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The U.S. Bankruptcy Court for the Eastern 
District of Virginia recently awarded the bank-
ruptcy trustee a $569,435 judgment against 

a church. This amount represented the portion 
of donations to the church that were traceable to 
fraudulent transfers by the debtor.

Fraudulent transfers?
The debtor operated a health care laboratory. The 
bankruptcy trustee had obtained a judgment for 
more than $220 million against the debtor’s exclu-
sive sales agent for receipt of fraudulent transfers 
from the debtor (the “avoided transfers”). The 
trustee also sought to recover transfers that had 
been received by one of the debtor’s shareholders, 
a principal and insider of the sales agent. However, 
because the shareholder and several of his business 
entities filed for bankruptcy protection, the trustee’s 
action against him was stayed. 

The church stipulated that trans-
fers of just over $1.7 million from 
the debtor to the shareholder 
were avoidable under the Bank-
ruptcy Code’s fraudulent transfer 
provisions (the “avoidable trans-
fers”). (See “Recovering fraudu-
lent transfers in bankruptcy” 
at page 3.) The instant action 
involved $1,085,000 in donations 
the shareholder made to the 
church. These donations came 
from bank accounts containing 
funds that had been commingled 
with the avoided and avoidable 
transfers. The trustee sought to 
recover the portion of the dona-
tions traceable to the debtor.

Tracing methodology
The trustee’s expert witness, a forensic accoun-
tant, traced the money flow in and out of the bank 
accounts to determine the amount of the debtor’s 
funds that went to the church. Although several 
tracing methods are available, the expert applied 
the following two techniques: 

1. The lowest intermediate balance rule (LIBR) 
method. This assumes “trust or secured funds 
deposited into a commingled bank account are the 
last funds disbursed from that account, and any 
disbursements made from the account are taken 
first from funds other than the trust or secured 
funds until the balance in the account dips below 
the amount of those trust or secured funds.” In 
simpler terms, “clean” funds are assumed to exit 
the account before the “dirty” funds until no clean 
funds are remaining, then withdrawals are made 
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from dirty funds. Using this method, the expert 
estimated that the amount traceable to the debtor 
was $569,435.

2. The restated tracing rules (RTR) method. This 
technique assumes that withdrawals are made from 
the trustee’s funds provided they don’t exceed the 
account’s lowest balance between when the debtor’s 
funds were deposited and when they were withdrawn. 
Using this method, the expert found that the amount 
traceable to the debtor was $845,015.

The court determined that the LIBR method was 
best suited to trace the funds and awarded the 
trustee $569,435.

Court’s reasoning 
The court rejected three key arguments the church 
raised in its defense. First, the court found the 
trustee wasn’t obligated to present his case in the 

light most favorable to the church. If the church 
believed a different tracing method was appropri-
ate, it could have offered a rebuttal expert — but 
chose not to.

Second, the church failed to show that it provided 
value in exchange for the donations, which could 
have precluded the trustee’s recovery. The church 
provided no goods or services in exchange for  
the donations, and neither the “intangible and 
emotional benefits of charitable giving” nor chari-
table acts performed by its congregation in the 
community were sufficient. The donor must receive 
a tangible, quantifiable economic benefit.

Finally, the fact that the church had already spent 
more than half of the donations wasn’t a valid 
defense. The Bankruptcy Code’s fraudulent transfer 
provision doesn’t consider “the potential hardship 
to … a subsequent transferee.”

Lessons learned
This case highlights the need for forensic experts 
to establish the source of funds in fraudulent trans-
fer cases. It also demonstrates that fairness to the 
transferee, regardless of how innocent, isn’t a con-
sideration when seeking the return of fraudulently 
transferred funds. n

Recovering fraudulent transfers in bankruptcy

The U.S. Bankruptcy Code’s fraudulent transfer rules are designed to prevent debtors from depleting 
their assets to place them beyond creditors’ reach. Bankruptcy trustees have the power to prevent 
fraudulent transfers and bring the assets back into the bankruptcy estate.

Under Bankruptcy Code Section 548, trustees can avoid transfers made within two years before a 
bankruptcy filing if they involve actual or constructive fraud. Actual fraud means a transfer was made 
with actual intent to hinder, delay or defraud creditors. Constructive fraud happens when a debtor 
transfers assets without receiving “reasonably equivalent value” under certain conditions. Examples 
include insolvent debtors, transfers that render debtors insolvent and transfers to insiders.

Section 550 permits trustees to recover the value of fraudulent transfers from 1) an initial transferee 
(or the entity for whose benefit the transfer was made), or 2) any immediate or mediate transferee of 
such initial transferee, such as the church in Arrowsmith (see main article). However, a trustee may 
not recover from a mediate transferee that “takes for value … in good faith, and without knowledge 
of the voidability of the transfer avoided.”

If the church believed a different 
tracing method was appropriate, 
it could have offered a rebuttal 
expert — but chose not to.
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The U.S. District Court for the District of Arizona 
recently found that a company’s former owners 
violated ERISA and breached their fiduciary 

duties when establishing an employee stock owner-
ship plan (ESOP). The owners set up the ESOP in 
2014 and sold 100% of the company’s shares to 
the ESOP for $105 million. But the federal court 
described the transaction as “extraordinarily one-
sided.” (Su v. Bensen, No. CV-19-03178_PHX-ROS, 
D. Ariz., August 15, 2024).

Former owners’ expert  
grossly overstated value
In 2019, the U.S. Department of Labor (DOL) filed a 
complaint alleging that the price the ESOP paid for 
the company was unfairly inflated. The company’s 
owners hired a business valuation expert who deter-
mined a range of values between approximately 
$107.6 million and $122.8 million for the company’s 
equity. He used two valuation techniques: 

1.	The guideline public company method, and 

2.	The discounted cash flow (DCF) method. 

The court found several significant flaws in his 
analyses. Notably, the comparable companies used 
in the guideline public company method “bore no 
meaningful resemblance” to the subject company.

Additionally, when applying the DCF method, the 
expert relied on projected financial results prepared 
by the company’s management for 2014 through 

2018. He then estimated a terminal value (the 
expected net cash flows after the end of the pro-
jected period) using the same companies identified 
in his application of the guideline public company 
method. Because terminal value often represents a 
significant portion of a company’s value under the 
DCF method, the result wasn’t reliable.

Moreover, the expert failed to subtract the com-
pany’s line of credit when valuing the business’s 
equity. And he didn’t apply a discount for lack of 
control (DLOC), even though the company’s own-
ers retained complete control over all aspects of 
the company before and after the ESOP purchased 
the stock. The court called the expert’s argument 
that the ESOP had substantial elements of control 
“nonsensical.”

Court favors the DOL’s expert’s analyses 
The methodology used by the DOL’s expert corrects 
many of these shortcomings. He concluded that 
the guideline public company method was inappro-
priate due to the lack of reliable comparables and 
relied exclusively on the DCF method.

The expert used management’s projections for 
2014 through 2018 in his DCF analysis. But when 
determining terminal value, he applied the Gordon 

Exercise caution when valuing  
a business for ESOP purposes
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A company may obtain a formal business  
valuation for various reasons, such as a 
shareholder dispute, marital dissolution or tax 

matter. The valuation report contains detailed infor-
mation that may also be relevant to a lender if the 
company applies for a new loan or renegotiates the 
terms of existing debt. Such insights usually can’t 
be gleaned from the financial statements alone. 

Business owners can use information in valuation 
reports to communicate with lenders more effec-
tively. Or they might even consider sharing valua-
tion reports with lenders to obtain more favorable 
credit terms. Here’s an overview of how a business 
valuation can supplement a company’s financial 
statements.   

Cost approach: Beyond the balance sheet
The book values of assets and liabilities reported on 
a company’s balance sheet may differ significantly 
from their fair market values. Why? For accounting 
purposes, assets typically are reported at the lower 
of historical cost or market value. For example, a 
building acquired 50 years ago may be worth far 
more than the balance sheet reflects. Accelerated 
depreciation methods also tend to underestimate the 
value of fixed assets. Likewise, accounts receivable 
may include stale, uncollectible invoices, especially 
if the company isn’t audited. 

Additionally, intangible assets — such as brands, 
patents, customer lists and goodwill — are usually 

Using business valuations to  
bolster financial discussions

growth model. This model capitalizes projected 
earnings, rather than relying on comparable stock 
prices. After subtracting debt (including the line 
of credit) and adding cash and cash equivalents, 
the expert arrived at a preliminary value of roughly 
$44.3 million for the company’s equity. Then he 
applied a 17% DLOC and a 10% discount for lack 
of marketability. 

Finally, the DOL’s expert subtracted the value of 
warrants issued to two former owners as part of 
the transaction, viewing them as claims on the 
company’s cash. His final value conclusion was 
approximately $13.7 million. 

The court generally accepted the DOL’s expert’s 
approach. However, it disagreed with his treatment 
of the warrants. The court decided that they were 
meant to compensate the former owners for accept-
ing a below-market interest rate on seller notes. 

Adding the value of the warrants ($19.3 million) to 
the DOL expert’s valuation resulted in a fair market 
value of $33 million for the company’s equity — 
less than one-third of the price the ESOP paid for 
the stock.

Pick the right trustee
Using an independent ESOP trustee is essential  
to arrive at a reasonable stock price. In this case, 
the trustee — which was also targeted by the  
DOL — had a pre-existing relationship with the  
former owners’ ESOP financial advisors. The 
trustee accepted the highly one-sided deal and  
let the former owners retain complete control of  
the company. The trustee also performed limited 
due diligence in order to close the deal quickly  
and maximize the former owners’ tax benefits.  
The transaction may have turned out differently  
if a truly independent trustee had been used. n



6

omitted from the balance sheet, unless acquired 
from a third party. Contingent liabilities also may  
be excluded.

When applying the cost (or asset-based) approach, 
valuators convert the book values into market-
based values. They also factor in unreported assets 
and liabilities.  

Income approach: Eyes on the future 
The income statement and statement of cash flows 
provide insights into a company’s historical perfor-
mance. However, valuation experts focus on future 
earnings because that’s what matters to prospec-
tive buyers.  

Various factors may cause future expectations to 
differ from past results. Examples include new 
competitors, changing consumer tastes or emerging 
technology. Valuators typically use cash flow projec-
tions when applying the income approach. More-
over, they may evaluate company-specific risks 
when calculating discount and capitalization rates. 

Market approach:  
Real-world M&A transactions
Under the market approach, a company’s value 
is based on prices paid for similar companies. 

Valuators use 
various criteria — 
such as industry, 
size, location,  
target markets 
and financial  
performance —  
to select 
comparables. 

When apply-
ing the market 
approach, valua-
tors often rely on 
private transac-
tions from propri-
etary databases. 
Business owners 

and lenders normally don’t have access to this 
information. This data includes the selling prices 
and terms of deals in the company’s industry, 
which can be particularly helpful when financing 
mergers and acquisitions.

Review the fine print
A comprehensive valuation report contains more 
than financial data. It also describes the company’s 
operations and industry. This information can be 
beneficial if lenders aren’t familiar with the bor-
rower’s business.

In addition, a valuator explains the subject com-
pany’s risk profile and evaluates its financial per-
formance over time and against competitors. For 
example, these analyses may be addressed when 
estimating the cost of capital, adjusting pricing 
multiples, and developing discounts for lack of 
control and marketability. 

What drives value, drives credit
Balance sheet adjustments, future earnings, industry 
trends and comparable transactions are important 
parts of the valuation equation. When refinancing or 
seeking new loans, leveraging past valuation reports 
can lead to more favorable outcomes and greater 
transparency about a company’s future prospects. n
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Money launderers often use small businesses 
to “clean” their dirty money. Even if pres-
sured or coerced, innocent participants can 

be held criminally and/or civilly liable for their involve-
ment. Liability depends on the circumstances, such 
as the level of knowledge, intent and participation.

How it works
Money laundering separates 
illegally acquired funds from 
sources that include theft, 
drug trafficking and terrorism. 
This makes it harder for law 
enforcement to connect the 
dots, arrest the perpetrators 
and seize their money.

It generally happens in 
three stages. First, criminals 
introduce their illegally obtained funds into the 
economy, making them appear legitimate. Strate-
gies could include separating large amounts into 
smaller ones and depositing them in multiple 
accounts, including offshore accounts.

Next, money launderers create complex webs of 
transactions, making it difficult for law enforcement 
to classify funds as criminally connected. Crimi-
nals might transfer funds into and out of accounts, 
invest in financial securities, buy and sell real 
estate, or set up shell companies that exist only to 
hold illegally obtained proceeds. Finally, criminals 
use or spend their now “clean” money — often on 
luxury goods and new business enterprises.

Such activities can occur with or without a legiti-
mate business insider’s involvement. However, it’s 
far easier to launder money if an accomplice is 
employed (or contracted) by the company and can 
facilitate transactions.

An ounce of prevention
Business owners should consider these tips to miti-
gate their risk:

1. Monitor business transactions randomly and regu-
larly. If a transaction appears suspicious, ask the 
employees involved for an explanation. Cash-intensive 

businesses, such as bars and 
restaurants, may be particularly 
attractive to money launderers 
because reconciling food and 
drink sales with inventory is 
typically complicated, making it 
easy to falsify. Real estate busi-
nesses and construction con-
tractors also may be targeted 
due to the size and complexity 
of their transactions. 

2. Perform background checks on employees, con-
tractors and customers. The more owners know 
about the companies and people they do business 
with, the better. If a worker’s employment history 
or other resume item raises questions, dig deeper. 
Maintain a database that tracks customer names, 
addresses, key contacts, transactions and other rel-
evant details, including potential conflicts of interest.

3. Train employees to look for money laundering. 
Give examples of scenarios that might occur in the 
line of business and provide a confidential report-
ing method (such as a hotline) for employees to 
use if they spot something suspicious.

Get professional help
Business owners who suspect money laundering is 
happening at their companies should contact their 
attorneys immediately. Forensic accounting experts 
can also help investigate suspicions and gather evi-
dence for potential legal proceedings. n

Spotlight on money  
laundering schemes
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