UNITED STATES DISTRICT COURT
FOR THE EASTERN DISTRICT OF VIRGINIA
Alexandria Virginia

UNITED STATES SECURITIES AND
EXCHANGE COMMISSION,

Plaintiff,

V. Civil Action No. 1:06-cv-01354 GBL/TRJ

)
)
)
)
)
)
)
INTERNATIONAL FIDUCIARY )
CORP., S.A etal., )
)
Defendants, )
)
TERRY MARTIN et al.,, )
)
Relief Defendants. )
Brief of Relief Defendants Terry Martin, CD2E, Inc.,
M&M Technologies, Inc., and Winchell Corp.
in Opposition to
Plaintiff’s Motion for Summary Judgment
as to the Claims Against Them
The SEC is not entitled to summary judgment against relief defendants Terry
Martin, CD2E, Inc., M&M Technologies, and Winchell Corp. (We will refer to these
defendants together as “the Bellingham defendants,” because they are located near
Bellingham, Washington.) The SEC does not allege that the Bellingham defendants broke
the Jaw in any way. Rather, it seeks to hold them liable as “relief defendants” on the theory
that they received money from International Fiduciary Corp. (“IFC”), the primary
wrongdoer in this case, that they have no legitimate claim to.
As we explain in more detail below, the SEC has failed to make even a prima facie

showing of the facts necessary to establish its claim. It has not shown that Terry Martin

received any money from IFC at all. Nor has it made a prima facie showing that the parties



who did receive money from IFC (CD2E, M&M, and Winchell) had no legitimate claim to
it; its only evidence on that issue is inadmissible hearsay. And despite the fact that
recovery from a relief defendant is limited to the specific property received from the
wrongdoer or its traceable proceeds, the SEC has not even tried to show that any of the
Bellingham defendants is currently holding any of the money paid by IFC. Moreover, as to
all of these issues the Bellingham defendants have in any event introduced evidence

creating a dispute of material fact. Summary judgment is therefore inappropriate.

Material Facts in Dispute
A. There are material disputes of fact regarding the following 1ssues:

1. Whether Terry Martin acted as an agent for IFC. (Martin Decl. 991121 &
Ex. 1-2)

2. Whether Terry Martin recruited investors for IFC. (Martin Decl. §§ 1121 &
Ex. 1-2)

3. Whether any of the Bellingham defendants received commissions or finder’s
fees from IFC. (Martin Decl. 4] 11-21 & Ex. 1-2.)

4. Whether CD2E had a legitimate claim to the money it received from IFC
based on the money’s being compensation for consulting services. (Martin Decl.
11-21& Ex. 1-2.)

5. Whether M&M had a legitimate claim to the money it received from IFC
based on M&M’s research-and-development contract with Gem Manufacturing.

(Martin Decl. 49 11-21 & Ex. 1-2.)



6. Whether Winchell had a legitimate claim to the money it received from IFC
based on the money’s being compensation owed to CD2E for consulting services .
(Martin Decl. §7 11-21 & Ex. 1-2))

7. Whether any of the Bellingham defendants is currently holding any specific
funds that were paid by IFC, and if so, how much. (Forhan Decl. M 727 & Ex. 1-
9.)

8. Whether any of the Bellingham defendants is currently holding any other
assets having realizable value that are traceable to funds that were paid by IFC, and
if so what the value of those assets is. (Forhan Decl. §4 7-27 & Ex. 1-9))

9. Whether Terry Martin ever received any portion of the specific funds that
IFC paid to CD2E, M&M, or Winchell, and if so, how much. (Forhan Decl. 4 22—
27)

B. Martin, CD2E, M&M, and Winchell dispute the following assertions in the
SEC’s statement of material facts:'

Paragraph 17: To the extent that the assertions in § 17 of the statement of
material fact are intended to apply to Martin, they are disputed. (Martin Decl, 1
11-21 & Ex. 1-2.)

Paragraphs 18-20: To the extent that the assertions in Y 18-20 of the
statement of material facts are intended to apply to any investors other than Alan

Bergen and Cathy Hall, they are unsupported by any evidence.

1. Although we do not dispute the other assertions for the purposes this opposition, that
does not mean that we admit them. Most, if not all, of the other assertions are about
matters that we have no personal knowledge of. Moreover, the factual disputes that we
do raise are more than sufficient to defeat the SEC’s motion.



Paragraph 93: The assertions in 93 of the statement of material facts that
Martin was a third party agent for IFC and that he brought investors into the
program are disputed, as are the remaining assertions in § 93 to the extent that they
are intended to apply to Martin. (Martin Decl. 44 11-21 & Ex. 1-2.)

Paragraph 96: The assertions in the first sentence of 96 of the statement of

material facts are disputed. (Martin Decl. 99 11-21 & Ex. 1-2.)

Counterstatement of Facts

A. Introduction

Before getting into the details, we want to correct up front several major
inaccuracies in the SEC’s version of the facts.

First, Terry Martin was not associated with IFC and did not act as its agent or
representative. On the contrary, he put his own funds at risk with IFC by advancing
$240,000 to CD2E and another investor to fund their IFC investments, and loaning
Winchell almost $90,000 of the money it used for its deposit. Moreover, Martin did
nothing to recruit anybody to invest in IFC. The people the SEC claims he recruited are his
relatives, friends, and colleagues, with whom he often made investments, and they took the
initiative in seeking to invest in IFC. |

Second, Martin’s understanding was that the payments to CD2E and Winchell that
are at issue here were intended as compensation for technology-review services, not as
commissions or finder’s fee.

Third, the money that was paid to M&M did not constitute commissions or finder’s

fees. Rather, it was money that was owed to M&M by Gem Manufacturing, a company



owned by defendant Malcolm Stevenson, under a separate agreement with M&M. Martin

did not know until after the fact that the money came from IFC.

B. Who the Bellingham defendants are.

Relief defendant Terry Martin is the sole shareholder of CD2E and M&M. CD2E
was incorporated in March 2004 for the purpose of providing consulting services, and it
later shifted its business emphasis to become a vehicle for making investments, primarily
in real estate. M&M was formed in May 2003 for the purpose of developing and
commercializing an advanced pumping technology known as the Everseal technology.”

The SEC describes Winchell as another entity through which Martin does business,
but that description is inaccurate. Winchell is wholly owned by Craig Forhan, who is the
chief financial officer for CD2E and M&M and who is not a party to this action. Martin
has never conducted business through Winchell. Nor has he ever controlled Winchell.?

Although the SEC’s claim treats CD2E, M&M, and Winchell as if they were
Martin’s alter egos, it has not alleged that there is any basis for ignoring the corporations’
separate corporate existence, and it has offered no evidence that could justify piercing the

corporate veil.

C. CD2E’s investment in International Fiduciary Corp.

Beginning in 2004, CD2E invested $200,000 with International Fiduciary Corp.

(“IFC”) in order to participate as an investor in what had been described to Martin as its

2. Martin Decl. 4 4-5.
3. Martin Decl. § 6.



“letter of credit” program. Martin advanced CD2E the money it used to make these
investments; he therefore put his own money at risk.*

Martin had learned about IFC and the letter-of-credit program from defendant
Malcolm Stevenson, who Martin had known for several years and for whom Martin and
CD2E had performed reviews and assessments regarding a variety of technologies that
Stevenson was considering investing in. Stevenson told Martin about the letter-of-credit
program, which Martin understood that he was participating in. Based on his prior dealings
with Stevenson, Martin believed him at that time to be a legitimate businessman. His

understanding was that IFC and the letter-of-credit program, too, were legitimate.’

D. The SEC’s claim that Martin received commissions or finder’s fees
from IFC for recruiting additional depositors

The SEC contends that Martin was a third-party agent for IFC and that he was paid
a monthly percentage for each person he supposedly brought into the IFC program. It also
contends that CD2E, M&M, and Winchell had no legitimate claim to the sums that IFC
paid them above and beyond the amount of their deposits. Those allegations are inaccurate.
Martin was never an agent for IFC. He never received any payments from IFC. And as
explain below, CD2E, M&M, and Winchell have legitimate claims to the funds paid by
IFC.®

The people who Martin allegedly recruited as IFC investors are all relatives and/or
longtime friends of his, and some are his business partners. Over the years, Martin has

participated in various investments with these people, and he continues to do so, even after

4. Martin Decl. § 7.
5. Martin Decl. § 8-9.
6. Martin Decl. ] 11-12.



this lawsuit was filed and IFC was closed down. He did not “recruit” any of these people to
invest in IFC. Nor did he encourage any of them to do so. Since Martin was the person
who had the prior contact with Stevenson, and who had communicated (to a limited extent)
with Pinkett, he acted as the point of contact with IFC. In doing so, he did not have any
agreement or understanding with IFC under which he (or any company he owns) would be
paid a finder’s fee or commission.”

CD2E did receive monthly payments from IFC. Some of those payments
represented a return on the investments that CD2E had made. In addition, CD2E received
payments that Martin understood to represent compensation for consulting services
performed (and to be performed) by CD2E, which were similar to the services that had
previously been performed for Stevenson. These services were performed pursuant to a
contract between CD2E and IFC These payments were supposed to have represented a
portion of Pinkett and Stevenson’s return on their investments in IF €, and were not
supposed to have been based on the amount of payments by or to any other IFC investors.
However, after the payments began, IFC unilaterally changed the way the payments were
computed, and started basing them on a percentage of the amounts that IFC paid to my
relatives and friends who had invested in IFC. I objected to this practice, but it was
continued over my objection, because I was told that this was the way that they did their

accounting. Martin’s relatives and friends who had made investments with IFC were aware

of these payments and had no objection to them.?

7. Martin Decl. §9 13-14.
8. Martin Decl. 9 15-16.



E. The payments to M&M Technologies

During the period June through October 2006, M&M received five monthly
payments from IFC. Although Martin now understands that these payments were made by
IFC, he did not know that at the time. Rather, he thought that they had been made by a
company named Gem Manufacturing, which is owned by Stevenson.”

Gem had entered into a Research, Development, & Testing Agreement with M&M
under which Gem would pay M&M $110,000 per month in connection with M&M’s
research, development, testing, and prototype-fabrication services relating to the Everseal
pump technology. In return, Gem would obtain exclusive rights during the agreements’
term to the developments, improvements, and technology developed under the
agreement. 10

At the time M&M received the monthly payments, Martin thought they were from
Gem. When he subsequently found out that they had come from IFC, M&M terminated the

agreement with Gem. '’

F. The investment by Winchell Corp.

Winchell invested $100,000 in IFC. Of that amount, almost $90,000 came from a
loan that Martin made to Winchell in order to fund its investment in IFC.'2

In addition to receiving monthly payments on account of its own investment,
Winchell received a small portion of the percentage payments that would otherwise have

been paid to CD2E, as described above. This was done at Martin’s request, because he

9. Martin Decl. § 17.
10. Martin Decl. § 18.
11. Martin Decl. § 19.
12. Martin Decl. 9 20.



wanted Craig Forhan to receive payment for the work that he was performing on an
ongoing basis to monitor and track the monthly payments from IFC, which was necessary

. . . . 1
because of inadequacies in IFC’s accounting. '

G. The deposit by HBC 1, LLC

In September 2006, another venture in which Martin had an interest (HBC 1, LLC)
invested $100,000 with IFC. Although HBC received some monthly payments from IFC,

those payments stopped before HBC received back the amount of its investment.'*

H. The SEC’s failure to show that any of the Bellingham defendants
currently holds any of the specific funds paid by IFC or any assets
traceable to those funds.

The SEC does not argue that any of the Bellingham defendants currently holds any
of the specific funds that were paid by IFC. Nor does it contend that any of the Bellingham

currently has any assets that can be traced to those funds.

Argument

A. Summary judgment against Martin is inappropriate because he
received no payments from IFC.

The SEC has not even remotely established the elements of a claim against Terry
Martin individually. It is undisputed that Martin received no payments from IFC."* All of
the payments that the SEC seeks to recover were made to corporations: CD2E, M&M, and

Winchell. The SEC has not alleged, much less established, any facts that would justify

13. Martin Decl. § 21.
14. Martin Decl. § 22.
15. Martin Decl. § 23.



piercing the corporate veil. It has cited no case holding that it may sue as a relief defendant
someone who did not receive any money or other property from one of the wrongdoers.

In short, the motion must be denied insofar as it relates to Martin individually.

B. Summary judgment against CD2E, M&M, and Winchell is
inappropriate because the SEC has not made a prima facie showing
that they had no legitimate claim to the money from IFC, and
because in any event they dispute the SEC’s claim on that point.

The SEC’s motion also lacks merit with respect to CD2E, M&M, and Winchell.
In order to obtain recover from a relief defendant, the SEC has the burden of
proving that the defendant has no legitimate claim to the money that was received from the

1 «“IT)he lack of a legitimate claim to the funds is the defining element of a

wrongdoer.
nominal defendant.”!” The SEC has not made a prima facie showing on this point, and
therefore has not shifted the burden to the Bellingham defendants to show that the money
is legitimately theirs. Summary judgment should be denied on that ground alone. Even if
the SEC had made a prima facie showing, however, it would not be entitled to summary
Jjudgment because we have submitted evidence raising disputed questions of material fact.

Although the SEC’s motion papers are somewhat unclear on this point, there
appear to be two parts to the SEC’s claim. The SEC is seeking to recover the payments to
IFC, and the consulting-fee payments to CD2E, on the theory that these payments

represented commissions or finder’s fees for bringing in investors to the Ponzi scheme. In

addition, it is seeking to recover payments that CD2E and Winchell received on account of

16. E.g., SECv. Colello, 139 F.3d 674, 677 (9th Cir. 1998).
17. 1d.

-10-



their investments in IFC, apparently including amounts that can in retrospect be deemed a

return of capital.'®

The SEC is not entitled {o summary judgment on either of these claims.

1. The SEC is not entitled to summary judgment on its “commission”
claim.

The SEC has not made a prima facie showing that Martin was an agent for IFC or
that any of the payments to CD2E, M&M, or Winchell constituted a commission or
finder’s fee. The only evidence it offers to support these contentions consists of what is
double hearsay: SEC attorney Ricky Sachar’s summary of the deposition testimony of
IFC’s accountant, which is based (with respect to this issue) solely on what the accountant
was told by defendant Pinkett."” A motion for summary judgment must be supported by
admissible evidence,”® and even if one ignores the fact that the SEC relies on a summary of
the accountant’s testimony rather than the testimony itself, the accountant had no personal
knowledge as to this issue and was not merely repeating what he had been told by the
principal architect of the scam.

Even if the SEC’s evidence were sufficient to make out a prima facie case,

summary judgment would be inappropriate because that evidence is disputed. Martin states

18. See SEC Mem. 2627 (describing the amount sought from the Bellingham defendants
as “monthly commissions [Martin] received, plus $450,000 in ‘ponzi’ payments that he
received from IFC based on his own investment™)

19. Sachar Decl. q 88.

20. E.g., Williams v. Staples, Inc., 372 F.3d 662, 667 (4th Cir. 2004) (“Summary judgment
is appropriate when the admissible evidence demonstrates that no genuine issue of
material fact exists and that the moving party is entitled to judgment as a matter of
law.”) (emphasis added}; Fed. R. Civ. P. 56(e)}(1) (supporting affidavits “must be made
on personal knowledge [and] set out facts that would be admissible in evidence”).

-11-



in his declaration that he was not an agent for IFC, as the SEC contends.”! Rather, the
payments to CD2E that are at issue constituted payment for consulting services.?* The pay-
ments to M&M were payments that M&M was owed under a research-and-development
contract with a company named Gem Manufacturing, which was owed by defendant
Stevenson; unbeknownst to Martin, these payments were apparently made from IFC’s
account.”” And the payments to Winchell represented a portion of the consulting payments
that would otherwise have been paid to CD2E; at Martin’s request, these payments were
directed to Winchell rather than to CD2E.*

Furthermore, even if the IFC accountant’s testimony were admissible, it would be
untrustworthy. The SEC’s summary of the accountant’s testimony makes it clear that he
was intimately involved in carrying out IFC’s scheme. He had an obvious motive to
implicate others, even if only as relief defendants, in order to create the appearance that he
is cooperating with the SEC and thereby reduce the risk of his being named as a defendant
himself. And the alleged facts to which the accountant testified were nothing more than
things that he had been told by defendant Pinkett, who can hardly be considered a reliable
source.

In ruling on a summary-judgment motion, a court may (indeed, should) find the
material facts to be disputed where the non-moving party identifies specific reasons to
doubt an essential witness’s credibility. As stated in Wright & Miller, “Clearly, if the

credibility of the movant's witnesses is challenged by the opposing party and specific bases

21. Martin Decl. § 12.
22. Martin Decl. § 15.
23. Martin Decl. 4§ 17-19.
24. Martin Decl.  21.

-12-



for possible impeachment are shown, summary judgment should be denied and the case

5925

allowed to proceed to trial{.]"* This is an application of the general principle that all

justifiable inferences must be drawn in favor of the nonmoving party.?

2. The SEC is not entitled to recover payments to CD2E and Winchell
that can be deemed a return of their capital or that were otherwise
made on account of their investments.

The SEC apparently seeks to recover the entire amount that IFC paid to CD2E and
Winchell—including amounts that in retrospect can be deemed the return of their capital.
Such a recovery would be inconsistent with the theory behind relief-defendant claims,
which is that the relief defendant claims no ownership interest in the money at issue, but is
merely a disinterested party having custody of money that really belongs to the wrong-
doer.”’

When an investor in a Ponzi scheme receives payments on account of his invest-
ment, he plainly does have a legitimate claim to those payments at least with respect to an
amount equal to his investment. To that extent, the payment can be deemed a return of his
capital, and therefore cannot be regarded as really belonging to the wrongdoer. To atlow
the SEC to obtain such a recovery would be inequitable and would stand the very purpose
of the securities laws—protecting investors—on its head.

Nor does the relief-defendant theory apply to payments received by an investor

above and beyond the amount of his investment. The investor would regard those funds as

25. 10A Charles Alan Wright, Arthur R. Miller & Mary Kay Kane, Federal Practice &
Procedure Civil 3d § 2726, text at n.12.

26. Masson v. New Yorker Magazine, Inc., 501 U.S. 496, 520 (1991).

27. CFIC v. Kimberlynn Creek Ranch, Inc., 276 F.3d 187, 191 (4th Cir. 2002); SEC v.
Cherif, 933 F.2d 403, 414 (7th Cir. 1991).

-13-



the return that he was promised on his investment, and certainly would not regard himself
as a disinterested stakeholder who merely has custody of the money on behalf of someone
else. To the extent that anyone has a remedy with respect to such payments, it is the
receiver for IFC, not the SEC.

C. Summary judgment is inappropriate because the SEC has failed to

show that Martin, CD2E, M&M, or Winchell is holding any of the
specific funds paid by IFC or traceable proceeds of those funds.

1. Any recovery by the SEC would be limited to the specific funds paid by
IFC or to traceable proceeds of those funds.

Even if the SEC could show that the relief defendants had no legitimate claim to
the payments they received, it would not be entitled to obtain an ordinary judgment
enforceable against their assets generally. Rather, it would be limited to recovering any
portion of the specific funds paid by IFC that remained in their possession or any traceable
proceeds of those specific funds. This conclusion follows from the limits on the SEC’s
ability to obtain monetary relief in general and from the unusual nature of a relief
defendant’s Liability.

(a) Limitations on SEC monetary relief in general. The SEC has no statutory
authority to recover monetary relief other than fines and penalties in connection with a
scheme such as IFC’s. Therefore, the only nonpunitive monetary relief it can obtain from
any of the defendants here is equitable relief under the court’s inherent power.*® The
Supreme Court has held that restitutionary relief is available in equity only “where money

or property identified as belonging in good conscience to the plaintiff [can] clearly be

28. See, e.g., First City Financial Corp., Ltd., 890 F.2d 1215, 1230 (D.C. Cir. 1989).

-14-



traced to particular funds or property in the defendant’s possession.”?® Such relief is not
available where the specific property at issue or its traceable proceeds are no longer in the
defendant’s possession.”® “Thus, for restitution to lie in equity, the action generally must
seck not to impose personal liability on the defendant, but to restore to the plaintiff
particular funds or property in the defendant's possession.”’

There is an exception to this principle for what the Court referred to as “an account-
ing for profits,”*? but even assuming that this exception extends to claims for disgorge-
ment, it is inapplicable to claims against relief defendants. The purpose of disgorgement
1s “to prevent wrongdoers from unjustly enriching themselves through violations, which
has the effect of deterring subsequent fraud.”* Relief defendants are not wrongdoers, and
the complaint here says expressly that the relief defendants are not accused of having
committed securities violations. So disgorgement is not an available remedy.

(b) Limitations on recovery from relief defendants. Because a relief defendant is

not charged with having broken the law, the purpose of a claim against him is not to

29. Great-West Life & Annuity Ins. Co. v. Knudson, 534 U.S. 204, 213 (2002). Although
Great-West was a private action under ERISA, its holding has been applied to law-
enforcement actions by federal agencies. FTC v. Verity Int’l, Ltd., 443 F.3d 48, 6667
(2d Cir. 2006).

30. Great-West, 534 U.S. at 714.

31. Id. at 714-15.

32.1d. at 715 n.2.

33. See SEC v. Cavanaugh, 445 F.3d 105, 116 (2d Cir. 2006).
34. Id at 117.

-15-



impose personal lability. Rather, it is to recover specific property in his possession that is
the subject of the litigation but that does not belong to him.*®

This is clear from the leading case on the subject, SEC v. Cherif. The court there
described a relief defendant (using the term “nominal defendant™) as someone “who has no
ownership interest in the property which is the subject of the litigation” and who “holds the
subject matter of the litigation in a subordinate or possessory capacity[.]”*° It further stated
that a relief defendant is “a trustee, agent, or depositary who has possession of the funds
which are the subject of the litigation.™’ Moreover, “[blecause of the non-interested status

3 The quintessential relief

of the nominal defendant, there is no claim against him{.]
defendant is a bank or brokerage house that merely holds proceeds deposited by
wrongdoers.

The Fourth Circuit has adopted this reasoning. In CFTC v. Kimberlynn Creek
Ranch, Inc..” it cited Cherif for the proposition that because relief defendants are not
accused of violating the law, district courts do not have jurisdiction against any separate
cause of action against them, and that a relief defendant can be joined in an action only
because “he has no ownership interest in the property which is the subject of the

litigation.”*® These statements lead to two conclusions. First, the fact that there is no

separate cause of action against a relief defendant confirms that a claim against such a

35. CFTCv. Kimberlynn Creek Ranch, Inc., 276 F.3d at 191 (4th Cir. 2002); SEC v.
Cherif, 933 F.2d at 414. '

36. id.

37. Id. (internal quotation marks and citation omitted).
38. 1d

39. 276 F.3d 187 (4th Cir. 2002).

40.276 F.3d at 191.

-16-



defendant is not a claim to impose personal liability, but a claim to recover specific
property. Second, given the description of a relief defendant as someone who has no
ownership interest in the property at issue, it follows that the property that a relief
defendant does have an ownership interest in is not subject to the agency’s claim.

The importance of this point is underlined by the Fourth Circuit’s reference in
Kimberlynn Creek Ranch to the fact that the asset freeze that had been ordered there “does
not distinguish between assets traceable to the fraud and assets legitimately acquired by the
Relief Defendants independently of the fraudulent activity” and that the order “thus
appears to freeze not only funds held by the Relief Defendants on behalf of the [culpable}
Defendants, but also assets in which the Relief Defendants have an ownership interest.”™"'
This statement was obviously meant to at least raise a question as to whether it was
appropriate to freeze property that was not traceable to the fraud and was not being held on
behalf of the violators. However, the court did not address the question further because the
relief defendants had not challenged the terrﬁs of the freeze order on appeal.*?

While the SEC now seeks final relief against the relief defendants, not an interim
freeze order, the two issues are inseparable, because an interim asset freeze may be
imposed only in support of a final remedy that it would ultimately have power to grant.*’

As the Fourth Circuit explained in another case, a preliminary asset freeze is available

“when the plaintiff creditor asserts a cognizable claim to specific assets of the defendant or

41.276 F.3d at 190 n.1.
42. 1d.

43. Grupo Mexicano de Desarrollo, S.A. v. Alliance Bond Fund, 527 U.S. 308, 324--327
(1999);

-17-



seeks a remedy involving those assets[.]”* The court went on to note that “[t]his nexus
between the assets sought to be frozen through an interim order and the ultimate relief
requested in the Jawsuit is essential to the authority of a district court in equity to enter a
preliminary injunction freezing assets.”® Thus, by suggesting that it may be inappropriate
to freeze property of a relief defendant that cannot be traced to the fraud, the court was
necessarily suggesting that it may be inappropriate to grant the plaintiff permanent relief
covering such funds.

The decision in SEC v. Col.en,’.!’o,46 which the Fourth Circuit also relied on in
Kimberlynn Creek Ranch, supports the conclusion that recovery from a relief defendant is
limited to funds from the wrongdoer that the relief defendant still possesses (or their
proceeds) and cannot reach the relief defendant’s unrelated assets. First, the court noted
that the purpose of suing a relief defendant is “to effect full relief in the marshaliling of
assets that are the fruit of the underlying fraud.™* In other words, the goal is to recover
property belonging to the wrongdoer that is merely in the custody of the relief defendant.
Accomplishing that goal does not authorize the recovery from a relief defendant of funds
that are not traceable to the fraud.

Second, the court in Colello recognized that the SEC’s claim against a relief
defendant is limited to assets obtained from the wrongdoer that remain in the relief

defendant’s possession. The relief defendant in Colello argued that “he had paid over to

44. United States ex rel. Rahman v. Oncology Associates, 198 F.3d 489, 496 (4th Cir.
1999) (emphasts added).

45. Id at 496-97.
46. 139 F.3d 674 (Sth Cir. 1998) (cited in Kimberlynn Creek Ranch, 276 F.3d at 191-92).

47. Id. at 677 (emphasis added).
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others most of the money . . . and that the amount that he retained was his fee for services
[he claimed to have provided].”*® While the court of appeals held that the SEC had the
burden of proving that the relief defendant had no legitimate claim to the funds, it affirmed
the district court’s judgment against the defendant largely because he had invoked his Fifth
Amendment rights and “refused to give information necessary to determine whether he
still possessed any of the funds or whether he had a legitimate claim to them.”* It also
noted that “the district court continues to give Colello an opportunity to show where the
money went.”*" If the court thought that the SEC was allowed to recover against the relief
defendant’s general assets, these statements would have been irrelevant.

Thus, if the SEC cannot show that a relief defendant is holding funds that really

belong to one of the primary defendants, it may not recover anything from him.>!

48. Id at 677.
49, Id at 678 (emphasis added).
50. Id

51. In SEC v. Chemical Trust, 2000 WL 33231600 (S.D. Fla. 2000), which the SEC cites,
the court arguably said that a relief defendant can be held liable for amounts received
from a wrongdoer that it has “converted to its own use,” or “otherwise placed in the
hands of third parties beyond the reach of the investors.” Id. at *11. To the extent that
the decision would suggest that tracing is unnecessary here, it is inconsistent with the
cases we have cited and should not be followed. Moreover, this aspect of Chemical
Trust’s holding has been invalidated by subsequent case law. The court in Chemical
Trust relied on a constructive-trust theory, and the Supreme Court’s subsequent
decision in Great-West Life & Annuity Ins. Co. v. Knudson made it clear that a
constructive trust is available only “where money or property identified as belonging in
good conscience to the plaintiff could clearly be traced to particular funds or property
in the defendant's possession.” 534 U.S. at 213,

The same is true with respect to SEC v. Seibald, 1997 WL 605114 (S.D.N.Y. 1997), a
case the SEC has cited in discussions with undersigned counsel. Seibald relied entirely
on SEC v. Egan, 831 F. Supp. 401, 402 (N.D. Ill. 1993), which, like Chemical Trust,
was decided on a constructive-trust theory. 856 F. Supp. at 402. In light of Great-West,
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