. Ill. 1989).

Inequitable conduct for a non-fiduciary means “brealcls some advantage-takinggham &
Nate's,908 F.2d at 1357, or else “gross misconduttataount to fraud, overreaching, or
spoliation to the detriment of similarly situated claimanBatiger Freightwaysl06 B.R. at

976. “Inequitable conduct that conduct which may dawful, yet shocks one's good
conscience. It means, inter alia, a secretpan fraud, lack of faith or guardianship by a
fiduciary; an unjust enrichment, not enrichmbptbon chance, astuteness or business acumen,
but enrichment through another's loss brougbtiaby one's own unconscionable, unjust, unfair,
close or double dealing or foul conducB0 Nassau Assocs. v. Crossland Fed. Savgs. @ank

re 80 Nassau Assogs169 B.R. 832, 837 (Bankr. S.D.N.Y. 1994) (citinge Tampa Chain

Co, 53 B.R. 772, 779 (Bankr.S.D.N.Y.1985)), quoting in turme Harvest Milling Ca.221 F.
Supp. 836, 838 (D. Or.1963). “[T]he few cases thaiallt subordinated aordinary claim did

so based upon a finding attionable wrongdoing.Tn re Granite PartnersL.P., 210 B.R. at

515 (collecting cases}.

In order to decide whether BNYM's clashould be subordinated, | consider (1) whether

% The court citedtn re Bowman Hardware & Elec. Gd&7 F.2d 792, 794-95 (7th Cir.1933)
(claimant who participated in scheme to misrepregeahother creditor the existence of the claimant's
loan to the debtor was equitably subordinated to that creditor's cimZolumbus Ave. Realty Trust v.
Capitol Bank & Trust Cg (In re 604 Columbus Ave. Realty Tiydt19 B.R. 350, 377 (Bankr. D.
Mass.1990) (bank's claim would be equitably subotdthavhere bank was guilty of misappropriation of
loan proceeds, fraud and breacltofitract and its conduct caused injtmycreditors and gave it an unfair
advantage), aff'd in part andaeated in part on bér grounds, 968 F.2iB32 (1st Cir.1992)Bank of New
Richmond v. Production Credit Asg'in re Osborng 42 B.R. 988, 999-1000 (W.D. Wis.1984) (claimant's
misrepresentation to another creditor, coupled wih ¢heditor's justifiable fiance, supported equitable
subordination of claimant's claim but only to claim of injured credis@®; Boyajian v. DeFusdtn re
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BNYM violated any duties; (2) whether BNYMconduct shocks the conscience; and (3)
whether BNYM'S misconduct conferred an untdivantage or caused harm to creditors.
Trustee maintains that BNYM has violated sel/dtdies, that its conduct is egregious, and that
Sentinel's customers have been harmed. fRignt to each argument is whether BNYM knew
of Sentinel's misconduct.

First, Trustee maintains that BNYM naly knew of but actively participated in
Sentinel's misappropriation of siomer securities. In the altative, Trustee maintains that
BNYM was willfully blind, and should have knowsf Sentinel's misconduct. There is little
dispute that negligence and breach of contibmte do not satisfy the equitable subordination
standard. Irstratton the court found thaknowledge of bookkeeping irregularities of a
depositor or suspicions of a few employees lairge banking institutioare not the equivalent
of knowledge that another ppidoing business with the baslkdepositor is being defrauded.”
Stratton 104 B.R. at 731 (citation omitted).

BNYM contends that the extent of its gwtas not to use funds maintained in the
segregated accounts to offseyalebt not incurred by Sentinel's customers. BNYM complied
with the segregation requirements under thé& @ad in the segregation letter, (discussdih)
and never liened on any secu#iin the segregated accountéoreover, even assuming that
BNYM knew that Sentinel was violating is&gregation requirements, BNYM was largely
unaware of Sentinel's investment decisions, V@eatdtinel did with théoan, or how securities
were allocated among clients and the house accdumin BNYM's perspective, it was giving
Sentinel a large loan of significant value thats being used for customers' benefit.

Trustee points out that BNYM had a contractigtht to require Sentinel to "take any and

Giorgio), 862 F.2d 933, 939 (1st Cir.1988). 53



all additional steps which [BNYMijequires[,]" to assure itselfah Sentinel has the right to
pledge customer-owned securities and had an undvered "first lien and security interest" in
pledged securities, including notifying third past@ obtaining their consent. No one at the
Bank took any action, e.g. speaking or emailing aotost, to confirm that Sentinel's customers
knew that their assets were being pledged as collateral. But BNYM had no duty to Sentinel to
take action, and in practici s difficult to see what B'YM's should have done under the
circumstances. In closing, Trustee (implicitcognizing the difficultyand impracticality of
direct contact with Sentineldients) argued that BNYM emplegs should have at least asked
Eric Bloom whether he had thetharity to pledge the securiiat issue or asked Bloom to
produce customer agreements authorizing teégd. But would such action have led to a
different result? BNYM had a clearing agreement representing that Sentinel had the right to
pledge the securities. The agreement wadfécte Sentinel's position on the issue. BNYM had
a ten-year relationship with Saml during which time it had no reason to believe that Sentinel
was acting inappropriately.

Throughout the litigation, Trustee maintaghthat Bloom, allegedly engaged in
misappropriation, was vague and misleading in hisaeses, and that agesult of Sentinel's
misconduct, BNYM was not entitled to rely on 8eal's representationsid warranties. It is
just too difficult to infer, in these circumstancésat had he been asked, Bloom would have said
that he had no authority to plge the assets. It is far madikely that Bloom would have
maintained that he was legally allowed to rehigpoate customer securities - something he did,
in fact, say during the April 10, 2006 conference cihbreover, the no-dion letter made clear

that "[c]lient FCMs do not obtain arédict interest in any particulaecurity or other investments

54



maintained in the Seg | or Seg Il Accounts. BIiIECM's share in the profits and losses on the
investments made by Sentinel on a pro-ragspd’ This would have made individual
assurances from clients with redado specific transfers of secties impracticable or impossible,
since none of the securities witlthose accounts could be tradedndividual investors. In
addition, BNYM employees knew that Sentinel was regularly audited by outside firms and
regulated by the NFA- facts from which BNYM employees did take comfort.

In Kham & Nate's Shoethe Seventh Circuit expressed its unwillingness to "to embrace
a rule that requires participants in commercahsactions not only to ke their contracts but
also do 'more’'-just how much more resting indlseretion of a [ ] judgassessing the situation
years later." 908 F.2d at 1357. Here, BNYMswmder no obligation to monitor Sentinel's
transactions, and to do so would have besarlg impossible given thspeed and number of
transactions involved in investment managengemerally. BNYM exasised its contractual
right to lien on the assets Sentipddced in the collateral account.is true that BNYM had in
its possession several pieces of evidence wkgbecially in light of the totality of the
circumstances, indicated miscontlutn fact, the circumstanseaised such a suspicion in
Rogers, but BNYM employees had little reasobétieve that they could not rely on the
representations and warranties emmed in the contract that Sentinel had the authorization of its
clients to pledge the securitiasissue. Even though Law a@thcciarelli possessed the forms
1-FR, they had no duty to study them for segtien violations (although BNYM's interests
would certainly have been served by doing aajl no reason to do so, in light of the
representations and warranties. BNYM may haeen negligent, but the transactions were

conducted at arm's length and in good faith.r tRese reasons, | find that BNYM's conduct does
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not rise to the level of eggious and conscience-shockiagd its claim should not be
subordinated.

Second, Trustee maintains that BNYM violatedltain provisions of the CEA. Section
6d(a) requires FCMs to segregatestomer assets. Trustee agytleat FCMs are specifically
permitted to invest commodity coesher funds in securities ancearequired to segregate those
securities even when they are not dealing tares. As such, the segregation requirements of
this section should apply. However BNYM dispuBsntinel's status as an FCM. Even though
it was registered as one, it was not acting as-daed is therefore not bject to the segregation
requirements of section 6d(affurthermore, BNYM argues, BNYMself was not subject to the
segregation requirements because Sentinel weeneCM, and because there was no privity
between Sentinel's FCM customers and BNYM.

The evidence demonstrates that Sentinesiciered itself subject to the CEA, and it
reaped the benefits of being registered as ai.FBNYM was aware of both of these facts. But
not only was Sentinel subject $egregation requirements, BNYWhas independently required to
segregate pursuant to section 6d(blhef CEA. That section provides:

It shall be unlawful foany personincluding but not limited to . any depository

that has received any money, securitiegroperty for deposit in a separate

account as provided in (Section 6d(a)(&)hold, dispose of, or use any such

money, securities, or property as mgng to the depositing futures commission

merchanbr any other personther than the customers of such futures

commission merchant.

7 U.S.C. 8§ 6d(b) (emphasis added). Accordin@rigstee, this sectiotioes not apply only to

depositories receiving monies frdaCMs, and to the extent that it does, Sentinel's Seg 1 clients -

all of whom were FCMs - wired money directlyBNYM. Privity is not required in order for

16 Sentinel was never engaged in soliciting or atiogmrders for the purchase or sale of any
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this section to apply. Even if BNYM's narrowtenpretation is correct, 8t@nel itself may be a
"person" that received commodity custorfards from a "depositing futures commission
merchant." In its amicus curiae memorandtim,CFTC agrees with the Trustee that (1)
Sentinel should be treated as an FCM;BR)YM is independentlyequired to segregate
pursuant to section 6d(b); (3) no ptyis required for duty to attach.

BNYM maintains in no way did it violate thgrovision of the CEA. It was not BNYM
that ordered the desegregation of the accountsertain circumstances (e.g., where it was
oversegregated), Sentinel was within its rggtat transfer excess funds, and it would be
impossible for a bank to determine whetheF&M was undersegregated. Sentinel warranted
that it had the right to desegregaustomers' securities and pledgem as collateral. Moreover,
BNYM placed no liens on any of the segregated accounts.

BNYM suggests that Section 6d(b) sipnprohibits it from liening on funds in
segregated accounts. Trustee and CFTC reastétutory language aspwsing a broader duty -
once the funds meant to be segregated are degosiey can only be used for the customer's
own benefit. The CFTC explains:

At a minimum, it prohibits a depositobank from ‘holding’or ‘disposing of’

commodity customer funds in a fashion tfatilitates or, a fortiori, actively helps

an account-holder’s misuse of such funflse language of section 6d(b) also

specifies that the depository’s duty witspect to the handling of segregated

commodity customer funds appliesth@ ‘money, securities, or property’

received for deposit in a segregated accotht.S.C. § 6d(b). Thus, the fact that

commodity customer funds may have b&amnsferred out oh segregated account

does not, by itself, dischargestdepository’s duty not to ‘hold, dispose of, or use’

the funds as belonging to someonieentthan the underlying customers.

Neither Trustee nor CFTC cite authority in support of this position.

The Trustee and CFTC do suggest thdiY®1 may be liable for aiding and abetting

commodity for future delivery. 57



Sentinel's breach of the CEA. In support, th& CIEites a 1979 interpretative letter which states
as follows:

[I]f a bank, with prior notice, permits @cquiesces in theithdraw[al] of

customers’ funds by a futures commission merchant for an unlawful purpose, the

bank would violate or be aiding andediting a violation of the [Commaodity

Exchange] Act. Although the scope oéthank’s responsibility in circumstances

of less than actual notice appears lesg clea believe it isertainly no less than

when dealing witlother trust accounts.
CFTC Interpretative Letter N@9-1 (Responsibilities of Banks Bepositories of Customers'
Segregated Funds), Comm. Fut. L. Rpt. (CCH) 20,835 (May 29, 1979). But the CFTC fails to
cite the preceding sentence whgtates: "There is no case ldiscussing whether a bank has
authority to assure that customers' fuads not misappropriated by futures commission
merchants.d.

Because BNYM violated no duty under the CEA, its conduct does not warrant the
subordination of its claim.

Third, Trustee maintains that regardlessvhether the CEA actually governed, BNYM

agreed to segregate Sentinel's custorsseta as part of the 1997 letter agreemenigustee

In March 1997, BNYM established segregatechaasd securities accounts for Segs 1, 2, and 3
in its Institutional Custody Division. BNYM signed letter agreements for each of Sentinel's Seg pools, in
which it agreed that Sentinel was an FCM subject to the CEA, that the assets in those accounts belonged to
customers and would be segregated, and that BNYM could not assert a lien over those assets (the “Seg
Letter Agreements”):

We propose to maintain accounts with yourselves, which shall be designated as
“Sentinel Management Group, Inc. Customer Segregated Funds . . . . In this account we, as futures
commission merchants, under the Commaodity Exchangeshall deposit money, investment securities,
and customer-owned securities. Such funds amemand securities deposited by or accruing to our
customers which are commodity customers. In addiibrinvestments shall be made in accordance with
the Commodity Exchange Act.

These accounts are being opened to thegprovisions of the Commodity Exchange

Act. This statute provides that such monesj [fegregated and treated as belonging to our

customers rather than as belonging to ourselaesarrying these accounts, you agree that the

funds in said accounts will not be subjecytair lien or offset for, and on account of, any

indebtedness now or hereafter owing us to you . . . . Furthermore, you agree that this letter shall
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maintains that these letters renmenn effect even after the@unts were transferred from the
bank's Institutional Custody Division to tBeoker/Dealer Services Division. In its
supplemental amicus curiae memorandum, thEsupports Trustee's position that by signing
the letters, BNYM was bound by the requirementsedftion 6d(b). In fact, had BNYM refused
to sign the letters, BNYM could not have served as Sentingltssdery bank. As recently as
2004, the CFTC confirmed that one necessary tiondio allow Sentinel to do business as a
money manager for other FCMs was the existefitle letters outlining BNYM's agreement to
segregate funds pursuant to the CEA. The evidpresented at trial demanates that Sentinel
was subject to the CEA, and that the segregdétters were in fadtinding agreements. But
even if they were binding agreements, BNYdM not violate them, and their claim against
Sentinel’s estate should not be subordinated.

Fourth, Trustee asserts thetder the IAA, BNYM "had botla direct obligation" and "an
obligation not to subvert the IAA segregatiogqugement.” A plain rading of the relevant
section suggests that only irsiment advisors and not deposigrhave duties under the 1AA.
That section reads:

If you are an investment adviserregistered or requireith be registered under

section 203 of the Act (15 U.S.C. 80h-B)is a fraudulent, deceptive, or

manipulative act, practice or courseboisiness within theneaning of section

206(4) of the Act (15 U.S.C. 80b-6(4dr you to have custody of client funds or

securities unless [the finds are maintaibgd qualified custodian in segregated

accounts].

17 C.F.R. 8§ 275.206(4)-2(a) (emphasis addddystee derives BNYM’s duty from a

parenthetical reference in a footnote of a 2009 notice of proposed rulem&kistpdy of Fund

supersede any other documents related to this account that conflict with the terms of this Letter.
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or Securities of Clients by Investment Advis2f99 SEC LEXIS 1645, at 5 n.4 (May 20, 2009).
There, the SEC suggests that the requiremenfuhds be maintained with a qualified custodian
protects customers because such “institutions' custodial activities are subject to extensive
regulation and oversight.” In the relevant foate, the SEC notes thaanks have adequate
systems in place to monitor risk in custody sexgiareas and ensure segregation of customer
accounts. While this note lays out importatification for the requement of a qualified
custodian, | do not see how the 1AA diredtlyposes a duty on BNYM. BNYM'’s claim cannot
be subordinated on this basis.

Fifth, Trustee contendsdhpursuant to industry praat, BNYM had custodial
obligations where special deposit® involved. But only seggated accounts arguably qualify
as special deposits, not the clearing accountshwkere lienable. Therefore, even assuming
that banks are "absolutely prohda from asserting a lien ovassets deposited in a special
purpose account,” BNYM did not vitle that prohibition becauseait no time liened on assets in
the segregated accounts.

Sixth, Trustee asserts tHBNYM was on notice of fastindicating a diversion of
customer assets and haduwdy to investigate. Iherner v. Fleet Bank, N.A459 F.3d 273, 287-
88 (2d Cir. 2006), the Court held that a bankokthas actual or constructive knowledge of the
diversion of customer assets “may be liable fatip@ation in [such a] diversion, either by itself
acquiring a benefit, or by notice or knowledgatth diversion is intended or being executed.”
The Court explained that “[a]s a generalti®g a depositary bank has no duty to monitor
fiduciary accounts maintained a tbranches in order to safegdidunds in those accounts from

fiduciary misappropriation. The bank has the righpresume that the fiduciary will apply the
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funds to their proper pposes under the trustd. at 287 (citations and quotations omitted).
However, “a bank may be liable for participatiarfsuch a] diversiorgither by itself acquiring
a benefit, or by notice or knowledge thatigersion is intended or being executed.” (qQuoting

In re Knox 477 N.E.2d 448, 451 (N.Y. 198%¢l. “Having such knowledge, [the bank is] under
the duty to make reasonable inquindsendeavor to prevent a diversiold” (emphasis added);
accord Matter of Knox64 N.Y.2d 434, 438 (1985piamore Realty Corp. v. SterB55

N.Y.S.2d 206, 207-08 (App. Div. 2008jome Sav. of Am., FSB v. Amqr661 N.Y.S.2d 635,
639-41 (App. Div. 1997). According to Trust&NYM’s knowledge that (1) it was lending
Sentinel hundreds of times in excess of its neitalapn a nightly basis; {4t was accepting as
collateral securities that wete be segregated; (3) massive amounts of securities were
transferred out of segregationdanever back in; and (4) Sentivehs making misrepresentations
to customers and regulators, wasggtoto trigger a duty to investigate.

BNYM maintainghatLernerdoes not apply here becausgusly exists only if the “sole
inference” from a customer’s action is thasitnisappropriating customer funds. Moreover,
Lernerinvolves a negligent failu® detect misappropriation, which Sentinel admits is
insufficient for equitable subordination. In itsfelese, BNYM further argues that (1) Sentinel
agreed that it was acting lawfuland with authority; (2) BNYM did not know how Sentinel used
the loan proceeds; (3) Sentinel made generalodises that it might use some leverage in some

manner; and (4) no other regulatdrodies caught the fraud.

BNYM'’s actions or inaction cannot suppequitable insubordination unless it is
egregious or conscience shocking. Negligence,wiBithe most that can be said of the conduct

at issue, does not satisfy the requirements of equitable subordination.
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C. The Harm to Sentinel

In making my finding in this case, | havensidered what damages were caused by the
conduct of the Bank. | do this partly to weigle #quities involved isubordinating the entire
lien the Bank holds. Trustee asks in equitya@ubordination of the engity of a lien, which |
do not find to be an equitable result. e ttourse of reaching this conclusion | made a
calculation of the amount of theehi that should be subordinatédrustee prevailed, and | find
it prudent to include the calculation in this ordéris, of course, possielthat a reviewing court
may conclude that BNYM should be held liabla the event it doexo, the existence of a
damage calculation might, under certain circuntanspeed disposition of the case as a whole

without the necessity for a hearing on remand.

Trustee argues that BNYM's conduct cordd an unfair advantage on the Bank as well
as caused harm to creditors. While it is true thatBNYM liens placed assets out of creditors'
reach, BNYM did provide significant (if not full) value in exchandereceived relatively little
advantage in such an exchange. BNYM bergtfitem the interest it received in association
with the loan, which totaled nearly $4 million dugithe summer of 2007. This benefit is almost
negligible to an institution of BNYM's size, and tila to the risk of théoan, even in light of

the facts of which BNYMemployees were aware.

| assumearguendathat beginning on June 26, BNYMIse of customer assets to pay
down the loan further damaged creditors. Inoaesp, BNYM notes that it was fully secured at
the time, and there was no harm to creditorsd S@ntinel gone into bankruptcy at the end of
June, BNYM would have been fully secured avalild have recoveredéhull loan balance.

And finally, according to Trustee, Sentinel'dyJ81 transfer from the Seg 3 account to the
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lienable clearing account injured Seg 3 customBrg. just before the transfer, Sentinel had
segregated $512 million in the Seg | accoBe#cause the liquidation plan in this case
contemplates pro rata distribution, the Seg 3arusts will benefit just as much as the Seg 1

customers.

Trustee claims that creditors were disomed when BNYM continued to lend to
Sentinel after June 29, 2007. Had BNYM refuselkhal to Sentinel, Sentinel would have been
forced to liquidate, and credits would have been spared het losses attributable to the
diminution in value of certain securities. BNYihbtes that this “deepening insolvency” theory
of damages has been disfavored by soougts. As the Seventh Circuit notedAehribach v.
Ernst & Young LLPthe theory makes little sense “to hiability on a third party for lending or
otherwise investing in a firmnal as a result keeping it goinghen ‘management ... misused the
opportunity created by that investment.... [T]fi@anagement] could have instead used that
opportunity to turn the compamyound and transform it into a pitable business. They did not,
and therein lies the harm to [the compafiyf93 F.3d 905, 908-09 (7th Cir. 2007) (citing and
guotingSeitz v. Detweiler, Hershey aAdsoc., (In re CitX Corp.#48 F.3d 672, 678 (3d
Cir.2006)). But these cases do not involvenatafor equitable subordination, or the kind of

misconduct alleged here, and were not intended to so apply.

In this case, it is true that BNYM gave $agl cash for the securities and it was Sentinel
insiders who used the cash for their ownpmses. BNYM had no hand in determining how
Sentinel used the loan proceeds. The direct aafuhe harm to creditors came from Sentinel.
But BNYM can, in an uncommon sense, be cagrad the proximate cause for the reason that

had Sentinel insiders been unable to use thaifeswas collateral, Sentinel would not have
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received the loan.

BNYM's expert atial testified that the delay inquidating the securities caused little
additional harm to Sentinel's customexnsd that any damages in this case ameigienis at best.
Trustee's expert, Feltman, presented two mettomdseasure harm to creditors. The first is
simply that customers were damaged inghwunt of BNYM's final lien ($312 million plus
interest), and that subordinai of BNYM's entire claim is apppriate, but | disagree. BNYM
was not the sole cause of harm to creditorsvalt Sentinel that took the cash and used it for its
own relatively risky purposes. BNYM had no hand in how the loan proceeds were used. In
addition, the parties who stand to benefit fromp anbordination are sophisated investors such
as FCMs and hedge funds, who had substantial sums at stake. In fact, Discus Fund had invested
more than $500 million by the end of 2006. These parties had signed agreements that disclosed
that Sentinel might employ a leveraged investhstrategy. Many of them had requested and
received audited financial statements, and BNY®&Kpert Professor Cornell testified that any
sophisticated investor could have deduced@ss than thirty minutes that Sentinel was

employing a leveraged strategy. Thasestors did little diligence.

Trustee's second method, the liquidatibardall method, is more appropriate to
determine damages here. This method attempts to measure the incremental harm to customers
between various knowledge dates (dates bighvBNYM, one hypothesizes, was on actual or
constructive notice of the misusécustomer securities, shouidve declared a default and
begun liquidation, selling enough collateral to payvn the loan and returning any excess to
Sentinel) and various trigger dates (dates whenTrustee would have been able to begin

liquidating the portfolio).
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The analysis conducted by Feltman, howevegreaps to be flawed in that it compares
hypothetical prices on the knowledge date agaimsv#hue of the actuglortfolio on the trigger
date - a portfolio which, by the time of the triggkates, was substantially liquidated at actual,
not hypothetical price¥. Citadel had purchased $370 millionsafcurities at a price that was
10.2% off the market price. By then, repo coypaeties had already liquitkd their collateral at
prices which yielded little equitior Sentinel, again deviatingdm hypothetical market prices.
Such a comparison yielded a range of htoroustomers from $323 million to $364 million

depending on the knowledge and trigger dates used in the analysis.

BNYM's expert, Professor Cornell, condext the same analysis using the same
knowledge dates, but trigger dates that werevd&ks from the knowledge date, to account for
the time it would take for a court-appointeduciary to obtain authority to liquidate the
portfolio. This analysis used a 10.2% discount @ssin the sale to Citaljeand the trigger date
preceded the sale to Cita@eld the liquidation by repo counterparties. The calculations
demonstrate no damages. Cornell appliediibeount because the same discount was actually
applied in the sale to Citadel, but Trustdestaissue with its, claiming that the Citadel
transaction "was not an arm's-length transaatmrducted by trustee, bwas a coerced fire-sale
conducted by a crook who acceded to pressuredufatrs in a vain attempt to curry favor and
hide his wrongdoing." For this reason, Trustentains that no discoushould apply, or, any
discount should be limited to 3%, resultingte subordination of $240 million. But this figure

appears to be arbitrary, and Trustee prisseo support for the use of a 3% discount.

18 The two trigger dates chosen - October 18, 2007, and December 14, 2007 - are the date of the
first turnover of assets to Trustee and the datéadh&ruptcy court entered an order permitting the Trustee
to begin selling property of the estate, respectively.
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These calculations present a significantstjoe: what discount should apply and why?
There is little evidence in theaerd that answers this questioRor this reason, | am persuaded
to calculate harm using yet ahet model created by Cornell, whkdre calculated the liquidation
value and shortfall using hypothetical model gsion three dates: May 31, 2007 (a knowledge
date used by Feltman), June 29, 2007 (a kydelate used by Feltman), and August 14, 2007
(the date BNYM called the loan). The rargféharm using this method ranges from $37,543,407

to $61,592,452.

The calculations demonstrate that thiéedence in shortfall between a May 31, 2007
liquidation, a June 29, 2007 liquidation, andfargust 14, 2007 liquidation. The value of
Sentinel's portfolio on August 14, the day BM called the loan, was $61,592,452 less than it
was on May 31. Assuming, as Trustee argtined,by June 1, 2007, BNYM employees should
have known that Sentinel was npgaopriating customer securitighjs is the calculation that
would apply had BNYM stopped lending on May 3% tlalue of the secuies that day would
have been approximately $62 million more thia@ value on August 14, when the Bank called
the loan. This was the harm the Bank caused by continuing to lend, as well as the $4,699,796.67
in interest it secured for itsetiat summer. If | assumeahBNYM should have known of
Sentinel’s fraud by June 1 and should be fialde for its failureto call the loan, the

$66,292,248.67 of the Bank's claim should be subordinated.

By June 13, Rogers had expressed his susptbat the collateral was not Sentinel's to
pledge, despite not having seen the 1-FRghich Law and Ciacciarelli had access. Trustee

argues in the alternative that at that poid,YB8/1 employees should have taken a closer look at

19| am assuming for the purposes of calculating harm that some discount would have had to apply
when liquidating a portfolio as large as Sentinel’s in a relatively short time frame and given that the time
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the 1-FRs and noticeddhreported segregation violation&ccording to Trustee, on June 29,
when BNYM was taking a closer look at thdlateral it was holding ashdeciding whether or
not to accept as collateral the physical secungested by Sentinel, ihsuld have been in a
position to understand the ext@itSentinel’s misconduct. The value of Sentinel’s portfolio on
June 29, was $37,543,407 less than it was on Adgustnd during this period, BNYM secured
for itself $2,894,507.80 in interest. Assuming tBaAtYM employees should have known of
Sentinel’s fraud by June 29 and should be held liatlés failure to call the loan by that date,

$40,437,914.80 of BNYM'’s claim should be subordinated.
[V. CONCLUSIONS OF LAW
1. This Court has jurisdiction under 28 U.S.C. § 1334(b).

2. The June 1, June 26, June 29, July 17 alyd31utransfers were not fraudulent and

cannot be avoided.
3. The June 29 and July 31 transfers westpreferential andannot be avoided.

4. BNYM'’s lien on Sentinel’s estate issigevalid and not subject to equitable

subordination.
V. COUNTERCLAIMS

Defendants filed a counterclaim seekiragldratory judgment th&efendants have a
valid, first-priority, perfected secitly interest in the lien that ihe subject of the litigation.
Defendants also allege breach of contract (basdtie falseness of Sentinel’s representations
and warranties), request indemnification for atéys’ fees and expess, and, if liable to

Trustee, request a setoff of any damages dueetBdink as a result of Sentinel’s alleged breach

market conditions were in flux and the subprime moggage crisis was well under way.



of contract and indemnificatioof fees and expenses. The t@alount of Sentinel’s outstanding

indebtedness to BNYM is $312,247,000.00.

On June 27, 2009, Trustee answered the cldotshere has been no briefing since then
and they were not addressed in the post-triaffarAlmost all of the counterclaims, except for
indemnification, are the converse of the Teass claims. However, | am severing the
counterclaims and decline to rule on indemnification at this time as it is my intent to enter my
findings in this order as final pursuant to Fetl®&ale of Civil Procedwr 54(b). This appears to
reflect the will of the parties as demonstratgdhe fact that aside from the counterclaims
themselves and an answer to those claimsg thas been no other filiran these claims or any
arguments directed to them. | conclude BidtYM has essentiallput its counterclaims on
hold, pending the outcome of the trial.

ENTER:

e B 2o

es B. Zagel
nited States District Judge

DATE: November 3, 2010
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