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UNITED STATESDISTRICT COURT
EASTERN DISTRICT OF MISSOURI

EASTERN DIVISION
SECURITIES AND EXCHANGE COMMISSION, )
)
Plaintiff, )
)
V. )
) Case No. 4:12-cv-00080-CEJ
BURTON DOUGLAS MORRISS, et al., )
)
Defendants, and )
)
MORRISS HOLDINGS, LLC, )
)
Relief Defendant. )
)

RECEIVER’S MEMORANDUM IN OPPOSITION TO DEFENDANT
BURTON DOUGLAS MORRISS’ MOTION FOR CONFIRMATION
THAT DEFENDANT MORRISSISENTITLED TO ADVANCEMENT OF
DEFENSE EXPENSES UNDER INSURANCE POLICY NOTWITHSTANDING
ORDER APPOINTING RECEIVER OR ASSET FREEZE ORDER

INTRODUCTION

After considering evidence provided by the Securities and Exchange Commission that
Relief Defendant B. Douglas Morriss illegally diverted millions of dollars from investment funds
to personal use, this Court appointed a Receiver over those funds and imposed a freeze on all
assets related to them. Morriss now asks this court to lift the freeze on one of those assets to
enable him to pay attorneys’ fees to defend himself in this action. Because the proceeds of that
policy represent one of the primary sources of recovery for the Receiver, equity dictates that this
Court should deny his request, particularly because it was Morriss’ own misconduct that

necessitated the freeze in the first place.
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BACKGROUND

For nearly ten years, Relief Defendant B. Douglas Morriss (“Morriss”) created and ran
private equity funds to support the development of start-up companies, principally in the
technology and financial services sectors. Morriss raised capital from business associates and
friends. An investigation by the Securities and Exchange Commission (“SEC”) found that
Morriss had engaged in a scheme to divert more than $9 million from those funds to either his
personal use or to Morriss Holdings, LLC, a family holding company that he controlled. After
the SEC’s investigation and its presentment of its findings, this Court ordered a receiver
appointed and all assets related to the Defendant entity venture capital investment funds frozen.
1 Factual Background

a. The Nature of the Business

Following its incorporation in 2003, Acartha Group LLC (“Acartha”) managed MIC VI,
LLC (“MIC VII”) and Acartha Technology Partners, LP (“ATP”)—private equity funds that
invested in early to mid-stage companies in the financial services and technology sectors. [SEC
Ex. 1; SEC Ex. 4 at BDM0000009-0000428; SEC Ex. 8.1] Until January 2012, Morriss served
as the CEO and chairman of the board of directors for Acartha. Id. Acartha also controlled
several special purpose vehicles that invested in the same private companies. [SEC Ex. 2 at 200-

201; SEC Ex. 10 at 45-46, Ins. 17-18.]

! Citations to SEC exhibits refer to those exhibits submitted in support of the SEC’s motion to appoint a receiver and
obtain emergency relief, including an asset freeze, found at Docket Entry 18 in these proceedings.
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From 2003 until 2011, Morriss raised at least $88 million from approximately 97
investors. [SEC Ex. 13, 113 & Ex. C.] These investors were investing in preferred shares or
membership interests of the equity funds of MIC VII and ATP, the related special purpose
vehicles, and the management companies — Acartha and Gryphon Investments 11, LLC. Id.

b. TheMisappropriation

In seeking the appointment of a receiver and a freeze upon the assets of Morriss’
controlled entities, the SEC presented voluminous evidence to this Court, including affidavits of
witnesses, the transcripts of sworn statements given by officers of the investment entities
including Morriss himself, and detailed documents and analyses of accountants. [Docket Entry
18.] The thrust of the SEC’s submissions was that over time Morriss had misappropriated
investment funds for his personal use, either by directing the receivership entities to transfer
funds to himself or to Morriss Holdings. [SEC Ex. 13, 112 & 17; SEC Ex. 10 at 67, Ins. 4-15;
SEC Ex. 18, W. Morriss Dep. Tr. at 29, Ins. 6-7.] Significantly, the SEC found these transfers
were directly contrary to the offering documents or the subscription agreements of the entities
through which Morriss solicited investments. [Docket Entry 1; SEC Ex. 3 at 291, Ins. 10-15.]
According to the SEC, the amount misappropriated exceeded $9 million. [SEC Ex. 13, 1112 &
17; SEC Ex. 10 at 67, Ins. 4-15; SEC Ex. 18, W. Morriss Dep. Tr. at 29, Ins. 6-7.] Morriss is
currently the debtor in a Chapter 7 bankruptcy proceeding.

2. Procedural Background

The various schemes employed to support Morriss’ excessive lifestyle are well-
documented in the materials presented to this Court by the SEC on January 17, 2012 with its
complaint and its requests for a freeze order and other emergency relief. [Docket Entries 1, 3, 6,

18.] After consideration of the evidence presented, this Court made a determination that the SEC
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had made a prima facie case that securities violations had occurred sufficient to support orders
for emergency relief and the appointment of Receiver over Acartha, MIC VII, ATP and Gryphon
Investments III, LLC (collectively referred to herein as the “Receivership Entities™). [Docket
Entries 16 and 17.]

That same day, the Court entered an Asset Freeze Order restraining any entity within the
jurisdiction of the United States Courts holding any assets of the Receivership Entities from
dissipating or disposing of such assets. [Docket Entry 17.] The Freeze Order likewise restrained
any individual associated with the Receivership Entities from withdrawing or disposing of any of
the Entities’ assets. Id. Following the show cause hearing January 27, 2012, the Court continued
the asset freeze indefinitely. [Docket Entry 59.] The Receiver is exempt from the asset freeze.
Id.

3. Policy Issues

Acartha purchased and holds a policy of insurance from Federal Insurance Company
Numbered 8207-6676 (the “Policy”). [EX. A to Morriss’ Motion.] The Policy is referred to as a
venture capital asset protection policy. Id. It is written on claims-made basis and contains a
policy period of December 1, 2010 to December 1, 2012.2 I1d. Among other aspects, the Policy
contains insuring clauses for management liability coverage and organization liability coverage.
Id. The aggregate limit of coverage is $3,000,000. Id. Unlike many other insurance policies,
the Policy is written so that defense costs paid on behalf of any insured reduce or deplete the
$3,000,000 available to satisfy claims against any of the other insureds. On February 2, 2012,

Morriss’ counsel requested the Receiver and the SEC agree to permit the advancement of

2 By an endorsement absent from Exhibit A to Morriss’ Motion, the Policy period was extended from December 1,
2011 to December 1, 2012. [Attached Ex. 1.]
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defense costs under the Policy for Morriss’ benefit. [Attached Ex. 2.] The Receiver rejected the
proposed stipulation as contrary to her obligation to preserve assets and achieve recoveries for
the benefit of investors. [Attached Ex. 3.]
ARGUMENT

1 Thelnsurance Policy IsPart of the Recelvership Estate and Subject to the Freeze

This Court possesses inherent equity authority to order an asset freeze. SEC v. Manor
Nursing Centers, Inc., 458 F.2d 1082, 1103-06 (2nd Cir. 1972); SEC v. International Swiss
Investments Corp., 895 F.2d 1272, 1276 (9" Cir. 1990). It also has substantial discretion in
deciding whether and how to freeze assets and defining the scope, terms, and duration of its
order. SEC v. Unifund Sal, 917 F.2d 98, 99 (2nd Cir. 1990); SEC v. Cherif, 933 F.2d 403, 417
(7" Cir. 1991). The ultimate purpose of the freeze is to facilitate recovery by the SEC and
defrauded investors. SEC v. Unifund Sal, 910 F.2d 1028, 1041 (2" Cir. 1990). The freeze is
usually entered against all of the assets related to the entities placed in receivership and typically
the freeze order utilizes broad language to achieve that end. SEC v. Comcoa Ltd., 887 F. Supp.
1521 (S.D. Fla. 1995). Because Acartha purchased the Policy and is its holder, the Policy is an
asset of Acartha and thus directly subject to the control of the Receiver and part of the
Receivership Estate. That the Policy is part of the Receivership Estate was affirmed by Morriss
in his Chapter 7 bankruptcy proceedings® where he acknowledged that “[i]f anything, the policy
itself is property of Acartha, which is presently in receivership. See Securities and Exchange
Commission v. Morriss, et al., Case No. 4:12-cv-80-CEJ (E.D. Mo.)” [Attached Ex. 4, page 7,

n.3 of memorandum.]

® In Re Burton Douglas Morriss, United States Bankruptcy Court, Eastern District of Missouri, Case 12-40164-659.

5490506 -5-



Case: 4:12-cv-00080-CEJ Doc. #: 81 Filed: 02/27/12 Page: 6 of 12 PagelD #: 3123

Despite that, Morriss suggests here, however, that even though the Policy may belong to
the Receivership Estate, its proceeds are a distinct and separate asset belonging to Morriss. To
support this position, Morriss relies heavily on an unreported decision in SEC v. Stanford /nt’l
Bank, Ltd., No. 3:09-cv-298, 2009 U.S. Dist. Lexis 124377 (N.D. Tex. Oct. 9, 2009). But
notwithstanding the court’s action in that case, the ruling does not support his position that the
policy proceeds are outside of the receivership estate and outside the reach of the freeze order.
Specifically, and while the district court in Stanford found “it unnecessary to determine at this
time whether insurance proceeds are part of the estate or not,* the court did emphasize a federal
court’s equitable powers: “one clear principle emerges from cases dealing with a district court’s
supervision and administration of an equity receivership: ‘[T]he district court has broad powers
and wide discretion to determine the appropriate relief in an equity receivership.”” Id. at *16
(internal citations omitted). Here, as in Stanford, that discretion extends to disbursement of
insurance proceeds that are part of the receivership estate. Just as a district court has discretion
to permit the payment of defense costs from policy proceeds under its equitable powers, it has
equal discretion to preclude such payments from policy proceeds.

2. The Equities Favor Preservation of the Policy Proceeds

This case involves a single Policy with a $3 million limit that erodes with the expenditure
of defense costs. While its investigation continues, the Receiver has thus far identified a limited
number of liquid assets within the Receivership Estate and the Policy proceeds are an identifiable

source of potential recovery on behalf of investors.’

*1d. at *11-12.

® The Sanford Court was faced with a situation involving significantly greater policy limits, with multiple coverage
layers. In Pendergest-Holt v. Certain Underwriters at Lloyd’s of London, 600 F.3d 562, 566n.2 (5" Cir. 2010), the
circuit court explained the policies in Sanford provided $100 million in combined limits. It is also unclear what
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The Stanford Court recognized a legitimate concern in preserving insurance proceeds for
aggrieved investors. Id. at *19-20. Moreover, the Receiver has made claim (as defined in the
Policy) on one other insured, Dixon Brown. [Attached Ex. 5.] Policy proceeds could be used to
satisfy the Receiver’s claim against Mr. Brown. Policy proceeds could most definitely be used
to satisfy claims against Morriss and the Receiver intends to pursue those claims after seeking
appropriate relief to the extent necessary to do so. [Attached Ex. 6.]

In addition, there are pending claims against the Receivership entities, including this
action, the Nixon litigation identified in Morriss’ Motion, and other claims recently received by
the Receiver. The Policy can be used for the benefit of the Receivership Entities with respect to
such claims and others if its limits are not depleted on Morriss’ defense.

3. The Balance of EquitiesWeigh Heavily Against Morriss’ Request

As the district court recognized in Stanford, a federal court in an SEC receivership has
wide latitude in supervising and administering the receivership. Here, the equities weigh heavily
against Morriss’ request to this Court to “unfreeze” the proceeds of the insurance Policy. Indeed,
using the proceeds of a Policy owned by the Receivership Entities to fund his legal defense,
when it was his conduct that put the Receivership Entities in the position they are now in, would
be fundamentally inequitable to the interests of the investors he allegedly defrauded on charges
that he unlawfully depleted the assets of the Receivership.

Morriss is in a bankruptcy proceeding and has argued in his own pleading that he has no
assets. Based upon the SEC’s investigation so far, there appears to be a significant commingling

of assets, functions, and records of the Receivership Entities and other entities in Morriss’

other sources of recovery presented themselves or the involvement of all of those seeking the use of proceeds for
defense purposes.
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control — namely, Morriss Holdings. The employees and the electronic mail accounts of the
Receivership Entities and Morriss Holdings overlap. Morriss and Morriss Holdings syphoned
funds from the Receivership Entities. The Receiver has identified few liquid assets and the
Policy is an identifiable asset that could satisfy investor claims.

Federal Insurance Company suggests that it intends to preserve a reimbursement right
against Morriss. [Ex. B to Morriss’ Motion.] Specifically, if it is finally determined that Morriss
has committed fraudulent acts excluded from coverage, Federal Insurance Company will seek to
claw back monies should this Court permit it to provide for Morriss’ defense. 1d. But, once paid
to Morriss’ attorneys, it is unclear how Federal Insurance Company seeks to protect this right
that it claims the Policy permits. As a practical matter, every dollar spent on Morriss’ defense is
a dollar that cannot be recovered for the benefit of investors. Based upon the equities involved
(the very equities that caused this Court to order the broadly worded freeze in January 2012), this
Court should exercise its broad discretion to preclude the use of policy proceeds for Morriss’
defense in this action and others.

4. Bankruptcy Cases Do Not Dictate The Result Sought By Morriss

Morriss identifies one other unreported “receivership case” addressing the issue presented
in his motion — whether the advancement of defense costs is consistent with receivership orders —
called Executive Risk Indemnity, Inc. v. Integral Equity, L.P., 2004 WL 438936 (N.D. Tex.
2004). That case, however, did not deal with the equitable issues presented in this motion. The
parties did not brief or discuss and the district court could not find any law dealing with the issue
of advancing policy proceeds to entities outside of a receivership when the policy proceeds could
also benefit entities subject to state receiverships. For that reason, the district court turned to the

bankruptcy cases for guidance and Morriss suggests this Court do the same.

5490506 -8-



Case: 4:12-cv-00080-CEJ Doc. #: 81 Filed: 02/27/12 Page: 9 of 12 PagelD #: 3126

But, there are numerous bankruptcy cases in which policy proceeds are viewed as an
estate asset or otherwise subject to protections against exhaustion. See, e.g., Inre Vitek, Inc., 51
F.3d 530 (5" Cir. 1995) (bankruptcy court’s decision to allow the estate exclusive use of all of
the proceeds for a settlement benefitting the estate proper); In re Cybermedica, Inc., 280 B.R. 12,
18 (Bankr. D. Mass 2002) (adopting logic of cases holding D&O insurance proceeds are property
of the estate, but permitting use where no facts indicating potential policy depletion); Inre Circle
K. Corp., 121 B.R. 257, 260-62 (Bankr. D. Ariz. 1990) (expressing concern with reducing
availability of indemnification proceeds of D&O policies, diminishing value of estate, on defense
costs for directors and officers); and In re Sacred heart Hosp. of Norristown, 182 B.R. 413, 419-
21 (Bankr. E.D. Pa. 1995).

Contrary to Morriss’ argument, there is no per serule to permit individual insureds to
deplete the proceeds of insurance that is part of a bankruptcy estate. The facts of each case
dictate the treatment. Inre Cybermedica, Inc., 280 B.R. 12, 16. The test used is whether or not
property belongs to the estate and worthy of preservation is whether the estate is worth more
with the property or without it. In re Minoco Group of Cos., Ltd., 799 F.2d 517, 519 (9" Cir.
1986). Unquestionably, the Receivership estate is worth more with the Policy’s limits fully
intact.

Even in bankruptcy cases that have permitted some use of insurance policy proceeds for
defense efforts, the courts are mindful of the very concerns at issue here — the improper and
unchecked depletion of eroding limits to the detriment of the estate and potential recovery.
Courts have employed reporting requirements, caps, and other devices to ensure that the use of
policy proceeds is controlled. One such example is In re Allied Digital Technologies, Corp., 306

B.R. 505 (Bankr. D. Del. 2004), a case relied on by Morriss, in which the trustee agreed to a
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lifting of the automatic stay to permit payment out of the policy that benefits the creditors or
advances reasonable defense costs subject to a cap and court review to prevent the unlimited
dissipation of the policy proceeds. Id. at 514.

5. The Need For Legal FeeslsNot A BasisTo Modify A Freeze Order

Finally, Morriss makes much of his inability to mount any defense without use of policy
proceeds. While the Receiver and presumably the trustee over his bankruptcy estate are unclear
as to the nature of Morriss’ interest in a hunting club, Morriss contends such interest falls outside
the reach of his bankruptcy, is valued at $150,000, and can be used to pay his counsel. [See
Attached Ex. 4.] As Morriss has not come forward in his bankruptcy proceedings to date with
the required schedules and filings and has not appeared at the scheduled meeting of creditors, it
is unclear what other assets he possesses. Regardless, Morriss’ inability to pay Ms. Hanaway
either her normal rate or reduced rate ($550 per hour) is not grounds to award Morriss the
requested relief. [Attached EX. 4 at E, concerning proposed fee arrangement between Morriss
and Federal Insurance Company.]

It is not unusual for a defendant to seek modification of a freeze order to access funds for
legal fees to defend against the SEC claims or for other litigation. Those requests are typically
denied despite contention that funds are required to employ counsel. SEC v. Cherif, 933 F.2d
403, 416-17 (7™ Cir. 1991); SEC v. Coates, 1994 WL 455558 at *1 (S.D. N.Y. August 23, 1994)
(the movant must establish that the modification sought is in the best interest of defrauded
investors and legal fees for defense bear no relation to the interest of investors); SEC v. Credit
Bancorp LTD, 2010 WL 768944 (S.D. N.Y. March 8, 2010). Such denials do not violate
constitutional rights or improperly deprive a defendant to right to counsel. Rather, they are an

appropriate exercise of a federal district court’s broad equitable powers.
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The equities lie heavily in favor of preserving the proceeds of the Policy in favor of the
receivership estate, not the benefit of the very individual whose conduct required the
appointment of the Receiver and the freezing of assets in the first instance. To permit Morriss to
deplete the policy to defend against his own misconduct would violate every principle of fairness
and equity.

CONCLUSION

Based on the foregoing as well as the materials previously submitted to this Court by the
SEC in obtaining this Court’s January 17, 2012 and January 27, 2012 Orders to Freeze Assets,
the Receiver respectfully suggests that this Honorable Court deny Morriss the relief sought and

grant such other and further relief as the Court deems just and proper.

Respectfully submitted,

THOMPSON COBURN LLP

By /s/ Brian A. Lamping
Stephen B. Higgins, #25728MO
Brian A. Lamping, #61054MO
One US Bank Plaza
St. Louis, Missouri 63101
Phone: 314-552-6000
Fax: 314-552-7000
shiggins@thompsoncoburn.com
blamping@thompsoncoburn.com
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CERTIFICATE OF SERVICE

| hereby certify that on February 27, 2012, | electronically filed the foregoing with the Clerk
of the Court through the Court’s CM/ECF system which will send a notice of electronic filing to
the following:

Catherine Hanaway, Esq.

Ashcroft Hanaway LLC

222 South Central Ave., Suite 110

St. Louis, Missouri 63105

Counsdl for Defendant Burton Douglas Morriss

Adam L. Schwartz

Robert K. Levenson

Brian T. James

Securities and Exchange Commission
801 Bricknell Avenue, Suite 1800
Miami, Florida 33131

Attorneys for Plaintiff

David S. Corwin

Vicki L. Little

Sher Corwin LLC

190 Carondelet Plaza, Suite 1100
St. Louis, Missouri 63105

Counsel for Morriss Holdings, LLC

/s/ Brian A. Lamping
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Effective date of
this endorsement. December 1, 2011 Federal Insurance Company

Endorsement No.: 15

To be attached to and form a part of Policy
Number: 8207-6676

lssued to:  Acartha Group LLC

EXTENSION OF POLICY PERIOD ENDORSEMENT

It is agreed that ITEM 7. of the Declarations, Policy Period, is deleted in its entirety and replaced with the
following: .

ITEM 7.  Policy Period: from: 12:01 A.M. on December 1, 2010
to: 12:01 A.M. on December 1, 2012
Local time at the address in ITEM 1.
The Aggregate Limit of Liability set forth in ITEM 3.(B) of the Declarations and provided during the period

from December 1, 2010 to December 1, 2012 shall be the remaining portion, if any, of the Aggregate
Limit of Liability from December 1, 2010 to December 1, 2011.

ALL OTHER TERMS AND CONDITIONS OF THIS POLICY REMAIN UNCHANGED.

Date: December 2, 2011 By ;C__Q;\\\“@

Authorized Representative

Exhibit
VCAP Policy 1

Form 17-02-4819 (Ed. 7-02) Page 1
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Schenk, Claire M.

L - —

From: : Hanaway, Catherine <chanaway@ashcroftlawfirm.com>
Sent: Thursday, February 02, 2012 2:57 PM

To: schwartza@sec.gov; Schenk, Claire M,; Higgins, Stephen
Subject: : Morriss

Attachments: Acartha Draft Stipulation.doc

Adam, Claire, and Steve,

Attached please find a draft stipulation wherein we propose to agree that the receiver would allow Acartha’s D & O
policy to pay Doug Morriss’ defense costs. The draft stipulation was suggested by and drafted by attorneys for Federal,
a subsidiary of Chubb. They advise us that similar stipulations have been entered into regularly in cases where a
receiver has been appointed. The factual and legal justifications for such an agreement are set forth in the

stipulation. Please let me know your thoughts on this.

Thank you for your consideration of this stipulation.

Catherine

ASHCROFT HANAWAY"

Catherine Hanaway
(314) 863-7001 (office)
(314) 863-7008 (fax)

chanaway@®ashcroftlawfirm.com | http://www.ashcroftlawfirm.com

The information contained in this e-mail message and any attachments thereto is attorney-client privileged and confidential and is only for the use of the intended recipient. If
the reader of this message is not the intended recipient, or an employee or agent responsible to deliver it to the intended recipient, you are hereby notified that dissemination,
distribution, copying or retention of this communication is strictly prohibited, and may be subject to criminal or civil liability. If you have received this communication in error,
please immediately notify us by telephone (816) 285-7600 or by e-mail reply, and immediately delete this e-mail message and any attachments thereto. Although this e-mail
message and any attachments are believed to be free of any virus or other defect that might negatively affect any computer system into which it is received and opened, it is the
responsibility of the recipient to ensure that it is virus free and no responsibility is accepted by The Ashcroft Law Firm, LLC. for any loss or damage arising in any way in the event
that such a virus or defect exists.

Disclaimer Regarding Electronic Privacy: Please be advised that: (1) E-mail is not a completely secure method of communication; (2) Any e-mail between us will be placed in an
electronic stream of data serviced by Internet Service Providers {ISPs) and other intermediaries. Further, any of our e-mails might be copied and retained for a time by various
ISP systems or other parties/computers in the data stream; (3) Individuals not lawfully participating in this communication, might intercept our communications by improperly
accessing your computer, my computer, or some remote computer in the data stream; and, {4) | am writing you by e-mail because you sent me an email or we have previously
communicated by email. In the event you want future communications to be sent in a different method, please contact me immediately.

Exhibit
2
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UNITED STATES DISTRICT COURT
EASTERN DISTRICT OF MISSOURI

SECURITIES AND EXCHANGE
COMMISSION,

)
)
)
Plaintiff, )
V. ; Case No. 4:12-cv-80-CEJ
BURTON DOUGLAS MORRISS, et al. ;
Defendants, and g
MORRISS HOLDINGS, LLC, ;
Relief Defendant. g
STIPULATION AND AGREED ORDER AMONG THE RECEIVER, THE SEC, AND
MR. MORRISS REGARDING THE ADVANCEMENT OF DEFENSE EXPENSES
UNDER INSURANCE POLICY NOTWITHSTANDING ASSET FREEZE ORDER
WHEREAS, Federal Insurance Company (“Federal”) issued Venture Capital Asset
Protection Policy No. 8207-6676 to Acartha Group LLC (“Acartha”) for the Policy Period from
December 1, 2010 to December 1, 2011 (the “Policy™) (copy attached as Exhibit A);
WHEREAS, the SEC initiated this litigation against Acartha and B. Douglas Morriss
(“Morriss”) by Complaint dated January 17, 2012;
WHEREAS, on January 17, 2012, by Order Appointing Receiver, the Court appointed
Claire M. Schenk to be the Receiver and directed her to take possession of and hold all property
of Acartha;
WHEREAS, the Order Appointing Receiver further provides that “[d]uring the period of

this receivership, all persons . . . are enjoined . . . from in any way disturbing the assets or

proceeds of the receivership,” and that “[t]itle to all property, . . . all contracts, [and] rights of
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DRAFT

action of the Investment Entities and their principals . . . is vested by operation of law in the
Receiver”™;

WHEREAS, on January 17, 2012, the Court entered an Asset Freeze Order which, among
other things, restrained Acartha’s directors, officers, agents, “and those persons in active concert
or participation with any one or more of them . . . from, directly or indirectly, transferring, . .
receiving, liquidating or other otherwise disposing of, or withdrawing any assets or property . . .
owned by, controlled by, or in the possession of” Acartha, and which further provides that “[a]ny
financial . . . institution or other person or entity . . . holding any such funds or other assets, in the
name, for the benefit or under the control of [Acartha], directly or indirectly, held jointly or
singly . . . shall hold and retain within its control and prohibit the withdrawal, removal, transfer,
disposition . . . or other disposal of any such funds or other assets”;

WHEREAS, on September 15, 2011 the SEC issued an Order Directing Private
Investigation and Designating Officers to Take Testimony against Acartha and certain related
entities, which commenced an investigation into Acartha (the “SEC Invéstigation”);

WHEREAS, as part of the SEC Investigation, the SEC subsequently issued subpoenas
seeking testimony from certain individuals, including Morriss, Dixon Brown, Christopher
Aliprandi, and John Wehrle;

WHEREAS, on November 29, 2011, Ron Nixon, as Co-Trustee of the Bailey Quin
Daniel 1991 Trust and others filed suit against Morriss, Acartha, and a related entity in Missouri
state court (the “Nixon Litigation”);

WHEREAS, Federal has received notice of this litigation, the related SEC Investigation,

and the Nixon Litigation under the Policy;
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DRAFT

WHEREAS, the Policy has, as is relevant here, three insuring clauses: Insuring Clause 1,
which provides Management Liability Coverage, Insuring Clause 2, which provides
Management Indemnification Coverage, and Insuring Clause 5, which provides Organizational
Liability Coverage;

WHEREAS, Insuring Clause 1 provides, subject to all of the terms, conditions, and
exclusions of the Policy, that Federal shall péy on behalf of each Insured Person Loss for which
the Insured Person is not indemnified by the Organization and which the Insured Person
becomes legally obligated to pay on account of any Claim first made against such Insured
Person, individually or otherwise, during the Policy Period for a Wrongful Act;

WHEREAS, Insuring Clause 5, as added by Endorsement 1, provides, subject to all of the
terms, conditions, and exclusions of the Policy, that Federal shall pay, on behalf of an
Organization, Loss for which the Organization becomes legally obligated to pay on account of
any Claim first made against such Organization during the Policy Period for a Wrongful Act;

WHEREAS, section 32 of the Policy, as amended by Endorsement 10, defines Loss to
include Defense Costs, and defines Insured Person to include any natural person who was, now
is, or shall be a director, officer, general partner, managing general partner, managing member,
member of a Board of Managers, governors of equivalent executive in an Organization;

WHEREAS, Mr. Morriss, Mr. Brown, Mr. Aliprandi, and Mr. Wehrle are Insured
Persons under the Policy;

WHEREAS, subject to a reservation of rights and the satisfaction of other Policy
conditions, Federal has agreed to advance Defense Costs under the Policy, including:

(1) consenting to representation of Mr. Morriss in connection with the SEC’s civil complaint by

Catherine Hanaway of Ashcroft Hanaway (“Defense Counsel”); and (2) agreeing to advance on a
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current basis allocated Defense Costs, as that term is defined in the Policy (hereinafter “Defense
Costs™), under the Policy incurred by Defense Counéel on behalf of Mr. Morriss until satisfaction
of the Policy’s $3 million limit of liability;

WHEREAS, subject to reservation of rights and the satisfaction of other Policy
conditions, Federal may agree to advance Defense Costs under the Policy to other Insured
Persons as appropriate;

WHEREAS, Mr. Morriss has incurred and continues to incur defense fees and costs in
connection with this litigation;

WHEREAS, to the extent Insured Persons are entitled to coverage under the Policy, they
are entitled to coverage under the Policy’s Insuring Clause 1 by reason of the Parent
Organization’s Financial Impairment, see Policy §§ 1, 13, 32;

WHEREAS, certain Acartha entities may seek coverage under the Policy’s Insuring
Clause 5 to the extent the $100,000 Deductible Amount is exhausted;

WHEREAS, the Policy contains a priority-of-payments provision in Endorsement 11,
which provides that “[i]n the event of Loss for which payment is due under Insuring Clause 1
and Loss for which payment is due under any other Insuring Clause in the Policy, the Company
shall, upon written request of any Insured Person: i. first pay all Loss for which coverage is
provided by Insuring Clause 1; and ii. then, and only to the extent of the remaining Limit of
Liability available, if any, after payment under i. above, pay such other Loss for which coverage
is provided under any other Insuring Clause under this Policy”;

WHEREAS, while no bankruptcy stay currently applies with respect to this matter, the
matter is analogous to situations in which insurers seek to advance policy proceeds on behalf of

insured persons notwithstanding 11 U.S.C. § 362°s automatic stay, including its bar on “any act
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to obtain possession of property of the estate or of property from the estate or to exercise control
over property of the estate,” see § 362(a)(3);

WHEREAS, bankruptcy courts routinely hold in analogous situations in which
individuals seek insurance proceeds that will deplete a policy’s limit of liability, despite the
bankruptcy estate’s theoretical contingent claim on the policy proceeds, that the policy proceeds
are not property of the estate that is subject to the automatic bankruptcy stay. See, e.g., Bursch v.
Beardsley & Piper, 971 F.2d 108, 115 n.8 (8th Cir. 1992) (“Although a debtor’s interest in an
insurance policy is property of the debtor’s estate, the proceeds of the policy only become part of
the estate once it is held that coverage for a claim exists.”); In re Petters Co., Inc., 419 B.R. 369,
379 (Bankr. D. Minn. 2009) (holding that insured individual’s right to portion of policy proceeds
was not impaired by automatic stay, even though stay applied to some portion of policy proceeds
in connection with claims against the bankrupt entity); see also Duchow’s Boat Ctr. v. Interstate
Fire & Cas. Ins. Co. (In re SportStuff, Inc.), 430 B.R. 170, 178 (B.A.P. 8th Cir. 2010) (holding
that court approval of settlement between insurer and bankrupt entity that purported to cut off
other insureds’ independent rights to a defense under the policy was an abuse of discretion);

WHEREAS, even when courts find that policy proceeds are subject to a bankruptcy stay,
courts routinely find that a policy’s Priority of Payments provision, which gives individual
insureds a priority to the Policy proceeds, requires advancement of defense expenses on behalf of
the individuals. See, e.g., Miller v. McDonald (In re World Health Alternatives, Inc.), 369 B.R.
805, 811 (Bankr. D. Del. 2007) (finding that the priority of payments provision “requires that
payments first be made to Coverage A insureds™); In re Enron Corp., No. 01-16034 (AJG), 2002
WL 1008240 (Bankr. S.D.N.Y. May 17, 2002) (unreported order and transcript of April 11, 2002

hearing) (recognizing that by operation of the priority of payments provision the debtors’ right to
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entity and indemnification coverage is expressly subordinated to the directors’ and officers’ right
to direct liability coverage) (copy attached as Exhibit B); In re Lernout & Hauspie Speech
Prods., N.V., Case Nos. 00-4397 through 00-4399 (JHW), pp. 44, 47 (Bankr. D. Del. May 8,
2001) (transcript of May 8, 2001 hearing) (finding that the priority of payments provision
provides that the directors and officers have first priority to payment of policy proceeds under
the direct liability coverage) (copy attached as Exhibit C); see also In re Laminate Kingdom
LLC, No. 07-10279-BKC-AJC, 2008 WL 1766637, at *3 (Bankr. S.D. Fla. Mar. 13, 2008)
(“[P]ayment of the proceeds in accordance with the “Priority of Payments Endorsement” does
not diminish the protection the Policy affords the estate, as such protection is only available after
the [c]osts of [d]efense are paid.”); and

WHEREAS, the parties therefore seek the Court’s approval of this stipulation;

IT IS NOW THEREFORE STIPULATED AND AGREED that, notwithstanding the
Court’s orders of January 17, 2012, January 27, 2012, and any other similar order which the
Court may enter, to the extent applicable, Federal shall be and hereby is authorized to make
payments under the Policy to or for the benefit of any Insured Persons or for the benefit of an
Organization for Defense Costs incurred in connection with this litigation, the FDIC

Investigation, the Nixon Litigation, or any related Claim.

[Morriss counsel]
[Receiver counsel]

[SEC counsel]
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THOMPSON COBURNLLP One US Bank Plaza

St. Louis, Missouri 63101
314-552-000

FAX 314-552-7000
www.thompsoncoburn.com

February 6, 2012 Stephen B. Higgins
314-552-6054
FAX 314-552-7054

shiggins@
thompsoncoburn.com

VIA ELECTRONIC & REGULAR MAIL

Catherine Hanaway, Esq.

The Ashcroft Law Firm, LLC

222 South Central Ave., Suite 110
St. Louis, MO 63105

Re:  SECv. Morriss, et al., Case 4:12-cv-80-CEJ
(Response to Proposed Stipulation Regarding Insurance Proceeds)

Dear Catherine:

We received your email last Thursday attaching a proposed stipulation that would permit Federal
Insurance Company (“Chubb”) to advance Douglas Morriss’s defense costs against Acartha’s
D&O liability policy. We have reviewed the materials provided and note that the draft
stipulation recognizes that the Court not only appointed a Receiver with full control over
company assets, but entered an Asset Freeze Order intended to restrain direct or indirect
depletion of any assets that may ultimately inure to the benefit of investors.

While we are certainly sympathetic to your need to get paid by your client (and have been in
similar circumstances ourselves), we oppose anything that would deplete the proceeds of the
D&O policy. Indeed, the depletion of insurance proceeds to fund your client’s defense expenses
is particularly objectionable in light of the fact that it was his conduct that put the Acartha
entities where they are now. Stated another way, committing funds available under Acartha’s
D&O liability policy would enable your client to defend himself against claims of depleting
company assets. That, in my opinion, would be directly contrary to the best interests of the
Receivership estate, and directly contrary to the interests of the investors whose investments
have been placed at serious risk.

If there are additional materials that you would like us to review, please send those to my
attention.

Exhibit
3

Chicago St. Louis Southern Illinois Washington, D.C.
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February 6, 2012
Page 2
Very truly yours,

Thompson Jbburn LLP

By
Stephen B. Higgins

SH/msd

cc: Claire Schenk, Receiver
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UNITED STATES BANKRUPTCY COURT
EASTERN DISTRICT OF MISSOURI

EASTERN DIVISION
Inre: ) Chapter 7
BURTON DOUGLAS MORRISS ; Case No.: 12-40164-659
Debtor. %

MEMORANDUM IN SUPPORT OF APPLICATION FOR ORDER PURSUANT TO
11 U.S.C. SECTION 327 OF THE BANKRUPTCY CODE AUTHORIZING
EMPLOYMENT AND RETENTION OF THE ASHCROFT LAW FIRM, LLC AS
COUNSEL FOR DEBTOR NUNC PRO TUNC TO JANUARY 20, 2012 OR,
ALTERNATIVELY. A RULING THAT THE RETENTION OF THE ASHCROFT
LAW FIRM, LLC IS BEYOND THE SCOPE OF THE DEBTOR’S ESTATE

INTRODUCTION

The Ashcroft Law Firm, LLC, d/b/a Ashcroft Hanaway (“Ashcroft Hanaway”),
respectfully requests that the Court authorize its retention and employment by Debtor
Burton Douglas Mérriss (“the Debtor”). After this bankruptcy case was filed, The
Ashcroft Law Firm, LLC, d/b/a Ashcroft Hanaway, was retained to represent the Debtor
in two related matters -- a civil action filed on January 17, 2012 by the Securities and
Exchange Commission against the Debtor and other parties (“SEC Case™), and a related
criminal investigation being conducted by the Office of the United States Attorney,
Eastern District of Missouri (“USAOQO Criminal Investigation™).

Ashcroft Hanaway has not been paid for its services to the Debtor. Ashcroft
Hanaway wishes to continue its representation of the Debtor in the SEC Case and the
USAO Criminal Investigation. In addition, the Debtor is currently being investigated by

the Internal Revenue Service, the Federal Bureau of Investigation, and the Postal

Exhibit
4
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Inspection Service, and he seeks representation in those matters as well by Ashcroft
Hanaway. |

Ashcroft Hanaway therefore seeks an order under 11 U.S.C. Section 327
authorizing its employment and retention as counsel for the Debtor nunc pro tunc to
January 20, 2012. As described below, Ashcroft Hanaway anticipates that its fees and
expenses can be paid by the proceeds for the sale of an asset held by an irrevocable trust
and a D&O insurance policy, both of which are beyond the scope of the Debtor’s estate,
upon information and belief. In the alternative, Ashcroft Hanaway secks a ruling that its
retention by the Debtor is beyond the scope of the Debtor’s estate.

STATEMENT OF FACTS

1. On January 9, 2012, the Debtor ﬁlgd his voluntary bankruptcy petition in
this case under Chapter 11. Doc. # 1.

2. On January 20, 2012, Ashcroft Hanaway was retained to represent the
Debtor in two related matters. First, the SEC Case was filed on January 17, 2012 by the
Securities and Exchange Commission against the Debtor and other parties. Securities
and Exchange Commission v. Morriss, et al., Case No. 4:12-cv-80-CEJ (E.D. Mo.). On
that same date, Claire M. Schenk was appointed as receiver for Acartha Group, LLC and
other defendants (not including Morriss) in the SEC Case. The second matter is the
related USAO Criminal Investigation. |

3. On January 31, 2012 the U.S. Trustee moved to convert Debtor’s Chapter
11 proceeding to a Chapter 7 proceeding or in the alternative to dismiss the Chapter 11
case. Doc. #22. That motion is still pending, and set for hearing on March 5, 2012.

Doc. # 38.
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4, On February 6, 2012, Claire M. Schenk, as receiver in the SEC Case, filed
a Motion to Appoint a Trustee or, in the alternative, to convert the Chapter 11 proceeding
to a Chapter 7 proceeding. Doc. # 30, # 39.

5. On February 13, 2012, the Court converted this case to a Chapter 7
proceeding and appoirited a trustee. Doc. # 49,

6. The proceedings in the SEC Case are ﬁot, according to the SEC’s
pleadings, subject to the automatic stay which would normally freeze all litigation against
the Debtor. See Doc. 43, at p.2 n.1 (“The Commission’s continued prosecution of the
District Court Action against Morriss during the pendency of this bankruptcy case is as
an action by a governmental unit to enforce such governmental unit’s police or regulatory
power, in accordance with the exception to the automatic stay provided in Section
362(b)(4) of the Bankruptcy Code, 11 U.S.C. § 362(b)(4). In its January 17 and 27, 2012
Orders, the District Court ruled that continuation of the enforcement action against
Morriss does not violate the automatic stay.”).

7. Absent approval by this Court for the Debtor to retain and compensate
counsel through some means, the Debtor will be unrepresented in the SEC Case, which is
clearly a precursor to and factually closely related to the USAO Criminal Investigation.
In addition, the Debtor is currently being investigated by the Internal Revenue Service,
the Federal Bureau of Investigation, and the Postal Inspection Service.

8. Ashcroft Hanaway seeks to have this Court approve the retention éf
Ashcroft Hanaway as counsel effective as of January 20, 2012, the first date on which

Ashcroft Hanaway rendered services to the Debtor, or, alternatively, to have this Court
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rule that the retainer and legal fees and expenses to be paid to Ashcroft Hanaway are
beyond the scope of the bankruptcy estate of the Debtor.

9. Ashcroft Hanaway has not yet received payment of any fees or expenses
with respect to its representation of the Debtor.

10.  Ashcroft Hanaway has been promised the proceeds from the sale of ra
membership interest in Malinmor Land Company, LLC as a retainer. On information and
belief, this membership interest is valued at $143,000, and is held by an irrevocable trust
-- the Burton Douglas Morriss Irrevocable Trust (the “Trust”) dated March 6, 1996 -- that
is outside the scope of these proceedings. On information and belief, the membership
interest was transferred to the Trust by Barbara and Rueben Morriss in 1996. During the
Debtor’s lifetime, he has a beneficiary interest in income and principal from the Trust,
and any distribution of income or principal is to be made at the sole and absolute
discretion of the trustees. As of the date of this writing, the Trust has two co-trustees, the
Debtor and Dixon Brown. Dixon Brown has expressed his intention to resign as co-
trustee very soon and likely before the membership interest is sold and the proceeds
transferred to Ashcroft Hanaway as a retainer. Therefore, the transfer will be executed by
the Debtor as sole trustee.

11.  Ashcroft Hanaway anticipates the remainder of its fees to be paid from the
proceeds of a D&O insurance policy purchased by Acartha Group, LLC. The policy
(number 8207-6676) was written by the Federal Insurance Company (“Federal”j. A copy
of the policy is attached hereto as Exhibit A.

12.  Federal has indicated its intent to advance defense costs under the policy,

subject to a reservation of rights and the satisfaction of other Policy conditions. In
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particular, it has consented to the Debtor’s representation by Ashcroft Hanaway in
connection with the SEC’s civil complaint. Federal has also agreed to advance allocated
defense costs incurred by counsel on behalf of the Debtor “on a current basis,” as
provided for in the policy. A copy of Fedéral’s February 13, 2012 coverage letter is
attached hereto as Exhibit B."

13.  Partners, associates and of counsel attorneys, paralegals and legal
assistants from Ashcroft Hanaway and partners, associates, paralegals and legal assistants
from the Graves, Bartle, Marcus and Garrett law firm (“GBMG”),. who has contracted
with Ashcroft Hanaway to provide joint defense in this matter, will also provide services
to the Debtor in the above-described representation.

14.  Ashcroft Hanaway and GBMG do not hold or represent any interest
adverse to the Debtor’s estate in the matters upon which Ashcroft Hanaway and GBMG
are to be employed, and Ashcroft Hanaway and GBMG are “disinterested” as such term
is defined in section 101(14) of the Bankruptcy Code. Neither Ashcroft Hanaway nor
GBMG nor its professionals have any connection with the Debtor, the creditors or any

other party in interest.

! Federal had previously been notified of two related claims. First, before the SEC filed the SEC
Action, it had issued a 9/15/11 SEC Order Directing a Private Investigation and Designating
Officers to Take Testimony (the “SEC Investigation™). Second, Federal was notified of a
11/29/11 lawsuit brought by Ron Nixon, as Co-Trustee of the Bailey Quin Daniel 1991 Trust, and
others against Morriss, Acartha, and a related entity in Missouri state court (the “Nixon
litigation™). (The Nixon litigation has been stayed as to Morriss because of the present
bankruptcy case.) Federal responded to these notices by letters dated 11/23/11 and 12/20/11
respectively (copies attached as Exhibits C and D). Federal accepted the SEC Investigation and
the Nixon litigation as related claims against Morriss and other insureds, and agreed to begin
advancing an allocated portion of defense costs, in excess of the deductible, incurred on their
behalf.
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15.  Ashcroft Hanaway will calculate its fees for professional services based on
its customary hourly billing rates, which in the normal course of business are subject to
revision. For the Court’s information, the range of billing rates that Federal has agreed
to pay Ashcroft Hanaway for this matter are: Partners $300 -- $555; Of Counsel $300-
$495; Associates $150-$245; Paralegals, Legal Assistants and Staff $50-$135. See
1/25/12 email from D. Topol, Counsel for Federal, to C. Hanaway, a copy of which is
attached hereto as Exhibit E. No bills will be submitted directly by GMBG, whose
attorneys will serve as “of counsel” to Ashcroft Hanaway. Anticipated expenses include
the retention of such experts and services as will be required to adequately defend the
case (including but not limited to forensic accountants and document imaging and
management services). All billings will be submitted to Federal directly from Ashcroft
Hanaway for payment in accordance with the provisions set forth above, with copies sent
to the Debtor. As they are earned and billed, Federal intends to pay defense costs to
Ashcroft Hanaway and not to the Debtor.

16.  No previous application for the relief sought herein has been made by
Ashcroft Hanaway or GMBG to this or any other Court.?

ARGUMENT
L The Policy Proceeds Are Not Part of the Bankruptcy Estate
The D&O policy issued by Federal was purchased by Acartha Group, LLC to

provide coverage for the Debtor and other directors and officers, as well as Acartha

2 Ashcroft Hanaway has also filed a motion in the SEC Case seeking a ruling that the receivership
and asset freeze orders in that case do not prohibit the advancement of defense costs from the
Federal policy. If granted, that Motion will allow Federal to advance costs, but does not reach the
issue of whether the defense costs can be “received” by the debtor. Counsel has informed the
Eastern District of their intent to file the present motion with this Court as well.

6
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Group, LLC. Since the Debtor is not the policyholder, but merely a covered insured, the
policy itself is clearly not property of the Debtor’s bankruptcy estate.> Whether or not
the policy proceeds are part of a debtor’s estate depends on the specific facts of each
case. See, e.g., Inre CyberMedica, Inc., 280 B.R. 12, 16 (Bankr. D. Mass. 2002)
(“Whether the proceeds of a D & O liability insurance policy is property of the estate
must be analyzed in light of the facts of each case.”); In re Sfuzzi, Inc., 191 B.R. 664, 668
(Bankr. N.D. Tex. 1996) (“[Tlhe question of whether the proceeds [or an insurance
policy] are property of the estate must be analyzed in light of the facts of each case.”).

In this case, the policy proceeds at issue are being sought to pay the attorneys who
have been representing the Debtor. None of these funds would be available to the Debtor
personally. Courts have often distinguished between first-party insurance coverage —
such as life or property insurance — where the insurance proceeds are paid directly to the
insured, and D&O and other types of liability coverage, where the proceeds are not paid
tb the debtor. See, e.g., In re Sfuzzi, Inc., 191 B.R. at 668 (“Unquestionably, proceeds
from collision, life, and fire insurance policies are property of the estate when, the
proceeds are made payable to the debtor rather than to a third party, such as a creditor.”)
In the case of D&O coverage, as in this case, “the question to be answered is whether the
debtor would have a right to receive and keep those proceeds when the insurer paid on
the claim: (1) if the answer to that question is ‘yes,’ then the proceeds of the liability

insurance policy are property of the estate; (2) if the answer is ‘no,’ then the proceeds are

* If anything, the policy itself is property of Acartha, which is presently in receivership. See
Securities and Exchange Commission v. Morriss, et al., Case No. 4:12-cv-80-CEJ (E.D. Mo.),
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not property of the estate and they cannot enhance the bankruptcy estate for other
creditors.” Id.*

In this case, the facts do not support treating the policy proceeds as part of the
bankruptcy estate. Other than the defense costs at issue in this motion (and those related
claims listed in footnote 1), any potential claim against the bankruptcy estate, or indeed
the policy, is entirely speculative at this point. In the analogous situation where officers
of a bankrupt corporation seek access to D&O coverage for defense costs, the courts
often hold that the policy proceeds are not part of the bankruptcy estate merely because
there might in the future be other claims made against the policy. This is especially true
when there is a priority of payments clause, as here, where coverage of defense costs for
individual insureds is payable before any coverage for claims against the corporate
policyholder. See Policy Endorsement #11. As one court explained:

[TThe Court believes the depletion of proceeds to pay the Costs of Defense

does not diminish the protection afforded the estate’s assets under the

terms of the Policy. The Policy’s “Priority of Payments Endorsement”

specifically requires that the proceeds be used first to pay non-

indemnifiable loss for which coverage is provided under Coverage A of

this Policy, which coverage includes the Costs of Defense. Then, only

after such payments are made, and only if proceeds remain after payment

of such Costs of Defense, will the Trustee or the estate be paid any

proceeds. Thus, under the language of the Policy itself, the estate has only

a contingent, residual interest in the Policy’s proceeds; and, payment of

the proceeds in accordance with the “Priority of Payments Endorsement”

does not diminish the protection the Policy affords the estate, as such
protection is only available after the Costs of Defense are paid.

* The Sfuzzi court added that in some cases, courts have found that “the proceeds from liability
insurance policies are property of the bankruptcy estate, but these courts were usually dealing
with cases that involved mass torts or cases in which the major asset was the insurance policy.”
Id. There is no evidence that this is the type of situation involved in this case. Indeed, other than
the SEC lawsuit, the only case filed against Morriss is a state court action which has been stayed
pending the outcome of the SEC Case. See Nixon, et al. v. Morriss, et al., Case No. 11SL-
CC04718 (Mo. Cir. Ct. St. Louis Co.).
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In re Laminate Kingdom, LLC, 2008 WL 1766637, *3 (Bankr. S.D. Fla. Mar. 13, 2008)
(emphasis in original) (not reported in B.R.). In other words, even if there were other
claims against the insurance policy, Federal is contractually bound by the policy’s terms

to cover the Debtor’ claim for defense costs first.

IL Even if the Policy Proceeds Are Part of the Bankruptcy Estate.
the Insurer Should Be Permitted to Advance Defense Costs

for Payment to Debtor’s Counsel

Thus, the policy proceeds should not be treated as part of the bankruptcy estate in
this case. However, even if they are considered to be part of the estate, this Court should
grant relief from the stay to allow for the payment of defense costs to the Debtor’s
counsel. Many courts have authorized D&O carriers to fund defense costs
notwithstanding the bankruptcy of one of the insureds. (Typically, this situation arises
because the corporate insured is in bankruptcy, but the courts’ reasoning in these cases is
equally applicable here.)

There exists good cause for the Court here to authorize payment of the Debtor’s
defense costs by the insurer. First, as a practical matter, his ability to mount an effective
defense against any claims will inure to the benefit of the bankruptcy estate. The Debtor
has no other means of funding his defense of the SEC action or the criminal investigation. '
If he is prevented from having counsel assist in his defense, there is obviousiy a much
greater risk of an adverse judgment, which would diminish the estate and/or the policy
limits. Since the basis of the USAQ’s criminal investigation is the SEC Case, the Debtor
will be greatly prejudiced in his ability to defend against any criminal charges that may

be brought, if during the prosecution of the SEC’s case, he is unrepresented by counsel.



Case: 4:12-cv-00080-CEJ Doc. #: 81-4 Filed: 02/27/12 Page: 10 of 33 PagelD #: 3149

Courts have often stressed that coverage of defense costs is governed largely by
the policy terms themselves, and that when a priority of payments clause is present, it
should be honored. In the Laminate Kingdom case, for example, the court held that even
if the policy were to be considered estate property, the court found there was cause to
grant relief from the stay, because the very essence of D&O insurance policies was at
stake:

In the present case, “cause” exists for granting relief from the stay

to permit Carolina to advance the Defense Costs to Laminate’s Directors

and Officers under the Policy. As stated by the New York Bankruptcy

Court: “D & O policies are obtained for the protection of individual

directors and officers .... in essence and at its core, a D & O policy remains

a safeguard of officer and director interests and not a vehicle for corporate

protection.” In re First Central Financial Corp., 238 B.R. 9, 16 (Bankr.
ED.N.Y. 1999).

Id. at *4.°

Courts often hold that there is cause to lift an automatic bankruptcy stay when an
individual insured faces the immediate need for coverage of defense costs,
notwithstanding that the policy might in the future be needed to pay other claims. See,
e.g., Groshong v. Sapp (In re Mila, Inc.), 423 B.R. 537, 545 (B.A.P. 9th Cir. 2010)
(affirming bankruptcy court’s grant of relief from stay because “defense losses were
clear, immediate, and ongoing, while Trustee could only show hypothetical or speculative
indemnification claims™); In re Taylor Bean & Whitaker Mortg. Corp., No. 3:09-bk-
07047, 2011 WL 6014089 (Bankr. M.D. Fla. Oct. 11, 2011) (copy attached as Exhibit F)

(“The Court is not obligated to postpone payments contractually owed to the former

3 Any deprivation of Mr. Morriss’s choice of counsel might implicate the Sixth Amendment’s
right to counsel. See United States v. Stein, 541 F.3d 130 (2d Cir, 2008) (accounting firm
employees’ Sixth Amendment rights were violated where government conduct caused employer
to restrict advancement of legal fees to employees, and indictment had to be dismissed, even
though state actor conduct occurred pre-indictment).

10



Case: 4:12-cv-00080-CEJ Doc. #: 81-4 Filed: 02/27/12 Page: 11 of 33 PagelD #: 3150

directors and officers based on mere hypothetical claims that may never be asserted and
the possibility that coverage determinations may be reversed at some point in the
future.”)

One bankruptcy court in this Circuit was faced with a situation similar to this
case, where an insurance policy covered both an individual insured and corporate entities.
See In re Petters Co., Inc., 419 B.R. 369 (Bankr. D. Minn. 2009). In Pefters, both the
individual insured and the entities had competing claims for defense costs from a single
policy. One insured was in receivership, while the others were in bankruptcy (In
circumstances precisely opposite of the present case, the individual insured was in
receivership while the entities were in bankruptcy). The court recognized that the
bankruptcy estate and others might have rights against the policy at some point, but held
that such a contingency could not justify freezing the entire policy amount in the
meantime:

[W1here there is a universe of potential claimants, a bankruptcy

estate among them, and insured losses via the accrual of defense expenses

are an ongoing process in intense legal proceedings, all insureds’ future

rights to the value of the coverage are completely indeterminate. Further,

no insured’s rights to a current payment are determinate until a claim is

presented against an unexhausted balance of coverage. When the

availability of reimbursement or indemnification is subject to a first-come,

first-served order of distribution, as apparently is the case here [as the

policy contained no priority of payments clause], the potential jeopardy to

the bankruptcy estate’s rights is obvious: it may have accrued but

unpresented claims, or may accrue them shortly, in large amounts, against

the unknown ripening of competitors’ rights.

But on the other hand