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UNITED STATES DISTKLCT COURT
SOUTHERN DISTRICT OF NEW YORK

GOLDMAN SACHS EXECUTLUN & CLEARING,
L.P, (£/k/a SPFAR, LEEDS & KELLOGCO,

L.P.), i
Petilioner, z 10 Civ. S622 (JSR)
v ?

THE OFFICIAL UNSECURED CREDTTORS' : OPINTION A&Q_QSDEE

3 COMMITTEE QOF BAYOU GROUP, LLC, et :
: . «l., on bahalf ot BAYOU GROUP, LLC,

; BAYOU MANAGEMKNT, LLC, BAYOU

ADVISQRS, LLU, BAYQU EQUITIES, LLC,
BAYQU FIND, LLC, BAYOU SUDERFUND,

LLC, BAYOU NO LEVERAGE WUND, LLC, ;
BAYOU AFFILTIATRS FUND, LLC, and BAYOU .
‘ ACCREDITED FUND, LLC, ‘

Respundent,.

TED £. RAKOFF, U.8,D.J.

Although axbitration is touted as a quick and cheap
4

alternative to litigation, cxperience suggesls that it can be slow and

cxpensive., BulL it does nave theese “advantages”: unlike courtsg,

1

4

? arbitrators do not have Lo gilve reagone tor their decizioniz, and thelr
!

!

declsions arc cosentially unappealabla. Here, petitioner Goldman

Sachs Execution & Clearing, L.P. (“Goldman ¥achs"), having voluntarily
chosen to avail itself of this wondrous alternative Lo the rule of

reason, must suffer the congoguences,
Goldman Sachs brings this potition to vacate Lhe
¥20,580,514.52 arbitral.ion award granted in favor of resporndent The

Official Unpooured Creditory' ¢ommitrée on Behalf of Bayou Group, LLC
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(the "Creditors’ Committee") in the matler of The official IIngecured

Greditora' Committee of Bayou Group, LLC. wb al, dydlnst Goldman Sachs
Execution & Clearing, L.P. and Spear, Leeds & Rellogg, L.P,, FINRA

Dispute Resgolution Arbitration No. 08-01%63 (Junc 22, 2010).  The
Creditors’ Committee crose-petitions to confirm the award. Although
the arbitratieom panel did not articulate its reasoning -- nor wae it
required to do so -- petitioner argues that in rendering the award,
the panel "manifestly disregarded the Taw” and exceedad its authority
undex thce Faderal Arbitratiom Act., By Order daled November 8, 2010,
the Court denied the petition. Thig Opinion and Order states the
TRasong for cthe Court’'s ruling -- because;'a court, unlikc an
arbitrator, wosl slate its reasons and subject them to appellate
scrutiny.

The Federal Arbitration Acl provides that a district court may
vacate an arbitration award *(1) where the award waw procured by
coxruption, fraud, or unduc means; (2) where there was evident
partiality or corruption in the arbitrators . . . ; (2) where the
arbitrators were guilty of misconduct . , , ; or (4) wherc the
arbilralors exceaded thelr powers, or 5o impartectly exmecuted them
that a wmutual, final, and deflinile award upon the subject wmatter was
not made.” 9 U.S,C, § 10(a). Although the wlwlule makes Do mention
of “manitest digrecgaxrd of the law” as a basis for vacatur, some couris

previously congtrued the touxvth ground as a warrant for vacating
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awards on the basis of such disregard. Other courts, concerned that
arbitration would othérwise be entirely untethered to the rule of law,
simply concluded, by way ot judigianl legislation, that ‘“manitest
disregqard” congtituted an independehc, fifth ground for vacatur,
Subsmguent.ly, howsver, Lhe Supreme Court made “cleax” that such
approaches were either sliminaled by Lhe Courl’s decldlon in Hall
dbtreet Associmtes, L.1.C. v, Mattel Inc., 5352 U.8. 576, 586 (2008) —--

or not. As the Court so helpfully stated last term in Stolt-Nielsen

8.0, v. Animalieedn Int'l Coxp., 130 8. Ct. 1758, 1768 n.3 (2010},
"[wle Ao nat decide whethexr ‘manifest disrégard' survives ouxr decigion

in Hall Street Associates L. L.C. v, Mattel, lnc., 552 U.8. 576, 585,

128 S. Or.. 1394, 170 L. Ed. 2d4 254 (2008); as an independent ground
for review or as a judicial gloss em the snumsrated grounds for
vacatur set forth at 2 U,S.C. § 10.” Nonetheless, the Second Circuit,
divining c¢larity wheoxce othors mec only confusion, ‘“concluded that
manifest disregard ‘remaing & valid ground tor vadating arbitration

awards.'” T. Co Metals, K ILLC v, Dempsay wipa & Supply, Ilnc., 592 I, 3d

329, 340 (2d ¢ir. 2010) (quoning Stolt-Nielsen SA v. AnimalFeeds

Int']l Corp., 548 F.3d 85, 94 (2d cir. 2008)).

A3 a practical matter, the putative.aurvival of the manifest
disragard standard will be of little sélace te those parties whao,
having willingly chosen to gubmik to inarticulated arbitration, are
mystified by the rssult; for a party seeking vacatur on the basis of

mAnd Fesl disregard of the law "must ciéaf‘a'high hurdle, "
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Sfolt-Nielgep, 130 8. k. at 1767. Tndesd, vacalur on this basis can
gucceed only in "those exceedingly rare instances where soms sgreglous
impropricty on the part of the arbitrators is apparent, " Duferco

int'l Steel Trading v. T. Klaveness Shipping A/8, 333 F.3d 383, 389

(28 Cir, 2003). Converpely, the award must be enforced “if there iz a
harely colorable justification for the outcoma reachad.” Wallace v,
Buttar, 378 F.3d 182, 190 {(2d Cir. 2005) (quotation mark and citation
omitted), Moreover, the facts of record must be construed most
favoxably to the prevailing party and the arbitration panel’s implicit
tactual tindings are not subject to any review whatscever, Id. at
4893,

In determining whether a petitibner’naa carried this
gxoeeedingly heavy bhurden for invoking'the doctrine of manifast
disregard, the Second Circuit ha:e‘-l r'ﬁc'ﬁ(_:gn,'l_y,e,d Lhree factors a district
court must consider. First, the courthmustvdetermin& “whather the Taw
that was allcgedly ignored was clear, and in fact explicitly
applicable to the matter betorc the arbitrators.” Duferco, 3323 I'.3d
at 390. Second, if the law is clear and plainly applicable, the court
must find Lhat the law “was in fact improperly applied, leading to an
erroneous culeome.” Id. Finally, rhe court must look to a
“subjective element, that is, the knowlaedgs aciually possessed by the
arbitrators. In order to intentionally disregard the law, ths

arbitrator muet have known of its cxistence, and its applicability to

the problem hefore him.” Ld. Thus,‘the.aWard muot be upheld unless

P.06/15
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the arbitration panel inlentionally and erroneously dipregarded a
clear and plainly applicable law. This is to be determined, moreover,
by reference to a record where the arlilralion panel typleally, ae
here, states ncither its findings of fact roc its conclusions of law,

With these rigorxous requirements in mind, Lhe Court now turns
fo Lhe particulars of thic c¢asc, The events precipitating the
underlying dispute hegan in L899, whan the Bayou Croup., LL( oppened at
Goldman Sachs the accouni. of Bayou Fund, LLC, a hedge tund managed by
Samuel Israel. In 2003, Israsl oupened similar accounts at Qoldman
S$achs for tour new hedge funds in the Bayou family - Rayou Superfund
TLC, Bayou Accredited Fund LLC, Bayou Affiliates Fund LLC, and Bayou
Na T.everage Fund LLC (collectively, along with Bayou PFund, LLC, the
"Bayou Funds"). all of theze acdountg were opcned pursuant to Goldman
Sach’s standard accounl agreements,

On March 5, 2003 Israwl directed Goldman Sachs to internally
transfar through journal entries a total 6E 41%,866,70.78 from the
Bayou Fund, LLC margin account to the margih accounts af (he four new
hedge Tunds. A second group of transfers occurred between June 2004
and the filing of Bayou's bankruptey petition in May, 2006, and
congisted of deposils of $6,693,754 from an outside entity, Bayou
Group, into the Dayou Funds’ margqn dc.:r.*ounﬁs at Goldman Sachs,

lexael cloged the hedge funds in Augusl 2005, and soon
afterwards it was discovercd that he had been fraudulenlly concealing

Lreding 1nsseg from the hedga tunds' inveotors and operating a Ponzi

541
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sc¢heme. Israel and two other executives subsequently pled guilty to
criminal charges and are now incarcerated., The funds were placed into
receivership, and on May 30, 2006, the Bayou Fundg filed voluntary
petitions for relief in the Sonthern Dislrich of Wew York wnder
Chapter 11 of the United States Bankruptcy Code. On June 15, 2006,
the Creditors’ Committee was appointed to represent the interests of
the funde' unsecurced crcditors, and on May 29, 2006 the Bankruptcy
Court granted the Creditors’ Committeée’s motion to commence an
adversary proceeding against Goldman sachs inm the Bankruptoy Court,
alleging that the aforemsnliongd | ransfers served to defraud Bayou’'s
¢reditors and that doldman Sachs, because of its failure to diligently
investigate the funds, was jointly and severally liable, along with
the Bayou Funds, tor traudulent transfere and fraudulent gonveyanceas,
Pursuant to the terms of the Goldman Sachs' agreementeg governing the
Rayou Funds’ accounts, the adversary précéeding was then stayed, on
consent, in favor of the FINRA arbilrallon.

On June 27, 2010, the arbitration panel -- consisting of thres
very experienced arbitrators -- awarded the Creditors’ Commithtee the
full $20,580,514.53 it sought from Galdman Sacha, comprising the total
of all the aforementioned transfaers, Althdugh, as noted, the panel
gave no reasong for its derision, nonetheléss, based on the reacord
before the panel, il way be inferred that the panel found thar: (1)
the March 5, 2003 transfers of £13,006,760.78 from the Bayou Pund, LLC

account at Goldman Sache to tho four new hedge fund accounts at
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Goldman Sachs constitutred fraudulent conveyangey under Now Yoxrk law;
and (2) Lhat the nineteen depositg totaling $6,693,781 trom Bayou
Group, LLC intu Lhe Bayou Funds' Accounts at Goldman Sachs between
June 2004 and May 2005 were [raudulenl transfers under fedaral
bankruptoy law,

With respect to the first group of transfers, Goldman Sachs
maintaing that the law is clcar that Fraudulent conveyance claims
under New York Debtor Creditor Law 5§ 273-76 canpot be bascd on
movementy of money batween “ostengibly sepérate entities that in
actuality are oneg and Lhe same[,] because guch movements affact no
donveyancces at all." Goldman Sachs Petition at 18. Thus, it argues,
the tranefers of almoat £13.9 million made‘&mong the various Bayou
Funds accounts at @oldman Sadhgo canﬁot be congidered fraudulent
CONVEeYances .

Howsver, Lhe two cases Goldman Sachs cites in support of this

theory are hardly dispogitive., See B.W. Dver & ¢o. v. Monitz. Wallack

& Colodney, 16 Misc. 2d 1033, 1041-42 (N.Y. Sup. Ct. 1988), ArC'd in

part, modified in parxt on other grounds, 12 A.D.2d 554 (N.Y. App. Div.
1960), aff'd, 11 N.Y.2d 654 (1962); Feltman v, Gulf Dank (Tr re

Sophisticated Communicationg, ine.), No. 00-17635 BKC RAM, Hlip Op. at

6 (Bankr. 5.D. Fla. cct, 1, 2003). Uyar wasg expressly limited to the
fects of that case and has not heen cited with approval by any other

court. Feltwman, a case from the Bankruptecy Court of Iha Soulhern
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Digtrict of vlorida, is not controlling authority here.! Moreover,
both cases invelved gituations where corporate formalities were not
observed, so that. Lhe variocug entiries involved could rcagonably be
viewed as one. Hexe, by conlrast, petitioner's argument merely bege a
tactual quegstion submitted to the arbilLralors for determination: vig,,
whethar the Bayou Funds are in actuality one and Lhe same entlty. Seg
Creditors’ Committee Petition at 8. Given the fact that Goldman Szchs
itsell required that esach Eayou fund be legally scparate and adhere to
all corporate formalitims, the panel cduld cartainly find that cach of
the Bayou funds was a legally separate entity, in which event the
cases cited by Goldmen Sachs would be irrelevant. Thug, Goldman
fachs’s guggestion that the decision of the arbitration pansl with
respacl. to the firgt get of transtero was in manifest disregard of ths
law is, in reallty, a quarrel with the arbitration panal’'s likely
factual finding, from which no appeal hay he taken.

With reapecet to the second sat of Lransfers, the arbitration
panel seemingly c¢oncluded that Goldman Sachs, as an “initial
Lransferea” of the fraudulently-cbtained funds that Dayou @roup
transferred intn Lhe Goldman Sachs accounté betwcen June 2004 and May
2005, was liable to Lhe defrauded creditors because Coldman Sachs did
not diligently investigale Bayou’'s fraudulent practices. Goldman
Sache, however, argues that the arbitral.ion peanel manifestly

disregarded “universal” case law under the Bankruptcy Code hal. a

' Now Yark law yoverus the state law olaime here at 1oguc.
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clearing and cxccution firm in the position that Goldman Sachs held in
relation to Bayou can be liablc asg an “initial transferee” only if it
acquired “dominion and contrel” over the transtcrred asscty at the
time of transfer. gee Goldman yachs Petition at 10 (eiting 11 U.8.C.
§§ 544, K50(a)). Tn support of this proposgition, Goldman $achs points
to what it characlerlzes as an unbrokan 1ine of pranedant heginning
with Bonded Financial Servigeg v, Burcopean Amepicapn Bank, 638 P.2d 8%0
(7th Cir. 1988), and including Christy v. Alexander & Alexander of
N.¥. Indg. (ITn re Winlev, Kumble, Wagnér‘ HéinL Undexberg, Manley,

Myerson & Casey), 130 F.3d 52 (ud Cir. 199/),; Nordberg v, Societe

Genernle (In ye Chase & Sandboxn Corp.), 848 F.2d 1196 (llth Cir.

1988); and Kadser Slesl Red.., Ine. v. Jacobs (Tn _re Kaisar Stesl

Corp.), 110 B.R. 514 (D. Colo. 1990), aff’d oy oUher grounds, 13 F.2d

846 (l0th Cir. 1990). Undcr petitianer's féading of these cases,

Goldman Sachs is a “mere conduit” that cannot be held liable as an
initial trangferee,
But. Lhe mosl recent case on polnt idn this District,? Bear,

Stearns Jecuritics Corp. v. Gredd (T re WManhaltan Investment Fund

TR

Ltd.), 397 B.R. 1 (8.D.N.Y. 2007), cuts in Tavur of Lhe CredliLors’
Committee and against Goldman Sachs. In Grgdﬂ, as here, the debtox

wag & hedge tund involved in & Penzi gchéme that depogited monies into

’ The FTNRA arbitration panel, sitting in Manhattan,

necessarily applied the Taw of the Southsrn District of New York
to the bLankrupley claims that were filed in the Bankruptey Court
foxr the Zouthern District of New York.

L}
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a margin account at Bear, Stearns Srourilioy Corp. (“Bear Stearng®).
Helen Gredd, the bankruptcy trustee for ﬁhﬁ hedye fund, sought to
regover from Bear Stearns the amount of the transfers ifulo Lhe margin
aceount, on the ground that Bear Stearns had failed to diligently
investigate the fraudulent nature of the hedgc fund and was therefore
liable ay an “initial transferee” of Eraudulently obtained funds,
Credd at 14, 22-24. The Rarkrupley Court agreed, id. at 14, and the
Diptrict Court, in a careful opinicon by Lhe Hon. Naomi Reice Buchwald,
affixmed thies dotcrmination., Among other things, Judge Buchwald
distinguished the only Scoond Cireuit caéé on which Goldman Sachis lere
relies, In re Finley, bacause, intey alia, “the deqree of decision-
making control Bear Stearns possessed with respect to the funds
demonstrates a level of ‘daminion and control’ gufficiant ta create
traneferce linbility.” Id., at *21.

In the inetant case, the Creditors’ Committee pregenled
Lhe arbitration panel with congiderable evidence that Goldman Sachs’
custamer agreements with the Bavou'Funds‘gﬁve Goldman Sachs broad
digcretion ovmr use of the monies and securiticg held in the Dayou
Funds’ accounts. Sae, e.q., Creditors’ Cémmittee Statement of Claim
19 32 33. Although Goldman Sachs argued ta the contrary, a reasonabls
arbitrator could well have found that such rights ernjoyed by Goldman
Sachs with respect to the Bayou Funds’ accounts gave it sufflicien.
dominian and control to ¢reate tranatercc liability. Given such

putative findings, Lhe arbitration panel could then rightly apply the

10
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legal principles get forth in Grodd to impose transferee liability on
Goldman Sachs. The suggestion that this somchow constitutes “manifest
disvegard of the law” ig therafore entirely migplaced, for, once
again, the heart ol Lhe decision 18 a factual finding.

Finally, Goldman 3achs argues that | is entitled to receive
credit for monies it cEfectively “returned“ to the (deblor. Ik cites
three casas in esupport of its argument that Fraudulent transler
defendants receive credit for amounta they cffectively return to the

debtor pre-pebition. See Bakst v, Sawran (In Yo Sawran), 189 B,R,

348, 353, 1304 (Bankr. 8.D. Fla. 2007)) Bakst v, Wetzal (In re

kinggley) , Adv. No. 0G-2109-BKG-PGH-A, 2007 W7, 1491188, at *4-*5
(Bankr. $.D. Fla. May 17, 2007); Dahar v. Jackson (Tu f& Jackson), 318
R.R. 5, 27-28 (Bankr. D. N.H, 2004).

However, these casey are not conﬁrcllinq in this District and
are, in any case, distl.inguishable on the facrs. They all invelve
transfcrs to a family member by an }ndividual debtor who was rendered
ingeolvent by the transfers or was facing personal bankruptey,
Moreover, in each case the transoforces subnitted an accounting ko the
court demonstrating that the funds actuallf had been returned to the
debtor and fhat the transgferse had not benEfittod from the transfer,

Additionally, in In e Sawrag, the court axpresgly found that “{iln

holding that the Defendants are eulliled to an equictable credit in the

amount of tranefers made propetition to the Debtor, the Gourl finds

1l
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that the Defendsnts nre innocent of wrongdning and deserve protection
under these circumgtanacs.” 359 B.R. at 354,

In the ingrtant sagse, tha agocounting io far more complex than
in the cases Goldman Sachw vites.? The arbivration pancl did not
"manitestly disregard the 1aw” if, as is likely, it made a tactual
Qetermination that Goldman Sachs had not praved the funds were
returned on a dollar-for-dollar basis te the debtors. Moreover,
implicii in all che arbitration pancl’s determinations is the finding
that Goldman Sachs, far from being totally innocent of wrongdoingf
Eailed to engage in Lhe diligent investigétion that would have
revealed Bavou's fraud, This is espad1a1jy relevant to application of
the double recovery thcory, which is Eased'on principles of equity
thal a court (or in this case the arbitration panel) may apply (or not
apply} wilh considerable digcretion.

The Court has considered Goldman Sachs’ other arguments and

finds that nonc of them remotely suygyests that the arbitration Panel

' Goldman Sachs! "double-recovery' argumenl is based nn tha
faclL that after the Bayou Funds transferred 513.9 wmillion ta Lhe
four uew Rayou Funds' geparate accounto on March 5, 2003, the
five Bayou Funds collectively withdrew $198 million frem 2003
through 2005. Also during the Juna 2004 through June 2005 period
when the Bayou Funds deposited the %6, million, those same Bayou
Funds withdrew more thau $26 million. While the Creditors’
Committcee concedes that Lhis is true, it points out that the
Hayou Funde algo collectively received over $219 million in
deposits, purchased over $15 billion worlh of securities, and
Tost over $42 willion trading during that tims period.  The
Credilors’ Committee aleo motes that it ig impossible 1o Lrace
what was done with the deposits of $13.5 million and 46.7
million. 8em Goldman Sachs rFetition at 22 25; Creditors’
Committee Petitiom el 30-33%.
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manifestly diorcgarded the law in granting the $$20,580,514.52 award
in favor of the Creditors’ Committee, Accordingly, the Clerk of the
Caurl is directed to onter final Judgnenl dismissing Goldman Sachg!
petition Lo vacate the arbitration award and yranting the Creditors’

Committee’'s cross-perition to confirm the award in its entirelLy.

A

§. RAKOFF, U.S.D,J.

5O ORDERED,

Dated: WNew York, New York
Novenber 30, 2010
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