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UNITED STATES DISTRICT COURT
DISTRICT OF MINNESOTA

Michael S. Dietz,
Plaintiff,
V. Civil No. 12-1628 (JNE/JJG)
ORDER

Irwin L. Jacobs et al.,

Defendants.

Nicholas H. Callahan and Kelly W. Hoverstgppeared for Plaintiff Michael S. Dietz.

Geoffrey P. Jarpe and Dawn C. Van Tassel appeared for Defendants Irwinlis, Jexobs
Management Corporation, Jacobs Trading, LLC, John Paul DeJoria, and Operationdass, |
Courtney M. Strean appeared forf@adant Tom Grimmett.

Plaintiff Dietz* is the Chapter 7 Trustee for debtors Genmar Holdimgs(“Genmar
Holdings”), Genmar Michigarl,LC, Genmar Tennessee, Inc., Triumph Boats, Inc., and Wood
Manufacturing Company, Incjl of which filed bankruptcy petitiong the United States
Bankruptcy Court for the District of MinnesdtaAt the time of its filing on June 1, 2009,
GenmarHoldingswas the parent company at the tdithe corporate structure which the other
debtors were subsidiaseIn his capacity as trusteRietz filed adversary proceedingsthe
Bankruptcy Courtigainsthe individual Defendanis this actionon behalf of the bankruptcy

estates oparticulardebtors® seeking to avoid certain alleged preferential and fraudulent

! Charles W. Ries initiallgerved agrustee and his name appears on several of the

submissions related to the present motions.

2 The bankruptcy case number for each debtor is as follows: Genmar HoldingBkyc. —
No. 09-43537 (DDO), Genmar Michigdn,C — Bky. No. 09-43543 (DDO), Genmar
Tennessee, Ine. Bky. No. 09-43544 (DDO), Triumph Boats, Inc. — Bky. No. 09-43550 (DDO),
and Wood Manufacturing Companinc.— BKky. No. 09-43556 (DDO).

3 The adversary proceeds are as follows: Adv. No. 104672 (Genmar Holdings, Ine.
Irwin L. Jacobs); Adv. No. 11-04676 (Genmar Holdings, Indaeobs Management
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transfers by the debtqras provided for by 11 U.S.C. 88 547 and 548. The Bankruptcy Court
consolidated those adversary proceedimgsl then transferred them, pursuant to Bankruptcy
Local Rule 50113(a)(1),to theUnited States District Coufbr the District of Minnesotéor a

jury trial.

Presently before the Court are two motions seeking to exclude expert tgstjfr)an
motion filed by Defendants Irwin L. Jacobs, Jacobs Management Corporation, Jeaxdibhg, T
LLC, John Paul DeJoria Family Trust, and Operation Bass, Inc. to excludstiheotey of
Harold A. Schaeffer and (2) a motion filed by Plaintiff to exclude the testimbAythur H.

Cobb. For the reasons stated below, the Defendants’ motion is denied and the Plamtiifs
is granted in part and denied in part.
DISCUSSION

In Daubert v. Merrell Dow Pharmaceuticals, In&09 U.S. 579, 597 (1993), the
Supreme Court confirmed that the Federal Rules of Evidence “assign tolthelgethe task of
ensuring that an expert’s testimony both rests on a reliable foundation aedasitréo the task
at hand.” More specificallysederal Rule of Evidence 702 governs the admissibility of expert
testimony. It provides that

witness who is qualified as an expert by knowledge, skill, experience, training, or

education may testify in thferm of an opinion or otherwise if:

(a) the expert’s scientific, technical, or other specialized knowledgéaelgithe trier of

fact to understand the evidence or to determine a fact in issue;
(b) the testimony is based on sufficient facts or data;

Corporation); Adv. No. 11-04681 (Genmar Holdings, Inc. — Jacobs Trading, LLC); Adv. No. 11-
04675 (Genmar Holding#c. — John Paul Deloria, in his capacity as Trustee of the John Paul
DeJoria Family Trust)11-04668 (Genmar Holdings, Inc.Fem Grimmett, in his capacity as
Trustee of the JP Nevada Trust); Adv. No.QUI~15 (Genmar Holdingsn¢.— Operation Bass,

Inc.); Adv. No. 11-04695 (Genmar Michigan IncOperation Bass, Inc.); Adv. No. 4722

(Genmar Tennessee, IreOperation Bass, Inc.); Adv. No. 11673 (Wood Manufacturing,

Inc. — Operation Bass, Inc.); Adv. No. 716 (Triumph Boats, Ine: Operation Bss, Inc.)

4 The proceedings were consolidated under Adv. No. 11-04672.
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(c) the testimony is the product of reliable principles and methods; and
(d) the expert has reliably applied the principles and methods to the féotsaaise.

Fed R. Evid. 702.

Thefactors that a district court may consider in makiglgability and relevancy
determinations include: “(1) whether tfexpert’s]theory or technique can be or has been tested;
(2) whether the theory or technique has been subjected to peer review or publicatidret (&)
the theory or technique has a known or potential error rate and standards controlling the
technique’s operation; and (4) whether the theory or technique is generaiyeatn the
scientific community.” Russell v. Whirlpool Corp702 F.3d 450, 456-57 (8th Cir. 2012iting
Daubert 509 U.S. at 593-94)But the“evidentiary inquiry is meant to be flexible and fact
specific, and a court should uselapt, or rejedDaubertfactors as the particular case demands.”
Unrein v. Timesavers, Inc394 F.3d 1008, 1011 (8th Cir. 2005). Asdaas the expert’s
profferedtestimonyappeas reliable and relevant, no single requirement for admissibility exists.
Id.

The “traditional and appropriate means of attacking shaky but admissitbbmes” are
“[v]igorous crossexamination, presentation of contrary evidence, and careful instruction on the
burden of proof.”Daubert 509 U.S. at 596. THeaubertinquiry should thereforéocuson
“principles and methodologyather tharon the “conclusions that they generatDaubert 509
U.S. at 595. Similarly, the factual basis of an expert’s opinion generally ‘goles tredibility
of the testimony, not the admissibility, and it is up to the opposing party to examiiaettired
basis for the opinion in crogs«amindion.” Bonner v. Isp Techs259 F.3d 924, 929-30 (8th Cir.
2001)(internal quotation marks omitted).

With these principles in mind, the Court turns to each of the two motions.



1. Moving Defendants’Motion to Exclude Harold A. Schaeffer

Harold A. Schaeffer has over #8ars ofexperience in the credit and banking field and is
president of D & H Credit Services In®ocket No. 152 at7.> Defendants’ motion relates to
two expert rebuttal reports, both dated November 26, 2012, that Mr. Schaeffer submitted in
connection with tha@dversary proceedisgagainst Defendants. One repmceris Defendant
Jacobs Management Corporat{édMC”) and the other fates to Defendant Operation Bass,
Inc.® Docket N@. 15-2, 15-3. The Defendants not challenge Mr. Schaeffer’s qualification
but contend that his proposed testimony should be excluded for lack of reliability.

A. Overview of Mr. Schaeffes Proposed &stimony

Defendants’ motion focuses on MBchaeffer’s opinions relad¢o certain defenses under
11 U.S.C. 8 547(c) to the Trustee’s claims seeking to avoid preferential transheles. 111
U.S.C. § 547(b), a trustee may “avoid” certain preferential transfers nyaalddbtor in the time
leading up to the debtor’s bankruptiling and when “a preferential transfer is avoided, the
transferee generally must disgorge the amount of the transfer and retuheitlabtor’s estate.”
Gulfcoast Workstation Corp. v. Peltz (In re Bridge Info. $Sy€ly F.3d 1076, 1079 (8th Cir.
2006). Certain transfers, however, may not be avdigetie trustee For example, the
provisions of 8 547(c)(1) and (c)(4) protect from avoidance transfers made in connetttion w
“new value” to the debtor that meet certain conditions. The provision of § 547(c)(2) grevent
avoidance of a transfer maufethe “ordinary course of businesatid specifically

to the extent that such transfer was in payment of a debt incurred by the debtor in the

ordinary course of business or financial affairs of the debtor and the transfereggtand s
transfer was

> References to page numbers in citations are to numbers that appear in thegl ket

on each page rather than to page numbers of the undethytugnent itself.
6 The parties refer to a third report relating to VEC Technolog®.LThe proceedings
involving VEC Technology are not before the Court and so that repomatibe evaluated
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(A) made in the ordinary course of business or financial affairs of the debtor and the
transferee; or
(B) made according to ordinary business terms;

Beforecertain amendments to § 547 in 2005, “thé between the text that is now
labeled (A) and (Bin 8§ 547(c)(2) was an “and” and a showing on both conditions had to be
made to establish tlerdinary course of businedefense.See, e.gGulfcoast 460 F.3cat 1079.
Following the 2005 amm@iments, a party asserting the defense can prevail by demonstrating
either one.Stevenson v. Turowski & Son Funeral Home, Inc. (In re Noyd&2)B.R. 619, 621
(Bankr. E.D. Mich. 2011). The transferee bears the burden of establishing the crdiraepf
business defense by a preponderance of the evid&uoast 460 F.3d at 1079. No precise
legal test exists for the ordinary course of business defense and “the astugngage in a
peculiarly factual analysis.Harrah’s Tunica Corp. v. Meeks (In re Armstrong®1 F.3d 517,
527 (8th Cir. 2002) (internal quotation marks omitted). Condition (A) has been referred to as a
“subjective” prong and condition (B) as an “objective” test. The objective preagites the
transferee to prove that the business terms are in accordance with indusicg,pratsimply
that they are in accordance with the practice between the debtor and the gaasigthe
transferee is required to “produce evidence of an independent, objective standardauftibespr
of the relevant industry.'Gulfcoast 460 F.3d at 1079.

Mr. Schaeffer’s expert reports respond to the reports of Defendants’,épgrDavis,
on their defenses to the Trustee’s claims under 88 547-548. Mr. Davis’s report coniterning
claims against JM@ the only report submitted in connection with the present motion and so the
Court focuses on the two experts’ analyses as to JMC for background puripostsvant part,
the reports address certain transfessn debtor Genmar Holdings to JMC during the gaear

period before Genmar Holdings’ bankruptcy filing.



For the ordinary course of business defeNseDavis’s report presents an analysis
under the subjective prong of 8 547(c)(2). He usedices reflecting the payment history
between Genmar Holdings and JMC to determine the ordp@nyent time range or “grace
period” from the invoice date to payment date. Docket No. 22-1 at 17-19. Hetbesnced
industry statistics on typical payment ranges from the Rizkagement AssociatigiRMA) to
“corroborate” the results arabntends that they generally support his analysis of the standard
range between the parties, i.e. the standard subjective rieh@ge.19 He then appliethe
transfers at issue from the preference period to separate out the oneswigtantiard
subjective rage and those outsia¥ it to arriveat his conclusion of the amount subject to
recovery after accounting for the ordinary course paymédisit 20. He next did a new value
assessment to reach his final figurés.

Mr. Schaeffer’s report preserttee analysis under each of the two prongs of § 547(c)(2),
i.e. the subjective and objective mgs. Although the complete reports with exhibits were not
submitted, the main repargarding payments from Genmar Holdings to JiMflects that Mr.
Schaeffer did a similar analysisir. Davis’s based on the parties’ payment history, but using
slightly different numbers to arrive at the typical subjective payment pemge.raDocket No.
22-4 at 15-17.Mr. Schaeffethen analyzed the transfers sdue from the preference period to
determine the payments that would fall outside the typical rargkin his opinion, therefore
would not qualify for an ordinary course of busindefense I1d. That forms theubjective
prong analysisn Mr. Schaeffées report Id. The report next useéee RMA figures to set the
typical industry payment date range and analybhe transfers at issue against the industry range
to arrive at the amounts that were not in the ordinary course by industry staridards.to

new value, Mr. Schaeffer adopted the position that JIMC should not be entitled to any credit



because it “is impossible to calculate the new value to which Defendant maytled entder
the Bankruptcy Code.” Docket No. 22-4 at 15. He nonetheless computed the final amount “[i]f
the Court determines that the Defendant has adequately proved its new value’dédeasd.Q

So the expert reportiffer in thatMr. Davis does not proffea separate calculation under
the objective pronfpr IMC, even hough he did the analysis as a check on his subjective-prong
numberswhile Mr. Schaeffer does put forward the objective prong calculation. Both experts,
nonethelessrrive at numbers that are fairly close to each otliée total transfers from
GenmarHoldings to JMC for potential § 547 consideration amounted to $3,044,151 for the one-
year period prior to filing of the bankruptcy petitioklr. Davis concludeghat after excluding
ordinary course payments, the amount for further consideriat®in612,185 anir. Schaeffer
concludest to be $1,626,206 (subjective prong) or $1,541,108 (objective prong). Docket Nos.
22-1 at 20, 22-4 at 10After the new value analysisjr. Davisarrives at an amount of $313,293
and Mr. Schaeffer's amount is $313,307 (both prongs), although he maintains the position that
the new value exemption should not be applied. Docket Nos. 22-1 at 20, 22-4 at 10.

Mr. Schaeffer’s expert report for Defendant Operation Bass similabepts his
analysis of its 8 547 defenses. The report covers transfers to Operation Baai fixem
debtors. Docket No. 18-at11-12. For each debtor, Mr. Schaeffer computes the amount that he
contends can be avoided by the Trustee under the subjective prong and under the olgagtive pr
of § 547(c)(2).1d. It also presents the amounts that would be recoverable “[i]f the Court

determines that the Defendant has adequately proved its New Value Defense.”

B. Moving Defendants’ Arguments for Exclusion of Mr. Schaeffer’'s Testimony
TheDefendants seek to exclude Mr. Schaeffer’s opinions in their entirety. Docket No.

13 at 18-19. They contend that Mr. Schaeffer’s opinions are unrediafaake three



arguments for exclusion. None of them, however, warrant precluding Mr. Sclemfier
testifying
I.  Mr. Schaeffer'dJse ofRMAData

Defendants contend thislr. Schaeffer’s reliance on data frdRMA'’s yearly report to
determine industry norms on the “payment date range,” without any independentoaltati
additional evidence renders his opinion unrelialide.at 1313. They note that the RMA
characterizes its statistics as providiggneral guidelines” and not “absolutelustry norms.
See igd Docket No. 157 at4. They contend that other courts have found that RMA data is not
entitled to much weightDocket No. 13 at 11-13.

While Defendants point toertaincaveats that RMAnicluded in its publication “The
Annual Statement Studies: Financial Ratio Benchmaf39-2010,” the same document also
claims that RMA is the “most respected source” of industry information ant{fijloa over 88
years, RMA'sAnnual Statement Studfekas been the industry standard for comparison
financial data.” Docket No. 15-7 at 3. #the Trustee notesxperts have used RMA data
other cases and contextghoutthe mere fact of thatserendering thexpert testimony
inadmissible.See, e.gBlue Cross & Blue Shield of Minn. v. Wells Fargo Bank, NCA/. No.
11-2529, 2013 U.S. Dist. LEXIS 78018, at *10-11, *22-24 (D. Minn. June 4, Z@8&8lining to
exclude expert testimony that used RMA daBgrber v. Murphy (In re Patriot Seeds, Ind\o.
03-842172010 Bankr. LEXIS 294at *61-72 (Bankr. C.D. Ill. Jan. 20, 2010) (considgr
expert testimony that relied on RMA data, but ultimately finding it insufficient to meet the
transferee’durden of making a showing on the objective prong of 8 547(c)(2) because it did not
correspond to the relevant narrow industiigyen in the casthat Defendants cite in which Mr.

Schaeffer’s opinion was ultimately excludegla bankruptcy appellate pariet grounds



inapplicable herghe kankruptcy udge called the RMA “a wektstablished source for credit
information”” Kaye v. Agripool, SRL (In re Murray, IncNo. 304-136112007 Bankr. LEXIS
4957, at *14-15 (Bankr. M.D. Tenn. Oct. 9, 2007).

Defendants point teeveralkcases that they contend support their position. But none of
those cases stand for the proposition that use of RMAbgatself renders an expert opinion
inadmissible.DocketNo. 13 at 10-13. They only show that certain applications of RMA data
maybe inappropriatan the context of a casw insufficient to meet a party’s burden of proof
under the circumstances involvekh Coleman v. American Concrete, Inc. (In re Sportsman’
Link, Inc.) No. 07-104542011 Bankr. LEXIS 2588, at *8-15 (Bankr. S.D. Ga. May 24, 2011),
the bankruptcy judge primarily criticized an expert's methodology of valuirgpeods
inventory by reducing its balance sheet value to yield the industry norm in turatioeas
measuredy RMA data. Significantly, the judge did not strike te&pert’'stestimony as
requested, but found it was entitled to “little weight” because of the methodology &ablires
“to answer the crucial question of how inventory which [the expert] valued at $245,291.00 in
December of 2007 sold for $960,105.19 in October of 20@&leman 2011 Bankr. LEXIS
2588, at *14-15.In Lightfoot v. Amelia Mdtime ServiceqIn re Sea Bridge Marine, InG.412

B.R. 868, 875-76 (Bankr. E.D. La. 2008), the bankruptcy court founahsferee’sxpert’s

7 In Agripool, Mr. Schaeffer submitted an opinion for the defendant trasesf@nd had
used RMA data on the industry range for domestic transactions, but the partiesdmabie
the relevant transactions internation8eeMurray, Inc. v. Agripool, SRI (In re Murray, Ing¢.)
392 B.R. 288, 299 (B.A.P. 6th Cir. 20081r. Schaefér made certain adjustments to the RMA
numbers to reach a conclusion on the industry range for international transalction#ile the
bankruptcy judge found his approach acceptable, the Sixth Circuit Bankruptcy Appelieel
found that his adjustments were based on speculation rather than reliable inioahatit
international transactiondd. at 300-302. Thus, the opinion did not criticize the reliability of
RMA data as a general matter, but rather the particular application of domd#iddta with
speculative adjustments to account for the international character of trecti@ms at issue. No
such concern has been presented here.



analysis of the therequired objective prong of the “ordinary course of businessg&ptiontoo
“one-dimensional” and insufficient “to establish the industry practice with deigamarine fuel
supply credit arrangemeritdecause it only focused on timelustry receivables collection
period. The court did not find thestimony inadmissible because the expert had revi&iba
data, but concluded that the defendant had failed to establish an industry bertohmeskits
burden of proof of establishing the ordinary course of buseraseption. Lightfoot 412 B.R. at
876. In Terry Manufacturing Co. v. Bonifay Manufacturing (In re Terry Manufacturing Co.)
332 B.R. 630, 633-34 (M.D. Ala. 2005), the court did not excarddgestimonyor criticize
reliance on RMA data, but rather accepted statistics from RMA and anothee ssugvidence
of the industrypayment periodangein making a determination that the relevant periods for the
debtor and defendant were significantly beyond the normal industry range.

The questiontherefore is whether Mr. Schaeffer’s particular application of the RM& dat
in the context of the present case renders his opinion on the objective prong of the analysis unde
8 547(c)(2) so unreliable as to be inadmissible. The Court does not find that it does.
Defendants’ expert used the RMA data as a “sanity check” for his subjectivegmalygis.

While Mr. Davis did not use the RMA data in the same way as Mr. Schasdtasér. Davis
did not proffercalculationsunder the objective pronlylr. Davis'sreference to the data
nonetheless confirms that he did not find any issues with it that might render it inggprtpr
consideration in the context tifis case Moreover, the number resulting from Mr. Schaeffer’s
analysis under the objectivegmngfor JIMC does not deviatgreatlyfrom the numbers that both
experts arrived at under the subjective prong.

The section of the RMA report that Defendaguiete in its entirety lists severaasons

why the dataray not bdully representative of a gen industry.” Docket N. 13at 3
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(emphasis added] 5-7 at 4-5. Defendants have not identified any basis for finding that any of
the potential issues with RMA data in fact are present in the data set on whighhdeffer
reliedto such an extent that renders his opinion unreliable. While additional sources of
information mightstrengthen or increase the persuasive power of his analysis under the objective
prong, the Court does not firtldathis reliance on RMA datalone,to determine the typical
industry payment date range, renders that determination and the resultutgtical¢so
fundamentally unsupported” such that Mr. Schaeffer’s testimony must be exclbeled@onner
259 F.3d at 929-30.
ii.  Standard Deviation Used r. Schaeffer

Defendants criticize Mr. Schaeffer’s use of a standard deviation of 1 in hitatalcwf
the normal paymergeriod range fohis calculation under the subjective prong of the ordinary
course of business exception of § 547(c)(R).calculate the subjective grace period range based
on the debtor and transferee’s transaction history, Motlschaeffer and Mr. Davidid the
following: took certainpayment time periods from historical transactions between the parties;
found the median time period of days X; and then determined the two numbers that are a
particular standard deviation away from X in either direction to arrive at thenammand
maximum values that make up the range. Mr. Schaeffer used a standard deviation ef 1, whil
Mr. Davis used a standhdeviation of 1.5.

Defendants contend that Mr. Schaeffer lackedlagyimateexplanation for his choice
of a standard deviation of 1. In his report, Mr. Schaeffer noted that his consulting cdmpany
used that deviation in over 400 some cases and it “is generally considered to provide a mor
accurate assessment of what is the ordinary payment rabDgeKet No. 224 at15-16. At his

depositionMr. Schaefferconfirmed his opinion that it is@nservative and reasonable approach.
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DocketNo. 154 at12. In other words, in his professional judgment and based on his
experience, he considered a standard deviation of 1 to be appropriate.

Defendants do not point to any basis for finding that determination unreasonable or
otherwise unreliable. Their expert, Mr. Davis, used a standard deviationwaiti &claim that
“[i]t is common for statisticians to use 1.5 standard deviations to meesmtistically significant
departures from the meanDocket No. 22-Iat 19 While the experts disagree on the
appropriate standard deviation to use, Mr. Schaeffer’'s use of a more consenwatbhar does
not appear unreasonable. Defendants do nat pmany material that suggests otherwise.

iii.  Mr. Schaeffes Evaluation of thévidence

With its last criticism, Defendants lewlyreedifferent complaints against Mr. Schaeffer’s
proposed testimony. But none of them amount to anything more than disagreements about the
evidence and his evaluation of it. The first two will be more appropriately handlegdlthrou
“[v]igorous cross-examination, presentation of contrary evidence, and castfulction on the
burden of proof.”Daubert 509 U.S. at 596. The last one is a mEsue.

Defendants first fault Mr. Schaeffer’'s analysis of management fees fromagéen
Holdings to JMC. Docket No. 13 at 15-16. Apparently IMC employees performed various
administrative and management tasks for Gertmdadings and other businesseBVC did not
charge fees on an hourly or itemized task basis. Ratlhefchaeffer’s report describes
testimony that at the end of the ydMC estimate the amount of time employees spent on work
for Genmar Holdings and attributed an annual fee to Genmar Holdings. Docket No. P2-4 at
Mr. Davis treated that fee as payment for “new value” and divided up the annual @wenigt
over therelevant time periotb determine th@alue that IMC provided to Genmar Holdings.

Docket No. 22-1 at 20Mr. Schaeffer, however, took the position that such treatment incorrectly
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assumes that IMC’s work for Genmar was distributed evenly over the year.t NockR24 at

15. While Defendants contend that the evidence supports a different conclusion, they have not
shown an unreliability resulting in Mr. Schaeffer’s position that warrantsidixg his

testimony.

Next, Defendants criticiz®lr. Schaeffer'sevaluation otertainevidence related to
Defendant Operation Bas®ocket No. 13 at 16-18Defendants question Mr. Schaeffer’'s
assessment of a “cheskvap” between Genmar Holdings and Operation Bas$1,252,478.52.
According to Mr. Schaeffer’s review of the evidenOperation Bass provided money to
GenmarHoldings for the stated purpose of covering the rent on leased tournament boats and
awards.Docket No. 15-aAt 12. Similarly, he found thaGenmar Holdings provided money to
Operation Basor the stated reason of payment of advertising expenses and sponsorship fees.
Id. Defendantgoint to testimonyhatthe swap was part of amrangement needed to address
some sales tax laws implicated by a fishing tournament organized by Op&agmmocket
Nos. 13 at 6, 15-4 at 22. So, according to the Defendaetpayments were fortax benefit,
which presumably they contend would be new value under the contemporaneous exchange
provision of 8 547(c)(1) Mr. Schaefferhowever, took the position that the stated purposes
show that the payments were “in payment of unrelated debts owed that existeal {ror t
respective payments, these payments cannot be part of a contemporaneous exazsee def
Docket No. 152 at11. Defendants also disagree with Mr. Schaeffer’'s evaluttad®peration

Bass'’s colletion efforts from third partiediffered fromits collection efforfrom Genmar
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Holdings? These factualisputes are for the jury to resolve and not ones to be decided in the
context of aDaubertmotion.

Finally, Defendants contend thdt. Schaeffer dichottreat the subjective and objective
prongs as alternative options for a defendant to establish an ordinary course ofluleferese
as the law allowsbut rather assumed that batlust be met Docket No. 13 at 18. This
argument isunswstantiated Given that it is Defendants’ burden to establish a 8 547(c)(2)
defense, theynaychaose to proceed under either the subjective or objective prong. Thus, their
expert might only need to address one. In contrast, Plaintiff would need to be reagptalre
to a defense raisaahder either prong. Consequently, it vaagpropriate for Mr. Schaeffer’s
report to conduct an analysis under both.

Defendants have not presented any arguments that warrant exdrdfdghaeffer’s
testimonyfor lack ofreliability.
2. Plaintiff's Motion to Exclude Arthur C. Cobb

Arthur C. Cobb is a certified public accountant and president of Cobb & Associates, Ltd.
Docket No. 20-2 at 55. He provided an expert report at the requestaihDefendants in
connection with their defenses to the Trustee’s claims of preferential and &aiudahsfers.
Docket Nos. 20-1, 20-2The Trustes motion does not question his qualifications, $egks to

exclude his testimony for lack of reliability.

8 Defendants also criticize Mr. Schaeffer's mention of Operation Basstadtiten with

third parties agrielevant to the subjective prong of the ordinary course of business analysis. Mr.
Schaeffer’s report covers both the subjective and objective prongs and theialismight have
relevance to the objective prongo the extent Plaintiff attempts to inttuce irrelevant

testimony in light of the issues at trial, Defendants may object at that time.
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A. Overview of Mr. Cobb’s Proposed Testimony

Arthur C. Cobb provided an expert report on or around October 11, 2012 to rebut the
Trustee’s contention that the debtors were insolvent at the ticertafntransfers that the
Trustee seeks to avoid. One of the showings that the Trustee must make to avoidra transfe
under 11 U.S.C. § 540) is that the debtor was insolvent at the time of the tranSfeel 1
U.S.C. 8§ 547(b)(3)Clay v. Traders Bank of Kansas Ci#08 F.2d 1347, 1349 (8th Cir. 1983).
Similarly, under 11 U.S.C. § 548 a fraudulent transfer may be avoidedeertinscenarios,
one of which includes the requirement that the debtor “was insolvent on the date that [the]
transfer was made or [the] obligation was incurred, or became insolventsast @frguch
transfer or obligation.”

Under the Bankruptcy Code’s definition, an entity debtor, other than a partnership or
municipality, would be deemed “insolvent” if the sum of its debtséater tharall of its
“property, at a fair valuation, exclusive-gf) property transferred, concealed, or removed with
intent to hinder, delay, or defraud such entity’s creditors; and (ii) property thatereyempted
from property of the estate under section 522 of this title.” 11 U.S.C. § 101(32). In the context
of a going concern, the “fair valuation” represents the “fair market priceeafehtor’s assets
that could be obtained if sold in a prudent manner within a reasonable period of time to pay the
debtor’s debts.”Lawson v. Ford Motor Co. (In re Roblin Indys/g F.3d 30, 35 (2d Cir. 1996).
If, however, the debtor is in such distress that it is no longer viable, the liquidatienofats
assets may more accurately reflect a fair valuat®eeBeckman v. Von Christierson (In re CSI
Enters.) 220 B.R. 687, 690 (Bankr. D. Colo. 1998). A variety of valuation methodologies have
been used to determine fair value of a going conc8ae Iridium IP LLC v. Motorola, Inc. (In

re Iridium Operating LLC)373 B.R. 283, 344 (Bankr. S.D.N.Y. 2007) (identifying the
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approaches of “(agctual sale price, (b) discounted cash flow method, commonly referred to as
DCF, (c) adjusted balance sheet method, (d) market multiple approach, (e) ddenpara
transactions analysis, and (f) market capitalization”).

The Trustee here seeks to avoid varitvassfers occurring between June 2007 and May
2009, anchecontends that the debtors were insolvent during that time period. Genmar Holdings
filed for bankruptcy on June 1, 2009. In his expert report, Mr. Cobb summarizes his opinions
that during the period from June 2007 to May 2009, Genmar Holdiags “going concern”
and its assets exceeded its liabilities such that it was not insofseeDocket No. 20t at4-5.
His report also references the financial situatioaaufh ofthe other Defendants, i.e. the
subsidiarie®r related entities to Genmar HoldingSeeDocket No. 20-2 at 27-68.

For Genmar Holdings, Mr. Cobb’s report presents a primary solvency analysis
incorporatingan adjusted balance sheet approdabcket No. 20t at49-50 (“We have
analyzed Genmar’s reported Balance Sheets and other documents and ioforondtntify
assets and liabilities and to estimate fair valuation” and “have adjusted Gergparted
Balance Sheet as of May 30, 2009to.reflect certain estimates of fair vation.”). For his
balance sheet analysiMr. Cobbstarted withGenmar Holding'$alance shestreatedn
accordance with Generally Accepted Accounting Principles (“GAABBed. at 5253. He
then made upward adjustments for the numbers as of May 30, 2009 asset categories: (1)
land, buildings, and operating equipment and (2) trade names, trademarks, and intellectual
property. SeeDocket No. 20-1 at 53. He added $21,514,000 to the first category and
$142,611,000 to the second in order titec their “fair” rather than “book value.ld. Under

the Bankruptcy Schedules, Genmar Holding'’s liabilities exceeded its &ys$68,208,112 as of
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June 1, 2009Mr. Cobb concluded thdtis two adjustments to the balance sheet numbestdts
in Genmar’s assets excéeglits liabilities by $95,916,888 as of June 1, 2808.

Mr. Cobb’s report also includes a brief section titls@ALUATION ” in which he states
that GenmaHolding's “[a]ssetsat fair value were analyzed by application of the discounted
cash flow approach to valuationSeeDocket No. 20-2 at 24-26The section starts by
describing a valuation for the “Boat Group” as of June 30, 2007 conducted by a thirdigharty.
at24. Without any specification of numbers used in the calculations, undesexsab titled
“Discounted Cash Flow,” the report states that “[r]epresentative estimatexspéctive cash
flow indicate generation of earnings and indicate equity value (assesdkabilities),
including in the range of greater than approximately $50,000,000 as of May 30, 2DQ&.25.
The section goes on to discuss in general terms the reasons to expect amoconsriate to
value to increase and for those that a@etfrom value to decrease for Genmar Holdings at
25-26.

B. Trustees Arguments for Exclusion of Mr. Cobb’s Testimony

The Trustee seeks to exclude Mr. Cobb’s testimony at triBlaarbbertgrounds. For
purposes of hi®aubertmotion, the Trustee does rfault Mr. Cobb’s “going concern” analysis
Rather the Trustee focuses on and contends that the valuation part of Mr. Cobb’s solvency
analysis is so unreliabtbat his opinions must be excluded. The Trustee contends that Mr.
Cobb’s solvency analysis of Genmar Holdings and any testimony as to the gaféac

subsidiaries should be excluded. Mr. Cobb’s analysis of Genmar Hdldssgts and liabilities

9 Although he only analyzed the balance sheet as of May 30, 2009, he notes that generally
Genmar’s assets decreased and its liabilities increased fromQu2@08 to June 1, 2009.

Docket No. 20-1 at 50. Thus, he concluded that since Genmar was solvent as of May 30, 2009, it
would be expected to have been solvent through that preceding time pdriod.
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under each of the two approaches usadjusted balance sheet and disated cash flow-will
be evaluated first, followed by a review of his treatment of the subsidiary slebtor
I.  Adjusted Balance Sheet Analysis for Genmar Holdings

Under the adjusted balance sheet approach, the debtor’s reported balanceshsets
as a starting pointSee e.g, Silverman v. Paul’'s Landmark, Inc. (In re Nirvana ReS&3)7 B.R.
495, 506 (Bankr. S.D.N.Y. 2006 But balance sheebften only reflect the “book value” of
itemsand may not cover the appropriate mix of items to captta® @aluation of the debtor and
so adjustments, additions, and deletions maydoessary SeeOrix Credit Alliance v. Harvey
ex rel. Lamar Haddox Contractor (In re Lamar Haddox Contra¢téd) F.3d 118, 121 (5th Cir.
1994) (explaining that “[flinancial statements reflect the book value of asseétsrily the cost
of the property reduced by accumulated deprecidtand fair value “is not determined by
asking how fast or by how much it has been depreciated on the corporate bookg,” but
estimating the market value of the debtor’s assktsg Merry-Go-Round Enterprises, Inc. v.
The CIT Group/Commercial Serv., In229 B.R. 337, 342-343 (Bankr. D. Md. 1999)
(discussing some of the reasons balance sheets in accordanGAwRhdo not correspond to
the fair valuation of a debtgsrassets and Imlities as referenced by the language of 11 U.S.C. §
101(32)).

The Trustee argues thdr. Cobb’s balance sheahalysisof Genmar Holdings should be
excluded because Mr. Cobb used a flawed methodology, or in the alternative, because Mr.
Cobb’s upward adjstment of two categories of assets Whsgical and unreliablé. See
Docket No. 1&t20-31. In making his methodology argument, the Trustee contenddrthat

Cobb’s approach fails to meet the valuation standartsecAmerican Institute of Cerigd

18



Public Accountants’ (AICPA”) for two reasons.ld. at 2624. But neither of the arguments
warrans exclusion

First, the Trusteeontends that AICPA requires a valuation professional doing a
valuation to reach a “conclusion of value” or a “calculatallie” of the business and Mr. Cobb
did not do so for Genmar Holdings. Docket No. 18 at 16-17. In partithéarrustee notes that
Mr. Cobb did not reach a specific conclusion about the amount by which he believes that
GenmarHoldings’ assets exceedés liabilities, but only concluded thabhe company’sassets
exceededts liabilities. But theissueto which Mr. Cobb’s testimony relatesthatof solvency
in the context of 11 U.S.C. 88 547-548 andThesteedoes not point to anyaseor other
authority” that requires such amalysisto include a calculation of a specific value by which the
debtor’s assets exceed or fall short of its liabilities. djpy@icabledefinition of “insolvent”
requires a showing that the relevant timehesum of the debtor’s “debfsvas] greater tharmll
of [the debtor’s] property, at a fair valuation” accounting fordbsignateaxclusions. 11
U.S.C. § 101(32). Mr. Cobb did not compute a specific valuation of Genmar Holdings, but
essentially appears tave takerhe position that the “magnitudes of excess” reflected by the
two adjustments he made to the balance sheet nundmelsr other variationsnmaterialsuch
that he could conclude that the company’s assets exceeded its liabilitielkset No. 2@ at 69.
Mr. Cobb’s report does explicitly confirm, on an individual batsiat the “fair value is estimated
to be the reported valuéor the other categories of balance sheet assets and liabifftes20-1
at55-59, 202 at 115. The report alsmcludes a section titled “Unreported Liabilities,” in

which Mr. Cobb discusses tain additonal liabilities. Docket No. 2@-at16-19. While he

10 While the AICPA Statement on Standards\fatuation Services lists litigation, and

specifically bankruptcy among other types of litigation, as a context in whichtiealsianay
occur, Docket No. 20-@t 6 it does not indicate that solvency determinations under 11 U.S.C. §
101(32) require a computation of a definitive valuation number.
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does not explain why the reported valegsial the fair valuefor the other categories and does
not arrive at a determinative number for the unreported liabjliteseailures open him up to
challengs on crosexaminationrather than render hapinion inadmissibly unreliable.

Second, the Trustee arguesttit. Cobb essentially used the “book values” of the assets
and liabilities rather than the fair market valbecause he only adjusted two asset values.
Docket No. 18 at 24-26But eventhough Mr. Cobb only made two adjustments, he did consider
and contude that for the other categories, the reported values represent the fair valu
Consequently, the Court does not find the methodology flawed,ilefienconclusions may be
open to valid challenge<Cf. Premier Entm’'Biloxi LLC v. U.S. Bank Nat'l Assoc. (In re
Premier Entm’t Biloxi LLC)445 B.R. 582, 638-40 (Bankr. S.D. Miss. 2010) (reviewing, with
approval, an expert’s application of the adjusted balance sheet approach invechable
adjustments to the GAABompliant balance sheet values had been made). To the extent the
Trustee contends that other adjustments should have been made or that the amount of the
adjustments should have been different, those are issues for cross-examinatioeearidtjme
of contary evidence so that thgry can reach its decisian insolvency of Genmar Holdings.

After raising his methodology challenges, the Trustee also contends thHaobtr's
particular application of the adjusted balance sheet approach was unrelatégicular, the
Trustee questions the appropriateness of the timing of the appraisals Mr. Cobbadjedting
the value of the real estate and intellectual property asset cated@erE3ocket No. 18 at 26-

31 These challenges relatethe factual baseof Mr. Cobb’s opinion and generally such
challenges go to the credibiljtgnd not admissibilitypf the expert’s testimonyBonner 259
F.3d at 929-30. Therlisteeraises some valid criticissrabout the factual bases for Mr. Cobb’s

adjustments, but theyill be more appropriately directed to the jury at trial.
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ii.  Discounted Cash Flow Analysis for Genmar Holdings

The Trustee contends that Mr. Cobb’s discounted cash flow analysis cannot be shown to
be reliablebecausde does not provide any numbers used to reach his determination of an
equity value “greater than approximately $50,000,000 as of May 30, 28608enmar
Holdings. SeeDocket No. 18 at 15-20. The Trustee also argues that Mr. @ddiences
inadequate sources of data for his discoungesh flow analysisld. A discounted cash flow
analysis entails estimating the periodic cash flow dltampany will generate over a discrete
time period, determining the “terminal value” of the company at the end of tloel painid
discounting each dhe cash flows and terminal value to determine the total value as of the
relevant date See Bank of Am. v. 203 N. LaSalle St. Rsi§5 B.R. 692, 696 (N.D. Ill. 1996);
Tronox Inc. v. Kerr McGee Corp. (In re Tronox In&P3 B.R. 239, 316-1Bankr.S.D.N.Y.
2013). An appropriate discount rate needs to be used to discount the projected cash flows and
terminal value.See Bank of Am195 B.R. at 696. An appropriate rate may be the projected
weighted average cost of capital for the comp&adge In e Mirant Corp, 334 B.R. 800, 817
(Bankr. N.D. Tex. 2005).

The Trustee correctly notes tht. Cobb’s report does not disclose the values that Mr.
Cobb used for his discounted cash flow calculation. In particular, the report dokswdhe
projected priodic cash flows, the terminal value, or the discount rateMhatobb used to
reach his conclusion that the value of Genmar Holdivegs at least $50 million. At his
depositionMr. Cobb testified that he made a number of “projections that varied by the top line
revenues” and discussed several consideratiBesDocket No. 205 at5-6 (Cobb Dep., 176-
179). He could not recall the discount rate udedat 7 (Cobb Dep., 181)Defendants have not

pointed to any place where Mr. Cobtiwally showshis calculationgither during discovery or
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in response to the present motiorhus the reliability of his calculation cannot be asselsged
the Court and has not otherwise been shown by the Defendants. The lack of information also
limits the Trustee’sbility to reasonably probe or counter Mr. Cobb’s claim in a particularized
manner. The omission cannot be overlooksgecially becauddr. Cobb’s discounted cash
flow analysis is for Genmar Holdings’ value as of May 30, 2009—a point in time ighen
bankruptcyfiling was imminent Docket No. 2@ at15 (Cobb Dep., 215:5-17)herefore, the
Court will excludeMr. Cobb’s testimony regarding his discounted cash flow analysis and his
resultingdetermination of a value of at least $50,000,000. Tspkeeific,Mr. Cobb may not
testify to the contentf the“valuation” sectiornpresented on pages 82 to 84 of the repBee
Docket No. 20-2 at 24-26.
iii.  Solvency Analysis for Subsidiaries

The Trusteeseeks to preclude Mr. Cobb from testifying regarding the solvency of the
debtor entities related @@enmar Holdings, arguing that Mr. Cobb did not conduct a solvency
analysis of each dhemseparate from that of the parent compabgpcket No. 18 at 31-33At
his depositionMr. Cobb stated that “as went Genniboldings, | believe so ¢pthe
subsidiaries.” Docket No. 2B-at 6(Cobb Dep., 18:1-6). He acknowleddkeathe only
“generally” analyzed the assetsrsushabilities position of the subsidiariesd. at 67 (Cobb
Dep., 20:5-21:4). His repadlists the subsidiaries’ reported numbers for stockholder equity and
intercompany balances for 2008 and 2088eDocket No. 20-2 at 27, 41-51. At his deposition,
he explainedhat those numbers shdhat assets exceeded liabilities for the subsidiates
Docket No. 205 at8 (Cobb Dep., 186-188).

The statutory language of 11 U.S.C. 88 547 and 548 implies that the insolvency showing

that the Trustee must make for his claims of preferential and fraudulent tsanstgth regard to
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the particular debtor that made the challenged transfer. Thus, to the extemnistee $eeks to
avoid a transfer from a particular subsidiary of Genmar Holdings, it is thensgleéthe
subsidiary that is at issu&eell U.S.C. 88 547-54&m. Classic Voyages Co. v. JP Morgan
Chase Bank (In re Am. Classic Voyages (6Y B.R. 500, 503 n.5 (Bankr. D. Del. 2007)
(nating that it is the transferantity’s solvencyhatis relevant to the pference analys)s
Moreover, a parent company’s solvency does not necessarily smlgency of its subsidiaries.
Askanase v. Fatjdl30 F.3d 657, 669-70 (5th Cir. 1997).

Defendants have not shown that Mr. Cobb condugsamdvency analysithat passes the
Daubertcheckfor theindividual debtors other than Genmar Holdings. Mr. Cslwbport
acknowledges that typically balance sheets prepared in conformance with @aAot include
all assets, property, and liabilities, debts, and do not include assets at faioudlaaid only
provide a “starting point.” Docket No. 20-1 at 49. But for the subsidiaries, the report only
guotes financial statement numbers without analysis reflecting the absemgen@ed for
further adjustments. The Defendants have also notgebimtany analysis biylr. Cobbthat
shows that in the coaxt of this casée determined, with verifiable reliability, that teelvency
of the parent company does imply the solvency of any individual subsidiaeyCourt will
therefore preclude hirinom providing testimony on the solvency questiontf@individual
debtor entities other than Genmar Holdings.

CONCLUSION

Based on the files, records, and proceedings herein, and for the reasons stated above, IT
IS ORDERED THAT:

1. Defendants Irwin L. Jacobs, Jacobs Management Corporation, Jacobs Trading,

LLC, John Paul DeJoria Family Trust, and Operation Bass, Inc.’s Motion to

Exclude Expert Testimony of Harold A. Schaeffer, Jr. [Docket No. 11] is
DENIED.
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2. Plaintiff's Motion to Exclude Expert Testimony of Arthur H. Cobb [Docket No.
16] is GRANTED in part and DENIED in part. Mr. Cobb may not testify about
the content covered on pages 82-84 of his report in this matter, [Docket Nos. 20-
1, 20-2], and may not provide testimony directed at the issue of the solvency of
the debtors other than Genmar Holdings, Inc.

Dated: March21, 2014

s/Joan N. Ericksen
JOAN N. ERICKSEN
United States District Judge
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